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PENALTY AND INTEREST PROVISIONS IN THE
INTERNAL REVENUE CODE

WEDNESDAY, MARCH 8, 2000

U.S. SENATE,
COMM [rEE ON FINANCE,

Washington,DC
The hearing was convened, pursuant to notice, at 10:08 a.m., in

room SD-21, Dirkeen Senate Office Building, Hon. William V.
Roth, Jr. (chairman of the committee) presiding

Also present: Senators Grassley, Hatch, M oynihan, Baucus,
Breaux, and Robb.
OPENING STATEMENT OF HON. WILLIAM V. ROTH, JR., A U.S.

SENATOR FROM DELAWARE, CHAIRMAN, COMMITTEE ON FI-
NANCE
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 is 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 o? 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 ori nal 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 field, 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.



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 assements 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, Cgress 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
and we received Treasury's report last October before Congress ad-
journed.

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 pupose 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 so in the future. The reason why is simple. Corporations that
abuse the laws to shelter their income from taxation p lace 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 begi n that today as we also consider the need to address
penalties and interest in the Tax Code. Towards flndinL real rem-
edies, I look forward to a strong and willing bipartisan effort.

Senator Moynihan?
OPENING STATEMENT OF HON, DANIEL PATRICK MOYNIHA6N,

A U.S. SENATOR FROM NEW YORK
Senator MOYNIHAN. Mr. Chairman, I think I can assure you that

you will have the support of this side in these matters, as you have
had 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 Adis morning's hearings. He says, "As you begin
discussing 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-
tionea, 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
2001 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-
ingful way 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 CH.AiRMN. 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 CHArRMAN. Yes. Without objection.
[The letter appears in the appendix at page 133.1
The CHAIMmAN. It is now my pleasure to introduce our first panel

of witnesses, who of course are ver well known to us. We are de-
hgted to have you before us. Mr. Jonathan Talisman, who is Act-

ing Asistant Secretary for Tax Policy for the Treasury Department
and, of course, as Senator Moynihan, pointed out, was his chief tax
counsel.



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. TAwsmAN. Thank you very much, Mr. Chairman. Mr. Chair-

man, Senator Moynihan, and members of this committee, it is a
prviege for me to return to my roots and app ear before you today.

Whn I 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 thia hearing and am
pleased today to discuss 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 te 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 aggressive use by large cor-
porate taxpayers of tax products that have little or no purpose
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-
poraition'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 tax payers to expect this type of activity
to be the norm, and to follow the lead of other taxpayers who have
engaged in tax advantage transactions."

This 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 complicate the Tax Code by forcing legislators to
take remedial action. In the past few years alone, nearly 30 narrow
statutory provisions have been adopted in response to abusesfr
ther. complicating the Code.

Finally, significant resources, both in the private sector and the
government, are currently being wasted on this uneconomic activ-
ity. To date, attacks on corporate tax shelters have been targeted



at specific visible transactions and have occurred on an a6 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 passed a provision to eliminate
the ability to avoid corporate level tax through the use of liqui-
dating REIs. This provision was estimated, by itself, to have

svdthe 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 hail
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. t

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 Treasury 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 occurrng

This requires that the tax shelter costbefianlsse
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 parts: (1) increasing disclosure of
corporate tax shelter activities; (2) administrative reforms within



the IRS and strengthened rules governing the practice of account-
ants and lawyersbfore the IRS; (3) new legislation to strengthen
and bettor coordinate requirement. and to increase penalties for
abusive transactions, andto codify the economic substance doc-
trine; (4) providing consequences to all the parties to the trans-
action, promoters, advisors, and tax-indifferent accommodating par-
ties.

Treasury and the IRS have come to understand new tax shelters
only by capturing them on audit, picking up reports in the trade
press, 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 approach 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.

The second element of our approach 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 undergoing a substantial restructuring
to refocus the IRS along functional, as opposed to geographic, lines.

This restructuring will concentrate IRS resources relating to cor-
Forate tax shelters, enabling it to identify, focus on, and coordinate1's 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 taxpayers could obtain an expedited ruling frm the IRS regard-
ing afected transactions.

The 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 condue,t
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 effort. 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.

It is right th at we require companies to disclose tax shelters in
their IRS statement., but those companies need an incentive to
comply with the new iilelines. That is why we are proposing leg-



islatlon in the budget that will give us greater tools to deter i'd-
topr tie the abusive shelters.

Ri~st, 'here must be effective disincentives to stop cornp anies
from violating reasonable standards of disclosure. These include a
penalty of $100,000 for each failure to disclose a transaction with
features 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
eliminating the reasonable cause exception for undisclosed trans-
actions.

Second, we should impose penalties on the related entities. The
creation of abusive shelters is a sophisticated process that encomn-
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 proposals 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 surely more difficult, yet fundamental, that taxpayers
be required to apply the doctrine and perform a careful analysis of
the 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 Gregory v. Helvering
and most recently utilized in cases such as ACM, COMPAQ, and
Winn-Dixie.

The guiding principle of economic substance is; that taxpayers
should not be allowed to derive benefits from transactions 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 th ef acts 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, thee JOT proposal does incorporate a
version of our standard in identifying 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.
2255, as introduced by Mr. Doggett, also share common rec-
ommendations.



Mr. Chairman, let me shift to the Department of Treasury's
study and recommendations with rpect to the penalty and inter-
est provisions of the Internal Revenue Code.

It has been 11 years since the Congress has undertake ti.~o
prehensive look at these important and ftindamental pieces of our
taxsystem, and we thank you for starting and continuing this dia-

T he study conducted by Treasury, and its report issued on Octo-
ber 25, 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 closely 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 an4 there-is general agreement
on the 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 poals. 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'-
assessment that imposes three general requirements on taxpayers:
to timely file their returns, to report the correct amount of' tax
owed, and to timely pay 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 pay penalties, the estimated tax penalties, accuracy-re-
lated peaties, 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 among the vast majority of taxpayers; second, encour-
ages taxpayers who are not compliant to quickly resolve non-coin-
pliance problems with the IRS; and third, imposes an adequate sys-
tem of sanctions that are fair to taxpayers whose non-compliance
may be due to diverse causes that involve different degrees of cul-
pability but do not impose substantial additional complexity or bur-
den.

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-
p ayers, deserve a tax system that recognies their compliance.
There is no perfect system of sanctions, and string the appro-
priate balance involves trade-offs among competing concerns.



Trarys study and recommendations reflect an effort to strike
reasonable baace, 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 respective 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 intern, t and penalties, how-
ever, is important in crafting legislation and regulations that im-
pose and abate penalty and interest charges.

Penalty provisions i.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 un derpayments.

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-
erly more narrowly d.-awn.

Any legislation or regulations in support of this distinction may
cause further confusion among taxpayers regarding the different
role 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

-ouf RRAJ,998. Considerable guidance has been issued by Treasury
and the IRS in the past year relating to a number of these new
provisions, and the AR is engaged in a major overhaul of its struc-
ture and systems, as directed by Congress. a

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 fr relief from
monetary impositions.

I willlave 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 penalty 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 la-titude 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 te pro-
liferation of corporate shelters presents an unacceptable and grow-
ing level of tax avoidance. We have laid out our rationale for our
approach.

We 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 CHA~MAN. 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
toortestimony.

Ri prepared statement of Mr. Talisman appears in the appen-

STATEMENT OF LINDY PAULL,4 CHIEF OF STAFF, JOINT
COMMITTEE ON TAXATION, WASHINGTON, DC

Ms. PAULL. It 'is gre at to be back before the committee. Thank
you, Chairman Roth, Senator Moynihan, members of the com-
mittee.

We appreciate the opportunity to present the Joint Committee
staff recommendations on interest, penalties, and corporate tax
shelters.

I think it is fair to say that our study, which was, again, just like
the Treasury study a comprehensive look at the penalties and in-
terest provisions o?~ the Tax Code builds on the work of the IRS
Restructuring Commission, and tke work of this committee, and
the Ways and Means Committee, 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
and 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 hat is of in-
terest, or in the order of my written testimony.The first provision that I would like to highlght, 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



marketplace for various types of tax payers. 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 p aid 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-
p and that to any unreasonable error or delay that is caused by the
I 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
the 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 ou can get the interest charge to
be correct, this is just a penalty t~at 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



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 penalty is too high-it is 5 percent a
month based on the amount dlue 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 1,500, and a recommendation relating to the failure to deposit
payroll taxes.

With 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.

We thought, 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 gneral 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 testimiy 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 gup that data.

Would also just note, some people have recently highlighted
that one of the reasons that corp orate 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.

So it is very difficult to look at any of this data and get any sort
of meaningfu 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.

we are monitring, with the cooperation of the Treasury Depart-
ment and the IRS, the kinds of enforcement activities that the IRS



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, an d tried to quantify 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 likielIy t o beu 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 s0 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 sufficient disincentive to entering into these transactions. We
think that~ 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.

I mean, the strong enforcement that Mr. Talisman mentioned,
with the new developments that have occurred recently with the
IRS centralizing an 1pfice 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
on 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 si 'de, the disincen-
tive, the penalty, if you will, on taxpayers and their advisors needs
to be strengthened.



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 ste 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 be 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 going 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 clearly tax motivated; their concept is clearly
contemplated by the law. For example, the low-income housing tax
credit. The economics of those kinds of transactions are made 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
clearly 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 j ust 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 anty questions, -now or
in the future, that you may have.

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



Mr. Talisman, why did Treasury not propose raising the stand-
ards to the level proposed by. Joint Tax Then, in turn, Lindy, is
the Treasury proposal ap propriate? Mr. Talisman?

Mr. TALISMAN. Well, [thiik1 obviously choices have to be made,
policyr choices. We felt that, given that the penalty provisions ap-
plied to individual taxpayers who may be less sophisticated, that
takng the position up to a stronger position 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 taxpayers 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 penalties and taxpayer
penalties because of le5 fact that we thi& kit is anomalous that
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-
gressive kind of transactions, are in undisclosed form on the re-
turns.

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 diem 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 CHARMmAN. Let me turn to page 125 of the Treasury "Green
Book," where Treasury states that, 'Taxpayers are disregarding the
judicially created doctrine, such as economic substance, substance-
over-form, Ste 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 denytaxbenefits 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 case law, to the exclusion of less-developed, inconsistent po-
sitions."

Now, if this doctrine is the most objective doctrine that is easily
and consistently app lied by taxpa rers and the IRS, why does
TDreasury 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



her opening on this problem, but we would be interested in any
further comments she might want to make.

Jon?
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 opini ons often assume away these issues.

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
peppercorn of economic substance is enough.

The 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
everybqdy 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 standard, and
that is the standard, maybte, that tis 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
m6st 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 hai d 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.

Again, 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 CHARMAN. Joint Tax requires an understatement before its
proposal applies. What are Treasury's concerns with this approach?



Mr. TAISMAN. Well, again, under current law there are two rea-
sons why corporate tax shelters could be proliferating, In a sense.
One, is that tax payers 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 slielters are proliferating.

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

If they are not applying 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 CJLARMAN. Lindy, do you have any comment?
Ms. PAULJL. No, sir.
The OR.AiRmAN. 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 ofthese 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
advance 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 necessary. Also, I
would point out that the IRS has been winning the cases where
they have been raisin g 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-
p arers and tax payers, we also recommended that these standards
be elevated for IRS agents as well.

The CHAIRMAN. Across the board then. My time is up.
Senator Moynihan?
Senator MoYNumN. 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



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
the 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 willzg 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 wasll
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

Lidthat it is very hard to isolate the corporate tax shelter prob-
lem rom 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 going at a faster level than other
elements of corporate profits, sothat 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 also, as
we ha"'e stated, have shut down innumerable shelters over the last
several years.

Senator MoyNIHA. That is a very careful and prudent expla-
natioi-i, 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-
petitive disadvantage because the Bermuda companies are not sub-
ject to U.S. tax, even though they are reinsiuing 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-
sically, what you have is devices to locate their investment income
in Bermuda or overseas, where they are underwriting losses occur-

rinKi the United States.
Te 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



movable around the world; they get Subject to a very small excise
tax on their premiums relating to the U. S. perations.

So 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 MoYNIRAN. 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 expressed 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 ongress. But you have shown you can
do it before, and you 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 tikwe 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 BEAIJx. 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
legal or is that illegal?

Ms. PAUJLL. 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 opportunity 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.

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 stop transaction doctrine. There
are anti-abuse rules, obviously, throughout the Code that require
taxpayers to apply these doctrines, as well as the defined rules tat
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. I 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
following from economic, so would not be subject to these doc-
trines.

Senator BREAUX. So that is all right then.
Mr. TALISMAN. Yes, that is correct. It would be all right.
Senator BREAUX. I 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
higher than the average 9 percent for the previous 198 1-1999 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

potential causes of that growth, which is the difference between
book 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.



Ms. PAULLI. Senator Breaux, just to inteijet little bit.- We only
have underlying data up to the year 1996, s0 197 is just really
speculation on anybody's part here as to what might be going on.

Senator BREAUX. There is; not enough of a trend, I 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 problems notice that, Mr. Talisman, in your answer
to Senator Moyihan's question, you said that tax shelters could be
a growing probl.em. 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-.
apectives on how serious this problem is. Can you comment on
tghat?

Mr. TALISMAN. I am not sure that is exactly what I Said, but
obviously-

Senator BREAUX. No, I wrote it down.
Mr. TA.LISMAN. I will take it on faith that that is what I said.
Senator BREAUX. I wrote it down. "Could be a growing problem."
Mr. TALISMAN. I think it is. We believe that the proliferation of

shelters is a very serious problem.
Senator BREAUX. Is it the most serious one we have got?
Mr. TALismmn. 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

you made four different recommendations. I know this is difficult,
but could- you give us a--ense of the proportionate weight or value

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

Mr. TA.LISMN. 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
p enalty in 1997, is because of the fact that taxpayers either do not
believe 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 stop, 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.

Senator BAUCUS. All right. Now, let us say we are not to codify
economic substance. In your judgment, basically , how much would

we, hereore notget t? 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 sg
nificant impact on the shelter* industry. I am not sure how much

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
thmi third p arty provision, namely that third parties have to be lia-
ble? It is the pro motors and the advisors.

Ms. PAULL. The advisors, right.
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.
Senator BAUCUS. Do you basically agree with Treasury's posi-

tion?
Ms. PAULL. Yes, we are very similar. Some details might be dif-

ferent.
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 penalty 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 th-e
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-



cerned about transaction with tax-indifferent parties. These are the
parties that are either tax-exempt or foreign entities.

We have tried, I can assure you. We have had meetings. Our
staff has tried to come up with a meaningful definition, and I think
we are pretty far apart, I would guess.

Senator B AUCUS. Mr. Talisman, do you want to comment on
that?

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 a is wa eaetyn

to do is to codify a meaningful Standard. W~e obviously 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 ver
similar approach to the approach we have taken, but his approach
attacks both situations where you are attempting to gain 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-
payers to apply the doctrine.

Would note, as I did in my testimony, that the Joint Committee
does use our standard for purposes of definigterascon
that are Subject to their penalties, so at least tat component of our
tests, they agree with-that piece of it. The question, is whether Nwe
need 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 ou 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-
payers are applying that standard. We believe the Standard we
have articulated is consistent with that case law.

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

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-



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 bettor sense
of the problem just by the mere fact that the two of you do not
agree on what an improper economic substance transaction would
be.

Ms. PAULL. May I make an observation?
Senator BAUCUS. Yes.
Ms. PAULLJ. 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.

Senator BAUCUS. My time has expired, but I thank you both very
much.

Mr. TALISMAN. Thank you.
Senator BAUCUS. Thank you, Mr. Chairman.
The CHAIRMAN. Let me just ask you one further question. Since

we have 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 I 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 emphasizing 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.



I think thi8 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 jus t 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 partner in McDermott, Will & Emery of New
York, and, Mr. en 'fes, who is the managing p artner of Wash-
ington National Tax Services at Pricewaterhouse Coopers in Wash-
ington, DC.

It 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. Chairnan.
The CHAIRMAN. My question to you is, did you order flowers on

time?
Mr. FABER. I did, indeed. I made arrangementr, 'before I left for

the airport this morning, and I thank you for Ute reminder, Mr.
Chairman.

Senator MoyNIHAN. Well, congratulations.
The CHAIRMAN. Mr. ies, 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,4 PARTNER, McDERMO'IT,

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
orgm zation.

My 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.



But I do not think the issue is whether corporate tax revenues
are tip or down. The issue is whether they would be higher but for
the existence of overly- aggressive transactions, and I am hero to
tell you that they would be.

What I see is people, initially at investment banking firms, now
increasingly at accounting firms, occasionally at law firms, under
internal pressure to doveo and sell taxaideas. Partners are en-
couraged to develop 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 u~s do.

The firms have people whose jobs are to develop taxproducts,
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 OFO, 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 being 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 manager who had recognized me from a speech 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 wit 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 Senator' Breaux has
raised, and do what it tells you to do and not have to psycho-
analyze the guy s who drafted it 15 years ago to figure out what
they may have had in mind.

Neveteless, Mr. Chairman, a corporation should not be allowed
to engage in a fictitious transaction with no economic reality for
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the so e 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 they been in force.

Fin ally, we have to give the IRS the tools it needs to enforce the
laws. All telaws and all the regulations in the world are not
going to do any good at all unless the IRS has the personnel and
the resources to detect the abusive tax shelters and to stamp them
out.

Thank you, Mr. Chairman.
The CHAmAN. 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. KEES, MANAGING PARTNER,4
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-opportumity to appear here today. The

3 uestion 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 Treasury 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
their highest 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 by 0MB at tWie beginning of last year. Such a de-
cline is; hardly a fist In fact, there have been instances since
1950 where corporate tax receipts have dropped from 1 year to the
next.
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The Bole 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.

Treasury 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 ha 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-ls. 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 they 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
depreciation 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 part 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-
centage of taxable income to book income has actually gone up, not
down.

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 tat found that effective tax rates have been relatively con-
stant over the past 10 years.

A Treasury economist p resented 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.



The Treasury economist concluded, "Rather than shelters, it if8
the decline in corporate losses that accounts for most of the decline
in the average tax rate in the 1990's."

In assessing the nee& for legislative action in this area, like the
codification of the so-called economic substance doctrine proposed
by Treasury it is also important to note that two things have hap-
pened since WJ~easury'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.

Second, 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-
serving of serious attention, as compared to the corporate tax shel-
ter one which makes for good headlines, but fails to withstand

hankfu yoru, Mr. Chairman, and thank you members of the com-
mittee.

[iThe prepared statement of Mr. Vies appears in the appendix.1
The CHAIRMAN. Mr. Faber, you have heard about the letter writ-

ten by Larry Summers in which he says, "The Administration has
ptforward in the fiscal year 2001 Budget legislative proposals

aimed at curtailing tax shelters ... Failure to address this issue
in a meaninfu 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?

Would you please comment?
Mr. FABER. Well, it is hard to quantify the problem. As I said in

my testimony, I am not enough Of an economist to analyze the fig
ures that Ken has presented. What I see is corporations on a daily
basis being presented with ideas, some of them ver aggressive and
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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 Avote
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 companies to go into tax shelters it-prob-
ably h as not 'eliminated that willingness completely.

So 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 CHiAiRmAN. 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 CHAIRMA., 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?

Mr. 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 hearing 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 mre, 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 past 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



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
Bee 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 I would 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 l~e 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 p art 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 by 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-te 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 convict of interest?
Mr. FABER. Oh, I am sorry. Yes, you did ask that.
I think we very often see a co nflict if the firm. is auditing the fi-

nancial statements and then also advising on aggressive 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 asl 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.

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 responsible for pushing aggressive trans-
actions much of what has been written recently has been directed
at the Nig Five accounting firms, of which I am a member.

But, frankl, if one goes back just to mytenure as Chief of Staff
of the Joint committeee in which whenmI served in that position,
we shut down 32 different loopholes, 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 pint
the finger at one side of the profession or the other h~ere. 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
5 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, there fore, 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 played in my quarter century here.
You were invaluable in the 198 6 legislation.

You raise a question, and Mr. Chairman, it is one of the mys8-
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
ver long name, though.

Senator MoYNIHAN. In your testimony, Mr. Faber, you say that,
"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 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 product 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 Treasury has indicated they will be
revising Circular 230, which deals withi the professional standards
of tax advisors. I think the courts oversee, certainly the legal pro-fession. The AIOPA and the Bar Associations, I tink, 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 olI 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.

Mr. 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 ~oto 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 itgiw h u eso
be value-basedadnthuy-ae

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 MQYNiHAN. Get a second opinion.
Mr. FABER. Yes, exactly. Incidentally, I have friends at all five

accoutin g firms. The young lady Senator Roth referred to whom
Ifrttook 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 savigidea to a prospective cli-
ent ought to be up front a bout 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 MoYNIHN. I wish you well. But you feel that things are

not getting better, they are developing in a direction you would
wish they Ka'dnot.

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.

Senator MoYNiHAN. I appreciate that. It is a refreshing subject,
and a 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 CHAIRMA. Gentlemen, thank you very much for being here

today. We appreciate your testimony.
Mr. FABER. Thank you.
Mr. KIES. ThankyVou, Mr. Chairman.
The CHAIRMAN ;Thte committee is in recess.
[Whereupon, at 12:04 p.m., the hearing was recessed.]
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OPENING STATEMENT OF HON. WILLIAM V. ROTH, JIL, A U.S*

SENATOR FROM DELAWARE, CHAIRMAN, COMMITTEE ON FI-
NANCE
The CHAIRmAI1. The committee Will please be in order.
Today is the second day ,of a series of hearings relating to the

Treasury and Joint Committee on Taxation penalty and interest
studies.

Yesterday, the Treasury Department and the Joint Tax Com-
mittee staff 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-

qres holding taxpayers, advisors, and promoters accountable fo
their 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.

Senator 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-
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portive of what you are doing. We have a problem of complexity
here 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-
-cent of the return, which is not professional, or was not thought to
be.

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 hulp and advice, and I look forward to your tes-
timony.

Thank you, sir.
The CHAImAN. Thank you, Senator Moynihan.
I am p leased to introduce our first panel, which includes Judith

Akin, who is an enrolled agent, testifyin on behalf of the National
Association of Enrolled Agents; David A. Lison, 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, III, who is the p resident of the Tax Execu-
tives Institute, and chief tax executive of BellSouth Corp oration.

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

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

Senat *or 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, EAt 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



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 representing NAEA, whose more than 10,000 mem-
bers are tax professionals licensed by the Department of Treasury
to represent taxpayers before all administrative levels of the I RS.

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

sub itm written statement for the record.
Generaly speaking, NAEA supports those recommendations,

whether the 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 tax 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 111/99, they would be required to make semi-weekly deposits.
By the time the error was caught, the pnalty 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 penalties be administered by the IRS.

We would Lk to make you aware of recent steps by the IRS to
improve its administration of penalties and interest. These include
permtig taaers to designate the application of tax deposits to

miniizeaxdeposit penalties, the resoluton of crediting parU
and self-employment taxes in certain non-filing situations, and the
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continuation of problem solving days which allows for fast resolu-
tion to tax ayer problems, limiting penalties and interest.

The I59 will 800on be expanding the ability for small business
and individual tax payers to warehouse tax pa ents 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
ways towards limiting penalties for taxpayers and small business.

We received many comments about taxpayers, particularly senior
citizens, being 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 society moves more towards self-managed retirement
plans such as IL;~ and 401(k)s with required distributions, there
will be many opportunities for senior citizens and the average tax-
payer to run afoul of the rules and have their savings taxed away.
These 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
mind the Imp act of these devices on the compliance of the average

system is based on voluntary assessment. If the average tax-
payer believes that people who faithfully pay their taxes are fool-
hardy, 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 EXEUTWVE
COMMITEE, 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 might tax to summarize all of this for you in just 5 minutes,
but we will give it at 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 mir a x. system.

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

With 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 thse cases are now public knowledge is proof that the
system is working to identify and punish those that cross the line.

As with any other popular pbic isue under consideration,
there are countless possible solutions. I do not envy you for being
respo^nsible for vicking the best one.

The Treasury Department has summarized their solution, indi-
cating that it has four parts: increased disclosure, changes to the
substantial understatement penalty sanctions on other parties to
the transaction, and codification oI the economic substance doc-
trine.

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
penal ties 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 vigrously 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
p lan shoild include enhanced enforcement by the Internal Revenue
Service.

We note that the IRS has worked diligently in the last year to
provide the appropriate level of enforcement that, wil1 -%ncourage
voluntary tax compliance, the cornerstone of our 5 ucor e tax sys-
tem.

We hope you share our optimism for the promise of most recent
developments, including the in-process reorganization Af 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 penalties 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
understand, while clear rules are more Ifrequently obeyed when
proPerly enforced.

Simplifcation encourages 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 involving 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-
piate 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.

Requirements 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. SAX 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, Harrington & 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 todsy.

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
imlproving this aspect of the Tax Code.

we 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 testimony 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
$50 pe 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 speci fic 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' 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 demiimus.

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-
pen.

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 CHA~mAN. Thank you, Mr. Sax.
[The prepared statement of Mr. Sax appears in the appendix.]I
Mr. Scarborough?



STATEMENT OF ROBERT HL SCARBOROUGH, CHAIR, TAX
SECTIONt NEW YORK STATE BAR ASSOCIATIONt NEW YORK NY

Mr. SCARBOROUGH. My name is Robert Scarborough. I am a law-
yer in private practice in New York City, but I a appear today in my
capacity as chair of the Tax Section of the New York State Bar 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 fiscald 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.

In may statement today, I will be restating positions that the Tax
Section took in these reports, 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-

cetly ssuance by the Internal Revenue Service on February 8o
reuaions imposing new disclosure requirements on tax shelters.

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

Tiie roots of the corporate tax shelter phenomenon 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 corporations
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 apply to
the extent 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, tere 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 gat 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, arid 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 CHm~mA. Thank you.
(The prepared statement of Mr. Scarborough appears in the ap-

pendix. I
Mr. Shewbridge?



STATEMENT OF CHARLES W. SHE WBRIDGE, [119 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
president of Tax Executives Institute, the preeminent group of in-
house tax professionals.

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

TEl, thus, urges Congress to complete 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. W'-. Chairman, TEI's perspec-
tive differs 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 represent the professional advisors who opine on the
illegitimacy of the arrangements or defend them when they go
awry.

Rather, TEl 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 employed by BellSouth for half of that pe-
rio d.Last year, my comp any 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 TEL.

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.



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.

TEl believes the recent disclosure regulations, especially those
involving promoters, go a long way to addressing the gaps in the
current law. Thus, TEl does not support the proposal to codify the
economic substance doctrine. ARi Ms. Paull testified yesterday, a
statutory test would be difficult to draft and likely generate signify.
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-
ly 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 cornp anies
unknowingly enter into major transactions and that the people who
prepare and sign billion dollar corporate returns do so lightly. We
do 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 disrupht the audit process.

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

[The 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

properly calculate. If a taxpayer pays in equal to or exceeding
their prior year's liability, they may avoid the penalty unless they
have hd a sigifficant 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 hay-
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ig to pay a tax advisor twice, once to have their taxes preparedand once to see if they can avoid this other penalty. It is a very
difficult penalty to administer, and definitely needs simplification.

The CHAIRMA. Mr. Lifson?
Mr. LI.SON. 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.

we spend hours explIaining 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 xplain what
that charge is. It is; a time value ofmone~ charge for not payinyour taxes as; you earned your income. CaTI it 11ke it is, they wil
understand it, they will pay it, and they will try to reduce the cost
if they can.

The second part, is over the last five, 8 years5 the safe harbor for
estimated taxes has; hopscotched around from being, well, you have
paid enough tax yearsi 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-.

eralydonot have a chance to sit here and talk to yu folks.
The CHRArNz. Any further comment on this? Mr. Sax?
Mr. Si~x. The estimated tax penalty, Mr. Chairman, works as in-

terest. It enhances the credibility of the system to call it interest.
The Tax Section purports changing it to interest. We would note
that the benefit of the change would inure largely to corporate tax-
payers 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 i5 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
proposals apply. What is your reaction to this approach? Mr.

Shwrdge, do you want to start?%
Mr. SHEWBRLDGE. I am sorry. Could you repeat your question?
The CHARMAN. Yes. The Joint Tax staff Proposal requires an un-

derstatement before its corporate tax shelter proposals apply. What
is your reaction to this approach?

Mr. SHEWBRIDE. An understatement of tax itself?
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The CHAIRMAN. Yea.
Mr. SHEWBRIDGE. Well, I certainly think that that would be most

appropriate. I do not-thinik that there should be any application un-
less you are understating your taxes.

The CHAIRMAN. Mr. Scarborough?
Mr. SCARBOROUGH. I 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.

The 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 penalty 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. AmT. 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 CHAIuumA What difference, Mr. Lifson, do you see the dis-
closure maIn*g?

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 people, we believe, to the fact that, one, it is not
as eas to hide, and two you have a greater responsibility to dis-
close.%We are reviewingltose regulations and will be providing you
with detailed comments. There is no silver bullet here. It all has
to be taken with several different approaches to the same end.

The CHAImAN. 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 stop 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 itelf, there is no specific pen-
alty in the Code for failure to make these disclosures.

The 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. Scarborough?
Mr. SCARBOROUGH. I think the most interesting, and potentially

most useful, of the measures that the IRS announced is 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 good in enforcing the law.

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

The CH.AiRMA. Mr. Shewbridgre?
Mr. SHEWBRIDGE. TEI has a ways 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 guess, 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 codifying 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. AmI. Mr. Chairman, I am really not involved with that. We

generally represent real small taxpayers and small business.
The CHAIRM. 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 tInk of to attack every-
day transactions with.

As 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 gves 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 ma p for avoidance of the
rules. I think the judges have done a darned good job over the last
50 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 CHmiRMAN. 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 promoter's argument
that deminimus economic attributes are enough.

Again, what we would sa that, where a court chooses to apply
the economic substance dotrne 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 CHIRmAN. 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 a plied 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
year or two relying on the economic substance doctrine that I think
have had a perceptible effect on the willingness of taxpayers to

ente int vey aggressive shelter transactions.
The second point, is that co dif rna h cnoi ustnedc

trine is a very difficult thing to do. !Se 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?



Mr. SIIEwBRIDGE. Well, we have also gone on record as not sup-
porting codification of economic substance. We think, as has al-

raybeen commetd thttyn to draft such language would
be next to impossible, and would produce unintended consequences.
We think the courts have already done a good job of interpreting
them.

The CHAIRMAN. Senator Moynihan?
Senator MOYNniIAN. 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
Mr. Shewbrldge 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 MoymAN. But obviously there are those that do.
Ms. AmiN. There are those that do, and hopefully they are doing

the proper disclosure. But it is not under the realm of Circular 230.
Senator MOYNHAN. Right.
Mr. Lifson?
Mr. LmsoN. A great deal of the changes in the professions ema-

nate from actions by the Federal Trade CommiL-ion 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. LwsON. Right.
Senator MoymrHAN How we ever get anything straight, I do not

know.
Mr. LIwsoN. 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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1, frankly, do not think that that is the driving factor behind cor-
porate tax shelters. I believe that the economy, and simply the way
business is done equally contributes to them.

I think that ti~s 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 Moy~iHAN. Mr. Sax?
Mr. SAx. Senator Monhan, 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 p ut a 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 they gave 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 people

ina larger sense, we get into suC 'ets 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 marketing 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 banks8, one relates to the role of big accounting firms,
and another relates to the role of law firms. I am reay best
equipped 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 aa the others.
The role of tax lawyers generally, is limited to providing an opin-
ion that a proposed prxoduct works.

I think eliminating the exception from current penaltir 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. SHEwBRmEo. Well, I also think that, aside fr-om the p~ro-

moters and developers of these products you have also got to look
at the purchasers of these products. I beLeve 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. SHzwBRTDGE. But I do think that the proposal for increased

disclosure will help get at the problem, and perhaps shore u ,i

you ill, some of the ethical behavior that people should be exlibd
tietest 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" Bllouth's name on the
front page of the Wall Street Journal associated with this trans-
action

Senator MoYNTHAN. There speaks the integrity of the Bar.
Mr. Lifson, perhaps you could think about this for us, too, be-

cause you represent accountig 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 police themselves, and society has
a great interest in maintaining the vig or and vitality of those pro-
fessions.

If anybody had any thoughlts on this matter, I do hope you! would
write us, because I certainly am, andlI know thie Chairman is, very
interested.

Thank you.
The CHAmMAAN. Thank you, 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.

I want to thank you for being here today. I think we have to ad-.
dress a very Perious problem, and I think your testimony has been
very helpful. We look forward to working with you in the future.

Thank you very much.
Senator MoyNniAN. Thank you all.
The CHAIRMAN. We will now turn to our second panel, which will

concentrate on penalties and interest from their unique perspec-
tives.
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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 delighted to see you, Ms. Olson, but
indebted to you for the very excelent 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,4
COMMUNITY TAX LAW PROJECT, RICHMONDp 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
Virginia taxpayers.

Tank 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 language.

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 tax payers 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,
unreguated. 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 prep arers, imposing an annual continuing education re-
quiremelnt, including ethics training, with systematic enforcement
an 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 prosBa may increase the cost of return preparation.
Howoyer, our clCents 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 program-pro-
vidn administrtion and translation expenses for VIT sites lo-
cated in underserved areas, for example, enterprise zones, low-in-
come housing developments, and immigrant communities.

We support replacing the late payment penalty with an annual
service charge conjunction with a market rate for interest and
monthly, not daily, compouding.

In the current collectonprocess, compoundingpenalty and inter-
est overwhelm the taxpayer's desire to pay. I suggest a more flexi-
ble timetable for obtaing an installment agreement before apply-

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

Taxpz~yers in currently not collectible status should be offered the
incentive of penalty abatement if, at some future time, they suc-
cessfully pay 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 proposa 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 guide taxpayers through the process.

Penalty 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 Se6cretary of
Treasurv have 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
the facts-and circumstances, it is inequitable to hold the individual
liable."

I can find no other use in the Code of JMTs proposed gross ins-
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.

Providn j udicial oversight of the Secretary's equitable deter-
minationsl of penalties--and interest abatement, or 6015 relief
which, i it is enied functions as a penalty, will not undermine the
S-ecretary's discretion.

Instead it will reassure all tax payers that equitable relief is
being firly administered and according 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 boe glad to Rnswer any questions.

The CHAIRMAN. Thank you, Ms. Olson.
[Theyrepared statement of Ms. Olson appears in the appendix.)

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 largest 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
IRS, including 46,000 in Delaware and 781,000 clients in New
York.

We are also active in tax education, tax p reparation software,
electronic filing and Internet filing, including fre lO4OEZs.

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

My full testimony includes an appendix with our specific rec-
ommedations, 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 per'spective of average, middle class taxpayers.

We agree that pen alty 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 underpayment of estimated tax should
be simplified. Penalties for small business employment tax deposits
should be simplified and eased. Preparer penalties should be
strengthened and equalized for taxpayers an 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 encourage compliance may in some cases
actually end up discouraging it. Let me highlight a couple of areas
of tocen fieadpy.icmtne oeie rvn

First, failure t ieadpy icmtne oeie rvn
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 fail-
ing to file or pay, and have only a basic understanding that a pen-
alty even exists.

Even 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
tripled. That discourages many non-filers from reentering the sys-
tem.

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 errors 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 pla 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-
pl ex, it may be counterproductive.

Thank you. We would be happyto answer any questions.
[The prepared statement of Mr. Ernst appears in the appendix.]
The CHAIRMAN. Thank you, Mr. Ernst.
I would like to ask both of you, from your 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. .Oson?

MS. OLSON. I think that the Joint Committee's recommendation
about the failure to pay penalty is1 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 th em
to do that and will bring about greater compliance. It wil 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 Cor
jurisdiction over penalties and interest is very 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.

Plart 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 procedure to give them a second
chance, in a way I think that tat is a very viable route for the
Tax Court to lookoat penalties and interest.

The CHAIRmA. 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
system 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 pay/failure to
file, and a geater ability to actually encourage people back into the
system, will have a long-term benefit both in terms of people stay-

in nthe system, as well as people believing that the system is,
i c, fair
The other area that I would underline that I believe there is an

opportunity to encourage average Americans to take advantage of



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
savns many of the rules that apply today make it very, very corn-
plox: orl peopleoto understand exactly hatbnft hyhv n

how to take advantage of those bene~ts. bnft hyhv n
Quite often we see people becoming ensnared in issues that they

did not interui to as it relates to moving money in and out of quali-
fled accounts. We believe that the rules around those provisions
offer an opportunity to help average Americans and to bring more

pepe nothe voluntary savings rograrn as well.~Cd a
grown to well over 120 over the years and helps create incredible
complexity. Do you have any recommendations to reverse this
trend and reform the penalty system? Ms. Olson?

Ms. OMsN. I think that you can roll a number of the existing
KpenaltieE. into broader language of an accuracy-related penalty. I
have not really thought about what that language would be, but it
seems to me that there is a -great delof overlap there; perhaps
with appropriate regulations, more generalized language could
make one penalty work for more situations than having the num-
bers.

Cerany thjimplification of the failure to pay and the failure
to fiewil 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. ERzqs'. I believe there are a couple of things that I would

highlight that I think can certainly imprve the system. The oppor-
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 gt to the IRS,
and in many cases taxpayers find themselves complying with rel-
atively complex provisions because the software is now doing it for
them.

So aything that encourages electronic filing has, perhaps, the
unintended benefit of helping people better comply with both the

laws aswel asanypenalty provisions that may apply.
The CHaRmAN. Senator Moynihan?
Senator MoyNuHAN 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 frm a re-
vered fiend, Erwin Griswald, who was former dean of the Harvard



69 -

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 fr-om 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 di maynq.

-am goun to ask, Mr. Chairman, if IMight just take the liberty
of putin 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 Mov'MHAN. 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-
p ayers are affected by the marriage penalty, particularly in the
Earned Income Tax Credit.

Ms. OLsoN. Well, as you know, if you are married, fiing 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 marry so that if they are
living together then perhaps one would qualify as he ad 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 legally, 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.

Ther is apoiion 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 Some 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 just
get separated in the last 4 months of the year, they are stuck Wiing
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 statue.
.Senator MoyNniHA. We will be in touch with you on that. It is

MrErnst?
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 thi 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 anca making tax
provisions simpler and at the same time fairer, and the determina-
tion of fairer is not always simple.

The proposals that I have seen all suggest that there is a Dar-
ticular need to offer relief for the marriage penalty but all of the
proposals that I have seen, or most of the proposals I have seen,

proidetha reief cetailyat idde- nd ppe-inomelevlsas

btte tbehat came out of te &m ito 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 ao 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 workn with you M' the fu-
ture.

The committee is in recess.
[Whereupon, at 11:43 a.m., the hearing was concluded.]
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PREPARED STATEMENT 07 JUDITH AKm, 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 Agents. I have been an EA for more than 26
years and maintain a private practice in Oklahoma City, Oklahoma where I work
with individual and small business taxpayers.

Today 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 re present taxpayers before all administrative levels of the Internal Rev-
enue Service. I am pleased to have this opportunity to testify before you on the sub-
ject of penalty and interest reform and to provide you with NAEAs recommenda-
tions.

As you know, Ertrolffed Agents were created in 1884 to ensure ethical and profes-
sional representation of claims brought to the Tr-easury 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 Accountant., we are governed by Irea-
urv Circular 230 in our practice before the Internal Revenue Service. We are the
o y 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 Restructurir* the IRS in 1997,
NAPA members hve fr-equently spoken out on the need for penalty and interest
reform. We are pleased to see 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 JOT 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. 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 1986 was
that arge corporations were "zeroing out" on their taxes. Middle class taxpayers re-

aiethy were paying more in taxes than corporate giants. Wer 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 pf our tax system.

63-714 00-3



NAEA POSITONS ON PENALTY AND UnTREST REFORM PROPOSALS

1. Interest Rates--Section. 6601-6621
NARA 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 supports the JCT staff position that
would permit abatement of interest if attributable to any unreasonable error or
delay by I1S. It Is our view that the taxpayer should not be penalized, for an IRS
error.

NARA supports the JOT staff position that interest may be abated in the case of
erroneous reftands not caused by the taxpayer.

NAEA supports the JOT staffposition that where a taxpayer relies on the written
statement of the IRS, then taxpayer owes tax but no penalties or Interest should
be '=*Io~ supports the JOT staff position with respect to other abatements. Spe-
cifically, retaining current law but permitting abatement -of interest if a gross irjus-
tice would result if interest were charged.

NAEA upo t the JOT staff recommendation with respect to Dispute Reserve
Accounts. This trikes us as a good way to balance taxpayer and government inter-
ste.

2. Failure to Pay Estimated Tax-SBection.s 6654 and 6655
NAEA strongly endorses the JOT staff recommendations in this area, particularly

repeAaling the penalty and replacing it with an interest provision.
We also support increasing the threhold to $2,000 and looking to estimated tax

payments made in four equal installments in determining whether the t'beshold is
met.

We also endorse repealing the modified safe harbor so that all taxpayers making
estimated payments on prior year's tax would do so based on 100% of the prior
year's tax

Finally, apglying only one interest rate per estimated tax underpayment would
grealy imp hisarea.

As an aside, starting July 1, 2000, individual taxpayers will be able to warehouse
estimated tax payments for up to one year under the Electronic Federal Tax Pay-
ment System (EBAPS while businesses will be able to do so for 90 days. Taken to-
gether, theme deveiopments will help simplify one of the most confusing and burden-
some areas in the law.

We would support the JOT staff and Treasury recommendations with respect to
calculation of underpayment balances for indivial 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 estimted tax underpayments extending from leap year
to nonleap year for individuals and corporations.

NAEA 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, NABA 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 mlnlxnls penalty of $2 is not economically
beneficial to the taxpayer who must pay to have the calculation done and i a bur-
den to the practitioner.
3. Penalty for Failure to Pay Taxes--Section 6651(a) (2)

Section 6661(aX2): 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. Taxpayers 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 6661(a) (1)

Section 661(aXl): NAEA opposes the Treasury recommendation to impose a serv-
ice charge for failure to file a "no balance due return. It contradicts a recent IRW
initiative called Reduce Unnecessary Filings (RUF) which advise certain tax-
payers-sgenior citizens, students-that they may not need to file returns.
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5. Tax Return Accuracy Penalties-"Section. 6M.Z 669
NAEA agrees with the Treasury view that the penalty may apply7-and should be

the same for both taxayers and paionr-fee there is no realistic possibility
of ucc onth meitsin hecase of adsledpositions.

NAEA agrees with Treasury that the penalty may apply-and should again be the
same for both taxpayers and practitioners-ifthere 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 possibility 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
$600 would be significant.

NAEA also opposes fee-baised 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 toulette. We would suggest that the penalty be increased to
an amount not to exceed $1,500.
7. Penalty for Filing a Frivolou8 Tax Return--Section 6702

NAEA supports the Treasury 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 pnalty abate-
ment for inadvertent failures when the taxpayer changes to a diferent 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-deposits
of payrol taxes stretching back 20 years. He was not aware that effective 1199 he
would be required to make semi-weekly deposits. By the time the error was caught,
the penalty due was $2,000 even though he was stil making timely deposits under
the old schedule.
9. Penalties for Failure to File Form 5500 Series Annual Return for Pension and

other Deferred Compensation
NAEA endorses the JOT staff recommendation that the three penalties should be

consolidated into one penalty and that IRS should be the administrator.
NARA 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 afectin senior citizens, and those
affecting small nonp rofit organizations. We are including them in our testimony as
reference points. If the recommendations we have endorsed were adopted, we be-
love 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-
compliance is often due to a lack of information and understanding of the tax code.
We are very pleased that IRS is working to overcome this through outreach pro-
grams 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 suposd to pay himself a salary. A couple of years went by and this
individual did 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 pay, filed the necessary payroll tax reports, and told the cli-
ent how much in tax he had to pay. The client agedti was reasonable and
began padn the back taxes on Insatallments and kept current with the report-
ing. The IScame in and assessed the 100% penalty on the back taxes, refusing
to abate ayof the penalties and interest. The young man wats forced into bank-
ruptcy. Thswas a clear example of a good person who was trying to do the
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rigt tingand was not trying to 'beat the ovren.* A reasonable penalty
a n neet charge in this situation would havebent warranted but not the
100% pnalty.

" In 1983 a small businessman in Texas faced with his wife leaving i n
his son (eing sent to prison for murder, eam n onflr Hehdga his ad
return prprdbut In the midst of the famil tragedy. neglected to sign and
send it In.1When contacted by the IRS in 190 he fled his returns from 1986
forward but, wanting to be completely honest he volunteered to file for 1983,
1984 and 1985. The ears he volunteered to fie were then chosen for audit. He
was assessed $19,00 in additional income and self-employment taxes and
$75,000 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 were put Into bankruptcy and
the IRS would not release the funds to pay the tax. When they finally released
the funds, IRS assessed him penalties anK 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 1990s. Faced with cash flow problems, he made payroll de-
posits late. Penalties and interest on his account now total 52.8% of his 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 payro1 return. Ta ayer has paid the original
amount but still owes $2,165.65, whchis more thanxrwfce the original tax.

" In a trust fund recovery case, the penalties and interest assessed have gone way
beyond the point of paying the outstanding payroll taxes due. Taxpayer owed
in excess of $10,000 in payroll taxes from 1991 and 1992. They were paid in
full as part of an Installment Agreement from 12t92 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 pay the IRS.

* A client who does her own payroll did not do the "look back" on tax deposit fre-
que ncy. The four-quarter deposits in that "look back" totaled $60,005, $5 over
the amount that required her to pay semi-monthly. IRS has discontinued send-
Sin 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
process was quite time consuming.

" Taxpayer died last December 25 1998 after a lengthy illness. His wife was un-
able to get the 941 (payroll tax deposit) taxes paid 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 an d incomplete. Sometimes the leader is a visionary who is focused
upon the mission of the organization and falls 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 surrise when a tax notice is received.

" A social club in Alabama was penalized $440 for late filing of the Form 990EZ.
It was due May 15, 1998 and was filed 22 days late.

" A small nonprofit received a penalty for late filing totaling $1,640 when the ad-
ministrator In attempting to obtain an extension to file the return, used the
guidelines t~or the individual extension. He sent In the request but neglected to
give a "reason" for the request. When IRS notified the nonprofit that te 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 ayay.

" Two payroll tax checks -were inadvertently burled on the dfesk. of the pastor of
a small church. The payments weie mailed in but, of course, were late. IRS as-
sessed a penalty. Abatement was requested on the grounds that payroll tax de-
posits had not been late in over 5 years and that although the circumstances
may not be "reasonable cause in nature they were certain not a case of "will-
fil 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 profit more than a dozen years ago. Pastor believed orgzation did
not need tMe any tax returns because of Its nonprofit status. ISwiped the
client from its records because a return has never been fied. When the church
sought an EA to put together financial records for a bank loan, they 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 years 1995-1998. IRS has assessed a penalty of
$5,000 or 1995 but has yet to bill for the other years. True, the client was neg-lgnbut so was the IRS for not following up when the nonprofit did not fl

3. Individual Taxpayers
We received many comments about tax payers-particularly senior citizens--being

assessed penalties whore they truly did not understand thle situation and were
caught unaware. Steps need to be taken immediately to lessen the impact on tax-
payers who- are completely in the dark about the penalties and interest they faceif 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 41(k)s there will be many more opportunities for individuals to inadvert-
ently run aful of1the system with disastrous conaequences-J

Some examples of the problems senior citizens face are cited below:
9 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, bie 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 (50%) penalty. Without the
penalty, he owed $15. As directed in Publication 590, a letter was included ex-
plaining the situation but apparently it was never read. Nothing was heard
frm the IRS for 6 months. About 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 comply wi th the tax law
and gets hit with a 505 penalty. If he had committed civil fraud and willfully
understated his taxes by the same $1,692, his penalty would have been 25% or
$423.

* 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 crdt union. In Au-
gust, the credit union sent her a form stating, that because she was p ast 70-
1/2 years of age, she must withdraw a certan amount. If she agred to the
withdrawal, she merely had to check a box and return the form. She suffered
is heart attack and was hospitalized for several weeks. Consequently she failed
to return the form. The penalty for failing 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 outstanding tax liability from 1967
and 168. Thirty years later, it's still open as the IR has threatened action
on these retired people and had repeated statute extensions signed. For tax
year 1967, original debt was assessed at $27,015.25 in 1975. Current debt is
now at $236,25.26 after more than $40,000 haaready been paid on the debt.
For 1968, liability was assessed at $9,813.28 as of 1975. $14,000 was paid in
1975 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 equal
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 pay $900 per month for medical care and are in very poor health.
They have lived with this situation hanging over their heads A these years.

Increasingly complicated estimated tax rules are making it difficult, if not impos-
sible, for taxpayers to stay in compliance. Just one example of several that were
sent in:

9 Taxpayer's 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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qetfr Automatic Extension of Time to File, chargiga penalty of $878. The
Ineettab was $106.99. The taxpayer managed to fnhersl in this situation

despite having overpaid (paid in advance) her estimated tax, even through the
4th quarter,

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 cornp any. He did not realize
taxes were not being withheld. He was given a 1099-MIS at year-end but had
no money to pay taxes. His 1989 tax debt is now $17 282 of which $1,598 is
penalty and $979-ne-third more than the tax owed-is interest. Given his
spotty work hitoy, he owes from 199 and also 1997 and 1998. Most low-in.
come taxpayers do not question employers. They want the work and just don't
understand when employers hand them a 1099-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-

mittee, for the invitation to share our members' views with you today. It is our be-
Hoef tht if Congress will act upon the recommendations made today, taxpayXers will
have greater confidence in the fairness of our tax system and a number of the cases
cited above would be resolved quickly.

PREPARED STATzMENT OF HON. PAUL COVERDECLL

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. Wen combined with interest payments, a modest taxpayer can very

? ikyfind himself in real trouble before he or she is aware a-~ swog
t siportant that we do everyt we can to ensure tax complince.'Lut we alseo

need to ensure sufficient clit and flexibility that we do not inadvertently drive
otherwise innocent taxpayers out of compliance with the tax syse m.

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 compliane and taxpayers' rights. The paramount right in this regard is
that every taxpayer that wants to accurately and correctly pay their taxes should
able to do so-in good faith-under the tax code without fear of arbitrary or capri-
cious penalties.

PREPARED STATEMENT OF MARK A. ERNSTr
Mr. Chairman and Membero-of the-Committee:
I'm Mark -Ernst -Prei dent and Chief Operating Officer of H&R Block, Inc.,

headquartered in IRansas City.
H&R Block, founded in 1955, is America's largest tax return p reparation corn-

pany. At more than 8,900 U.S. offices, we handled over 16.5 million '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-
toner electronic filing. Over 120 000 individuals take our tax training courses annu-
ally We publish -Kipinger Tax(~utv tax preparation software, which has over 1.5
Mllon users. We provide tax prep-aration and e-filing on our Internet site including
free service for those using the Form 1040EZ. And we originate about half the prac--
titioner s-filed returns that the IRS receives.

We also offer our clients mog s, finncial planning adivsmnsevces.
We are building a national accounting practice to expand our business services. And
we prepare tax returns at over 1,20 offices in Canada, Austrlia, and the United
King dom.

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 STUDIES

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-
p artments provided informal comments during the course of the study to the Joint
Committee staff

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 recommendations and two
charts we'ye 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.

In summary, we believe penalty and interest provisions can be consolidated and
clarified:

* The failure to pay penalty should be eliminated and the failure to fie penalty
simplified.
*Rules for retirement plan rollovers and distributions should be Simplifled.

* The calculation of penalties for underpayment of estimated tax Should be Sim-

* Deposit rules for small businesses employment taxes should be simplified and
eased to reduce or waive penalties for failure to follow the correct deposit meth-
od.

* Preparer penalties should be strengthened and equalized for taxpayers and tax
preparers.

9 IRS authority to abate interest should be expanded to cover equitable relief,
PROBLEMS AR SERIOUS

The present penalty and interest system Is over ly 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

ommiessier sott citressn taynerr Aconin Offie sythat oun 64 poer-n

years earlier. Delays by the fiScan cntribute 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 support, 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 example:

0 he penalty for failure to M~e certain returns is 5 percent of the tax due for each
month or fraction of a month, with a maximum of 25 percent.

* The penalty for failure to pay certain tp.xes is one-half of one percent of the tax
due per month or fraction of a month the tax remains unpaid, with a maximum
of 25 percnt.

* The coordinated failure to file and failure to pay pnalties are limited to 25 per-
cent, but the coordinated penalty adds complete and makes it difficult for tax-
payers to calculate the additional amount that must be paid to satisfy the un-
derpayment.

9 The penalty for willfu 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.

* The penalty for fraudulent failure to Ifie is 15 percent per month with a max-
imum of 75 percent.

Most average taxpayers cannot understand or calculate the consequences of fail-
ing to file or pay and have only a basic understanding that a penalty exists. In

I ModemniWVn America's Tax Agency, p. 19.
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many cases, it is difficult to compute the proper penalty without the assistance of
computer software.

Even when taxpayers paye their underlying tax debt the penalties and Interest
can take on a compounding life of their own in which Interest accrues on the pen-
alties and interest due. Many individuals who fall out of compliance can find their-
liability 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 about the reason for application and the
possibilities for abatement. Co ss has addressed this for notices of penalties so-
sessed after December 31, 2000, by~ requiring the IRS to include the name of the
penalty the code section under which it is imposed, and a computation of thp, pen-
alty.2 We recommend that IRS communications also provide information on why the
penalty is applied, procedures for appealing, and possible reasons for abatement or
waiver. The 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 pay penalty could
be removed with market interest rates continuing to apply. The Taxpayer Advocate
also supports this.

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 savings. One client rolled over after-tax contributions from
her employer plan into an IRA, which is considered an improper excess contribution.
The problem was not discovered until a couple of years after the rollover. Her excess
contribution to her IRA was subject to a 6 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 type
would deplete a substantial portion of an average person's retirement savings. We
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, tax payers 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 1999-t. vd after taxpayers with adjusted grss incomes in the pre-
ceding year's return exceeding $150,000 ($75,000 MIS had to pay a higher percent-
age of last year's tax to avoid the penalty. This rule holds higher income taxpayers
to an unnecessarily strict standard. To complicate matters further, the required per-
centage Increases to 112 percent in 2002 and then decreases to 110 percent for 2003
and later.

Form 2210, used by taxpayers for the nw~ltiple calculations needed to determine
the penalty owed for underpayment, is among the most challenging faced by tax-
payers an d preparers. Changing interest'rates and underpayment periods add im-
mense coplexity. Te underpayment periods run from April 15, June 15 Sep-
tember 15 and Januar 15. Interest rates on underpayments are subject to cbiange
at the beginning of each calendar quarter. Because these periods don't coincide, un-
derpayments in one period must sometimes be allocated between two or three dif-
ferent 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 Tax payers need to be able to under-
stand how the penalty is calculated not only to help them feel good about complying
with the law, but also so that they can be assured that the IRS calculation is cor-
rect.

Small Business Withholding Deposts. 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

21RC §6751 was added by Sec. 3306(a) of the IRS Restructuring and Reform Act of 1998. The
-Act makes many other helpftl changes to improve compliance.

3 Tax Administration, Ways to Simplify~ the Estimated Tax Penalty Calculation, GAO Report
(GAO/GGD-98-96); Nationail 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.
Bly 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-
time waiver of the penalty that will allow them to come into compliance without
undue burden.

The rules regardIng the deposit method are deolned to ease the administrative
burden at the 1.AsessIng penalties for using the wrong deposit method seems
needlessly harsh. Given the com le ty of the deposit rules, the Joint Committee's
suggestion allowing abatement orthe8 nalty whon a taxpayer changes his deposit
schedule is reasonable. We also sup~ the Treasury recommendation to reduce the
pnalty to two percent for failure touse the correct deposit method. From the trust

&n erpctiye, it is more important that the deposited be made than the method
by which thy are made.

PJ9Iparer Penaties. We agree that professional tax preparers should be held to ahigh standard and that increased penalties can improve compliance in cases where
unrealistic positions are taken or Wllfal or reckless conduct occurs.

To sustain undisclosed positions, txpayers are currently held to a 40 percent like-
llhood-of-success-if-challeniged stand~ and preparers are held to a 33-V3 percent t
standard. The Joint Committee staff recommends increasing both to 60 percent. We
prefer the more reasonable Treasury recommendation of 40 percent. But likelihood
of success is diffcult to quantify or administer, especially In situations in which
there is little or no authoritative guidance.'

Abatement#. In some cases, taxpayers who have liabilities that have grown be-
caiIe 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. Wie believe allowing the IRS to abate interest for "gross injus-
tice" would increase compliance. A somewhat more flexible equitable standard
should also be considered. The interest lost can be offset by tax collected from In-
creasing compliance and by lowering cost 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 comply with the law. Most taxpayers who
se~ek the assistance of a tax-practitioner do so to ensure that a correct return is tled.
Taxpayers are afraid of making a mistake on their returns, less for fear of penalties
than for fear of receiving an RScontact letter. Penalties and interest have an im-
portant role to play in ensrn complianco. 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 admiitration.

'The testiony or Charles W. Shrewbrldge, MI, president of Tax Executives Institute, before
the Jan. 27 2000 Way & Means Oversight Subcommittee hearing on penalties and interest,
illustrates ihe diiuty. He noted that "The clarity suggested by the use of mathematical prob-
abilities, however, is a false one, for the tax law %s marked by many things btmhmaIa
precision is rarely one of them. .. . We submit that it would be almost impossible to analyze

a reposed transaction with such recision More troublesome, we foresee situations in which
a taxpayers (or practitioner's) faith Ojudgment that a position satisfies the higher (40 per-cent) standard could be seconcigese by a revenue agent who concludes, also in good faith,

that the possibility of success was 6.5 percentage pit ower.* At p.7 and footnote 16.
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H-&R BLCK

H&R BLOCK'S COMMENTS
ON STUDIES OF PENALTY AND INTEREST PROVISIONS

IN THE INTERNAL REVENUE CODE

executive summary

9The IRS Restructrn end Reform Act of 1998 mandated separate studios by the Treasury
Department and Congress' Joint Committee on Taxation of the penalty end Interest
provisions In the Internal Revenue Code. The last majo 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 saag middle-Income tapaers.

* Preset provisions wre inconsistent, convoluted, and sometimes discourage compliance.
Many average taxpayers find themselves unable to understand the calculation or
consequence of penalties and Interest assessed against them.

e To encourae compliance, we support significant simplification of penalty and interest
provisions and increased IRS authority to abate Interest.

* our comments on specific proposals follow sections in the comparative chart (prepared by
the Joint Commitee on 'Taxation) attached. Our own chars illustrate the large number and
complexity of penalties. especially for retirement accounts.

Founded in 1988. I&R Block is a dlyerulted company wit subsiiaries prov~dqn a wide range of financil
produ% anW o"se HSR Block Tax saloa. Inc. served 18.9 miNfon taxpayers in mor tha 10,000
offices locatad prkrmuly In goe United States. Canada. Australia. an fth Unked Kingdom In '1999. H&R
Block Financial dylsors and 0kbFiane a Corporation provide consumers wM ficial plannkng and
WIrnv ost prmdut. Opfon One M ~rag Corporation. Assurance-Wxlgag Corporation of America.
and I&R Block Motpr~aeCanoy offer a fU rang of homne mor~age products. Through RSM
McGladrey Inc. and HRB Buness Servcs In.. th canyW has b*a a national o~ntg tax and

-omlln &m. Block Anricid Corponaion offers consumer fnancal product* Wn sevices. Quartry
nmrt and othe krdrmustli regardin l4&R Block are ad"lel on t conpanys Web sit at
ww.hiocdcorn

KM O* be *Word ee~inrs aeeMOM 5b * KWanssCiijMO 54j1 55.55S~
HM4@k3 5bw Ms Gvrd bbftsus * M6 Ti66sm* 5Is1 ti e Wnah-sP,".DC R665 * M640643U



H&R BLOCK'S COMMENTS ON4 THlE JOINT COMMITTEE STAFF AND TREASURY
RECOMMENDATIONS RELATING TO PENALTY AN" INTEREST PROVISIONS OF TlE

INTERNAL REVENUE CODE

1. INTEREST (sees 660146621)

PROVISION~ PRESENT LAW XCT STAFF TREASURY
_________________ RECOMMENDATIONS RECOMMENDATIONS

A.Rteso Diffirent interest rates apply to Provide a stigle interest Retain present law. rates
Underpayments ovetrrients and underpayments and rate equal to the shors. should be in range or
and Overpayments dependin on whether the taxpayer is term APR plus (Gve AFR plus two to five

a corporation. For individuls percentage points for percentile py kou.
and other nion-corporate taxpayers. the underpayments and
interest rats on both overpayments and overpayments of all
uniderpaymetat is equal to the taxpayers.
short-term Applicable Federal Rate
("APR") plus three percentage points.
For corporations. the interest rate on
overpayments equals the
short-term APR plus two percentage
points. unless the overpayment
exceeds S 10,000 in which case the
interest rate equals the short-term
APR plus ore-haif a percentage
point. For corporation the interest
rate on underpayments equals the
short-term APR plus three percentage
points. unless the underpayment
exceeds $100.000 in which case the
interest rate equals the shoti-term

______________APR plus five perentage points._________

lIRE Comment: Unifying the underpayment and overpayment interest rates is a simplification, but XCT's
recommendation to set the rate at the AFR plus five pcent seems unnecessarily harsh to most taxpayers who
have underpaid their tax and unnecessarily generous to taxpayers who havc overpaid their tax.

We recommend that one interest rate be applied to overpayments, perhaps set at the APR plus three percent. To
encourage compliance, the current law regarding underpayments could be set at the APR plus three percent b1r
most underpayments, but at APR plus five percent for gross underpayments.
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JCT STAFF TREASURY
PROVISION PRESENT LAW RECOMMES'DAIONS RECOMMENDATIONS

Tax of Interest 0n
Underpayments
and Overpayments

1Individuals lndviduut ane genrally Exclude overpayment Retain present law.
required to include interes; from individuals'
overayment interest received gross income.
in income, but no deduction is
allowed for unpyment
interest pai4.

2. Corporations Corortns- are generaly No recommendation, No recommendation.
require to include
overpayment interest received
in income and allowed to
deduct underpayment interest

_____________ pid.

IIRB Comment: The JCT Staff recommendation to exclude the interest on overpayments is in the taxpayer's
favor. However, such a provision may encourage overpyment and discourage compliance by providing a
nontaxable benefit for failure to timely claim a refund.

)CT STAFF TRASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

C. Interest Nemong A special nule provides for a net Interest neinng would note Retain present law.
interet 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 stafflrecommendation the
on equivalent amounts of' Federal income tax treatment
underpymet and and interest rate on
oveipaymmnL undcrpaymenis 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.



JCT STAFF T ASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

D. Abatement of
Interest
Charges

1. Unreasonable tnteres may be abated if' Allow abatement if interest Retain present law.
error or delay by attributable to unreasonable error is attributable to anY
IRS or delay by IRS in the unreasonable error or delay

performance of a mrunsttenal or by IRS.
maaeilact. ____________

Erroneous ~ ~ toesms e&atedi refn Allow abatement for all Coidermicationon y
refunds did not exceed $50.000 &Ad erroneous refunds the in concert with assuring
Interest must be taxpayer did not cause the taxpayer did not cause. tat the IRS has adequate
abated if reftund means to recover erroneous
erroneous refunds refunds.
the taxpayer did not
Cause. ________________________________________

3. Taxpayer if an unidespayment results Abate bothv penalties and Same as JOT staff
reliance on written from taxpayer reliance on interest if underpayment recommendations, with
IRS statements written IRS statements results from taxpayer same rcsmcnions for

penalties, but not interest. may reliance on written IRS interest abatement as under
be abated. statements. present Law for penalty

abatement.
.1 t Abatement of interet is also Retain present lsw and also Retain parent law.
iSbatrments allowed (and under certain allow abatement 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 are.
For individuals, the accrual of
interest is suspended if the IRS
does not provide notice of the
taxpayer's liability within one
year (IS months for taxable

______________years beginning before 2004). ___________ _______

lIRE Comments:

(I) We support the JOT 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 erroneous refunds if the funds are repaid within 10 days of IRS's
request.

(3) we support the JOT staff recommendation to abate both penalties and interest on underpayments resulting
on reliance on written IRS statements. It is inequitable to do otherwise.

(4) We support the JOT Staff recommendation allowing abatement in the case of a "gross injustice."
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PROVISION
B1. 01spute Resw"e
Accounts I

Y ----.-

PRESENT LAW
IA onle to avoid t thccrual
of interest on a disputed item
the taxpayer my m-ake a
non-lnterms bea*n dewoit
in the camue ofsacash bond
(as described in Rev. Proc.
84-58).

RECOMMENDATIONS
P'erit deposits to be made to
an interest bearing account
within Treasury to cover tax
underpayments related to
Issues pixentlalty subjet to
dispute with the IRS. Funds
depositcei would be treated as a
payment of tax if an
underpaymnent of tax is
ultimtely found. If there is no
resulting underpayment or, at
the election of the taxpayer. the
deposit is, withdrawn prior to
resolution of the IRS dispute,
interest would be paid by the
Treasury at a rate equal
to the short-term AFR.

TREASURY
RECOMMENDATIONS

No recommnen-dition.

lIRB 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 is 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' tie
funds. If the IRS is ultimately successful, the income on the deposit is properly attributable to the Treasury.

If. FAILURE TO PAY ESTIMATED TAX (ses6654 and 6655) _______

JCT STAFF TESURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

IndivithIas generally are
required to make estimated tax
payments at least equal to (1)
90 percent of current year's tax
or (2) 100 percent ofpro
year-$ tax Coprtions
generally are required to Mae
estimated tax payments at least
equal to (I) 100 percent of the
cuirrent yea's tax or (2) 100
percent of tle primryears tax.

A. Penalty for A penalty is imposed by Repeal penalty and replace Retain present law.
Individuls and applyin the underpayment with an interest provision.
Corporations (smc. In!est rat e to the amount of
6654 and 6655) the undrpaynt for the

_____________period oftunderpaynat. __________ _________

lIRE Comment:
unpaid balance.

We support the JCT Staff recommendation to repeal the penalty and charge interet on the
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JCT STAFF TREASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

B. Excepio to Ther 9 oo penalty if the ta-x TInirw GRo1 to U2.N0. Retain Present la~w
Penalty for dobn on che return. reduced and consider estimated tax threshold of S1,000. and
Individuals (sw.- by withholding. is less tha payments made in four equal consider estimated
6654(eX 1)) 5 1.000. Estimated tax is to installments in determiamin tax payments made undr a

considered in determining whether the threshold is new proposed sunpified
whether the thresold is satisfied, averaging Method in
satsfied, determining whether the

theshold is satsfied,

FIRB Comment: We support the Treasury recommendation.

JCT STAFF -TREASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

C, Moiienafdaro ividuals with pr"o year Repeal the modified safe No recommendation.
Certain Individuals (sec. AGl above M $0.000 harbor. thus, all taxpayers
6654(d)(l)) (S75.000 for marrie making estimated payments

individuals filing based on prior yeurs tax
separately) whomnuke would do so bandon 100
estimated payments based percent of prior year's tax.
on prior years tax generally
mist do so based on I110
percent of prior years tax.

KUB 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 unnecessarily high standard.

ICT STAFF TREASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

D. Applicable lnterst TeuNderpsyment interest rate Apyonly one interest No recommendation. but
Rate for Individuals anW is subject to change on the first rate per estimated tax consider general
Corporations (secs. 662 1, day of each calendar quarter. A underpayrno computational simplifications.
6634(a X 1). and 655(&Xl1)) change in rates requires the use

of multiple interest rates when
cskulacing the interest on an

____________ unerpayment of estimated tax._______________

FIRB Comments: It is reasonable that the adjustment of the underpayment percentage and the estimated tax
periods should coincide. This change would simplify an otherwise complex calculation.
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JCT STAFF MRASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

E.T 1clihno Penalty it equal to the Provide that underpaymnent- No recommendation, but
Underpayment Dala"ce uanepyment interest rate balances are cumulative; consider general
for Individuals and muvltiplied by the number of thus, taxpayers would computational simplificat ions.
Corporations days the underpayment is calculate a cumulative
(secs. 6654(a) and outsanding, which is the estimated tax underpayment
6655(a)) number of days between when for each period.

the taxpayer should have made
the payment and the earlier of
(1) actul date or payment or
(2) the following April IS (for

_________________calendar-year taxpayers). ________________________

HB Comment: We support general simplification of the calculation.

JCT STAFF TREASURY
PROVISION PRESENT LAW RECOMMENDATIONS. RECOMMENDATIONS

F. Estimated Tax Under [RS procedures. Requtre'W65daiy year for No recommendation, but
Underpayments Extending taxpayers with outstanding all estimated tax penalty consider general computational
from Leap Year to Non. underpayment balances that calculations. simplifications.
Leap Yea for Individuals extend loin a leap year
and Corporations through a non-leap year

must make separate
calculations to account for
the different number of days
in each year.

IIRB Comment: We support the JCT Staff recommendation. The proposed change would simplify the
calculation without significant loss of revenue. We support general simplification of the calculation.

JCTSTAFFTREASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

G. Waiver of Penalty A waiver is avalable to the See )C staff recommendations Pefrit a reasonable cause
for Failure to Pay extent the Treasury Secretary regarding abatements of interest -waiver for first-time payers
Estimated Tax for determues that a taxpayer (pages 4.5). of estimated tax. provided
Individuals (sec. suffered a casualty (e.g.. r the balance due on the
6654(eX3)) or disaster) or other unuual retut :a is below a threshold

circumstance if imnposition of amount (unspecified) and is
a penalty would be against paid with a tuiely-filed
equity and good conscience. return.
There is no general reasonable
cause waiver for the failure to

___________ pay estimated tax.__ _______ _ _ _ _ _ _ _

IIRB Comment: We support the Treasury recommendation to provide a waiver for first-time payers of
estimated tax. To encourage compliance, the waiver should apply if the tax is paid with a timely-rled return
regardless of amount.



JCT STAFF TREASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

It Waee of Do MWInmis 71ere is no statutory ee JTstaff Prov&d penalty waiver
Penalties for Indvidials, and provision allowing the recommendations regarding -authority for individual
Corponatons Treasury Secretary to waive abatements of interest estimated tax penialties

estimted tax penalties (Pages 4.51, below a do muwis amount.
below a do mimuis amun~wt. e.g.,$ 510 to S20.

lIRB Comment: A de minimis waiver or penalties provides very little benefit. We agree with the JCT Staff
recommendation.

M.I PENALTY FOR FAILURE TO PAY TAXES (see. 665 1(aX2) and (3))

XCT STA FF TRASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

A.- In General Penalty Is one-half percent of Repeal penalty. Interest would Retain present law. except
net amount of tax due for each continue to apply. increase penalty percentage r
mouth the return is not filed, up after six months from one-hal
to a maxiumof 25 percent percent to one percent a mont
month. Interest also applies

_________________to the unpaid tax._____________ ___________

lIRB Comment: We support the JCT Staff recommendation. The Treasury recommendation is unnecessarily
punitive.

)CT STAFF TREASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

a. Encourage Installment PFenalty rate is reduced -to Impose a S-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 is in installment agreement is in
installment agreement is in effect by the fourth month effect. Consideration
effect (provided return is after assessment: waive $43 should be given to using a
timly filed). IRS imposes IRS user fee if taxpayer agrees fixed interet rate to avoid
$43 user fee on installment 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 fowth month
after asesment. 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 Treaury recommendation to reduce the penalty rate while an installment agreement is in effect has ment.
Although it may add complexity to the calculation, it is in the taxpayer's favor. Elimination of the penalty
during an installment 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. 6651(aXI))

JCT STAFF TREASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

A. In General Penalty is five percent of A"- Retai present law. Lower rites to orwhit percent
amount ofttax due (or eah for first five months. then
month return is mo filed, up to increase to one percent: retain 25
A MAXIMUM Of 25 peet. percent maxiumn elimit
This penalty is coordinated coorduntion with failure to pay
with the failmre to pay penalty. penalty. which has the effect of
by reducing the failure to file -potentially doubling combined
plenty by the arnounit of the penalties for taxpayers who
fallur, to pay penalty (or that delay filing and paying tot

_________month. _________lengtliy periods of time.

HRB Comment: We support the Treasury recommendation to eliminate the coordination with the failure to pay
penalty. We recommend that the lste-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 return were filed
more than two months after the extended due date.

JCT STAFF TREASURY
PROVISIONPRSNLAREOMNA1N REOM DTI S

0.Penalty -orFailure No penalty is impose on the No recommendation. Impose new service charge.
to File "No Bala=c" Ifailure to file returns dtado I possibly only after IRS contact
Returns W o shows balance due the IRS. I (amount unspciied).

HRB Comment: No pealdty should be imposed on an unfiled tax return that ultimately results in a refund. The
two-year steute of limitations to claim refunds on tax returns that are not timely-filed is penalty enough.

V. TAX RETURN ACCURACY PENALTIES (see. 6662 and 6694)

ICr STAFF TREASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

A. Standards
Applicable to Penialty may apply it there is Penalty may apply if there is Penalty may aply if there is
Disclosed Positions no reasonable basis toria no subsantial authority toria no realistic possibility of
I.- Taxpayers disclosed position taken on a disclosed position taken on a success on the ments.

return (Generally, aI least a return. (Generally. at least a (Generally, at least a 33-1/3
20 percent lielihood of 40 percet likelihood of percent likelihood of success it
success if chalLnsed.) success if challenged.) challenged.)

2. Prfcitioners Teilit-ma alyules a Pnat nyapl FiiiWifteris Penalty may apply ift ere Is
-disclosed position is not no substantial authority for a no realistic possibility of

frivolous. (Generaltly, at least disclosed position taken on a success on the menus.
a 5 to 10 percet likelihood of return. (Generally, at least a (Generally, at least a 33-1/3
success if challenged.) 40 percent likelihood of percent likelihood of success it

_______________ ___________________success if challenged.) - challenged.)

HRB Comment: We do not sme a need to increase the threshold for disclos&i positions. Taxpayers and tax
preparers should be encouraged to disclose positions on returns and be assured that a penalty will not be
imposed unless the position taken is frivolous.
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IC T STAFF -U

PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS
B. Standards Applicable
to Undisclosed Positions
I -Taxpayers Penalty may apply If there is Penalty MY apply Unless the Penalty my apply it there is

no substantial authorty for taxpyer reasonably believe, no substantial authority for the
the undisloe position, tt the tax treatment ia more undisclosed position.
(Generally, at leaut a40 likely than not the correct tax (Oenerlly &Ileast tk40
percent likelihood of treatment under the Code. percent likelihood of success if
success if chalelened.) (Genierally, more than 50 challenged.)

_percent likelihood of success
______________________If challenged.)_______________

2. Poctioner Penalty may Apply if ther is Penalty my aipply unless the Penalty mai-y apply if thiere is
no realistic posibility of taxpayer reasonably believes no substantial authority for the
being sustained on the that the tax treatment is mnore undisclosed position
merits. (Generally, at least a likely than not the cormac tax (Generally, at least at 40
33-1/3 percent likelihood of treament under die Code. percent likelihood of success if
success if challenged.) (Generaly, more than $0 challenged.)

percent likelihood of sucess
___________________ ____________________If challenged.) _____________

FIRB Commet Th. likelihood of sucess is difficult to quantify, especially in situations in which there is little
or no authoritative guidance. T'he Treasury recommendation of a 40'percent-likelihoodof-succcsstest is
reasonable.

V1. RETURN PREPARER PENALTIES (see 6694)

JCT STAFF TREASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

A. UnrealistiPosition If an understatement is due to Impose penalty equal to Similar to ICT stall
a position fot which there was greater of S250 or 50 recomumendation but exact
aot a realisic possbility of percent of preparer's fee. Percentage of penalty is
being sustained on its merits unspecified.
and the position was not
disclose or was frivolous. the

B. Willful or Reckless Ifa nesaeeti u o Impose penalty equal to similar to JCT staff
Conduct willful or reckles conduc% the greater ofSI1.000 or 100 recommendation but exact

prepare Penalty is 5 1.000 percent Of preparer 's fee. percentage of penalty is
______________ __________________ ________________unspecified.

FIRB Commme We sutronly support the JCT Staff recommendation. Preparers should be held to high
standards, and an inceas in the potential penalty sends a clear message of those standad.

V11. PENALTY FOR FILING A FRIVOLOUS TAX RETURN (see 6702)

JCT STAFF- TREASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

nie penalty for filing a No recommemnton. Increase the penalty to 51.500; return is
frivolous income tax permit abatement for first tune

5500.occurrence if nonfrivolous return is tiled
within a reasonable period oftime after

__________ ___________filin the frivolous return -



R Comenuti We support the Trcaswry rocommendation to increase t Penalty to $ 1.500. Abatement of the
penalty should be limited to the frst occurrence and should only be allowed if the frivolous return was not
wilfUly filed.

V111. PENALTY FOR FAILURE TO DEPOSIT TAXES (sec. 6656)

I I JCT STAFF T TREASURY
PRO VISION PRESENT LAW j COMMENDATIONS RECOMMENDATIONS

No new legislation for at least
two yoar to allow scheduled
statutory and regulatory
changes to be reviewed and
iniplemnented. However.
consideration should be given
to revising regulations to
pennit penalty abatermt for
inadvertent failures occurrng
when taxpayer changes to a
different deposit schedule.

Few itw lie ranges
should be made at this turne to
the deposit rilos or penalties to
provide a sufficient period of
timne for changes to the deposit
rules 10 take effect. The penalty
for failure to use the correct
deposit mnethod should be
reduced from ten percent to two
percent. Considennton should be
given to reducing penalty if
failure to deposit is corrected
within *a banking day.

HUB Conowm: Given the complexity of the deposit rules. the JCT Staff suggestion allowing abatement of the
penalty when a taxpayer changes deposit schedule is reasonble. We also support the Treasury recommendation
to reduce the penalty to two percet for fuilure to use the correct deposit method. It is more important that the
deposits be made than the method by which they are made.

There as a four. tner
penalty rate abrucMMr for
failure to deposit taxes:
(1) A depoitor 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 prescribed due date.
(2) A depositor is subject to a
penalty equal to five percent of
the amount of the undierpayment
if the failure is correted afte
the date that is five days after the
precribed due dats but on or
before the date that is fiten
days aft the precribed due
date.
(3) A depositor is subject to a
penalty equal to ten percent of
the aunt of the underpayment
if the failure is corrected 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
nowie to the taxpayer.
(4) A depositor is subjet to a
penalty equal to fifteen Per cnt
of the simm of the
underpaymen if the failure as
noi corrected on or before the
date thas is t=n days after the
dams of the first deinuency
isomie to the atpayer.
Many taxpayer awe required to
make deposit of taxes; the
frequency of the deposits
depends on the typ of tax and
the aunt required to be
deposited,

V
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The Treasury recommendlAtion to reduce the pcalty for failure to deposit may discourage timely deposits. If
later d&poitsa are aceptble, the deposit schedule should be changed.

We support general simplification of the deposit rules.

IX PENALTIES FOR FAILURE TO FIE FORM 5500 SERIES ANNUAL RETURN FOR PENSION
AND OTHER DEFERRED COMPENSATION PLANS (sem. 6652(d)(2), 6652(e), 6692(c))

JCT STAFF TRASUTY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

The Code and Title I and IV Consolidate the separate Code Consolidate die separate Coe-
of ERISA impose 3 sepaate and ERISA penalties for and ERISA penalis for
penalties (or failure to file a failure to file timely and failure to file tiely and
timely ua complete return; complete return into one complete return into one
the Code imposes separate penalty. penalty.
penalties for (allure 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 Deparment of
and Pension Benefit Guaranty responsible for administration of Labor as the agency
Corporattion administer the the consolidated penalty. responsible for administration

_________searate enalties, __________ of the consolidated penalty.

HRJB Comment: We agree that the penalties should be consolidated. We support the JCT Staff recommendation
to designate the IRS as the agency responsible (or collecting the penalty.

X. PENALTY FOR FAILURE TO FILE ANNUAL INFORMATION RETURNS FOR CHARITABLE
REMAINDER TRUSTS (sme 6652(e)(ZXA))

JOT STAFF TMESURY
PRO VISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

split-lnterest trusts (and Provide that the penalty fov- No recommendation.
certain other organizations) are failure to file Form 5227 is
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
104 1-A is S510 for each day Form 1041-A.
return is Mo filed. up to a

m immof $5.000 for any
one return Split-inters trusts
are alo required to file Form
5227 (Spllt.[nteres Trust
Information Return). It is not
cear under present law that
any penalty applie to the

_____________failure to file Form 5227. __ ________ ___________

lIRE Comments We support the JCT Staff recomnmendaton to provide for a penalty for failure to file Formn
5227. The current penalty for failure to file Form1041 I-A is reasonable, and should not be increased.
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HMR BLOCK PENALTY"D INTEREST COMMENTS APPNDIX
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Good morning, Mr. Chairman and members of the Committee. My name is Peter
L. Faber. I am a partner in the law firn of MclDermott, Will & Emery and I have
been engaged in the practice of corporate tax la or 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 C mmlttee of the New
York City Partnership and Chamber of Commerce, but Iaear before you today
in my individual capacity and not on behalf of any organization.

I want to offer you the perspective of a practicing tax lawyer who deals with the
tax manager. of large corporations every day. Our firn adiss over 50 of the For-
tune 100 companies in tax matter. on a regular basis, and we are often called upon
to counsel them with respect to proposed aggressive tax strategies that have been
suggested to them by accounting and investment banking firms. Here is a view from
the trenches.

1, and I suspect most of my colleagues in the corporate tax bar, believe that there
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 complex than would first appear. In fact,
the corprate tax shelter phenomenon raises fundamental issues about the ext*int
to which taxper. in general not just corporations, can rely on the literal language
of statutes regulations. i would urge the Committee to proceed cautiously I
this area. Solutions should be tailored to meet the problems that they address and
should not inhibit the ability of taxpayers to conduct legitimate business operations.
What may be a "ax shelter" in the eyes of one person may be a legitimate tax plan.
ning strategy in the eyes of another. If we start spraying machinetgun fieat a
crowd of people because we know that-there is a murderer among, tem, we may
kill 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,
people at Big-S accounting firms are under pressure to develop and sell tax plannIng
Ideas to corporations and tax managers at corporations are under presure to buy
them. It is no answer to say that corporate tax revenues are up or that they are
a high percentage of corporate profits. Were it not for corporate tax shelter., they
might be higher.

What we are seeing today is not new. It is an old game, but the p layer. have
changed. In the 1970s and early 1980s, tax shelters were marketed all the time. The
sellers were so-called "financial planners" (typically insurance salesmen) and the
buyer. were doctors. TodayF the sellers are Big-5 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 buyer.. The shelters that were sold to individuals in the
19709 were clearly phony. They typically were based on the purchase of depreciable
property at Inflatedprices for nonrecourso notes that did not expose thebDuyer to
economic risk. (I described one of these schemes to my family once at the inner
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 donot 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
through 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 would have literay complied with the Internal Revenue Code and the Treasury's
own regulations.

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 iii convincing courts to apply these doctrines to trans-
actions that the Service regarded as abusive, one suspects that many transactions
have gone undetected. Although large corporations are audited on a regular basis,
aggressive tax strategies engaged in by smaller and mid-sized corporations may not
be picked up.
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The reason that corporate tax shelters have become more of an issue in recent
years has been their mea marketing by te lg-5 accounting firms. The aggressive
tax strategies are more sophisticatedtaths that were marketed 20 years ago
they are pa e more effectively, and they are marketed more extensivelyan
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 mexperl-
ence, there are pressures on both the sellers' side and the buyers' side tht have
encourae the proliferation of agssve tax strategies.

Let~s ook first at the sellers' side. The lare accounting firms are putin pressure
on their partners to maximize revenues. The partners are being urged to sell big
ticket items and not to rely on counseling clients on the tax consequences of normal
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-
centage of tax savings, and I have seen some tax strategies for which accounting
firms have billed as much as 40% of the anticipated savings.

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 expertise.1I

The accounting fi have partners and employees whose sole Job is to dream up
new tax savinglIdeasand others whose sole job is to sell them. An article in Forbes
magazine quotes a Big-5 partner as saying that his firm had on inventory of 1,000
"mass market tax savings ideas" and had recently hired 40 "pitofesslonal salesmen"
to sell them.2 Last year I1 was in the office of a B -5 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 year or so ago in which a
jobat a ]Big-5 firm was described as including the development and marketing of

When people are under this kind of pressure to produce and sell tax products,
they are inevitably going to come up with Ideas that literally seem to work if one
reads them "once over lightly but tht arguably do not stand up under a rigorous
application of the "common law" tests of economic substance, business purpose, and
step transaction. People who are under pressure to produce a certain number of tax
saving ideas a month may not think them through carefully. Although all of the Bigr-
5 firms will tell you that they have rigorous Internal review procedures, 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 bring 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
hearing but that are of concern to me. The accounting firms for years have acted
as poessional advisors to their clients, and the clients have come to expect that
of tem. If a firm presents a ta~x 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 acom-
mission salesman and not as a professional advisor. A firm. that presents a client
with a 2-page "opinion" that atax product that itiseln for apercentaeof tax
savings works is deceving the client and misrepresetn itsa role. The opnon" is
not a professional opinion it is a sales document I have seen "opinions" of hi sort
from Blg-5 firms that failed to. point out siniicnt weaknesses in the proposals.
The lack of professionalism coniues after teoproduct is sold. I have seen one in-
stance in which a Big-5 firm that sold a tax product to a client that clearly did not
work urged the client to vigorously defend the technique when the Internal Revenue
Service challenged it on audit despite the fact that defending it would clearly have
been fruitless and by don so the client might have lost the opportunity to trade
the issue in exchange for IRS concessions on other issues. It is clear that the ac-

I An exteme example of this is one case in which an out-of-stat. office of a B 6firm litigated
New York State tax case in New York without cosltn the New York offce, one suspects

because they did not want to share credit for the fees with the New York office. (A reading of
the opinion Indicates that they did a bad Job of it)

'Jainet Novack and Laura Saunders, 'The Hustling of X-Rated Shelters,* Forbes, December
14, 1998.-
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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-
ages mrewilingtoconsider aggressive tax strategies than they weein the past.

Copoae a mngerar fiugetomniz their companies' txbrens.
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-

ningto ealze hatthe ma beabl tosell thoir wares to corporations not by ap-
n ing theae tat thnaes but b apoaching the chief financial officer, who will
then put pressure on the tax people to o along. If the chief financial officer advises
the head of the tax department that the company'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 had a manager to stand up to this kind of pressure.

- My bottom 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 RoTiitions to offer to
you, and I would urge caution on both the Congress and the Treasury in how they
approach the corporate tax shelter phenomenon.

Begin with two basic propositions: (1) there is nothing 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 modem-day transactions. Judge*
Learned Hand said over 65 years ago that "anyone may so arrange his affairs that
his tame shall be as low as possible; he is not bound to choose that pattern which
will best pay the Treasury; there is not even a patriotic duty to increase on's
taxes."8 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 separate 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-
atioMi, it should be respected as such, even if the decision to create it was tax moti-
vated. Similarly, if a corpration desiring to distribute assets to its shareholders
transfers them to a newly-formed subsidiary and dlstributie-the stock of that sub-
sidiary to its shareholders in a manner that meets the requirements of section 355
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 is 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 lon as I can remember.4 It is
hard enough to read and understand the laws and regulations as written. The prob-
lem of the tax practitioner and corporate tax manager is compounded if one cannot
assume that they mean what they say and that there are circumstances in which
literal compliance with their terms will not be enough. We are after all, a country
of laws and not people, and taxpayers like other citizens, shoud be entitled to rely
on the laws as they a 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. fall 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 prmitted. If that happens, arguably the correct remedy is to change
the law or regulation 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

3Oregoiy v. Hetu 1,69 F.2d 809, 810 (2d Cir. 1934) affd, 293 U.S. 485 (1935).
*Jrecently sent to Senators Roth and Moynihan copies of tetimony that I presented to this

Committee on behalf of the New York State Bar Association Tax Section 24 years ago urging
that the tax laws be siniplified. It was reprinted in Tax Notes, February 21, 2000, at page 1168.
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been caught. Congress should not, for exam-ple, in an attempt to stop abusive trans-actioins enact rules that will impose tax penalties on ordinary everyday equipment
leasing transctions.

We should think long and hard about what aspects of the-problem can be ad-dressed by legislation, what aspects can be addresed by regulations and rulingsand what aspects should be addressed by the courts. In my view, the issue shouldbe addressed by all three branches of government and it should not be assumed thatall 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 tat the courtshave developed over many decades.
It is clear that corporate tax shelters will not be discouraged unless a meanlngftil"downside" risk is created. If a corporate tax manager believes that the only riskof engaging in an aggrsalve tax strategy is the later repayment of taxes that thecompany would have had to pay if it had not eaged in the strategy and interest,which represents the cost of the money of which ithad the use, there will be nodisincentive adopting the next "tax savings idea of the month" that is presented

by an accounting or investment banking firm. One possibility would be to increaseth levels of existing penalties without trying to draft a generic definition of "ta
shelter."

Another approach would be, to require increased disclosure and to heighten therisk of an Internal Revenue Service audit. Last week, the Treasury Department re-leased comprehensive proposed regulations requiring greater disclosure of aggres-sive tax strategies. These proposals will be cefuilly reviewed by responsible organi-zations in the business community, including the American Bar Association Sectionof Taxation, the New York State Bar Association Tax Section, the American Insti-tute of Certified Public Accountants, and the Tax Executives Institute, Inc. I cantell you f-rm personal experience that many aggressive strategies that were adoptedby corporations would not have been adopted ifth disciosuie regime contemplatedb~y these proposals had been in place.
Requiring tax shelter promoters to provide theinternal Revenue Service with alist of taxpayers that have ad opted particular types of tax strategies is an idea thatshould be explored seriously. Imposing penalties on the sellers of tax products aswell as on the buyers should also be examined. Here again, some caution is rec-ommended. It would not be appropriate to reuire an accounting or law firm to dis-close the name of every client thatt it advise that owning property might be moretax-efficient than leasing it. Legitimate business transactions should not be broughtwithin the sweep of disclosure rules aimed at tax shelters and the IRS should notbe inundated with useless Information. I suspect that the Internal Revenue Serviceand the Treasury Department already have the authority to require a sufficient de-gri33 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 aggrssive tax strategies.
Along the same lines, you should give them the tools, including personnel andother resources, that they need to do their jobs in this area. Ultimately, no legisla-tivo or regulatory ap proach to corporate tax shelters will work unless the InternalRevenue Service is given the resources that it needs to enforce them. It has beenpolitically popular in recent years to criticize the IRS, but the few instances of abusethat have bee publicized by this Committee and others should not obscure the factthat the overwhelming majority of IRS employees are competent, dedicated, andhonest men and women who do their jobs conscientiously and who do not abusetheir public trust. Any failure to provide the Service with the resources that it needsto 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 mostother responsible tax practitioners with whom I have discussed the matter, thereis a corporate tax shelter problem, and I am pleased that this Committee is holdinghearings on the subject. The - roblern should be addressed by all three branches of

go e~mn, and one should not assume that legislation is necessarily the way toaddrsseall aspects of it. Congress should move cautiously in defining "bad" trans-actionis and it should encourage the Treasury to require increased disclosure of ag-gressalve tax strategies. The Treasury should also be encouraged to regulate the con-duct 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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rm Ken Kies, Co-Managing Partner of the PricewaterhouseCoopers Washington
National Tax Services ofie. The question I have been asked to address is whothor
there is any demonstrated problem with "corporate tax shelters" that would require

Th rauyDprmn and other proponents of so-called "corato tax shel-
ter" legislation suggest that an alarming and historic erosion of itheorporate in-
come tax base is underway. This assertion is totally without support. Referring to
my charts, you will note that, other than a-slight di in 1999, corporate income tax
receipts have grown rapidly over the past decade. Wile the economyhsgonb
47% since 1992, corporate income taxes have grown by 84%. In fact ovr the past
five years corporate income tax revenues have been at their highest level as a per-
cent of GISP than at any time since 1980.

Some have suggested that the slight decline in corporate income tax receipt. in
1999 may be attributable to Corporate tax shelters. There is no basis for this asser-
tion. Thi modest drop is largely attributable to greater depreciation deductions
flowing from increased capital investment, and was actually projected by 0MB at
the beginng of last year. Such a decline is hardly a first--in fact, there have been
15 instances since 1950 where corporate tax receipts have dropped from one year
to the next.

The sole piece of statistical information Treasury has identified to support it. view
is data concerning differences between taxable coprate income and book income,
or profit. that corporations report to their shareholders. Treasury has taken the tax
returns of 811 corporations over the 1991-98 period and looked at the differences
between book and tax income as reported by these corporations. Specifically, Treas-
ury looked at Schedule M of these corporate returns, where tax payers provide de-
tais as to what account. 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 taxpayers? Treasury alone has access to this data, but it
has to date failed to ident*f these differences. It simply concludes that "corporate
tax shelters" are part of tlhe story. Second, these differences were actually reported
and described b taxpayers on their M-1's. All of the companies studied were part
of the IRS Coorlinated E~xam 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 PricewaterhouseCoopere 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 billon of this difference, while
differences in the treatment of foreign earnings account for $43 billion. Stock op-
tions also account for part of the difference. Wille 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 rn-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 eqiment,
doing business in a global economy, and incentivizing employees with stc com-
pensation.

Effective tax rates provide yet another measure that you can look to in consid-
ering whether there is any economic evidence of IncreasQn "corporate tax shelter"
actvity. My firm has undertaken a study that found that effective tax rates have
been'relatively constant over the past ten years. A Treasury 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 coprate tax shelters. The Treasury economist concluded, "Rather than shelters,
it is the decline in coprate losses that account. for most of the decline in the aver-
age tax rate in the 190."

In assessing teneed for legislative action in this area it is also important to
note that two thnshve happened since the Treasury's inital proposals from Feb-
ruary 1999. First, te Treasury last week finally found time to implement "corporate
tax shelter," reporting requirements that Congress enacted in 1997. Cowges at that
time--three years ago-estated 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 case Involving perceived "corporate tax shelters." In these cases,
the government successfully used economic substance and other common-law doc-



91

trines to attack shelter-like transactions. These government wins have had a pro-
found effect on corporate taxpayers and their ad~r and their willingness to even
entertain transactions that coud beviwed as questionable.

Let me just close by saying that. Treasury- Secretary Summers' recent assertion
that "corporate tax shelters" may be the most serious compliance issue threatening
our tax system today is unsustainble based on the facts. Ono need look no ftither
than the recently released GAO audit of the [RS to see real and serious compliance
problems. That report revealed that thes IRS fails to collect many tens of billions of
ollars each year here there Is no question that taxes are in fact owed. If you look

at the charts, you'll see that the IP had $231 billion in unpaid assessment 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-
ter" one, which makes for good headlines but which feas to withstand careftil scru-
tiny.
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I. INTRODUCTION

PiewaterhouseCoopers 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 theme is a problem with "corporate tax shelters that
requires broad legislative action.

PrlcewaterhouseCoopers, the world's largest professional services organization, provides a fill
range of business advisory services to corporations and other clients, including audit,
accounting, ail tax consulting. T'he firm, which has mor6 thanW6,500 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 corporatee tax shelters." Moreover, current-law administrative
tools, if used properly, ame more than adequate to deter, detect and penalize ahbues

11. "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."' T'his 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 (ail to collect ten of billions of dollars each year
from taxpayers where there is no question that taxes are in facet owed.

The GAO audit states that this failure by the IRS to pursue such cases could "adversely affect
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, S56 billion was caegrie as "uncollectble." Until recently, this term typically was
r eeve for cae where the taxpayer owing the standing taxes was experiencing financial
difficulties or other hardships that made collection highly unlikely. In fiscal 1999, however, the
definition of uncollectible taxe 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 cas 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 taxe 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.

riese facts illustrate that there are far larger tax administration problems facing the IRS than
any problem perceived to be posed by "corporate tax shelters."

Ill. EROSION OF THE CORPORATE INCOME TAX BASE?

A key queston 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 percet 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 Growt1h of Corporate Tax Sbelters," Remarks of Treasury Secretary Lawrence H. Summers before
the Federal Bar Associaion, February 28,2000.
'FirwioAudJ: IRS' Fiscal Year 1999 Fl uscw Statements (OAIIAID.O076, February 29,2000).
U ~at 15.
Federa Tx Camplhice Rawnch, IRS Publication 1415 (4-96).
Budget of die UniwdStxsu& Fisca Yew 2001: Histwiciables, Office of Management and Budget, Febmwy-

2000, at 27-28.
6 ~a a 31-32.



fiscal 1999 stood at 10. 1 percent of total federal receipts - higher than the average (9.7 percent)
tor the 198 1 -99peod'.

Corporate Income Tax Receipts: 1"W1.9
(SOMrc: 0MB)

Fiscal Year Receipts % of Federal % ofOGDP
_________(S 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 8.4 1.5
1986 63,143 8.2 1.4
1987 83,926 9.8 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 9.3 1.7
1992 100,270 9.2 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 2.2
1997 182,293 11.5 2.2
1998 188,677 11.0 2.2
1999 184,680 10.1 2.0

Despite this high level of corporate income tax payments, some commentators have pointed to
a two-percet 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 relative 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

h&i at 29-30.
See, Martin A Sullivan, "Despite September Surge. Corporate Tax Receipts Fall Short," 85 Tr Notes 565 (Nov.
1, 1999).
'PSee, New York flint, Septpunber 21, 1999. -When an Expense is Not an Expense." This artile points to rising
comnpensation paid in the form of stock options as a possible explanation. An increase in employee compensation
increaes persona income tax (at the employee level) at the expens of corporate income tax, be=ms employee
compensation generally is deductible in computing corporate income tax and includable in computing personal
income tax.
"*Congressiontal Budget Office, Mh Budget and Economic Outlook Fiscal Years 2001-2010, Jauary 2000, p. 60.
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and Budget (0MB) last year projected that corporate income tax payments would fall in FY
1999, before rising again in FY 2000."1 It also should be noted that the decline in corporate tax
receipts between fiscal year 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 Internet tax policy
chatroom," where he answers a question from a reader as to the references for his $10 billion
figureas 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.

"1The Administration's FY 2000 budget projected diat corporate income revenues would total $182.2 billion in
FY 1999. or S2.5 billion less than die amount actualy paid.
13 See. Statement of Pricewaterhousecoopers to the Senate Finance Committee for die Record of Its February 8,
2000 Hearing on the Admniation's FY 2001 BudgetL
"TheU explanation is that the recession in 1990 artificially boosthde measued average tax rate because
companies with losses had no income against which to apply tax credit losses from prior years, and other tax
attributes. With die subsequent recovery, growing profits allowed for use of these tax attributes, which had the
effect of reducing die overall average tax rate.
14http/www.aw.nyu.edwU~nkmanfedalicomeax
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IV. BOOK INCOME AND TAXABLE INCOME

Treaswry officials also have cited as evidence of tax shelter activity the gap betwmen corporate
income reported to shareholders (book income) and to the IRS on tax returns (taxable
incomee)." 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-lI of the corporate tax return (Form 1120). The starting point for
Schedule M-lI 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 taxable income can be classified as permanent or
temporary. Permanent differences are items of income or expense that are recognized under
one of these accounting system 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
foreign 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 earnings is a
temporary difference because it reverses when foreign earnings are distributed (causing an
increase in taxable but not book income).

11 Swement of Jonathan Talisman Acting Assistant Secretry for Tax Policy, U.S. Department of the Treaswy,
Testimony Before the House Committee on Wpiys and Mean Hearing on Corporate Tax Shelters. November 10,
1999.
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B. Treaury Analysis

Treasury analyzed Schedule M-lI data for 8 11 corporations, with mean asset size in excess of
$1 billion (in 199 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 returns as filed. Treasury found that in real terms,
taxable income for the 8 11 corporations roughly doubled between 1991 and 1996, but that book
income increased even faister. While acknowledging that "it is unclear how much of the
divergence between tax and book income reflects tax shelter activity," Treasury nevertheless
views the more 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 s1heltems, including depreciation, foreign source income, and nonqualified stock options."'
However, 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. PricewaterbouseCoopers Analysis

This section extends Treasury's analysis in several ways: (1) data is collected for all public
companies (not just the 8 11 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.

1. Depreciatlon

Figure la 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 database, which excludes privatly held V
companies. The excess of tax over book depreciation is likely overstated-because the book

'G S f. 1 t
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depreciation measure eludes privately held companies." As shown in Figure 2a, the tax-
book depreciation gap increased after I992, 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 underst ates
the actual tax-book depreciation difference because economic depreciation is based on
replacement cost accounting, while historic cost accounting is required for financial reporting.
Figre lb shows the CCA adjustment. These data suest that the growing tax-book
depreciation gap is pan of the explanation for the book-tax income difference after 1992.

In summary, we fin that both measures of the corporate tax-book depreciation gap - one based
on Compusta 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 $23 billion).
This difference thus helps explain the faster growth of book income than taxable income over
this period."'

2. Foreign source income

Figure 2 isola 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 bilon according to
financial statement data, which compares closely with Treasttry data indicating after-tax foreign
earnings and profits were $51 billion in 1992, of which $41 billion was distributed?' Thus,
undistributed foreign earnings contributed about $10 billion ($51 bilion minus $41 billion) to
the book-tax income difference in 1992.

By 1996, foreign source book income had increased to $106 billion, fromn $47 billion in 1992.
Treasury has not published data on the distribution rate of foreign earnings 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 8 1 percent rate in 1992 - a year with heavy foreign losses. ' If the

'1 The domestic share of book depreciation was estimated by muitiplyig total depreiation by the ratio of U.S. to
worldwide assets.
"This conclusion is sensitive to the portion of corporate book depreciation tha is not covered by the Compuswa

dta Depending on how Warg a ros-up is necessary to account for privately held comnpanies, the tax-book
depreciation gap could have a diffevrt patern over the 1992-1996 period.
36CCA measured on a GDP basis is used in this anaysis - domestic plant and equipment are included ad foreign
plant and equipment ame exicluded.
11The excess of tax over book depreiation incrasd by £27.6 billion fromm £1 34 billion to $161 billion) over the
I99M-1996 perod =Wd the CCA adjsasmeu incrased by £19 billon (from £3 billion to £22 billon).
n Hines, lnes L, Jr., "The Case Against Deferal: A Deferential Reconsidierationk" May 1999, Table 1.
n dd (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 S106 billion) of the book-
tax income difference in 1996. Thus, the* growth in foreign income between I992 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
period."'

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 putdue to arise in the overall level
of the stock market and in part due to an increase in share awards. Figure 4 shows that shames
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 Sinancial 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 199 1, 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 reasns 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.

10
SA more precise estimate would require passing up book income, depreciarica 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
sheter-like transactions,2 ' 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" regirstion requirements three years ago,
Congress stated that this reporting would "improve compliance by discouraging taxpayers from
entering into questionable transactionss.' 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 believe 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

acleraed 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 reas transactions based on economic
substance, to treat apparently separate steps aso~ne transaction, and to disregard transactions
that lack business purpose. Recent applicaticas of those doctrines have demonstrated their
effectiveness and cast doubt on Treasuri's asserted need for additional tools.

11K recent decisions in ACM v. Commisioe:P and ASA InvesteiOU v. Commissioner"
illustrate the continuing force of these long-standing judicial doctrines. In ACMJ the Thir

" TD 876.
5TD $177.
TD 1875.
"Geneal Exnlansahon of Tax Letislaton Enacted in M97. Staff of the Joint Committee on Taaton, December

17, 1997 (JCS 23-97).
" 157 F.3d 231 (3d Cir. 1"s8). See also WePuhRT.C.M. 1999-359 (1027/99).
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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
Cowrt simlarly invoked those doctrines in ASA Inyesejrng 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. Commission 1(8/9/99), ComRanComp2uter Co1r. 
Commision~r '(9/21/99), and Winn-Dixie v. Commission,'(10/19199). In United arce
SeviS the court agreed with the IRS's position tha the arrangement at issue - involving the
taxpa$~er, a third-party U.S. insurance company acting as an intermediary, and an offshore
company acting as a reinsure - lacked business purpose and economic substance. In Compg,
the cowlt 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 )Mn-Dxe 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 shareholder 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 carefully 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.

TC.M 19"S-305.
"T.C.M. 1999-268.
"113. T.C. No. 17.

1313. T.C. No. 21.
"Section 6662(dX2XCXiii). 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 enure
taxpayers clearly report income.

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 application of
secton 482 in the international context, section 482 also applies broadly 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 item of income, gain, loss, deduction, or credit, or otherisetoajsa
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 return 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 rue 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 return rules feature several
other anti-abuse rules as well. 3'

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
tranaction.

11 Tres. Re&. 1.701-2.
Treas. Reg. §1.1302-32(e).

"Set~ eg.. Tress. Reg. § 1.l1502-13(h) (mni-avoduuce ruleswith respectto the intercomnpany trunsaction
provisions) and Tress. Re& . 1 5.302-17(c) (anti-avoidance rules with respect to the conslidated return
accounting methods).
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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 IKS 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 jGenj
Utiloiei 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." Alternatively, Treasury in Notices has announced that it will rely on existing law
to challenge abusive transactions that already have occurred."

F. Targeted legilation

To the extent that Treasury and the IRS may lack rulemaking or administrative authority to
challenge a particular typ 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" trasations 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 tranfers on or after October 19,
1998 - the date House Ways and Means Committee Chairmnan Bill Archer introduced the
proposal in the form of legislation. Chairman Archer took this action, in part, to stop theme
transactions earlier than would have been accomplished under the effective date originally
proposed by Treasury (the date of enactment).

G. IRS National Office Activites 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, Commnissioner of the IRS's new Large and Mid-Size
Business Division, has announced that the IRS is cutablishing a special office to coordinate IRS
efforts to address corporate tax shelter issues."2 The new office will allow for quick

"Thbe Genra LUtilities doctrine generally provided for nonrecognition of gain or lons on a corporation's
distribution of property to its shareholders with respect to their stock. Sec~ General Ufits. & Ooerating Co. v.
keIrerin 296 U.S. 200 (1935). The Generl Uilities doctrine was repealed in 1956 out of concern that the

doctrine tended to unnmine the application of the corporate-1evel income tax. H.R. Rep. No. 426,.99' Cong.. 10
Sess. 282 (1985).
" See, at,. Notice 95-53, 199S-2 CB3 334, and Notice 89-37, 1989-1 CB3 679.
1See eg, Notice 97-21, 1997-1 CB3407.

"1Notice 96-39, I.R.B. 1996-32.
4 BNA Daily Tar Report, January 18, 2000,0G4.
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communication between IRS examiners the IRS Chief Counsel, and the Treaswy Depormt
in identifying and addriising abuses. These IRS efforts will sere as a strong deterret to
abusive transactions and further call into question the need for legislative action at this time.

VI. 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 perceived 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 I b: Excem of Tai over Economic Deprecation,
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Figure 3
Values of Forbes 800 Executives' Unexercised, but ln-the-Money
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Figure
Shares Authorized for Management and Employee Stock Option

Plans as Percent of Shares Outstanding*
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PREPARED STATzMEF Oi DAvID A. Luw8O

My name is David Lffson. and I chair the Tax Executive Committee of the Amer-
ican Institute of Certified Public Accountants (AICPA). The AICPA is the national
prosinal association for CPAs, and our more than 330,000 members are from

ftm ofallsizes, from businesses, education, and government. Our members work
regularly with the tax laws you writs, and we have a strong interest in making the
tax law fair, simple, and administrable.

I am p leased to submit our comments on the broad topic of penalties and interest
within the Internal Revenue Code, including p revisions relating to 'orato tax
shelters which seem to have captured the attnton of many over the past year We
sharetobjetiv oCogress, the Administration, and others of mantainig n

mpoig compliance within our tax system, and strongly support measures to Curtail
abuses. In the corporate tax shelter area, we hope you will agree, however, that any
new legislation must be carefully focused so as not to burden normal transactions
and more average taxpayers. Requirements on everyday, ordinary taxpayers to, in
effect, audit themselves, disclose issues, and be sub ect to severe penalties and inter-
est could potentially undermine respect 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 SHERLTERS

The AlCPA, along with Congress, the Treasury, and many others in this room
have been workn for 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. Our 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 puniitive as to have a chligeffect
on legitimate tax planning. 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
government has prevailed in several ver recent cases based on present law
(Coin Computer Corp. 113 TC No. 17 (September 21, 1999); IES Industries, Inc.

v.U.9S.,No.07-206 (N.b. Iowa Sept. 22, 1999); Winn-Dixie Stores, Inc., 113 TO
No. 21 (October 19 1999); and Saba Patership, Brunswick Corpration, Tax Mat-
ters Partner, TC, R~emo 1999-359 (October 27, 1999)), following the recent decisions
in ACM Partniership v. Commissioner (157 F2d 231 (3d Cir. 1998, aff. in part T.C.
Memo. 1997-115)) and ASA Investerings Partnership (1998-305 TOM, afl'd 201
F.3d 505 (2/1/00)).

We are also p leased with the recent announcement that the IRS has formed a new
Office of Tax Shelter Analysis to develop ways to identify an dress oprt a
shelter issues. The Treasury Department and ERS have also recently issued tem-
porary and proposed corporate tax shelter reistration 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 goverxapent becomes more successful in identifying and prosecuting
tax shelter cases, taxpayers and shelter promoters will tend to lose their appetites
for abusive transactions.

This statement supplements and refines comments on corporate tax shelters that
we presented to the Hos 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 isclosure. 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 corpomrnaaLhelter-dslos1e requirements for taxpayers and advisers. We
commend the Treasury for this initiative and for the generally positive approach
taken by the new regulations. After we have had an opportunity to review and
study the regulations in detail, we will submit comments to the MS. Because the
new regulations reflect a comprehensive effort by Treasury to deal with this critical
aspect of potentially abusive tranactions, we would suggest that the need for addi-
tional disclosure legislation has been removed, perhaps peranently but at least
until eveyne has a better understanding of the effect of these regulations.

We do bleve tht disclosure should Be considered in relation to penalties and
discuss this issue in the 'Corporate Tax Shelter Penalties" below.
Identifying Potentially Abusive Transaction.

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 a approach of
develop fairly objective "indicators" of transaction criteria which call for special
attention fom the Service. For example, we support indicators based on tax indem-
nity or contingency fee arrangements, confidentiality requirements, and the involve-
ment of a "tax indiferent pat. 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 party
Q roinoters, organizers and advisors. We are pleased that Treasury seems to be head-

in this dircton which we think will reduce IRS and taxpayer burdens from
multiple filings 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-
urv moving in this direction in the regulations.

however, 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 identifying 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 JOT include trans-
actions causing permanent book/Lax differences and those failing a pre-tax profits
test. We are concerned that the book/tax indicator would include many noma 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 only
those transactions the Treasury Department identifies in regulations as requiring
special disclosure. This approach would permit the government, with public com-
ment and input, to target the troublesome transactions while excluding more beng
differences such as acquisition of intangibles (goodwill), tax credits (such as the re-
search credit and section 29 credits), incentive stock options, and capital gain 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 application of a "pre-tax profits" test will cause many ordi-
nary transactions to be clas~sified as "tax shelters." For example, many incentives
Congress enacted to encourage taxpayers to undertake transactions that are not
susceptible to this bottom-line analysis, like the research credit or even charitable
contrbutions, would have to be reported or specifically excluded from this test in
legislation. It would be impossible to compare the pe-tax 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 tranactions, such as leasing, fnancing or advertising are
not susceptible to an analysis which requires a determination of the exece 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

In consfidng the relationship between the penalty standard and the disclosure
p revisions, we are particularly concerned that the five tax shelter indicators in the
Joint Committee staff reco Menda-tions 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 sgfiatpurpose" 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 ina double jeopardy, by proposing the indicators be in additon to the "significant pur-pose" test rather than asubstitt for it. Thus, if transaction does not fall withinone of these indicators, the IRS could still arge that a significant purpose of thetransaction is the prohibited avoidance or evason) and subject the taxpayer to addi-tional disclosure requirements and higher penalties. In short from the government's

'esetive, it's "Heads, I win; tails, you (may well) lose." Thi porly fined, sub-jectivecIRS discretion is inconsistent with effective. tax planning and is not good tax
policy.

We recommend consideration be given to an alternative standard to re lace the"significant purpose" test of p resent law, and that is to focus on transaction that"would not have been entered into but for the tax beneflts"-for both disclosure and
penalty purposes. This tests for business purpose and economic substance at thesame time and is more in keeping with other preedents in the Code.

If Congress determines to retain the "sigifcant purpose" test of current law then
the potential overreaching of that definition should be addressed by expressly ex-cluding 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 unnecessary
filings. We support a reporting level based on $10 million in tax savings or $1 mil
lion in fees or commissions (per reportable transaction, regardless of time frame).
This wil 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 JOT 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 penalty, as wel as codi-
f6ing 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 roses. Hence we suggested alternative approaches discussed
above (that is, use ofaryut for the tax benefit" test or providing exceptions for nor-
mal business and Congressionally intended transactions).

In addition, we strongly and specifically reject enactment of a new "super 269"
as has been included in 9as a budget proposals as well as some Conrsinal
bills (including, most recently, Senator Bob Graham's (D-Fl) proposed aedent
to the education savings bill). These proposals would impose a new Section 269 re-
gim, over and above current law requirements, would deny deductions, losses, or
cri:Yts 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-)
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
sheltering. We believe that the "reportable transactions" regime for disclosure could
be carried over into the substantive penalty area under Section 6662(d) 1L. 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 to p of those in current law, but to stimulate consideration of a means to restructure
and simpllify the substantial understatement penalty for certain transactions, and to better co-
ordinate those with the disclosure requirements.
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lack a sound opinion concludin "more likely than not*m on the merits the 20% pen-
alty of current law should a ly. A somewhat highe peaty would be appropriate
for reportable transactions tht are not disclosed. HroWr, 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 taxpayers. We sug-
gest that any higher pnalties and disclosure requirements should -apply to cor-
porate taxpayers initill, and expanded to other taxpayers, if necessary, only after
the reportable transaction regime is well established.

Regarding the level of support required for a tapyer to avoid penalty, we do not
sup rt the Joint Committee staff's propoed 75% lieoo stan ad~ for abatement

ofteir 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 the preponderance of
authority. Even this is not easy in situations where little guidance or case law ex-
ists. Determining the degree orT certainty to a specific percentage is virtually impos-
sible, and will be difficult for the IRS and courts to apply. AT75% 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 eltorts to make it so.

We do not believe there should be a penalty onk the taxpayer for failure to disclose
on a tax return where there is no undertatement of tax. Although we understand
the intent of a disclosure penalty, a fiat-dollar amount would not act as a deterrent,
and other formulations of'the penalty are too complex for the potential benefit that
might be p rovided. Similarly, we do not support any strict liability penalties, believ-
ing that the IRS should have the ability to waive penalties when Justified.

We 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 IRM (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
due process 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" through 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
regulations under Section 6664.

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, advising and selling of tax shelters are not practitioners who
are subject to CWar 230 (t[at is not an attorney, CPA, or enrolled agent). The
penalties for aiding and abetting ihe understatement of tax liability could be ex-
~ndedto include these third parties. Also, promoter and advisor penalties should

6 imosedfor 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(5dircular 230, sanctions already in existence include suspension fr-om prac-
tice before the ERS or disbarment, and we would encourage tough penalties for oth-
ers who engage in abusive conduct. (See discussion under Corporate Tax Shelter
Penalties above).

Other aspects of Circular 230 can also be brought to bear on abusive tax shelters,
and we will 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 rcula 230. in the next six months.
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Due Diligence by Corporation.

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. Thisthas led
to proposals that corporate officers be reuired to be more diligent in their examina-
tion of positions taken in tax returns.eWe 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. Te 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 beieve
that attestation should carry personal liability, as this extreme sanction may not be
appropriate for the conduct of the corporate official. Also, large companies fr-equently
insure their officials aant liability so that personal ability 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 rate tax shelters. Centralized administration and review of the pen-
aldties proposed should be incorporated into the new IRS Office of Tax Shelter Anal-
ysis. We note that the new regulations will help in this regard. Effective means of
using the repulred disclosures will be needed along with utilizing an active "notice
to taxpayers process (such as was done in 5Ws Notice 9M-9), as the IRS identifies
questionable transactions.
Corporate Tax Shelters Conclusion

We strongly oppose the undermining of our tax system by stretching and con-
tortinst the tax law beyond the recognition of most practitioners and those who en-
acted rit. 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 beable to plan transactions to minimize their taxes
where they have a good faith belief and appropriate level of support for the position
being taken. With our complex tax law they should feel that they are be% treated
fairly, and you risk taxpayer ire as yu require taxpayers to, in ef fect, audit; them-
selves, disclose issues and be subject to severe penalties. Drawing this delicate bal-
ance is at the heart o?~ the issue we are addressing today.

PENALTIES AN" 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
maor reform of the federal, tax penalty p revisions. The result of those efforts was

the Improved Penalty Administration and Compliance Tax Act of 1989 ("IMPACT").
Since then, 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 revisions 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.

We offer you our assistance with such an undertaking, 'and, as an initial step, pro-
vide yuwth our comments on: the Joint Committee on Taxation's Study of
PresentLa Penalty and Interest Provisions as Required by Section 3801 of the I-
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 25, 1999; and the penalty and interest reform provi-
sions in the National Taxpayer Advocate's 1999 Annual Report to Congress, released
January 4, 2000.

Our comments regarding penalties are based on our continued belief in the philos-
ophy embraced by IMPACT, that the purpose of penalties is to encourage compli-
ance, not to raise revenue. We urge Congress not to alter that philosophy. We also

ugCngresto adheretIohe phlspythat interest is not to beimposed as a
penalty, but rather Is solely cmpensation for the use of money.

Our comments are base on considering 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 pieemealfashon since the appropriateness of one provision often depends on the
status tofnohr.
Penalty Provisions
1. Aocuracy-Related. and Preparer Penalties

Note: The following discussion relates only to non-tax shelter items.
Standards for Taxpayers and Preparers

Both the JOT staff and Treasury propose modifications to the standards that must
be satisfied with respiecto a bt return position in order to avoid the accuracy-re-
lated penalty applicable to taxpayers under. section 6862 for the substantial under-
statement of tax and the preparer nat under section 6694(a) for understatement
of a taxpayer's liability due tanurlitic position. Under present law, to avoid
the sustantial understatement penalt, a apyrms ae"ubstatial author-
ity" for an undisclosed position and a "reasonable basis" for a disclosed position; for
a tax return preparer to avoid the preparer penalty, an undisclosed Position must
have a " realistic possibility of being sustained on the merits" and a disclosed posi-
tion must not be "fivolous.w Both the JOT staff and Treasury recommend that the
same standards a pply to taxpayers and tax return preparers. We do not object to
that recommendation, but request that in making such a chae Congress clarfy
in the statutory language that the imposition of a penalty ij t a taxpayer and
the imposition of a penalty against the taxpayer's return preparer must bie based

on~~~~~ ~~ seg eemntos m Iino enalty against one is not evidence
that the imposition of a penalty aintthe other is appropriate. For example, a
taxpayer may pay a penalty for personal reasons, such as to avoid ending addi-
tional time and money to contest the issue even though the taxpayr might have
been successful if the matter had been pursued; an automatic impoition of a pen-

alyagainst the return preparer in such a case clearly would be inappropriate. An
independent review of the applicable authorities and of the facts, includingr 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 return poition;
for a tax return preparer to avoid a preparer penalty with respect to a dslbe Po-
sition, the position must not have been "frivolous .' The JOT staff recommends rais-
ing temnmmstandard for taxpayers and tax return preparers regarding dis-

clsdpositions such that, to avoid a pnalty 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 merits."

We have serious concerns about raising the standard for taxpayers and tax return
prparers above the "reasonable basis" standard currently applicable to taxpayers.

We are particularly troubled by the JOT staffs proposal to establish "substantial au-
thority," as the minimum stands 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. Furthr, 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 poitions. It is not only unrealistic, in many cases it-i
impossible, to ensure such a high degrees of accuracy as is required by a "substantial
authority' standard or even the "realistic possibility of being sustained on the mer-
its" standard without forcing taxpayers to avoid otherwise meritorious positions on
the return.

Whie txpyers may be able to ascertain whether "substantial authority r"el
istic possib-ility of being sustained on the merits" exists with regr 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 preparers in determining whether "substantial author-
ity" is present for a position. IMPACT created section 6662(dX2X(D) of the Code, re-
quirin the IRS to publish, not less frequenty than annually, a list of itions for

which the 1IRS believes there is no "sbtnilauthority," and which afect a signifi-
cant number of taxpayers. To date, the IRS has never issued any such list for ay
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year. If the IRS is unable itself to determine which positions lack 'substantial au-
thorty,* It is unreasonable to adopt this threshold as the minimum reporting stand-
ard for return positins by taxpayers and tax return preparers.

In its 1989 civia peaty study the [1S acknowledd the practical limits on
the probable correctness of retrs in the Commssoner' Study of Civil Penalties,
1989, at VII-il, the IRS noted: 8

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 itions die-

doig a liabilit that is probably correct. Perhaps the most sigifcantlmt
tion is the ambuty inherent in ap plying a complex and changing set of tax
rules to an infnte variety of facua 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, particular position will prevail
and differences of opinion regarding probability that are not resolvable short ot
the courthouse. The complexity of modern financial affairs, when coupled with
the legal requirement to Mie a return by a statutory deadline and the costs of
making the best possible assessment of each individual issue may also provide
practical limits on the pursuit of a theoretically 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 Position.s

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 "ralistic 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 tat currently applies to taxpayers; it would apply that standard to both
taxpayers and tax return preparers.

We agree with Treasury that the "substantial authority" standard is the more ap-
p roprate threshold standard for undisclosed positions, rather than the higher "more
lkel than not" standard recommended by the JCT staff. Currently, the only au-

thorities that can be relied'upon to constitute "substantial authority" are those
Issued by the government itself or the judiciary. Accptable 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 Commnittee on Taxation (the "Blue
Book"). Conclusions in treab~ses, legal periodicals legal opinions or opinions of other
tax professionals do not qualif under present I@§ 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 thie possibility of penalties. A "more
Tlkely 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 JOT 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 l~e 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 changing the

prparer pnalty from a flat $250 per occurrence to the grater of $250 or 50% of
te tax preparer's fee. For second-tier violations, i.e., understatements that result

from willfu or reckless disregard of the rules or regulations, the JCT staff rec-
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omnmends Inceain the amount from a flat $1,000 per occurrence to the greater
of $1,000 or 100% of the preparer's fee.

Treasury also rcmmends increasing the tax return preparer penalties. Treasury
recommends that consideration be given to a fee-based or other ap preach that more
closely correlates the preparer penalty to the amount of the underlying understate-
ment of tax rather than the flat dollar penalty amount under current law.

We suppr retaining the two-tier flat dollar penalty under current law. We base
our reommendation on the lack of emnpirical evfienc indicating that the flat dollar
amount is not effective. In our opinion, deterrence for preparers results not from a
dollar penalty but rather from tke possible adverse Imp act on the preparer's ability
to practice ana on lis/her reputation for integrity and ethical behavior.
2. Failure 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 remain unfiled, up to a maximum of
26%~ The JOT 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- penalty rate in the initial months and providing for the
Increase in the rate, up to thbe 256 maximum, over a longer period of time. Thie ex-
ample Treasury presented was charging a rate of 0.6% per month for the first 6
months and 1% per month thereafter up to the 26% maximum. Treasury rec-
omnmends retaining the current rule for 6~udulent failure to file.

We are with Treasury's reasoning that the front-loading of the failure to file
Fenaltyi the first five months of a flng delinquency does not provide a continuing
Inentive to correct filing failures and Impo additional financial burdens on tax-
payers whose filing lapse may be couple with payment difficulties, thus, possibly
impeding, prompt compliance. We also agree with Treasury that the current struc-
ture seems especially harsh given the fact, by merely requesting one, a taxpayer is
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-
payer is entitled to an automatic six-month extension.)

Givn te sInfcance to the tax system of taxpayers fulfilling their filing obliga-
tions, the failure to file penalty should be structured to provide a strong incntivs
for timely compliance, and a continuing incentive to promptly correct any failure to
file.
Service Charge

Under current law, since the late filing peat sa percentage of the net tax due
no penalty applies with respect to alate-ied retuni h return reflects arefunci
due or no tax due. Treasury recommends imposing a new de minimis service chag
for late returns that have a refund or no tax due, at least in situations wherethe
ERS 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-
fled. 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'smoney.
Safe Harbor

Treasury recommends adoption of a provision that would permit the ERS to take
into account a taxp aye' compliance history in determining if there is reasonable
cause for abatement of the failure to fie penalty. Treasury does not support pro-
viding automatic relief fr-om the failure to fie penalty based on safe harbor rules,
however.

Although we arewith Treasury that a taxpayer's compliance history should be
considered l. in .... dtringheapopriateness of a penalty, we recommend a more

expansive simplification of te penalty abatement provisions. To reduce the burden
on both taxpayers and the Sevce resulting from the imposition of mny inappro-
priate penalties, we recommend that safe harbor provisions be established for a va-
riety of penalties (particularly those that are mechanical in nature, such as the fail-
ure to fie, failure to pay and failure to deposit penalties) that would be deemed to
represent reasonable cause. The object of these afe harbors would be to minimize

theassssmnt ndsubsequent abatement of many penalties. Safe harbor provi-
sions could take the form of:

" No penalty assessment for an initial occurrence; however, the taxpayer should
rciea notice that a subsequent error would result in a penalty;

" Automatic. non-assertion of a penalty based upon a record of certain number
of periods of compliance; and/or
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*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 complac
since a history of compliance would result in relief, Additionally, the likelihood oi
ftiture abatements would diminish if the taxpayer has a history of non-comnpliance.
Furthermore, a system of automatic abatement would reduce the time spent by both
the Service and taxpayers on proposing an assessment, initiating and respnng 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 requiring independent evaluation
should be reduced.
3. Falur. to Pay Penalty
Retention or Repeal

Current law contains a failure to pay penaltyequal to 0.5% per month (or fraction
thereof),I up to a maximum of 25%. Ti's 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 JOT staff recommends repealing the penalty for failure to pay taxes, noting
the repeal would be consistent with a policy initiative beu by RRA'98, in which
the rat of the penalty for failure to pay was reduced. The-National Taxpayer Advo-
cate also recommends a repeal of the penalty. Treasury acknowledges that the ini-
tial intent of the penalty was to address the fact th at the interest rate on underpay-
ments did not take into account the then market rate; nevertheless, it recommends
retaining the failure to pay, penalty but with a restructured rate, as noted below.

We believe that, since the rate o? interest on underpayments is now tied to the
market rate of interest, this penalty, as a substitute 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 fled return is reduced from .5% to .25% 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).

The National Taxpayer Advocate recommends that this mitigation provision be
expanded to include reducing the penalty rate from 1% to .5% in situations (1) when
a ainal 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 agrement 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 taxpayer 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 0.25% per

-~month during the first 6 months and 0.5% per month thereafter if the taxpayer
makes and adheres to a payment 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 JOT 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 charge would be imposed on the balance remaining unpaid
at the end of the 4-month period.
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We do not support establishment of a service charge for failure to enter into anlnsthllment- agreement. We believe that such a service charge will penalize tax-payers who already are struggling to pay their tax obligations.

Related Installment Agreemnent Issues
Waiver of Fee. The JOT staff recommends waiving the installment agreement feefor taxpayers that agree to the automated withdrawal of each installment payment.
We support the JOT staffs recommendation. We believe that waiving the fee fortaxpayers 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
paent plans have shown high rates of adherence to installment agreements. Webeve tht adoption of this provision will similarly facilitate a higher rate of adher-
ence to installment agreements for the Federal government.

Installmnent Agreement Interest Rate. Treasury recommends providing the IRSwith the authority 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.

We support Treasury's recommendation to simplify the installment interest rate
calculation.
4. Estimated Tax Penalty
Status as Penalty or Interest

The JOT staff recommends repealing the individual and corporate estimated tax
penalties and replacing them with inte rest chares. The National Taxpayer Advo-

cat alo rcomend elmintig the penalty and allowin 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 JOT 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
charges would result in a more accurate characterization since the penalties are es-
sentially fees for the use of money.
Deductibility of Interest

The JOT staff recommends that interest on underpayments of estimated tax by
individual taxpayers be nondeductible personal interest, whereas interest aid on
underpayments of estimated tax by corporate taxpayers be deductible. We rec-
ommenci that deficiency interest be deductible by individual taxpayers 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 Individluals

The JOT 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 JOT staff also recommends
that the calculation of the threshold be modified to take into account certain esti-
mated tax payments, i.e., estimated taxes paid in four eual installments on or be-fore their du ate. Accordingly, for qualifyin indvua tapyes noiterest on
under deposits of estimated tax would be imposed if the tax shown on the tax re-
turn reduced by withholding and certain estimated tax payments, is less than
$206

tresury recommends retaining the current $1,000 threshold but allowing esti-
mated tax payments to be considered under a proposed simplifiei averaging method
in 'determnn whether the threshold is satified.

We support. increasing to $2,000 the threshold below which individuals are not
subject to the estimated t penalty. We also support allowing estimated tax pay-
ments to be considered under a simplified averaging method in determinIn if the
threshold is satisfied. Both recommendations should simplify the computations re-
quired to calculate estimted tax payments and the interest (JOT) or penalty (Treas-
ury) on underpayments.
Safe Harbors

The JOT staff recommends reeling the modified safe harbor that is applicable
to individual taxpayers whose ausec im for the preceding taxable year
exceeded $150,000. Under the JO staff propoal, all taxpayers maigetimted
payments based on the prior year's tax would do- so based on 100o'tigf the prior
years tax
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We support this JOT staff recommendation for simplification of the afe harbor

provisions.
Rate

The JOT staff recommends applying only one interest rate per underpayment pe-
riod-the rate applicable on the frst day of the quarter in which the payment is
due. Currently, if interest rates chang while an underpayment is ouitstanding, sep-
arate calculations are required for te periods before and after the interest rate
change. Having only one interest irate apply per underpayment period would end the
potential for multiple interest calculations occurring within one estimated tax un-
de rpayment period.

We support this JOT staff recommendation for simplification of the computations.
- Underpayment Balances

The JOT staff recommends changing the definition of "underpayment" to allow ex-
isting underpayment balances to be used In underpayment calculations for suc-
ceeding estimated payment periods, iemaking underpayment balances cumu-
lative. Under the proposal, taxpayers woud no longer be required to track each out-
standing underpayment balance until the earlier of the date paid or the following
April 16th.

We support this JOT staff recommendation for simplification of the computations.
Leap Year Issue

The JOT staff recommends establishment cf 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-

e support this JOT staff recommendation for simplification of the computations.

First-ime Offender
Treasury recommends providing 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.

Although we do not support Treasury's 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 nmnns amount-e.g., $10 to $20. There is no current statutory author-
ity permitting the IRS to waive estimated tax penalties below a de minimis amount.

Although we do not support Treasury's position on retaiing-.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
million for defining a "large corporation" for purposes of the Section 6655(dXlXBXii*)
safe harbor.
5. Failure to Deposit Penalty
Recently Enacted Provisions

Both the JOT 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 changes 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 JOT staff recommends that Treasury consider revisions to the deposit regula-
tions, particularly the change in deposit schedule, to change in a later calendar
quarter.

We support the JOT stafs-recommendation as a simplification of the failure to
deposit provisions.
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Penalty for Wrong Methiod of Deposit
Treaury 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 wrong deosit method may be subject to the penalty rate of 10% and, thus, may
be treated as -harshly as if they did not make the deposit at all.

We support Treasury's recommendation; the lower rate would not be unduly harsh
and would accomplish the same objective of encouraging payment by the proper
method.
Systemic Problem, of Payroll Services

The JOT staff and Treasury recommend that the IRS work with payroll services
to resolve systemic errors, rather that deal with individual employers on a case by
case basis.

We support the JCT staff and Treasury's recommendations. Such an approach
could greatly simplify the resolution of such problems.
6Pension Benefit Penalties
The JOT staff recommends consolidating the IRS and ERISA penalties for failure

to fie 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 tofiMe Form 5500. The JOT staff recommends designating the IRS as the agency
responsible for enforcement of reporting. The JCT staff also recommends repealing
the separate penalties for failure to fie Schedules SSA and B and for failure to pro-
vide notification of changes in plan status. The JOT staff recommends treatingr these
situations as a failure to file a complete Form 5500.-Treasury recommends consolidating the penalty for failure to file Form 5500 into
a single penalty that will uiot 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
designatn the 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 JOT 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 JOT staff and Treasury recommend improvin the supervisory review of the
imposition and abatement of penalties. We support ths recommendation on the the-
ory that such improved review would promote equitable treatment of taxpayers.
Abatement

The JOT staff recommends consideration by the IRS of establishing a penalty
oversight committee similar to the Transfer Pricing Penalty Oversight Committee.

We support the JOT 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 panalties 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 taxayers in connection with
their Federal tax liabilities is governed by a rather complicated set of interest and
procedural provisions in the Internal Revenue Code. We believe simplification of the
interest regimei is in order and commend the JOT staff for proposing the establish-
ment of a single interest rate applicable to both underpayments and ovepayents
of all taxpayers and the abatement of interest in various instances. We agree that
these proposals will greatly simplify interest computations and are disappointed
that Treasury essentially recommends maintaining theU1 current interest regime, in-
cluding interest rate differentials corporate taxpayers. We think the rec-
omnmendations made by the JOT staff, coupled wii~h our proposed modifications, will
result in a fairer, simpler, more administrable interest regime. We also belive that
the JCT staffs interest simplification recommendations, with our modifications,
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should be adopt6dlii their entirety because the benefits of each component nec-
essarily dopen upon the enactment of the others.

Like both the JOT 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 hrpor compensation for the use or forbearance of another's money-it is not
apeaty. The interest provisions should not be used to financially punish tax-

payers.
1. Interest Rate

The JOT staff recommends providing one interest rate for overpayments and un-
derpayments for both individuals and corporations, equal to the short-term applica-
ble federal rate ("AFR") plus 5 percentage points. Treasury recommends a uniform
interest rate in the range of AFR plus 2 to 5 percentage points except in the case
of large corporate overpayments or underpayments, for which Treasury recommends
retan the current rate differential, including "hot interest."

We strongly believe that adopting a single rats for underpayments and overpay-
ments of all twayers will substantially reduce the administrative difficulties and
financial Inquies associated with the numerous differentials contained in the cur-
rent regime. We, therefore, support the JOT 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 JOT
staff's r= Sal may establish an excessively high interest rate. At current market
rates, rasig the overpayment and underpayment rates to AFR+5 percentage points
would result in a 10. percent rate; that would be the highest rate of interest for ordi-
nar underpayments In more than a decade. Individual taxpayers would see their
unerpayment rate jump from 8% to 10% and the minimum rate that would apply

to corporate taxayers would be. equal to the current "hot interest" rate. We concur
with Tras~ that the approppate rate should be in the range of the AFR plus 2
to 5 percentage points and should reflect typical market rates.
2. Interest Abatement
Additional Causes for Abatement

The JOT 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-ninisterial
acts; (3) in situations where the taxpayer is repynga excessive refund based on
IRS calcuaios.Nnthout regard to the size of terfud; 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 expnsion of abatement of interest, arguing that current law prvdes sufficient
relief. Te National oapyr Advocate, recommends abatement whe the taxpayer
is experiencing significant hardship.

We support the recommendations of the JOT staff and the National Taxpayer Ad-
vocate and strongly encourage their adoption. Further, because the IRlS has been
reluctant in the past toigrant relief in this area we request that the terms "gross
Injustice," "unreasonable" and "significant hardship" be adequately defined to pro-
vide the IRS with clear standards for implementation.
Application of Abatement Attributable to Errors and Delays to Nondeflciency Federal

Thxes
The current law provision allowing abatement based on errors or delay's by the

IRS is limited to interest on income, estate, gift, generation skipp, and certain
excise taxes. The National Taxpayer- Advocate recommends that teabatement 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.
3. Suspension of Interest Where IMS Falls to Contact Taxpayer

Neither Treasury nor the JOT staff make any recommendations with re ard to
the interest suspension provision, enacted as part of the Internal Revenue ervice
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 liabity. Under use of money principles, interest is
charged solely as compensation for the use of another's money. While 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-
pension provision Is an unnecessary feature for a single-rate interest regime with
broad interest abatement authorities. An expanded interest abatement provisions
should provide adequate relief for those taxpayers subjected to excessive interest
charges. We, therefore, recommend that this provision be repealed and that any re-
u--iltng'savings 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. On the
other hand the JCT staff notes that establishing a single rate of interest will elm-

administxraation and limit" the need for interest nettn on a ging-forward
ileWebelieve that restoring interest rate harmony will miiae(ut not elimi-

nate) the need for interest nettn in most case, because the rate at which interest
is paid by a taxpayer to the M&S with respect to any underpayment of tax will be
the same rate paid by the IRS to a taxpayer who overpays a tax liability. Unfortu-
nately, the Internal Rvenue Code contains several special rules providing for inter-
est-free priods whereby taxpayers and te government are given grace periods to
take certai actions without accruing additonal interest char-ges. or example, the

v emnent is given 45 days to process reftind claims and txayers are afforded
,lendar days to pay demand notices (10 business days Ilf the amount exceeds

$100,000). Thus, even with the single-rate interest regime advocated by JOT staff,
there would continue to be some situations where taxpayers could be charged inter-
est on periods of underpyent that run concurrently with a non-interest bearing
overpayment period for thetaxpayer.

We support, J l' proposed single rate regime but believe that interest netting
still W019 be appropriate in some circumstances, to ensure that taxpayers are not
charged interest on amounts where no true liability actually exists. Extending inter-

-- est netting to interest-free periods would be consistent wit use of money ;piciples
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 problems wi ecme more acute if the interest rates are equal-
ized at a higher level, as the JOT staff isprosn

The JOT report states that limting the availability of netting to situations in
which the taxpayer both owes and is owed interest for the same period p reserves
the integrity of the rule requirin the suspension of interest where the IRS fails, to
contact an individual taxpayer.Te JOT 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 an
interest netting component whereby taxpayers can idenify periods of mutual in-
debtedness involving interest-free periods and request, the IRS to have their interest
charges recalculated in accordance with procedures similar to those set forth in Rev.
Proc. 99-49.
5. Interest and Look-Back Rules

The-JOT staff recommends that the single interest rate also apply to the Code
sections that reference the underpayment or overpayment rate under present law.
The Treasury report does not address this issue. There are several provisions that
allow taxpyers to re-determine their tax liability based on facts determined after
the-ffln date of the return without requiring an amended return to be filed--the

"oclldlook-back" provisions. As we indicated above, we believe that a single in-
terest rate should be applicable to the underpayments and overpayments of altax-
payers, but question the amount of the rate increase proposed by JOT. We are con-
cerned that, in the context of these sections, under JOT staffs proposed rate struc-
ture,- most taxpayers would face a significant increase in the amount of interest.
6. Exclusion of Individual Overpayment Interest from IncomelDenial of De-

duction
In an attempt to equalize rates on an after-tax basis for individual taxpayers and

corporations, the JOT 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, Treasury does not
propose an exclusion for interest and believes a deduction for deficienc#r interest for
individuals is not warranted.

While JO's recommendation is one way to provide equivalent effective interest
rates on underpayments and overpayments 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(hX2) 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 year.
The term "personal interest" does not include interest paid or accrued on indebted-
ness prprly allocable to a trade or business. Temporary regulations section 1.163--
9T(bX2XIXA provides, however that interest relating to taxes is personal interest
regardless of the source'of the Income generating the tax liblt.This interpreta-
tion, of the statute has generated considerable litigation and two diferent standards
for the deductibility of interest on deficiencies incurred in a trade or business-

co~r tio fiiga Fom12sc earyette to dedc defiinyitrs hl
an indiida oeati n an unin ' corpoae trade or buiesrprin noeoFor 100rtunI denied the interestdeduction. We believeseto16h)hod
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 JOT staff recommends that taxpayers be allowed to deposit amounts in a
"dispute reserve account," a special interest-bearing account within the U.S. Treas-
ury. These accounts are intended to help taxpayers better manage their exposure
to underpayment interest without reuirin them to surrender access to their funds
or requiring them to make a poten, m iefflnte-term investment in a non-interest
bearing account. The Treasury report doe not contain similar relief.

We have some concerns about how the dispute reserve account system will oper-
ate. For example, will the IRS be permitted to use the offset provisions W 74
amounts deposited into these accounts? Nevertheless, we believe the JOT a rec-
ommendation blends the good features of several current-law approaches to avoid
deficiency interest charges and merits serious consideration.
8Interest-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 than the last day pre-
scribed for fiigthe return. The JOT report does not recommend any changes with

rgrtothese so-called rules of convenience.y
Unde theCode, taxpayers are given a 21-day interest-free grace period to pay

tax liabilities (10 business days if the underpayment is in excess of $100,000) whil
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 adjusting the application of these
rules. The lengths of the grace priods were established years ago and may no
longer reflect the actual length Of iei takes to complete the assigned task (e.g.
transmit data, issue refund checks, remit payment). On the surface, it seems pat-

end ufai, wo vethe IRS 45 days from the due date of a return to process a re-
chec w oire a some taxpayers only 10 business days to respond to an

IRS bill. We believe tht theserules should be updated, with a view toward sim-
plification.
9. Application of Compound Interest Only to t? Jnderlylng 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 recmmnation. Interest computations already are ex-
tremely complex; this proposal would add to that complexity. Further, such an ap-
= would be inconsistent with the use of money principles on which interest is

63-714 00-5
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10. L~itation on the Total Amount of Interest that Can Accumulate

The National Taxpayer Advocate recommends that the total amount of interest
that can accumulate on a liability should be limited to 200% of' the underlying tax
liability.

We disagree with that recommendation as being inconsistent with the use of
money principles on which interest is based.
Standa ,rds Applicable To IRS
1. Standards

The JCT staff recommends that standards similar to those that apply to tax prac-
titioners should beimposed on IRS employees.

We support the JOT staffs recommendation, but urge 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" beore proposing an adjustment
against a taxpayer. (If, as is proposed, the standards for tax return preparers are
raised, the standard for IRS revenue agents should be raised similarly.) 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-
plementn a olcy such as this would be consistent with tax administration prin-

cilsfrthI set forth in Rev. Proc. 64-22, 1984-1 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 abdve 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 JOT 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 JOT staffs recommendation.
Communications Between IRS And Taxpayers
1. Communications with Individuals

The JOT staff recommends that the IRS place a higher priority on improving the
processes by which the names and addresses of individual taxpayers are updaed
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 procedures. Treasury also recommends 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 JOT staff recommends consideration by the IRS of the use of e-mail and fax
instead of regular mail for communicating with taxpayers. The JOT 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 staffs recommendations.
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Penaltie and Interes Corwasuion
As stated earlier, we believe there is a need for a comprehensive review of -the

penltyandinterest provisions in the Code and reforms to those provisions to en-
sure they are appropriately and fairly applied and are designed to accomplish their
purose. We welcome the opportunity to work with you now and in the future on

Appendix I

AJOPA TAx DJVsioN-RCOMxMRNDATJoNs FOR Coiwowras TAx SHELTER
LEGISLATION

Developed by the Corporate Tax Shelters Task Force, Approved by the Tax
Executive Committee on January 20, 2000

I. Require additional disclosure on tax returns of "reportable transactions" by cor-
porationsB.

A. "Reportable Transactions" would be those that meet specified criteria (dis-
cussed below).

B. A do minirnis rule should be included to exclude normal commercial trans-
actions for most taxpayers.

1. The level should be set high enough to avoid high volumes of unnecessary
filings. We support a reporting level based on $10 million in tax savings or $1
million in fees or commissions (per reportable tranaction, regardless of time
fr-ame). If a lower threshold is established, it must remain high enough to truly
taret 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.I

D. Criteria for disclosure should include the presence of specified indicators.
" 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
reuie disclosure for any transaction that "would not have been entered into
btfrthe tax benefit."

Comment: This approach tests for business purpose and economic substance at
the same time and is 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 becuse 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 leglative
purpose for which the tax provision was enacted. In addition, Congress cou~delimi-
nate some uncertainty in tiaraby including in the legislative history an ilustra-
tion of the sorts of legislativel pro ded 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 legislative-purpose exception should also be incorporated into the
preprrpnlysadrsadecieinI..beo)

inut Anote prpoed indicatsore isansaction tha cuse a sprato book/tax
deference t o nowarrt thspndialtreaeto thosnlue differences motaieltsedl
byteanqstio reommnf tbrvsdt incagbe(odilude only crdtho(sc tanaos the Trc reas-

ury Depa,9 renits ientie inc reultions, aspirequirin spcald dlosue.
Comme cntTis apoac would pert e ten goernmet ithloublicn scmen-n

inpt toagiet he trobleoe transactions whilae exlin the o ts book/taxe
difeene th o ndcepta ran ht palretmen Thse incrluden t difecs asd

ksincurred or are consistent with the legislative purpose of the provision.
Comment: ff the current law definition of corporate tax shelters is retained for

Penalty purposes, that is, transactions hving "a siWgnificant purpose of tax avoid-
ance," we belive these exceptions are needed. Otherwise, even when a transaction
is NOT "reportable" it couldbe sulect to penalty as a corporate tax shelter. On
the other hand, if t& disclosure and penalty provisions, were recast to address "rM
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portable transactions" and the current tax shelter definition were einadthese
exceptions would not be as necessary. A simplified disclosure process fbr 'trans-
actions under the do minimis limits could be established to Fill any gaps, -using a
'check the box" form.
HI. 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 I.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 purpose" should be abandoned.
,,P. 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. Conrss might reiterate its view
that meeting this standard requires the taxpayer to-have the weight of authority
in support 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 corprate "reportable transaction" at or
near the point of sale should be penalized, perhaps under a revised section 6707 re-

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 doar 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

cImia ontut the current reqIuirement "to ow" 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, arid other parties involved in the transaction could be penalized
under a revised section 6707 regime.

B. Due diligence by coprate 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 ABA propoe for a specific' as of opinion letters.

D. ocsdtax administrative efforts will be required to successfUly address the
problem of corporate tax shelters. Centralized administration and review of the pen-
alties prooe should be incorporated into the efforts that IRS has recently an-
nounced to establish a group to review Identifted shelter transactions. Effective
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means of using the required disclosures will be needed along with utilizing an active
'notice to taxpayers" process as IRS identifies questionable transactions.

Appendix 2

TAX DIVISION OF THE AMERICAN INSTITUTE OF CERTIFIED PUBLIC AC-
COUNTANS STATEMENT OF DAVID A. LIFSON TO THE HOUSE COM-
MITTE ON WAYS AND MEANS FOR HEARINGS ON CORPORATE TAX
SHELTERS

NOVEMBER 10, 199

My name is David Lifson and I chair the Tax Executive Committee of the Amer-
ican Institute of Certified lMulic Accountants (AJOPA). The AXOPA is the national
p rofessional association for CPAs, and our more than 330,000 members are from
nrms 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 Assocation Tax Section and Tax Executives Institute to iden-
tify areas of consensus; and we have met with Treasury Department and Congres-
sional staff. While we have made progress, there are still significant areas of dif-
ference and a lack of consensus on kcey 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, vague, 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 targeting 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 that Congress has already

gvnthe IRS to curb abuses. Not every perceived abuse requires new legislation
wth its concomitant new regulations and rulings. Indeed, the government has pre-
vailed in several very recent tax cases based on present law (Compaq Computer
Corp., 113 TC No. 17 (Se ptember 21, 1999); JES Industries, Inc. u. U.S., No. C97-
206 (N.D. Iowa Se t. 22, 1999); Winn-Dixie Stores, Inc., 113 TO No. 21 (October 19,
1999); and Saba partnership, Brunswick Corporation, Tax Matters Partner, TO
Memo 1999-359 (October 27, 1999)), folloigls year's decisions in ACM Partner-
Ship v. Commissioner (157 F2d 231 (3d Cir.Ii19, affg. in part T.C. Memo. 1997-
115)) and ASA Investerig Partnership (1998-305 TOM).

We are also pleased wit the recent announcement by the IRS that it is forming
an operational group to target corporate tax shelter transactions. As we have state
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
successfu in identifying and prosecuting tax shelter cases, taxpyranshle
promoters will be curtailed 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
Circular 230 must be subject to me i-du penalties as well.

We specifically reject the imposition of a new "super 269" approach that i3 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 a presumption of non-economic purpose, is overly broad in targeting
abuses an d would adversely affect many normal business tranactions at a min-
imum by irqjecting a high level of uncertainty and requirng documentation of an
analysis for tax puroe that has no other meaning or business purpose.

My comments ay 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 propo'als related to corporate tax shelters. I have
attached our statement from the Senate Finance Commte hearing on April 27,
1999.
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Disloure of Corporate T7ansactiona
We continue to strongly support an effective disclosure mechanism to advise the

government of corporate transactions that warrant review. Structuring an effective
disclosuergm requires balancing the amount of detail, the timing of disclosure,
and the burdenmof discosure 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 8275, 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 p arty indemnities for the benefit of the corporate participant in a trans-
action or other c~AZacterislcs that the Committee determines are appropriate.

WhQe advance disclosure (that is, before the return is fied) would 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 beth advance and return
disclosure, we suggest care be used to identify what the IRS can actually make use
of at each point-In time. Disclosure requirements for advance and return filing
should be specific as to what is reuired, when, and by whom.

We recommend placing the buren of advance disclosure on the p remoter, advisor,
opinion-writer, or salesman, rather than the taxayer. Requiring both the taxpayer
and these third parties to disclose a transaction is burensome 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
reporting, unless there is agreement that one of them will take responsibility. This
will 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 sub-
stitute for the "tax shelter" transactions convention currently in place under Section
6111 to ldent4f 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 ordinary business transactions. For example, the
p reposed indicator of a permanent boktxaccounting difference, would include
key -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-
pected 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 an-
preach of using more objective indicators is better, but they should be used as a &
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

jeoprdyIf atrasacton oesnot allwithn oe ofthee i Dictrs, the IRS could
stil aguetht asigifcan pupoe o th tansctin s te pohbitd aoiance.
or easin,*nd hussubectto ddliona diclourereqireent an hiherpen.-
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alties. In short, from 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 transaction?" regime. The results may well be l~e same:
the need for disclosure and a potnily hiher 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).

Some of the proposals before you try taviafecting 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 objective of not ad-
versely impactn 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 m eet additional disclosure requirements or be subject to extraordinary pen-
alties, and we agree with the American Bar Association's proposals for a minimum
of $1 million in professional fees or $10 million in tax benefits. This will avoid appli
cation of this regime to smaller taxpayers and less-sophisticated practitioners. We
note that some proposals offered would apply to inditvidual taxpayers. We suggest
that any higher penalties and disclosure requirements should apply to corprate
taxpayers initially, and expanded to other taxpayers, if necessary, only after the re-
portable transaction regime is well established.
Penalties

IWe believe that the "reportable transactions" regime for disclosure could be car-
ried over into the substantive penalty area under Section 6662(d)2. 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, wfl rvde
a strong deterrent against abusive transactions. For reportable transactions ta r
disclosed but that lack substantial authority and lack a sound pinion 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 staffs proposed 75% likelihood standard.
The current more-likely-than-not standard is comprehensible in application where
the practitioner and taxpayer have to determine tht they have the preponderance
of authority. Even this is not easy in situations where little guidance or case law
exists. Deternb the degree of certainty to a specific percentage is virtually im-

sieadwl difficult for the IRS and courts to apply. It would also set a
higher standard than would be required to prevail on the merits of a case.

We do not believe there should bie a pnalty on the taxpayer for failure to disclose
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.

We 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.

21In 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 ERS 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 professionals who
are subect to Circulr 230 (that Is not an attorney, CPA, or enrolled agent). The
penalties for aiding and abetting ile understatement of tax liability could be ex-

paded to include these third parties. Also, promoter and advisor penalties should
6-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 b Lbrcular 230 sanctions can include suspension from practice before the
IRS or cTisbarment, ancA we would encourage tough penalties for others who engage
in abusive conduct.
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 prorals that corporate officers be reuired to be more diligent in their exaiilna-
tion of positions taken in tax returns. W upr h eurmn fa"oprt
officer attestation" on the return, disclosing reportable transactions. Our suggestion
is that a corporate official 'having knowledge of the fact., 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-
sponsible corporate personnel as to factual matters. We do not believe that attesta-
tion should carry personal liability, as this extreme sanction may not be appropriate
for the conduct of the corporate official. Also, large companies frqunly 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-
ffising tax sophistry. Clearly, there are abuses and the~ must be dealt with effec-
tively. However, we have a complex tax systern and be eve 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-
sistance in developing an effective and efficient approach to curtailing abusive tax
shelters.
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Han.' Daniel Patrick Moynihan
Senate Office Building
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 seem to se that
our government makes unreasonable demands on its citizen. -- not
in terms of the aggregate amount of money which they are called
upon to pay, but rather because of the enormous amount of
paperwork which in required in the process.

My filings included nine separate returns, sent to six
different addresses. These include social Security returns and
Unew'loyuent 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 fottl994. Since the Social Security
and Unemployment taxes are all' the result of my wife's
disability# it seems to me that a case could be made that we
should rather receive an appropriate credit for providing
emplbyment to others who need it.

Near my desk here, I have a federal tax file which 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 questions which may arise. In
addition to the federal tax itself, the booklet supplied to
taxpayers contains not only Frm 1040 with many schedules,, and
references to other schedules, which must be- applied for, but
there are fort-nine pages of "Instructions, -which must be
carefully examined. 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 bring the total of "Instructions"
to a total of 50,000 words. But, in addition to the
instructions,, there are over thiry-six pages relating to various
schedules.* The grand total of materal accompanying the return
is at least 94/000 words, the equivalent of a moderate-sized
book.V

These Instructions include a great number of 'worksheets *'

I am enclosing Xerox copies of two of these, both of which must
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Ron. Daniel Patrick Noynihan
April 12, 1994
page ;

be Virtually incomprehensible to the- ordinary citizen. In
particular, I call to your attention the Itemized Deductions
Worksheets on page A-5v where you multiply a line by 600, and
then four lins farther along you multiple a line by 30%, all to
got a figure which must be quite beyond the understanding of
thoe taxpayers who, have to use It, and of the many others; who

hav tofin thir way through it to see if it is something they
have to use in order to complete 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 been made somewhere in the process
of tilng out the return, then the whole thing has to be done
over again, including all-of -the complicated computations.

I do not blaoe the Internal Revenue Service for this extreme
'Complexity. They have no choice. They have to take the law as
it In written by Congress. I do -think that Congress has failed
to meet its basic responsibility to enact legislation that is
reasonably comprehensible, and then not to change- the statute too
of ten. This was a role which Wilbur Hills handled very- carefully
and skillfully, but it has been almost copletely neglected in
recent years. The key man on this is the Chairman of the Ways
and Mans Cmittee of the House of Representatives, but the
chairman of the Senate Finahce Committee can also have a very
considerable Impact on it.

Much of the problem goes back to the "reorganization" of
Congress which was carried out close to fifty years ago under the
leadership of the younger Senator Lalollette from Wisconsin. He
was trying to got away from the *Solid South," and the domination
of the two Houses of Congress by a few Southern members, who, in
effect, had life terms. The not 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. Zach
member has his own responsibility for fund-raising and the
result is that there is very little party leadership in Congress.
This of course makes it very difficult for Committee Chairman.

For example, the problem with reappat to the Itemized
Deductions Worksheet arises because some members (or the
Treasury) wanted to save some part of the tax involved by the
deductions allowed by Schedule A without "raising rates.* So we
have this frightfully complex computation, which is quite
unfathomable mostt taxpayers. I mention Schedule A only as an
illustration ~' Thre, are many other places where the computations
are incomrehensible to ordinary citizens. This Form, and the
many other Forms that are required, create- a bitter feeling. among
our citizenry.
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For better or for worse I am one of those who keep his own
records and wakes out his own tax return. Practically everyone
else, whether of substantial or modest income, feels that he must
use a "tax advisory or consultant* at considerable aggregate cost
-- which cost in deductible in determining the tax. The V~ason
that I make out my own return is that I have been doing s o
sore than sixty years. I started when the tax could be
comprehended, and have not been willing to stop. It is only in
the past eight or ten years that the task has become XarM
burdensome. I could have returns prepared by an accountant,
but I figure that it would%*e nearly ansmuch work for me to
gather together the necessary factual material as it is for ae to
make out the returns.* Moreover, I resent the fact that my
government forces se to use an accountant for such a matter,
particularly when my career in law 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 first casebook
devoted solely to Federal Taxation. Paying an accountant to do
the work seem to as to be a little like the civil War practice
of hiring a substitute in order to avoid the draft. That does
not look very good today, and so it is with a system which forces
many taxpayers to have their returns wade out by people with-the
most sophisticated computers.

And now the Treasury,, *ith reason, is about to require more
paper in order to meet the M4 rule that there 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 f ound. A tax law can never 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 Committee, through the energetic
enterprise of their respective chairmen, will take steps to
simplify this whole operation, 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 work.

With best wishes,

V rly yours
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PREPARED STATZMENT OF NiNA E. OLSON -

Mr. Chairman and Members of the Committee:
My name is Nina E. Olson. I appear before you today in my capacity as Executive

Director of The Community Tax Law Project.--The Community Tax Law Project
(CTLP) is a 501(cX3) corporation founded In 1992 to fulfill a thr-ee-fold purpose: (1)
to provide pro bono representation to low income Virginia taxpayers in federal,
state, or local tax disputes- (2) to educate low income Individuals about their rights
and responsibilities as URs taxpayers; and (3) to Increase public awareness of and
encourage informed debate about tax policy and practice issues impacting low in-
come taxpayers.

The Projec accomplishes its mission through a panel of volunteer attorneys and
accountant and an in-house staff including two tax attorneys, one of whom is bin-

gulin Spanish. We conduct substantial outreach efforts to taxpayers who speak
Enl.sh asa Second Language to participants in welfare-to-work programs, and to
victims domestic violence. C1LP also provides continuing education and training
program for its volunteer attorneys and publishes a national quarterly newsletter
about low income tax? a erractice and policy matters, The Commnty Tax Law
Report. In fiscal year 199 Te Community Tax Law Project was awarded $100,000
under the Low Income Taxpayer 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 250% of the federal poverty level. We also
provide brief advice to individuals who contact us and whose income is above our
guidelines for income eligibility. Since 1992, we have conducted in-depth interviews
with over 1,600 taxpayers. Pr-ior 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 taxpa Pers. Next, I will comment upon certain, but not all, pro-
posals advanced by the Joint Commite on Taxation and the Department of the
Treasury'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 speak English 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 they 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-

nese wt ltteeducation about their tax fiigand recordkeepig repnsibil-
ities. hIousehold workers, farmworkers and day laborers are also subject to
misclassification as to their worker status.

Low income taxpayers rely on tax professionals for tax advice as well as tax prep-aration. Given their limited financial means, they turn to check-cashing- establish-
ments for advice and preparation. They are easily lured to commeca establish-
ments that offer to prepare taxes and extend a refud anticipation loan which can
be a p lied toward a purchase at that establishment. Alternatively, they turn to
"kiehen 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 VITA sites
do not prepare returns requirng 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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langug barriers or immigration status issues. It should be noted that ESL tax-
payoe also have difficulty obtaining the reuisite Social Security Number (SSN) or
Individual Taxpayer Identification Nubr I)

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 DRW, 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, enrone 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 taxayer. 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 p reparation. 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-
turn.
Effect of Complexity on the Taxpayer-Preparer Relationship.

Taxlprofessionals, including unenrolled preparers, have a duty to the tax system
as w as heirclients. This dual duty is reinforced by the increasing complexity

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 taxpayer's 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 taxpayers desire to comply with the tax
laws against his or her reluctance to gve 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 nonifiers
emerge and file because they cannot stand the guilt and the feeling of having--to
"hide." A fair and effective pealty system will not be so punitive that it overcomes
the positive influence of guilt, 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 government/lend-

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,1
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 Collection.
Our experience confirms what the Joint Committee Report observes: the older the

tLix year, the less likely it is that the taxpayer will pay the tax. Taxpayers are frus-
trated by having to. pay two or three times the underlying tax in penalties and inter-
est. They perceive themselves as trying to comply with the tax laws txnd make too
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 cost of penalties and interest is the greatest impedi-
ment we face in convincing nonfiler taxpayers to reenter the system.

SPECIFC PROPOSE

Underpayment and Overpayment Interest
As stated above, the rate of underpayment interest must be high enough to en-

courage taxpayers 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 fr-om partnerships and S Corporatione).
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 "Amnsrtv 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 anger at the tax system, since the government is
retaining his or her refunds while collectn the underpayments.

Therefore, -we further suggest that, in the context of nonflers reentering the sys-
tem, underpayment interest be abated to the extent that a taxpayer has- refunds
barred under 1110 § 6511. This proposal will remove a deterrent for nonfiler re-entry
but will not reduce the amount of tax still owing, nor will it reduce the failure-to-
file penalty. It should not be objectionable to compliant taxpayers, since the govern;.
mont is retaining the barred refunds and in that way is compensated for the abated
interest.
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Failure to File Penalty
We believe that the Failure to File Penalty under 1110 § 6651(aXl) acts as an im-

portant deterrent to taxpayers contemplating noncompliance and reassures compli-
ant taxpayeras that the government is puishing those taxpayers who choose not to
comply. We support Treasurys proposal rofa gradually increasing penalty rate while
retaining the 25% 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 taxpyers through not ices and one-on-one contacts. We
recommend that the Service hol ST.,ia l ays, similar to the Nonifiler Pro-
gram held several years 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 alienapte mar-
ginal taxpayers who have not filed for innocuous reasons and who already resent
that the government has the use of their funrds during the nonfiling period without
paying them interest. This proposal, if enacted, will also undermine efforts directed
at nonifilers, who frequently have both underpayment and overpayment returns out-
standing.
Failure to Pay Penalty

We concur with the Joint Committee on Taxation's proposal to repeal the Failure
to Pay Penalty under IRO § 665 1(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 pay taxes, albeit late, feel that they
are being charged interest twice, with Interest and the Failure to Pay penalty accru-

T'ax administration should focus on incentives to collect outstanding taxes quickly,
thereby increasing the likelihood of collection. Collections will increase if taxpayers

undestad tat hey can avoid the impositio of an annual service charge, akin to
a credit 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 iivailability 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 instalent agreement's. processing is delayed, the Service should err on the
side of the taxpayer in waiving the 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 installment agreement, the taxpayer
should be notified and given 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-
payer demonstrates that the default was due to financial. hardship as defined in

'eas Re. §301.6343-1(bX4).
We also propoe 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 payments 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 hard 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:

" Those attributable to the complexity of the tax law and the taxpayer's lack of
knowledge of the tax law; anid

* Those attributable to inadequate fact development and infonnation-eichange
beiween the taxpayer and the return preparer.
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As noted earlier, this population of taxpayers are very dependent on tax profes-
olorials, usually unenrolled preparers, to navigate the tax system on their behalf.
Thus, tax professional, including unenrolled preparers, must be held to an equal,
if not higher, standard of accuracy than the taxpayers thmselves.

It is our experience that many commercial preparers 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 also true to a lesser
extent about certain preparers who assist moderate income taxpayers. Thus, these
tax ayeis are never informed that they may be subject to accuracy-related penalties
andtht 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 risle 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,
impsing the accuracy-related penalty forngiecwtotee asn the possi-
bility of penalty abatement for reasonable cause. Since only 5% of all not ices of deft-
ciency result in a Tax Court petition, It is highly likely that many of these txayers

wil beunncesariy yn O§662a penalties. Alternatively, they will be
challenging the imposition of penalties in the tax collections context.
Accuracy-Related and Preparer Penalties: Individual Nonshelter Positions with Dis-

closure
Given the Internal Revenue Code's com lexity~ we believe the "realistic pssibilty

of success" standard is appropriate for 2clos nonshelter positions on individual
returns. This belief is based in p art on our experience that, with respect to any mod-
erately complex issue, 2 out of 3 tapayers 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-
p~ayer nor his preparer should be penalized. This standard has the added benefit of

bigfamiliar 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 is meaningless
!f preparers 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 taxpayn pblic to expect th@t
a higher standard will apply to undisclosed positions thantogdisclosed ones. Thus,
we support 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
adotn them on returns. Substantial authority is clearer standard than "more

lieythan not." It involves weighing authority rather than weighing the myriad in-
tangible factors that enter into an analysis of settlement or hazards of litigation
risks.I
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 taxpayers are singularly ill equipped to second-guess
their preparer's advice. Thus, we believe the reasonable cause exception should be
expanded to include certain significant mitigating factors and events beyond the
taxpayer's control, 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 an aczaracy-related penalty is imposed, this fact would weigh in favor of
waivig the penalty.
because, we are concerned about the possibility that taxpayers will incur penalties

bcuetheir preparers did not adequately investigate the facts (as opposed to au-
yh~r While we recognize that the taxpayer is uniquely in possession of the facts

regardn 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. A 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 standad for fact investigation may ciifr 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 hat-not satisfied even the
minimum level of inquiry.

Thus, we recommend that Circular 230 be revised to include standards for all tax
professionals as to factual as well as analytic investigation. We further recommend
that Treasury study and propose a method of registration and regulation of
unenrolled commercial preparers which will result in these preparers being bettor
educated about their professional resosibility 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 IRO § 6103.

I understand that such regulation may increase the costs of tax preparation for
taxpayers who can barely afford preparation now. There are solutions to that prob-
lem, including the expansion of VITA sites throu h IRS administered grants for pro-
gram administration expenses; the expansion of free tax preparation at IRS cus-

tome series ffics; ad t station of pro bono service on the art of all tax
professionals, such expectation being incorporated into the Circular 20 standards
and into any standards governing unenrolled preparers.
Administrative Provisions

We suggest that the Service create a separate form on which the taxpayer can
apl for penalty and interest abatement, with clear, easy-to-understand instruc-
tions, similar to Form 8857 for IRC 86015 relief. This new form should contain an
option for requesting penalty and interest abatement on the grounds of innocent
spouse relief. (Alternatively, Form 8857 could include an option to request only pen-
al% and interest abatement on Section 60 15 grounds.)

We also suggest that IRO §§ 6320 and 6330 be amended to include a specific po
vision authorizing penalty and interest relief to be considered In a Collections De
Process Hearing and that the United States Tax Court have Jurisdiction to review
such claims. This new jurisdiction would have to be coordinated with existing Sec-
tion 7481.

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 comply 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 Treasury Secretary's proposed equitable abate-
ment of penalties and interest. We also be lieve th at the Tax Court should clearly
be wanted Jurisdiction over IRC § 6015(f) equitable relief fr-om joint and several fi-
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 truly 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 fim 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 teinti-
mony or related matters.
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TETMONY OF THE
STAFF OF THE JOINT COM39MIT ON TAXATION

CONCERNING INTEREST AND PENALTIES
AND CORPORATE TAX SHELTERS

BEFORE THE
SENATE COMMJTTEE 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 Restrcturing 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 Internal
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 legisative 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
economists 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 Deparment 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
Ubrary 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 testimony 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.



income individuals, and other interested parties. and met with representatives of major taxpayer
groups and professional organizations to discuss their comments.

The Joint Committee staff stud? 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 I of our testimony.

Part 1I of our testimony focuses on recommendations made by the Joint Committee staff
with respect to corporate tax shelters, which are contained in Part VII of the Joint Committee
staff study. Our testimony Includes 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 4 We are currently updating the analysis and will supply it to the
Committee once it is completed.

PART I -INTE REST AND PENALTIES

A. Recommenldtons Relating to Interest

Equal treatment for all aaer

A single Interest rate should be applied to all tax underpayments and
overpayments for all tapayers. Thbe single Interest rate should be adt 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 fairness and
would simplif interest computations in situations-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 Sheltrers) (JCS-3-99), July 22, 1999 (the "Joint
Committee staff study").

I 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 (JC-83-99), reflects recent baseline modifications.

' Joint Committee on Taxation, Description and Analysis of Present-Law Tax Rules and
Recent Proposals Relating to Corporate Tax Shelters (JC-84-99), November 10, 1999.
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apply go payments by a taxpayer to the Federal government and to payments by the Federal
government to a taxpayer, irrespective of whether the taxpayer is an individual or corporation,
and without regard to the amount of the underpayment or overpayment of tax

Present law does not embody this concept of equality. Corporatons are required to pay
higher interest rates on underpajments than the interest rates received on overpayments. Under
certain circumstancs, 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
government on a large overpayment.

T7he IRS Reform Act moved toward equal treatment by requiig that the same rate of
interest apply to underpayments and overpayments 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 interet 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 Initiatve 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 indvidual taxpayer on an overpayment of tax should be
excluded from grow 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

5 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 I.R.B. 657 (Dec. 13, 1999).

' This disparity in treatment does not exist for corporations. Under present law,
corporations generally are allowed to deduct interest paid to the Federal government and interest
received from the Federal government is included in gross income.
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personal Unterest includes interm paid on unersyess of Federal Income tax, regardless of the
source of the income generating the tax liblty.'

It h noteworthy that Do deduction is allowed under the Treasury regulations even if the
interest relate to a deficiency in tax on business actvities. Other interest incurred in the course
of operating a business generally is deductible. The Tax Cowrt has held the regulation position to
be unreionable, and therefore invalld 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 recom mends 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.

Under present law, the Secretary of the Treasury is authorized to abate interest in limited
instances. Such circmstnces 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 M5,000 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 ERS. 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 taxpyers 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 ot Interest from the taxpayer is
inappropriate.

The Secretary should be authorized to abate interest that i attrbutble- to
unesnble IMS errors; or delays, whether or not related to nmgra or
mnadlacts

7 Treas Reg. sec. I. 163-9T(bX(2).

aRedlark v. Commissioner, 106 T.C. 31 (1996), rev "d, 141 F. 3d 936 (9th Cir., 1998).

'The validity of the tempoary regulation has been upheld in those Circuits that have
considered the issue, including the Fourth, Sixth, Seventh, Eighth, and Ninth Circuits.
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It Is not appropriate to require taxpayers to pay interest for periods when the sole mason
the taxpayer's case was not resolved in a timely manner relates to errm or delay on the part 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 rmanageriul 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 he 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 case 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 taxpyer.

Under present law, the Secretary is required to abate interest on erroneous refunds of
$30,000 or less. provided the taxpayer has not in any way caused the erroneous reftund. 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 caus 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
offcia capacity.

Under present law, penalties and additions to tax (but not interest) must be abated if they
are 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. 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 a grows
injustice would result It Interest is charge&L

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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Taxpayers should be allowed to estblish Interest-bearing accounts within
the Treasury to stop thie running of Interest on tame expected to be in dispute
With thls 

Present law provides limited opportu~tes for a taxpayer to stop the accrual of interet
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 Mo earn interet. 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 tnderjayment interest without requiring the taxpayer to prepay tax on
disputed items or to make a potentiay indefinite-term investment in a non-interest bearing
account. The Joint Commnittee staff recommends that taxpayer should be allowed to deposit
amounts in a new 3dlptu reserve acomnt." A dispute reserve count would be a special
interest-bearing accout within the U.S. Tresury that could be established by a taxpayer for any
type of tax that is due for any period. Amounts could be withdrwn from a dispute reserve
account at any time, and would earn interest from the date of deposit at a rute equal to the short-
term APR. If an amount in the dispute reserve count is applied to pay an underpayment of tax,
it is treated as a payment of tax on the original deposit date. The dispute reserve accout could
be especially helpful for lengthy audits with difficult issues or open audits of related passthrough
entities.

IL Reconinaeondatlons Relating to Accuracy-Related Return Standards for Taxpayers
and Tax Preparers

Under present law, different penalties may apply to taxpayers and tax return preparers for
positions taken on tax returns that do not meet specified accuracy-related standards. The Joint
Committee staff rcommnends (1) harmonizing the standards for taxpayers and tax preparers,
applicable under the accuracy-related penalties and (2) ianasing the amount of the return
preparer penalty. The Joint Committee staff believes that these recommendations will improve
both the equity and adminisbility of the accuracy-related penalty system

The minimum standard for each undisclosed position on a tax return should
be that the taxpayer or tax prepare reasonably believes the return position
is moree likely than not" the correct ta treatment under the Code.

This standard, which would apply equally to taxpayers and tax preparrs would imply
that, at the time the return was signed, there was a greater than 50pcrcet likelihood that all
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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 unesaeet penalty
should be eliminated.

Dislosed tI" return nasions

Te minimum standard for each disclosed position taken or advised to be
taken on a tax return should be that the taxpayer or Wa preparer has
"substantial authority" for such positon.

This standard, which would apply equally to taxpayers and tax preparers, would imply
that, at the time the return was signed, theme was a greater than 40-percent likelihood that all
adequately disclosed positions would be sustained if challenged.' 0

Revise tax oUreptr Denal amount

The preparer penalty should be revised to better reflect the potential tax
labilites involved. The penalty for understatements due to unrealistic
positions should be changed from a flat $250 to the greater of $250 or 50
percent of the ta 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 percet
of the prepare's fee.

The accuracy-related and tax preparer penalties are designed to delineate (I) when an
erioneous, 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 aggresive positions and should be penalized
for any resulting tax deficiency regardless of disclosure. T7he flat $250 penalty of present law,
for example, may have little deterrent effect if the tax prepares fee is many times that amount.

Discussion of accuracy-related 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 relatng 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.
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the U.S. Supreme Court has pointed out that "self assessment...ls the basis of our American
scheme of income taxation." ISelf 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 penalty for an
undiscl improper return position provided there is "substantial authority" for the position.
The regulations describe substantial authority in terms of a spectrum,'3 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 disclose improper return 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 preset law, tax preparr are held to lower standards than taxpayers.
For uniclse 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 disclose, a tax preparer need only ensure that the return position is "not frivolous."
The "not frivolous" standard has been interpreted to mean there exists a five- to ten-percet
chance of the return 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 preparers arguably permit taxpayers to take positions on tax returs that have an
inappropriately low chance of success if challenged by the IRS. These low standards have the
effect of increasing perceptions of unfairness 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

"Commirsomer v. Lawe Wells Co., 321 U.S. 219, 223 (1944).

~Treas. Reg. sec. 1.6662-4(d)(2).
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returns is in facd correct, the IRS will have the impossible task of examining greater percentages
of re"u~ in order to maintain the fairn of our tax system

C. Romedtions 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+5 discussed
above. An annual late payment service charge would also apply to taxpayers
who have not pald 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 installment 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 5-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 yea
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.

13 This provision would apply t o self-assessments (amounts shown on an original return

but not paid with that return) as well as assessments later made by the IRS.

"4 Sec. 665 1(h).I
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Taxpayers who enter Into installment agreements and who also agree to an
automated withdrawal of each Installment payment directly from their bank
account would not berequired to pay the present-law $43 fee for entering
Into an Installment agreement.

The elimination of the $43 user fee for installment agreements for taxpayers who both
enter into installment 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 agreementt.'

D. Recommnendations 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
Indviduals 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 correct 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 ame computed as an interest
charge, conforming their title to the substance of their function may improve taxpayers'
perceptions of the fairness 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

"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 t retun is less than $2,000." In calculating this
threshold. withholding would continue to be considered as wider 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 recommends 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 he 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 yea'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 required 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 frst day of the quarter in which the pertinent estimated tax payment due date
arises.

1"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 return 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-
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The definition, of "underpayment" should be changed to allow existing
unepayment 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 reijective 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 underpayMenL Under the Joint Cormmittee staff
re commendation, taxpayers would calculate the cumulative estimated tax underpayment for each
period or quarter and woiiid 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 nenitles

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 vmponsibility 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 fie 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 Form 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 a Form 5500 series annual return with the
Secretary of the Treasury, the Deparment of Labor, and, for some plans, the Pension Benefit
Guaranty Corporaton (*PBGC"). For failure to file a timely and complete annual return the

-12-
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Code imposes on the plan administrator a penalty equal to $25 per dlay, not to exceed $ 15,000
per return. In addition, ERISA provides that both the Secretary of Labor and the PEUC 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 deosrtsthat 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 return penalty structure and create the possibility that a plan
administrator may face multiple penalties for a failure to file one return. A plan a ministrator
that fails to file an annual return may be required to pay six different penalties to three different
government agencies. A plan aministrator who seeks abatement of the penalties may be
required to demonstrate 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.

Penalty for failure to Mie annual information returns for charitable remainder brusts

The penalty for failure to file annual trust Information returns should
expressly apply to the failure of a spit-Interest, trust to fie Form 5227. The
penalty imposed on mists for failure to fie Form 5227 should be set at
amounts comparable to the penalties imposed on tax-exempt organIzatIons
for failure to file annual Informatio 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 enfocement 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 return 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.

"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.

.13-
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PART H - CORPORATE TAX SHETERS

A. Methodology

The Joint Committee staff recommendations regarding corporate tax shelters are an
important component of the penalty and interest study. The Joint Committee staff study focused
on the present-Jaw 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, reporting of income, and
failure to provide information returns 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 corporae tax shelters was appriated

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 Committeestaff analyzed:

(1) The substantive laws in the Code that are designed to, among other things, dete
tax-shelter transactions" and their inteaction 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) The stadards of practice that affect certain advisor in connection with tax shelter
activity and that amr intended to have certain deterrent and punitive aspects?2

The Joint Committee staff spent considerable time analyzing recent tascin
involving corporate participants that have given rise to legislative or administrative responses.
The Joint Committe staff economists analyzed the economic considerations that affect corporate
taxpayers' decisions with respect to engtaging in tax sheler activity. Thie 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:

3* Sec. 269,446,482 and 7701Ql).

21 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.

22 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 Certifed Public
Accountants, and general state licensing authorities

-14-
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(1) T7he Administration's proposals that were included in the FY 2000 Budget, as
supplemented by the Treasury White Paper on corporate tax setn

(2) H.R. 2255, The Abusive Tax Shelter Shutdown Act of 1999, introduced on June
17, 1999 by Representatives Doggett, Stark, Hinchey, Tierney, Alien, Luther,
Bonior, and Farry4

(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
Executive Institute, the American Bar Association Section of Taxation, the New
York State Bar Association Tax Section. and the American Institute of Certified
Public Acountants; and

(4) Comments that were submitted to the Joint Committee staff in connection with
the Joint Committee staff study.

B. Amalyak

In analyzing the effectiveness of the present-law penalty provisions withmrepect to
corporate tax shelters, the Joint Conuittee staff first addressed two fundamental questions. The
first question is whether there is, in fact, a corporate tax aheltarprobeuL If theme is a corporate
tax shelter problem the second question is why such a problem exists.

C. 71e Crporaae Tax Shefle Problem

The Joint Committee staff believes that these is a corporate tax shelter problem - m are
corporations are entering into highly structure arrUgMents with little or n coou
substanc principally to avoid max. The Joint Commite staff believes the problem is becoming
widespread and significant.

Somner cmetators and interested parties question whether there is a corporate tax
shelter problem~ They contend that the heightened scrutiny the issue has received in recent years
is mostly attributabl to recent Press reports. These commentator cite the lack of economic data
showing a decline in coraue tax receipts =s an indication that no problem exists.

Admittedly,, much of the evidence in this area is anecdotaL but the importance of this
evidence should mc be discounted The Parties involved in developing, marketing, or

23 These proposals, with some modifications, were included in the President's Fisca
Year 2001 Budget proposal submitted on February 7,2000.

34 Most recently, this proposal was included in an amendment offered by Senator Bob
Graham, to the Affordable Education Act of 1999. Ste 146 Coing. Rec. S886-87 (Feb. 28.2000).

63-714 00-6
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implementing a tax shelter generally benefit by keeping its existence confidential. For example,
some firms intentionally limit the Wae 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 Departmnt.
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 fri by
approximately $4 billon, representing a decline of approximately two percent, from the prior
fiscal years 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 yea 1990, a period in
which the economy was softening and entering the brief recession that began in the last half of
199. For reference, aggregate data on corporate income tax receipts and corporate profits are
presented in the Appendix to our testimony.

Commntators 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 decreas in corporate tax receipts in fiscal yea 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 losse 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 (L~e., S corporatons).

The Joint Comiuttee staff believes that direct measurement of corporate tax shelter
activity through mcoonomic 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 udrtesthe size of the corporate tax shelter problem. This
approach, nonetheless, provides a useful referenc point for consideration of the size of the
problem. In the past three years, the courts have disallowed tax benefits in several high-profile

~Budget of the United States Government: Fiscal year 2001.
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corporate tax shelter cases For example, in ACM Partnership v. Commiwiolwr.w the Third
Circuit Court of Appeals disallowed a capta loss claimed in 1991 fron a partnership
arrangement because the aangernent locked economic substance. The amount of the tax
savings with respect to this cue was apoitey$30 million. The Joint Comittee staff
understands that then are at leas eight other case that raise issue 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 at issue in
ACM would total aproximately $1 billion in ates.

A second liecent corporate tax sheter case is Compaq Computer Corp. v. Commioner 3
In the Compaq 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 arranement that was stzctured to eliminate the taxpayer's economic risk from
owning the stock. The disallowed tax credit in the Compaq case would have resulted in a tax
benefit of aprximately $3 million. Thbe Joint Committee staff udstha ~t there are more
than I5 other case that raise issues similar to those described in the Compaq case. The Joint
Committee staff further understands that, when added to amunt at issue in the Compaq case, the
total amount in controversy with respect to then cases, which may span several tax yen, is
approximately $400 million in taxes.

A third recent corporate tax shelter case Is WMnn-Die Stores, Inc. v. Commizrkmer. In
the Wmnn.Dixe case the Tax Court disallowed the interest deductions attributable to the
taxpayer's 1993 leveraged corporate-owned life insrnce (*COLI) program on the grounds that
it lacked both economic substance and business purpose. The amount of purported tax savings in
the Winn-MDle case was approximately $1.6 million for one year of an arrangemnent that was
intended to yield tax benefits annually over a 60-year period. The Joint Committee staff

undrstndsthat there are over 100 case in controversy which raise issues similar to those
described in the WimD-Djxle case. The Joint Committee staff also unertad that the amount in
controversy with respect to these cases, which may span several tax years, is expected to be
approximately $6 billion in taxes.

Looking only at the three arrangements that were at issue in these case, it- is estimated
that these cases represent $7.4 billion in unpaid corporate taxes (approximately S I billion from
ACM and similar cases, approximately $400 millin from Compaq and similar cases, and
approximately $6 billion from Winn-DMk and similar cases). The Joint Committee staff is
continuing to review and analyze information regarding these cases as well as othe tax shelter
arrangements.

S157 F.3d 231 (3d Or. 1998), is', 73 T.C.M. (CCII) 2189 (1997).

'113 T.C. No. 17 (SepL 21, 1999).
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Although dhese cases represent different tax years. dhis amount most likely represents a
fraction of the corporate tax that the Federal government is not collecting because of corporate
tax sl' lters. In many cases, the corporation that claim 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 paus before 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 case generally is favorable to the government, the case
law (1) cannot be viewed as representative of the full magnitd 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. Theomaonitd 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 there time
advising corporate clients regarding arrangements that are highly suspect and tax execitvs
complain they are getting "pitched" more and more "aggressive" tranactions; 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.

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 O The cost-benefit analysis is skewed in favor of
investing in corporate tax shelter transactions. Theme are significant potential benefits from
entering into a corporate tax shelter transaction with little corresponding cost. The chances of a
corporaton 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

inrased, to deter this typ of activity." The most effective muan of realigning the cost-benefit
calculus is to clarify and enhance the present-law penalty regime.

E. Clarifying and" Enac nh 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 frt 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 wi th legitimate business
activity.

79Th 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-
corporate 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 opinons in
ruitigating any risk of. penalties; and (4) the insufficiency of standards of practice and the lack of
enforcement of such standards.

* Corporations do not act alone in desiging ways to-avoid paying their fair share of
taxes. Many otber parties act in concert with the corporaIw taxpayer to faciltate such devices.
As a result, the Joint Comimittee staff study recommends that the stakes (and standards) should
be raised for these other patcpnsas we4l and disclosure should be required of promoters of
corporate tax sheler activity.
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F. Alternatie qxmws

Some have argued that no egislative response to the corporate tax shelter problem is
nece 2 ssay; the prese nt-law penalty regime would be effective in deterring corporate tax shelter

activity if only (1) the Treaury Department would issue long-overde guidance with respect to
the penalty regime, and (2) the IRS would enforce the existing mile.

Last week. the Treasury Depatment Issied comprhensve regulations regarding the
registration of tax shetens by promoters and the disclosure of tax shelter arranements by
corporate taxpayers In addition, the Treasury Department and t MS announced the formation
of the Office of Tax Shelter Analysis, which wil provide; a centralized point for the review and
analysis of tax shelter tran&Wton.' Some will argue that Congress should allow some tim for
these new regulatory and administrative initiated to be fully integrated into the tax system
before enacting more changes

The Joint Committee staff believes that the Issuane of the reuainand the creation
of the Office of Tax Sbhle Analysis am important step in the continuing response to the
cogpoat tax shelte problem Incrased disclosure of questioable transactions would be helpful
for the IRS in its efforts to enforce the tax law. As stated above, however, In addition to
disclosure, the VPesent-law penalty regime also should be stegthened. The new regulations do
not (and cannot) modify the presnt-law penalty structure for either corporate investors in. or
promoters of, corpoat tax shelters Accordlingly, a legilative response is needed.

Some of the weaknesses in the p rePsePnt-law penalty structure may be attributable to a lack
of statutory guidanc with respect to recent legislation regarding corporate tax shelters. For
example, the Taxpayer Relief Act of 199 amended the accuracy-related pxnaty rules to cover
aryientity, planorm a-wigemen Pt entered into by a corporate participant if "a significant purpos"
is the avoidancoe or evaion of Federal income tax. There continues to be much uncetinty as to
what constitutes "a significant purpose" for the accuracy-related penalty?'

31 See IRMU oucmn 2000.12 (Feb. 28, 2000).

'~Although the regulatons issued last week define a "significant purpose of avoiding or
evading Federal inom ax" for promoter registratio purposes the regulations explicitly reject
the application of the same significant purposes definition with respect to an accuracy-related
penalty. Specifically, the preamble to the regulations, (T.D. 8876) states that althoughh the
term of section 611 l(d)(lXA) [the significant purpose" language) which are part of the
definition of a confidential corprae tax shelter, are similar to the definition of tax shelter under
section 6662(dX(2XCXII), thes temporary regulations are not intended to define: a tax shelter for
purposes of section 6662, which relates to the imposition of penalties."a
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In addition, it oppea that penoltes arerarely collectd in comection with tax shelters
7he lack of iniposislm of presmntlaw peaies my be, in part, a result of a lack of stautory
guidance. ftr exazle te facts ad cir- ecesasary to satsf tdo reasonabl cams
exceputioo the substial disemmumm penaly attributable to corporw tax shltdermn is
widely disputed Sm sax pr-cfe stionals believe an opinion fro a tax advisor i all that is
ncesamy. Other believe dor if the ts in the regulatim were forced, few taxpayers would
ever avoid dis penalty. Given do wide rang ofimriutons it is nm surprisin" tha t S
generally waives te Imposiulon of this penalty whenever a corpame taxpayer produces a
favorableopinion eser hem& --- '- a ifeso al a hisog

Another amwozn mi she tln666 penalty for corpoat tax shelteris that the
penaltygeneally applies(in teabeuace~egigncr only if t sto e mentof taxis

bsasa~For a coprtoan sueiesis subsanatial only if ft exceeds 10 pearen aof0
the tax that is required be sbmwnog thentum (or Ifgrerne Vl0OOO) A corpoation tiwefore
can enaein-o msipo tax shelter activities knowing that ks will sot be sjeto oan

unewment palak- provided that the tax bemfis does not exceed this 10jmumn theesbod
For a large corporation this cam epm P; pt lgulfican amamt. hn addition do penalty appie.
only if there Is a eall r, Rderpayen ofW~ Sneax. fora texal yev regdless o whether
the tax retun understates taxable hwce withrespeatoa specifilc"rs oAsa rems a
taxpayer couldumovay "m ieam so offsettlbe ud- es fmran a -or ta shelter
ad therby avoid a penalty.

Maintaining the statusquo lsrsultsin greaterpreresoadsk ech spedh aex
shelter tansaction separately. A~lthghthee asbeena uryoflegiuative advty aimdat.
specific corporate tax shelter in recent yews, such ad-hoc respanseasby their vezy natue, raely
am enacted in a timely mwmwe. Thene responses typicay do nm ocurunW after there Ias bee
signiicant loss in rveue. MAWN because legilative changes geeraly apply on a jrospectiv
basis, coyrportins" taengeIn this activity early diwtbrlif cyclee Of a C apo0rm tax-
shelter often retain the ifp oF *mate tax savings- When the change ate no aentieprospective,
abfirneconen is raisedinsoar as taxpayersmayanohave sufficiet otc that the legslaiv
chags will have affected their transaction And as a realisi matte, the govenment may never
become aware of some transactionsm- that would be considered as abusive corporoawe tax shelves.

atanidn the cost-benefit calculu should deter taxpayers from entrig ino, corporate
tax shelters. While it is trae that the IRS haswon several recent tax shelter cases, liigtion is an
inefficient deterrent (because of the = cr tainfies of the audit process, the costs and hazards of
Mlitiaton delays in resolutions, and aimila reasons previously discussed) and the stau quo does

no~t provide sufficient disntvs for taxpayrs to engage in tax shele transction

The problems with tlisresent-law penalty regime extend beyond taxpayer sanctons.
There is little guidance and enform-C ement of stadard for tax shelte opnions If an advisor

STreas. ftg sec. 1.66"44e).

-21-



provides an opinion to protect a taxpayer fromt penalty, there is littl or no risk of sanction to the
advisor if the opinion is later determined. to be improper. The Joint Committee staff study
includes reomnain on how the cwin~t 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 agree 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 substantiv Is haf

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 ide 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 no 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 Compaq case
and the Wlnn-Dlxie 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 that, under present law, IJit W ilm ny)
finaclal risk by, going forard with the --scto One only needs to look at the imposition of
penalties in the case. No penalties were imposed in the ACM case, and no reference to penalties
was made in the Wlnn-Dxide opinion In the Compaq case, the Tax Court imposed a negligence
penalty under section 6662, though the facts are somewhat unusual in that the taxpayer did not
seek 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, weli-denveloped 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 systems reliance on objective, nile-based criteria while

34See 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 BarAsoitn Tax Section also# recent suggested

strnghenngthe standards of practice udrCircular 230. See Ameriican Bar A-socion
Section of Taxation, Report to Amend 31 CF.R. Part 10. Treasury Deparrmwe Circular 230. To
Deal With "More Likely Than Not" Opinus Relating To Tax Shaker Item Of Corporattons,
reprinted in 1999 TNT 211 -1l (Nov. 2, 1999).
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at the same time does not Impede legitimate business tascin. A substantive law change
should be precise so as to target abusive transactions but not affect legitimate business
transactions. The difficulty lies in crafting a definiton 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
arrangements, referred to as "tax shelter indicaors,'^' 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 to be a tax shelter, there must be a determination that the tax treatment was Improper Ed
the taxpayer must have had less than a high level of confidence that tim tax treatment was proper
in order for a penalty to be impose" This relieves much of the pressure of crafting precise
definition of a corporate tax shelter, which would exist If a substantive law change was adopted.

G. SunmnarY

in summary. the cost-benfit analysis should be altered to discourage corporations from
entering into abusive trnscton without affecting legitimate business transactions. An
enhanced penalty strictre with moedetailied disclosure requirments and more stringent
standards for other patcpS in the corporate tax shelter would strike the appropriate balance
and alter the cost-benefit analysis in a manme that would provide a suficient deteret effect.

IL SpecificaW~o

The Joint Committe staff recommends the foiLlowing with respect to corporate tax

(1) aarlf the definition of a corporate tax shelte for purpose of the understatement
penalty with the addition of several "tax sheter ndiators." Thiis
recommendation builds on the present-law definition of a corporate, tax shelter

36 The Joint Committee staff study identified five common charcteristics of modern
corporate tax shele tranactiolns. These charateritics are: (1) an maonget II- in which the
reasonably expected pre-tax profit is insignfican when compared with the expected tax benefits:
(2) the invovement of a tax-indifferent partcipnt (3) the use of guarantees tax Indemnities and
similar ARrangemt, including contingent fee strictures; (4) a difference between tax reporting
and financial statement reporting, especially where permanent differences arise; and (5) the lack

oanapreciable chag In economic positionpartcularlywhen acorprto os o aeo
any additional ecnmcrisk. Any corporate transaction which exhibits one of the
cha f Praeiics 4 ("tax shelte indicators") should be considered to have a significant purpose of

avoiding or evading Federal income tax for purposes of m unesaeetpenalt.
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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 patnershp, 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 wire developed from what we found to be common characteristics
of corporate tax shelters. At the same time, so as to ensure that there wili 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 oniy 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 arragement 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 pincipal in the transaction.

(d) 71e reasonably expected net tax benefits from the arrangement are
significat, and the arrangement is reasonably expected to create a
Permanent difference" for U.S. finanial reporting purposes under
generally =ocpted acconting principles.
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(0) 7Ue reasonably expected net tax benefits from the arrangement are
sIgnIficant, and the arrangement is designed so that the corporate
participant incurs little (if any) additional economic risk as a result of
entering into the azmngenznL

(2) An entity, plan, or arrangement can still be a tax shelter even though it does not
display any of the tax shelter indicators, provided that a sigificant purpose is the
avoidance or evasion of Federal Income tax.

(3) Modify the penalty so that, with respect to a corporate tax shelter, there would be
no requirement that the unesaeet be substantial.

(4) Increase the unesaeetpenalty 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.

(5) 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 office or another senior corporate officer with knowledge of the facts.

(6) Provide that the 40-percet penalty would be reduced to 20 percent if certain
required disclosures are made, provided that the understatement is attributable to a
position with respect to the tax shelter for which the corporate participant has
substantial authority in support of such position..

(7) Require a corporate participant that must pay an irxdestatement penalty of at least
$1 million in connection with a corporate tax sheter to disclose such fact to its
s hareblders. The disclosure would include the amount of the penalty and the
factual setting under which the penalty was imposed.

(1) Increse the penalty for aiding andAbening with respect to an unesaeetof a
crpYorate tax liability attributable-to a corporate tax shelter from S 10,000 to the
greter of $100,000 or one-haf the fees led to the transaction.

(2) Expuad the scop of the aiding and abettingSpenaty to apply to any person who
assists or advises with respect to the creation imlmettin or reporting of a
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corporate tax sh"ter that results in an understatement penalty If (1) the person
knew or had reason to belive that the corporate tax shelter could result In an

unesatement of tax, (2) the person opined or advised the corporate participant
that ther existed at lea a 75-percent likelihood that the tax tratment would be
sustained on the merits if challenged, and (3) a reasonable tax practitioner would

not have believed that theme existed at least a 75-percent likelihood that the tax
treatment would be sustained on the merits if challenged.

(3) Require the publication of the names of any person penalized under the aiding and
abetting provision and an automatic referra of the person to the IRS Director of
Practice.

(4) Clarify the U.S. government's authority to bring injunctive actions against persons
who promote or aid and abe in connection with corporate tax shelters.

(5) Include the explicit statutory authorization for Circular 230 in Title 26 of the
United States Code and authorize the imposition of monetary sanctions.

(6) 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 referra to the Director of Prtactice upon the imposition of any
practitoner 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).

Dicou n glfah biain

(1) Corporate taxpayer disclosure

(a) 30Qdy disclosur.-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 expected 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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of peijinyt tha the disclosure samement are true, accurate, and

(b) Tx s-A mmes that awe described by a tax shelter
indicator (regadles of the amotin of net tax beaefits)-would be required
to satisfy certain tax-return disclosur requirements.

71Te tax-return disclosure would include a copy of any required 30.
day disclosure.

* The tax-return disclosure also would identify which tax shelter
indicators describe one or more arragements reflected on the

-return.

(2) Tax sheker registration

(a) 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 ulillon, and (3) expanding the scope of
the registration requirement to cover any corporate tax shelter that is

resoaly expected to be presented to more than one participant.

(b) Require additional information reporting-with respect to the registration of
tax shelter arrangemePnts that are described by a tax shelter indicator. The
afddtonal 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 arranement.

PA"T Mi- CONCLUSION

The Joint Committee staff recomendations on interest and penalties are intended to
incrase compliance and enhance the fairness 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 Committee staff believes that a corporate tax shelter problem exsts and the
polmis becoming widespread and significant. The Joinit Committee staff fourth believes that

increasing the penalties for engaging in corporate tax shelters would sufficiently alter the cost-
benefit analysis with respect to engagingrin such transactionsand would provide a meaured
responns e to the corporate tax shelter problem

As stated in our published study, the Joint Committee staff believe that any lgislative
changes regarding penalties, and interest should be undertaken only after careful and deliberative

-27-



170

faview by the Congress and t13 oppoininity far input from the public, the Treaswy Depatment,And the IRS. This hearing is an important stp in that review proess.

I thank the Committee for the opportunity to present the joint Committee staffon&t"& t pealties, and corporate tax shelter, and I would be happy to
answer any questions the Committee may have at this tim and in the fun=.
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IMTODUCMON

The Senam Commite on Finance has scheduled a public hearing on March S.,200D0ca the interest and pnlt provisions of
the Internal Revenue Code. The Internal Revenue Service RPsinActrn and Reform Act Of 1999 directed the Joint Comitee on

- Taxation and the Department of the Treasury to undertake separate studies of such provisions, and make any legisatve and
adiisrtve recmmendations they deem appropriate to simplify penaly A.-nit-to and redce aye burden. The staff of

the Joint Ccimmnittee on Taxation released its study' on Juy 22, 1999, and the Treasury Department relase its study on Ocoe25,
199V

This document, prepared by the staff of the Joint Commnittee on Taxation provides a coaison of the legislatve chness
the interest and penalty provisions of the Code recommended by the Joint Commt= staff and the Department of the Tasmy-'

Joint Committee on Taxation, Study of Prewut-Law Pealty and inre Proy as Reired byeuis 3M0 of du
batenuaRevenue Service Restrucnrrig and Reform Act of 1998 includingg Provi ro., Relatin so Corporate Tax Sluelse) (CS-3-
99). Juy 22, 1999.

2Department of the Treasury, Report so 7he Congress on Penaty and hoseeProblons of he Imntena Revenue Code.
October 1999.

- This document mnay he cited as Wolows:* Joint Commuittee on Taxation, onpaia of Joint CiOee" Sauffand Treaswry
R. omN'.wdoion Relating to Interest and Penalty Provisons of she Intenwi Revenu Cale (JC-22O0), Martch?7. 2000

' As used in the "R- ' columns of this docntw "Retain prsn laiW" mernci dot an explicit -maato

was made that pret law be retaine&L "No0 P ensta oeplc 'o was made with respect to that
iteaI
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PROVISION PRESENT LAW JCT STAFF LRAMUY
_____ _____ __ RCOM5ENDATIONS RECOMNDA TIONS

L INTEREST (se. 6601.
6621)

A. Rates on Underpayments Different interest rates apply to Provide i kngle interest rate Retain present law rat
and Overpa nets overpayments and equal to the short-term AFR should be in range of AFR

underpayments and depending plus five percentage points for plus two to fmv percetag
on whether the taxpayer is a uneraynetsand points.
corporation. For individuals ovramnsof aD taxpayers.
and other non-corporate
taxpayers. the interest rate on
both overpayments and
uneayet is equal to the
short-term Applicable Federal
Rate (NAFR"~) plus three
Percentage points. For
corporations, the interest rate
on overpayments equals the
short-ternm AFR plus two
percentage points unless the
ovramn exceeds $ 10.000
in which cas the interest rate
equals the short-term AFR
plus one-halfa pretg
point. For corporations, the
interest ratem -u uIdrpaymen ts
equals the short-term AFR
plus three percentage points,

____________________unless the underpayment ________________________



PROVISION PRESENT LAW JCT STAFF TREASURY
___ ___ ___ ___ RECOMMNDATIONS RECOMMENDATIONS

exceeds $100,000 in which
case t interest rate equals the
short-term APR plus five
percentage points.__ _ _ _ __ _ _ _ _ _ _

B. Federal Income Tax
Treatment of interest on
Underpayments and
Overpayments_____ _____

1. Individuals Individuals are generally Exclude ovrament interest Retain present law.
required to include from individuals' gross
0vramn interest received income.
in income, but ng deduction is
allowed for underpaymnent

________________ interest paid. ________

2. Corporations Croain r peal oeamnain o[
required to include
overpayment interest received
in income and allowed to
deduct underpayment interest

______________________paid. _____________ ____________



PROVISION PRESENT LAW JCT STAFF TREASURY
___ ___ ___ ___ RECOMMENATIONS RECOMENDATONS

C~ Iasmes Nettng A special rule provides for a Intres netting would not be Retain presen law.
net interest rate of zeo to tbe fecesary on a propective
extent interest is both payable bassu bcas under t JCF
by md allowable to taxpayer staff rmmpAf the
on equivalent amounts of FedeWa incom tax trea t t

udrament--And and interest rat on

ovram is would be the

D. Abterm of Interest

1. Unraoal erro or delay Interest may be aibued if Allow abatement if interest is Retain peset law.
by IRS attributable to ureas Ponable attributale to my

err09orrdelay by IRS inthe unressonableerorordelayby
pfrmance of ministerial or IRS.

_ _ _ _ _ _ _ _ mmaageriaa _ _ _ _ _ _ _ _ _

2. rroneous refunds Intres must be abated if Require abatement for all Consider modification only in
refund did not M~edSCOOO. err neo#.mus refunds t taxpayer c mn cert with assuriag that dw
and taxpayer niot cause the did not cause. IRS has aidequat means to
refund. recover, erroneous refunds

3. Taxpayer reliance on fan udrament results Require abatemenut of Qh same As JCr staff
I ts i tatements from taxpayer reli~yme on pealties and interest if I .F-Isinwt

written Ias statements underpaet results from restrictions for interest
penaties but no interest, nms taxpayer reliane on written abatemen a under presen

___________________be abated. IIRS statemns law for penalt abatemt



PROV SION PRESENT LAW JCT STAFF TREASURY
___ ___ ___ ___ RECOMMENDATIONS RECOMMENDATIONS

4. GCtor abatement Abatement of interest is also Retain present law and also Retain present law.
allowed (and under certain Amlo abasement if a grss

ccustances is required) if injustc would otherwise
the taxpayer is serving in a result if interst were to be

cobtzone or located in a charged
des1-mted d;sse area.

For individuals, the secnial of
interest is suspended if the iRS
does nom poide notice of the
taxpayers liability within one
yewr(IS months for taxable

_________ ~~years beginning before 2004). _ _ _ _ _ _ _ _



PROVISION FlEKNT LAW JCTSTAFF TREASURY
_____ ____ ____ RECOM NDATIONS RECOMMATIONS

E- Dispute Reser ve Account In orde to avoid the accun of ftrmt deposit to be made to No
intees on a dispted itm, the an interstbearingaccoun
taxpayer may make a snn- within Teasmy tocover tax
interest bearing deposi in the m underp a)ymt slated to
nature of a cash bend (as WssON potetally subject to
described in Rev. Proc 84-38). disput with Ut S. Funds

deposited would be treated a a
payment of tax if a
nderm ent -of taxis
ultimately found. If there is no
result underay 3ment or. at
t electi of the taxpaye,
t deposit is withdawnpro
to resolution of t ms
dispute, interest would be paid
by t Treamuy at a rate equal

___________________to the short-gum APR._ _________



PROVISION PRESENT LAW JCF STAFF TREASURY
____ ___ ___ ___ RECOMMENATIONS RECOMMENDATIONs

IL FAILURE TO PAY Individualsgenerally are
STMTEDTAX(sees required to make estimated tax

6654 onw655 payments at Jewstequal to (i)
90 percent of current year'stax
or (2) 100 percent of prior
year's tax. corporations
generally are required to make
estimated tax paymns at least
equal to (1) 100 percent of the
current year's tax or (2) 100

____________________percent of the prior year's tax.___________

A. Pealty for Individuals and A penalty is imposed by Repeal penalty and replace Retain present law.
Corporations (secs. 6654 and applying the undepayment with an interest provision.
6655) interest rate to the amount of

the underpayment for the
___________________period of underpayment. ___________

B. Exception to Penalty for There is no penalty if the tax Icreae threshold to $2,000. Retain present law threshold of
Individuals (sec. 6654(e( 1)) shown on the re*u, reduced and consider estimated tax $ 1.000, and consider estimate

by withholding, is less than payments made in -qa tax Payments made under a
$!.000. Estimated tax is not installnms in determining t w proposed simplified
cn sidered in detemiining whether the threshold is agin method in
whether the threshold is satisfied. determining whether the
satisfied. __________threshold is satisfied.
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PROVISION PfuSu4'r AW JCTSTAWF TREASURY

C Modired Safe Harbor for Indviduls with prior year's Ropeal to modified safb No re~aln
Cerain Individuals (smc AGI abov $ 150,00 ($5,000 linbrm all taxpayer
6654dX I)) for marie Indvidua ling makingeCOAftl d paq3 qis

separvaey) who, make based an prior yese's tu"
eui padpmnt basd on would. do so based an.100

prio yewar xgneraly pns peretof rioryear's ta
do so bonedonl110pment of

D. Applicable Interes Rate The udramn interest rate Appl only a one latenut No specificreomnain
for Individuals and is subjec to chneon the fist per estimated tax but consider general
Corporations (sec. 662 1, day of each calendar quaer. coqiutatloeal simpulicatiows
66w4(x 1). and 6655(ax 1)) A chang in ran requlrei, the

use of ultipl hn*MMs late
when calulating t inueresd
onn3nderpamenOf
estimated tax. _ _ _ __ _ _ _ _



PROVISION) PRESENT LAW Jcr;rAF TREASURY
RECOMbMMNATONS RECOMMENDATIONS

L~ Calculation Of etatya qual to the Provide that underpayment Novsecific I!H A
Underpayment Salane for une paet interestrat balance amcundaive; tus but consider general
Individuals and Corporatios multiplied by the number of tpaeswould calculate a coptina simpl~imaatln
(sem. 6654(a) and 6655(a)) days the underayCet is cumulative estimated tax

ousanig which is the unepy ntfracprid
number of days between when
the taxpayer should have made
the payment and the earlier of
(1) actual date of payment or
(2) the following April IS (for

____________ calendar-year taxpayers). _ _ _ _ _ _

F. Estimated Tax Under IRS procdtues Require 365-day year for all No specific rejconedatiom
Underpaymnt Extending taxpayers with outstanding estimated tax penalty but cnie eea
from Leap Year to Non-Leap unepyetbalaes that calculations. copttoa simplfaaio
Year for Individuals and extend from a leap year
Corporations through a non-leap yearw~s

make seprte calculations to
account for the different

____________________number of days in each year. ___________ __________

-- I
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PROVISION PRLsENtLAW JCT STAFF TREASURY
_____________ RECOMMNATIONS RECOMMNATIONS

G. Waiver of Penalty for A waiver is available to the see iCr staff Permit a reasonable Cause
Failure to Pay Estimated Tax extent the Treasuy SecCtiy rcmendations regarding waiver for first-tim payers of
for Individua#s (sec. deemnsthat a taxpayer atents of interest (pages estimated tax, provided the
6654(e)3))' suffered a casualty (eg.. fire or 4-5). balance due on the return is

disaster) or other unusual below a tshold amount
circumstance if imposition of a (unspecified) and is pai with
penalty would be against a timely-filed return.
equity and goo conscience.
Theme is no general 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 illowing the Treasury recommendations regarding authority for individual
Corporations Secretary to waive estimated abatements of interest (pages estimated tax penaltis below a

tax penalties below a de 4-5). de minimis amount, e-g., $10
____________minimis amount. I_ _ __ _I_ _ to $20.



PROVISION PRESENT LAW JCT STAFF TREASURY
RECOMMENDATIONS RECOMMENDATIONS

IIL PENALTY FOR
FAIURE TO PAY TAXES
sec. 6651(a)(2) and (3)) ___________

A. In enera Penat PC o-afpret Of Repeal penalty. Interest would Retain present law. except
net amount ota due for each continue to apply. increase plenty percentagemonth the retur 1 is not iled, rate after six months from one-up to a maximum of 25 half percent a month go one
percent. Interest also applies percent a month.

__________________to the unpaid tax.

B. Encourage Installment Penalty rat is reduced go One- Impose a 5-percent late Reduc penalty rat by one-Agreements quarter percent per month for payment service chag if no half for any month an
any month an installment installment agreement is in installment agreement is in

areetis 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. ito automated withdrawal of balloon payment at end of

installment payments from agreement.
_ _ _ _ _ _bank account.

-11-
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PROVISION PRESENT LAW JCF STAFF TREASURY
___ __ __ __ __ RECOMMENDATIONS RECOMMENDATIONS

IV. PENLTY FOR
FAILURE To FILE TAX
RETURNS (We. 66S1(aXl)) ___________

A. InGeneral Penalty is five peFrcenPt Of net Retain present law. Lower rtes to one-half
amount of tax due for each percent for fiat six months,
month return is not filed, up to then increase to one percent;
a maximum of 25 percent. retain 25 percent maimm
This penalty is coordinated eliminate coordination with
with the failure to pay penalty. failure to pay penalty, which
by reducing the failure to file has the effect of potently
penalty by the anjout of the doubling combined penalties
failure to pay penalty for that for taxpayers who delay filing
month. and paying for lengthy period

__________________of time.

B. Penalty for Failure to FMle No penalty is imposed on the No. Imn-hpose new service charge.
"No Balance Returns failure to file returns that do possibly only after IRS contact

not show a balance due the (amountunpcfe)
,IRS.



PROVISION PRESENT LAW JCT STAFF TREASURY
_____________ RECOMMENDATIONS RECOMMENDATIONS

V. TAX RETURN
ACCURACY PENALTIES
(sm~ 6662 and 669)_ _ _ _

A. Standards Applicable to
Disclosed Positions

1. Taxpayers Penalty may apply if there is Penalty may apply if there is Penalty may apply if there is
no reasonable basis for a no substantial authority for a no realistic possibility of
disclosed position taken on a disclosed position taken on a success on the merits
return. (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 treis Penalty may apply if there is
disclosed position is not no substantial authority for a no realistic possibility of
frivolous. (Generally, at least disclosed position taken on a success on the Merits.
a 5to0 percent likelihood of return. (Generaly. atleast a (Generally, aileast a33-1/I3
sUcces if challenged.) 40 percent likelihood of percent likelihood of success if

_________________success if challenged.) challenged.)

i -13-
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PROVISION PRESENT LAW JCI STAFF TREASURY

B. Standards Applicable to E NM M TOS RChWND 7N _

Undisclosed Positions

1. Taxpayers Penalty my appy If ther is Penalty my appy unles th Penalty my apply if there is
no subsantial mtort for the taxi yareuon bbeieves no substntia athouty for the
undisclosed position. that t tax treatment is mo0r1 undisclosed position.
(Generally, at least a 40 likely thannat r th edettax (Generally, at least a 40
percent likelihood of success If trenmt under t Code. percent likelihood of success if

chalengd.)(Generally, morethan 50 challenged-)
percent likelihood of success if

2. Practitioners Penalty may apply if there is Penalty may apply unless the Penalty may appy if there is
no realistic possibility of being taxpayermrasonably believes no substantial muthority for the
sustained on the merits that the ta -mPn-mInP is more undisclosed posiion
(Generally, at least a 33-113 likely than nt the crrct tax (Generally, a least a40

pecnfikelihpood of success if tetumn under the Code., Percent likelihood of success if
challenp&d) (Gienerally, moreP than 50 challenged.)

percent likelihood of success if
_ _ _ _ _ _ _ _ ~challenged)_ _ _ _
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PROVISION PRESENT LAW XCTSTAFF TREASURY
_____________ ____________ RECOMMENDATIONS RECOMMENDATIONS

VL RETURN PREPARER
PENALTIES (sm "94) __ _ _ _ _ _ _ _ _ _ _ _

A. Unrealistic Position If -Asndereen isdueto impose penalty equal to Simila to 3CF staff
a position for which tberwas gruer ofS$250 or 50percen verm tezslCt
not a realistic possibility of of repaers fme percentage of palyis
being susained on its meritsuspc
and te posazom was rat
disclosed or was frivolous, don

_______________ prepar plenty is $250. _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _

B. Willfu or Reckless If an undemiemem is due to Impose penat equal to Simila to 3Clr staff
Conduct wilfu or reckless conduct, the grea of $1,000 or 100 rcoamendation but ec

prepaer penafty is $1,000. percent of prepur s fee. percentage Of p islt



PROVISION PRESENT LAW JCF STAFF TREASURY
____________ RECOMMNATIONS RECOMMNATIONS

VII. PENALTY FOR ThV penalty for filing a NO rcm nendaion. Incrame t penalty to$150
IFILING A FRIVOLOUS frivolous income tax return is permit abmen~gt for fihat timeTAX RETURN (see. 6702) $500. occurn= KfDu~iOCZ

return is fled within a
reason aw of time after
filing t frivolous return.



PROVISION I PRESENT LAW Joni*4 TREASURY
_____________ RECOMMENDATIONS RECOMMENDATION

VUL PENALTY FOR There is a four-tier penalty rate No new legislation for at least evw intermediates cages
FAILURE TO DEPOSIT stu cture flor faiure to deposit two years to allow scheduled should be made at t time to
TAXE (uSc666 taxes: stattory and reguiaroY the deposit muls or penalties to

changes to be reviewed and provide a sufficient period of
(1) A depositor is subject to a i mplemFe Fnotc '. However, time for changes to the deposit
penalty equal to two percent tof con asideration9* should be given rules to take effect. 71e
the amount of the to revising regulations to penalty for failure to use the
underp.-ayment -if the failure is permit penalty abatement for conec deposit method should

correccted on or before the date inadvertent failues occurring be reduced from ten percent to
that is five days after the wheirtaxpayer changes tc, a two pecent. I Cnieation
prescribed due date. different deposit schl.' 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 ez, five percent of corrected within one banking
the amount of the day-
un derp Faymen -t if the failure is

conrrcted 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

unepayment if the failure is
corrected after the date that is ____ ______ _________

-17-

.1



PROVISION FlUEN LAW Jar~AW RASR

fifte days after tie due dt
but on or bepfoa thea dote that is

Ic qatheftdefto ie
fia deliquenc nodi= to dhe
taqer.

(4) A depodiussubjc to a
pealty -q to fifteen p=Men
of the amount of the

1undepant if tbhfilue s
not- coiredon orbefor Cthe
date that is ten days after the
date of the fit deliquency
notice to t taxpmys.

hAmy taxpayus we reqired to
make deposits oftaze the
freqeny oft edposit
dependa. tetyeof ta wd
t amoun required to be

-18-
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PRO VISION PRESENT LAW JCI~ STAFF TREASURY
___ ___ ___ ___ RECOMMENDATIONS RECOMMENDATIONS

IX. PENALTIEIS FOR The Code and ratls I and IV Consolidat the sepwut Code Consolidate the apaeCd
FAILURE TO FILE FORM of ERMSA impose 3 sett and ERZEA penalties for sod ERISA penalties for
SMO SERIES ANNUAL penalties for failure to file a far to file timely and fAl= to file timely and
RETURN FOR PENSION timely and complete reumn complete return into one complete return into one
AND OTHER DEFERRED the Code imposes separate penalty. penalty-
COMPENSATION PLANS penalties for failure to file
(ses. 66S2(dXZ), 662(e), Schedule SSA. Scheuw ~B.
"692(e)) and notification of plan status

change.

The IRS. Depmennt of
Labor. and Pension Benefit Designate the IRS a the Designate the Depmnt of
Guaranty Corpoation agency responsible for Labor as the agency
administer the separteadinstato of the responsible for amnsrto

_____ ____ ____penalties. con sol idated penalty. of the cnoidtdpenaty.



PRluA wrIC'I- -I
£ iu~DVia~~luIl

X. PENALTY FOR
FAILURE To FILE
ANNUAL INFORMATION
RETURNS FOR
CHARITABLE
REMAINDER TRUST
(see. 'S2(c)X2XA))

PRESEuzr AW

Split-interest truss (and
certain other oga-ztiasmw
required to file Form 1041-A
(Trust Accmult" Of
Charitable Amouns). The
penalty for failure to file Form
1041-A is $10 for each day
return is not fied up to a
maximum of $5.000 for any
one return. Split-interest trusts
ate also required to file Form
5227 (Split-Interest Trust
Information Return). h is not
clear under present law
whether any penalty applies to
the failure to fice Form 5227.

JCr'rAJF
R~cODB!ENDAT41Lq F&Vu'~hu

TREASURY

Provide that fth penalty for
failure kForm 5227 is
equivalent to the penalty for
faltuie (5kForm 990.

Csidermeaing Penalties
applicable to falreto fil
Form 1041-A.

I

& L L

-20-

I

No moooain
(However the Presideot's
Fscal Year 2001 Budget
Proposal Would impsea
penalty for failureto iMk Foer
522 of $20 for each day the
failure to filk continue (up to
a maxiuam of SIOOCO per
return) In the cue of a U"s
with icm in exema of
5250.000. the pmty would
be $ 100 for each day the
failure cnontiue (up to a
maximu- of$50.000per
return). Any I ruItpePwho
knowinglyfailstoorileForm
522 would be joindy and
severaly lil for the amount
of the penalty, uless such
faiur is nm willfl ad is due
toreasouable msow-The
proposal would be effectve
for ay ,re turh due date fbr
which is after the due of
euUenL)
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NIPA AND FEDERAL INCOME TAX RECEIPTS DATA

This appendix presents data from the recently revised National Income and Product
Accounts ("NIPA") along with Federal income tax receipts data covering the pe-riod 1988
through~ 1999. These data are presented on a Federal fiscal year basis in order to coincide with
the Federal accounting period.

Table I presents the reviied 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 ame also shown.

Table 2 presents a NIPA measure oficorporate 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 domestc income. Again, year-to-year
percentage growth rates are presented below the aggregate figures.

1'S cmororm income is included in NIPA corporal . income beta. taxes.



Table 1. Grams Demmeic Product ud hi MWI adCa por anammTa. Ilsoeipte

Fisca Ym.. u- Im

me. is Im lows tIm sm "83 Is" Iee tes Isw Ies "a
L Gross Dommul Product (MOP") 1]
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PRE&PARE9D STATEUM 0? PAUL J. SAX

Mr. Chairman and Members of the Committee:
My name is Paul J. Sam~ I appear before you today in my capacity as Chair of

the American Bar Association Section of Taxation. teIsteemonyi presented on
behalf of the Section of Taxation. Approval of this testimony by the House of Dele-
gates or the Board of Governors of the American Bar Association has not been
sought and, accordingly, it should not be construed as representing the policy of the
Association.

The Section of Taxation appreciates the opportunity to appear before the Corn-
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. PENALTME AMD INTEREST

We believe the recommendations in the penalty and interest studies by the Staff
of the Joint Committee on Taxation'1 (hereaftr "JCT Study") and Department of the
Treasury's Office of Tax Pollcy 2 (hereafter 'Treasury Report") address very impor-
tant issues. Our testimony today will not include comments on each and every item
in the studies. Individual membe of the Tax Section would be pleased, however,
to provide assistance and comments to members of the Committee and your Staff
on any recommendations you might identify .

At the outset, I would like to recognize the time and energy this Committee, the
Joint Committee on Taxation and the Treasury Departments Office of Tax Policq
are devotingadhvaley devoted to e-amining the Internal Revenue Code s
penalty and interest provisions. Your thoughtful consderation 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 today to five areas: (1) accuracy-related
Cnalties, (2) preparer penalties, (3) interest (4) the failure to Mie penalty, and (5)
te payment penalties. The accuracy-related and preparer penalties are iportant

because they set the standards for what tax payers 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 taxpayer is most likely to encounter and
that most coinonly 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 todayI.

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 regard for

thecomlextyand sometimes uncertain application of our tax laws. If a nalty is
to .,or the taxpayer's duty is expressed in too vague away, it is uniely that

a penalt will accomplish this goal. On the other hand if a penalty is too large, or
too muc is expected of the taxpayer, the penalty may lead to excessive burdens on
taxpayer and perceptions that our tax system is unfair. Accordingly, our comments
are guided by the views thattpenalties should be straightforward enough for tax-
payers understand and for te IRS to efficien-U adiiter. Penalties should pe-
nalize similarly situated taxpayers siimilarlyid should impose sanctions propr
tional to a clearly defined transgression. Penalties should reinforce reasonale ax-
pectations of taxpayers and should encourage compliance even if untimely.
A Accuracy-Related and Preparer Penaltiea

The accuracy-related and preparer penalties set forth the duties of tpaers and
preparers to prepare returns carefully, taking only realistic positions and disloin
those where the tax treatment is unclear or questionable. We think the curren
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 completely coordinated, since what is ex-
pecteof preparers is somewhat less than what is expected of taxpayers. Both the

I'Staff of the Joint Committee on Taxation, Study of Present-Loaw Penalty an Interest Provi-
sions as ~ured 4 Sction 3801 ofteInternal Revenue Service Restructurny and Reform Act
of 1998 g dn isijn Re jt igto Corporate Tax Shelters) VJC849) uy 22, 1999.2Department of the Treasury Ofieof Tax PoicReport to The Conges on Penalty and
Interest Provisions of the intrnQ Revenue Code, coe 199.
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JCT Study and the Treasury Report recommend conformn the reporting standards
for taxpayers and preparers. However, the JOT Study "wo d set standard, for tax-
payers and preparers much hiher than the standards of current law, vhile the
Treasury Report would set standards at levels nearer those of current law.
a. Undisclosed Positions

At present, Section 6062 penalizes a taxpayer if a position on a return lacks sub-
stantial authority and is not disclosed. Section 6694 penalizes a preparer whan a
position on a return lacks a realistic possibility of being sustained on its merits and
inot diclosed. In general, we think that a "substantial authority" standard for un-

disclosed positions works best for both taxpayers and preparrs. Thidsubstantial au-
thority standard has now been in the law for 17 years. The regulation defining the
standard do an excellent Job of guiding both tax payers and preparers, and a sub-
stantial body of case law is developing tat yies both tapayers and preparers use-
fl guidance. Further, the expectation that an undisclosed position should be sup-
poited by substantial authority is intuitively reasonable. The objective nature of thie
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-

ily, we support the Treasury Reports recommendation that a "substantial author-
i ty 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
is "more likely than not" correct. We do not believe that this proposal is an imp rove-
ment on the substantial authority" standard; it would be less objective, would en-
courage difficult factual inquiries into the state of mind of the taxpayer 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 penalty in the case of pre-
p arers if the position is frivolous. Historically, this has been the function of the neg-
ligence 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 p reserve the essential nature of this expectation of taxpayers
and preparers as a negligence standard. The vast majority of taxpayers in this coun-
try spend a relatively short period each year preparing and i~flngz their returns.
They have a generalized understanding that they must do so care fully 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-
derstandi ng 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 of1 our tax system
would exceed the behavior that most taxpayers intuitively think is appropriate. We
believe that penalinng taxpayers who have acted in a reasonably carefi way would
create anger toward our tax system.

Our understanding of the asur Report's proposal for disclosed positions (other
than those involving 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 suppr this
proposal. For the last several decades, the overriding debate with respect tothe neg-
lience penalty has been to arrive at a definition of negligence conveying the idea
that the conduct expected is more than an empty appearance 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 AIOPA.

2. Reasonable Cause Exception
Under existing law, the IRS and the courts have the flexibility to waive a Section

6662 pnalty to which a taxpayer may become subject. This waiver authority per-
mits 0R and the courts to take into account a person's education, a personal trag-
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edy, or anisolated failure to identify an issue. We think that this waiver authority
Is criticaly important to the smooth functioning of Section 6862. The JOT Study,
but not te Treasury Report, recommends repealing the reasonable cause exception
for substantial understatement penalties. We Oppos repeal of the reasonable cause
exception because we think thtrepeal Would result In 'a penalty that is too rigid
and inflexible and would eliminate the discretion-of the fiRS and courts to waive a
penaty even when any reasonable view of the situation would support waiver. Re-
paling the waiver authority also runs counter to the provisions enacted in the IRS
etru-cturing 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
gratr of $10 000 or 10% of tax liability. The practical effect of this threshold is
tt,lfr very large corporations with very large tax liabilities, the substantial un-

derstatement penalty is seldom applicable.
The Treasury Report, but not the JOT 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 larg corporations, and we support it.

A change in threshold would, we believe, also be warranted for individuals. At
present, the thrshold (the greater of $5,000 or 10% of tax liability) may encompass
many very small cases for which a more general negligence penalty is more appro-
priate. We suggest that the existing "greater of" format for this threshold works
well, but that thie dollar threshold should be raised and the percentage threshold
droppd,$s that the minimum size of an issue subject to disclosure is increased and
it is less liely 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 specific numbers, a
revised individual theshold along the lines of "the greater of $25,000 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, dependin g 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 impose it. A review of case law indicates
that very few 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 fiat $250 penalty, first-tier viola-
tions incur a penalty of the greater of $250 or 50% of the preparer's fee, and that
the penalty for second-tier violations be the greater of $1,0 or 100% of the pre-
parer's fee rather than a flat $1,000 penalty. Treasury, 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 11iR 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 regiethat is not effectivelyTPoli-d is unliikely to be im-
proved by increasing sanction tat 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 may be substantial but would not vary based on the size of the
position in dispute and is calculated on the preparer's gross (rather than net) fee,
it seem likely that those subject to the penalty will think it unfair as actually ap-
plied. For these and other reasons, we think that a tying of widely applicable pre-
parer penalties to a percentage of the preparer's fee is unwise. We express no view
on whether the $250 and $1,000 amount. of these penalties are adequate to support
expectations of preparers. However, we would note that the primary factors encour-
aging professional conduct from preparers are probably the professional standards
oficonduct 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 infre6quently asserted penalties rre unlikely to elevate conduct substantially.
B. Interest and Payment Penalties

The JOT 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 Pro VISions

The studies suggest various changes for interest, including (1) eliminating the dif-
ferential between the interest rate the IRS charges on underpayments and the in-
terest rate the IRS pays on overpayment., (2) pgging the interest rate at the anpl-
cable federal rate ("AFR") plus fve percent, (3) excluding IRS interest from inid-
uals' income, (4) providin* additional interest abatement rules, and (5) instituting
"dispute reserve account.
a. Elimination of Rate Differential

The JC'T Study proposes eliminating the differential between the interest rates
chared on underpayment. and paid on overpayment. 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 retainingw the differential mirrors the commercial sector
model. We support the Joint Cormit 's recommendation to eliminate the rate dif-
ferential because we believe that a uniform interest rate for under- and over-pay-
ment. 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 borrowing
activities, we think that this observation has little to do with whether a different
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 taxpayer 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 fr-om the under-
payment rate, we think it likely that the existing rate differential is viewed as un-
fair. 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 cope
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 signifi.-
cant simplification in the law and is an opportunity to strengthen the image of the
tax system as evenhanded and fair.
b. Interest Rate Increase

Both the Joit Committee and Treasury recommend a highe iterest rate: the
Joint Committee at the AFR plus 5%, and Trasur 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 aytheir taxes, since the government is a
convenient source of cheap borrowings. &n 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 that, at AFR plus 5%1, the underpayment rate will increase by two percent-
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age points. This increase will make it more difficult, for IRS's Collection Division to
resolve the unpaid liabilites of taxpayers who are in financial difficulty.
c. Exclusion of Refimd Interest from Income

The JCT Study recommends excluding IRS interest from individuals' income so
that the effective post-tax interest rates on underpayments and overpayment, are
equivalent. Treasury does not agree with this suggestion. We have reservations
about making refund interest tax free for individuals, particularly if the interest
rats exceeds that of tax-exemp investment.. We understand the Joint Committee
Staff's view that refund and de ficiency interest should receive similar treatment.
However, we think this objective would be better served by permitting the deduction
of deficiency interest than b excluding refund interest from income. We also note
that the present regime, which taxes refund interest but provides no deduction for
deficiency interest is consistent with the law's general treatment of the interest in-
come aind the non-business interest expense of individuals.
di. Dispute Reserve Accounts

The JOT Study proposes the establishment of rules for the creation of dispute re-
serve accunts, which would be special interest-bearing accounts with the Treasury,
where taxpayers could deposit amount. in dispute. Under present law, a taxpayer
can easily recover af dipted 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 deposit. 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 taxper an h stablishment 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 delinquency. The Treasury Re-
port recommends imposing a lower penalty over a longer period, but with the same
maximum amount. The JCT Study suggest. no changes in this area. We support
Treasury's p proposal. Once the talure to file penalty has fully accrued, it ceases to
encourage the fiing of the return; in fact, a taxpayer's inabilty to pay the penalty
along with any tax due may deter the filng of the return. Further, we think that
this penalty, when added to other charges for noncompliance, may exacerbate delin-
quent taxpayers' difficulties in returning to a compliant condition. We believe that
a penalty that accrues more slowly will help to correct these problems within the
current regime.
3. Failure to Pay Penalty

The JOT Study recommends repeal of the failure to pay penalty, replaciIt 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, suggests imposing higher penalties, albeit with reductions if the tax-
payer makes and follows an MRS paymen Ian. We think it im rtant that delin-
quoever wexparer he suotto some s~nnt cant sanctions for tfinir delinquencies.

taxvrwprse Comite p roach, primarily because, In our vie~w,
the totality of inte rest, failure to file, and fiure to pay penalties that currently
apply in many delinquency situations often functions as an impediment to full and
timely resolution of the delinquency, rather than as an incentive to correction.
4. Failure to Pay Estimated Tax

The Joint Conmnittee 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'I view of the tax sys-tem's fairness. Treasury does not support this conversion =use 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 simple~ the estimated tax rules. We do note that frequent changes in
the safe harbor threshold in Section 6654(dXlXCXi) 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-
masnence in the establishment of these thresholds.
5. 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-
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ury u~ets usttwo changes, and the Joint Committee recommends no new legis-
ratios"W=in this area. We view Treasurys pnalty-reduction proposals as

improvements and encourage Congress to do more to lessen the size of this 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 happy to respond to ques-
tions from the Committee on this portion of our testimony.

11. CORPORATE TAX SH{ELTERS

I would now like to turn to the very important subject of corporate tax shelters.8
Our testimony will use the term "corporate tax shelters" in discussing the very ag-
gressive tax transactions currently being marketed.4 However, the Committee
should understand that this phenomenon is not limited to large, multinational cor-
porate taxpayers; indeed, it is not limited to corporations. Increasingly, tax shelter
products are also being marketed to unncor~prated business taxpayers, including
middle market businesses and wealthy indiylduals.

My testimony today regarding corporate tax shelters contains three p arts: (1) a
brief discussion of the Tax Section's initial reactions to the administrative actions
taken last week by the Treasury Department and the Internal Revenue Service to
address the corporate tax shelter problem, (2) a description 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 probl

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 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 yery important, but there
are limits on what can be accomplished administratively, h magntude 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 or Amner-
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 apply ag-

grsieinterpretations of the law in situations where the transactions would be
- imisd 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):

*The company would enter into a partnership with a foreign entity that was not
subject to U.&A axea;j he 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 regarding corporate tax shelters on three prior occa-
sions. On March 10, 1999, the Section testified before the Subcommittee on Oversight, on April
27, 1999 the Section testified before this Committee and on November 10, 1999 the Section testi-
fied before the House Ways and Means Committee. Our testimony today is consistent with this
prior testimony.4We also refer to these shelters as "transactions," although recognizing that the taxpayer'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 sell it for a larecahdw

paymnt lusa five-year note that was indefinite in amount to brn the trans-
i~o wihinthe installment sale regulations applicable to contingent payment

sales.
e The regulations in question provide that the basis of property sold for a contin-

t noteissa read ratably over the llfeof the note. This would create a large
Lxble "ain Kom the down pa ment received in the year of the sale, almost

all of w cli would be allocate the tax-exempt foreign partner. The proceeds
from the down_ payment would be distributed to the foreign partner to terminate
Its interest in the partnershl.

* Since a large taxae ga sin had been realized by the partnership at the front
end-and there was ofPcourse no economic gain or loss in the property's value
since it had been held only a brief-time--there was a built-in tax loss in the
remaining notes receivable. That was left to be enjoyed by the remaining major-
ity partner the Fortune 500 company.

The result? Soh company reported a tax loss of $396 million, with no real risk
other than transaction costs, and no real opportunity for profit other than the tax
benefit. The investment bank was paid a fee of $7 million. WVe should not underesti-
mate the impact on voluntary compliance by individual taxpayers if they learn large
companies can create tax losses of almost $40 million by paying a fee to an invest-
ment bank.

These are the facts of the ABA Invedterlngs case in which the Court of Appeals
for the D.C. Circuit recently affirmed the Tax Court's rejection of the claimedrtax
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 ihat. hese transactions are
spreading in the economy to smaller businesses and individui[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 Fedeial revenues of the cor-
porate tax shelter activity of the past several yars. However, our experience an tax
practitioners suggests that the level of tax sheIter activity is very substantial. Man
of the shelter transactions involve purported tax savings of tens of millions of do?:
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 requirements 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 corate taxpayers must disclose certain types of transactions on
their tax returns utl izing 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 closely study the mechanics of the proposed rules to determine
if, in our view, they are likely to achieve those goals. We look forward to working
closely with the Treasur 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 professionals
issuing tax opinions that support abusive tax shelter transactions. Our proposal on
this topic was submitted to the Trasur Department on October 29, 1999. We un-
derstand the role of professionals in these transactions and have evidenced in our
prooal our willingness to address it as a part of the problem.

It is important, Mr. Chairman, to recognize that the administrative announce-
ments of Februr 28, 2000 necessarily are limited to the statutory authority within
which te Intera Revenue Service must operate. For example, the tax sheltr reg-istration requirement is inapplicable unless the transactioni offered "under condi
tions of confidentiality." This requirement of section 6111(d) of the Code may be
avoided, some will assert, by informal understandings 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 $60 per investor lift off the list,
with an a ieannual cap of $100,000. Such a penalty structure cannot be ex-
pected promoters of tax products exetn nual profits in the millions.
Nor does the Code provide any specificM peaty for failure to comnp ly with the new
tax return disclosure regime proposed in the February 28, 2000 ad mini trative an-
nouncements.
C. Legiulative Recommendation.

Clearly, Mr. Chairman there is a limit on what the Internal Revenue Service can
do undere istn law. Under the best of circumstances, it cannot detect all ques-

tionable transactions, it cannot devote audit resources to challenge all transactions
it does detect, and it cannot litigate all of the cases that should be litigated. If the
marketn of ~vs tax shelter traisactions is to be constrained, it Is vitally im-
portantto putaddpressure on the marktin process.

The smarting of these transactions' is predicated on the odds favorn success.
Promoters understand that the I1S may be 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 together 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 aggrssive tax shelter.
Eventi 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.

Our legislative recommendations are intended to ac pls fo motives. First,
to encourage the private sector-txpyers, tax advisors, and those who market cor-
porate tax shelters-to carefully etcrutinize 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 assuring that the largest
and most aggressive of these transactions are disclose to the Internal Revenue
Service on the tax return. Third, to make it clear to the Internal Revenue Service
that Co= 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
Code that would require the following tax return disclosure for a "large tax shelter,"
as defined.

" A detailed description of the facts, assumptions of facts and factual conclusions
(including conclusions regrithe 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;

* A description of the due diligence performed to ascertain the accuracy of such
facts, assumptions and factual conclusions; -

" A statement signed under penalties of perjury by the taxpayer's chief financial
officer or comparable senior corporate officer with a detailed knowledge of the
business or economic purposes or objectives of the transaction that the facts are
true and correct as of the date the return is fled, to the bet ofsuch persons
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;0

" Copies of any written material provided in connection with the offer of the tax
shelter to the taxpay er by a third party;

" 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

" A full description of any express or implied warranty from any person with re-
spect to the anticipated tax resulte from the tax shelter.

The disclosure reqluired by new Section 6115 would impose greater corporate and
personal accountaility than the rprifraulred under the new tax return disclo-

sure ~ ~ ~ ~ ~ r reim prpsdiihePbuW2 administrative announcements. In
addition, if a taxpayer fails to satisf 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 penaltif* also would apply.
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The peaty should be a no-fault pealty relating solely to the failure to disclose in-
formatio 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 in issue
results in a tax deficiency.-Moreover, the nondisclosure penalty would be totall un-
related to any penalty to which the ayer might be subject under Section 062'

We believe the propoed Section 67167 penalty should be subject to a reasonable
cause exception permitting abatement of the penalty if the taxpayer establishes that
it exercised due diligence in attempting to accurately report the relevant informa-
tion (e.g., that it had appropriate fact-gathering procedures in place and that it did
its best to follow them).
2. Broaden the substantial understatement penalty to cover outside advisors, pro-

moters and "tax indiflrent parties"
In any situation In which the substantial understatement penalty of existing law

is imposed on the taxpayer, a penalty also should be imposed on any outside advi-
sore who rendered favorable ta~x advice or opinions used in the promotion of the tax
shelter, and promoters who actively participated in the sale, planning or thnplemen-
tatlon of the tax shelter. The same type of penalty should also 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 amendment.

Such penalties should be set at levels commensurate with the fees or benefits
such parties stood to realize if the transaction were successftil. In addition, separate
p rocedural rules should be provided to assure such parties of due process, similar
tthe 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 benefit. in which the potential business or
pre-tax economic benefit is Immaterial or insignificant in relation to the tax benefit
that mi ht result to the taxpayer from entering into the transaction. In addition,
if any e ement 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 applies, 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 result. 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 better ease
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 o ioins on tax-driven transactions. In this regard we
were pleased to see tatte 3.C. Circuit's opinion in ASA Investerings rejected ar-
gumnents 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 applied 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 prolifer-ation 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-

ag= i transactions that would not withstand scrutiny on the ground that the like-
Piooof detection is small. Many tax shelter products and transactions are coin-
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prise of protdyseparto transactions or steps often intended to obscure the
overall transacton 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. e 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 return disclosuresytem isdesigned tobe compliance friendly, as webelieve
it can be, the argument that legitimate transactions may be affected should be con-
sidered with a healthy dose of skepticism. 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 advL.iors 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, will be
involved in preparation of the certification.5 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.

Second, because these transactions by definition are large (we suggest 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
propsed transaction. If the chief financial officer or a comparable senior officer
kows 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 cororate 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.

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 important objectives: (1) reduce the incentive to rely 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 assertions t is'
for this reason that we make the relatively modest suggestion that Conre~glila-
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 t~e reporting requirement may not
have officers. Thus, it wll 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 aspects 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 condition 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 possibly even missing transactions that ought to be covered. Rath-
er, we propose to leave to the courts when and how to aply the doctrine. Our nar-
row proposal is simply that Congress confirm that de inills 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 Commlittee will continue to hear from
opponents of corporate tax shelter legislation is that the Internial Revenue Service
already has the tools to deal with corporate tax shelter 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 tha t 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
in the Commissioner's favor may be cited as additional proof to support tis 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 andr-IS. Or
Is a sqlf-assessment system. It works best when tapyrUr oiae otk
their return reporting obligations seriously. We thin 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 adopting legislation along the lines we recommend. 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 pleased to respond to any questions.

PREPARED STATEMENT OF ROBERT H. SCARBOROUGH
My name is Robert Scarborough, and I appa inm aaity as Chair of the Tax

Section of the New York Sta te 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 [egislation 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 closely related. Changes to
current penalty rules can play a major part in addressing the serious issues pro-
sented by corporate tax shelters. My statement today focuses on this relations hip,
and does not consider other questions raised by proposed reforms of current penalty
rules.

As part of our function of commenting on proposed legislation, the Tax Section
submitted two reports last year on proposals dealng with corporate tax shelters in
the President's FY 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 advatage. eas
supported changes to current accuracy-related penalty rules as a prilresponse
to those problems.-

Since we 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

'New York State Bar Ass'n Tax Section Report on Corporate Tax Shelters, April 23, 1999;
New York State Bar Ass'n Tax Section, Rieport on Certain Tax Shelter Provisions, June 22,
1999.
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and penalty reform by both the Staff of the Joint Committee on Taxation' and the
Treasury Department.8 Early last month, the Administration released its FY 2001
budget, whichIcludes proposals similar to those in last year's budget and in the
Treasury study on corporate tax shelters. Most recently, on February 28 the Inter-
nal Revenue Service Issued temporaryrgltosi Ing ne iclsr rls

andit nnonce oter easres 4 Athugh in mystatement today I will generally
be restating positions the Tax Section has already taken publicly, I will also take
into account these more recent developments.

Tax shelters take many complex forsd u in general tey are tranactions en-
tered into to reduce tax, without mnigl economic risk or potential for profit,
by exploiting noneconomic features of te tax law in unintended ways. They often
involve shifing income to tax-exempt parties, and often are marketed to a number
of dlffermnt corporations.

In addlton 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 atfcial
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 henomenon are cornplex and varied. One is the na-
ture of the tax law, which is led with noneconomi and sometimes arbitrary dis-
tinctions between transactions and instruments that differ little in substance; tax-
p ayers have strong financial Incentives to take advantage of structural flaws in the
law. Another cause is Innovation in financial engineering, which has made it easier
to mansge risk thereby minimizing the real economics of complicated transactions
that arblg trp continuities 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 anotherr factor contributing to the proliferation of
coprate tax shelters is that, In many cases, the expected tax benefits from the tax
shelter far outweigh the associated costs." 8 In weighing these costs, tapayers must
of course consider the risks that the Internal Revenue Service will detect the trans-
action and successfully dispute the interpr-etation of the law on which it relies. Tax-
payers generaly 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 riot be met. Taxpayers also recog-
nizhwvr httegvrmn aces significant resource constraints and cannot
dea 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 challenged, 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 profes-
sional tax advisor. Internal Revenue Code section 6862 imposes a penalty of 20 per-
cent on the portion of any underpayment attributable to any substantial understate-
ment of ncme tax, with certain exceptions. Section 6664, however, provides that
the penaltydfoes not a apply to any portion of an understatement for which there is
reasonable cawse and the taxpayer acted in good faith. Regulations provide that this
standard generally is met in the case of a corporate shelter if the corporation.
relies on the opinion of a professional tax advisor that analyzes the pertinent facts
and authorities and unambtiguously 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.6 Although reliance on an opinion is
not dispositive under these regulations, taxpayers obtaining such an opinion gen-
erally would not view the risk of a penalty as sinfcn.Both the Joint Committee
Staff and the Treasury Department, in the studies they released last year, have ex-

2Staff of the Joint Comm. 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 ( JaI'
Study*).

3 Department of the Treasury, The Problem of Corporate Tax Shelters: Discussion, Analysi
and Lam's lative Propoas July 1999 (l'reaaury White Paper'%~ Department of the Treasury,Of
fleo a Policy, Report to The Congress on Penalty and Interest Provisions of the Internal
Revenue Code, October 1999.4Tax Shelter Disclosure Statements, 65 Fed. Reg. 11,205 (2000); Requirements To Maintain
List'of Investors in Potentially Abusive Tax Shelters, 65 Fed. Reg. 11,211 (2000); Corporate Tax
Shelter Registration, 65 Fed. Rag. 11,215 (2000).

5JCT Study at 211.
*sTras. Reg. §1.6684-4eX2).
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pressed the view that the section 8662 penalty is not at significant deterrent under
current law, due to reliance on "more likely than not" opinions. 7

Because th coetbenefit calculation faced by corporations is a major cause of the
tax shelter phenomenon, we believe that measures to change this calculation must
play an important role in dealing with it. This calculation can be changed in several

dferent ways. It can be changed by lncreasliig the risk that a transaction will be
identified for challenge by the government. The calculation can also be changed by
increasing the coat if a transaction is successfully challenged, both by Increasing the
amount of penalties and by making tmr dfiult 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) (Hi) requirements that cor-
porations entering 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.

The new reg ations may also make it more difficult for taxpayers that are suc-
cessfifly challenged to avoid the accuracy-related penalty of section 6662, by lix-
Iting the exception for taxpayers who rely In good fath on a professional's opinion.
The preamble to the new disclosure rules warns that failure to make required dis-
closures may show lack of good faith for purpses of the* penalty.

The Internal Revenue Service cannot, of core nres eaties or imps
strict liability standard for tax shelters without Congressional action. The Trasury
Department thus has proposed legislation raising the section 6662 penalty to 40 per-
cent for items attributable to corprte 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-percentypenalty 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 support the approach of this legislative proposal. In our report
last April we supported increasing the substantial understatement penalty 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 liability pnalty, but at a substantially lower level, even
where the taxpayer has made disclosue . Thus, the approach we endorsed last year
would have gone farther than the Treasury's most recent legislative proposal, whch
would not impose strict liability !f 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 txayers. 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 taxpayer's 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 M1reng Internal Revenue Service National Office coordination
of their use, perhaps t ug- 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) planning that
structures a business transaction in a tax-efficient- wa-y, even if such planning takes
advantage of noneconomic legal rules, (b) and largely or wholly artificia 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 hid an opportunity to review these definitions carefulfly, and we expect to sub-
mit our report to the Treasury and Internal Revenue Service commenting on them
sometime during the next few months.

7 JCT Study at 214-2 15; 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 type of transaction we believe should be subject to heightened penalties
and strictiability. We would be pleased to work with Congres 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 support at this time
proposals to change substantive law with general anti-avoidance rules that override
speifc technical rules. There is little evidence that current law judicial doctrines
of economic substance and business purpose are inadequate to allow the government
successfully to deal with tax shelters in litigation, once they are detected and chal-

e als 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) in-
pose tax on income allocable to tax-indifferent parties.

Mr. Chairmant tank you for the opportunity to appear before the Committee
today. I will pleased to answer your questions.

PREPARED STATEMENT OF CHARLES W. SHEWBRIDG39 III

Good morning. I am Charles W. Shewbrldge, 111, Chief Tax Executive for
BellSouth Coration Wn Atlanta, Georgia. I appear before you today as the Presi-
dent of Tax Executives Institute, the preeminent group of corporate tax profes-
siounals in North America. The Institute is pleased to present testimony on two re-
lated, but independent, issue&-(1) reforming the Internal Revenue Code's general
interest and pealyprovisions (including the standards to which taxpayers and
practitioners ared d, and (2) addressing the critically important issue of corporate
tax shelters by ensuring that taxpayers, practitioners, and promoters have isuffl-
cient incentve to comply with the law without unduly Interfering. with legitimate
business transactions.

After providing an overview of developments since this Committee held an April
1999 hearing on the corporate tax shelter provisions of the President's Fiscal Year
2000 budget and briefly stmaiznTr conclusions and recommendations, this
statement separately provides detailed comments on the two subjects of today's
,hearing. First, we focus on the recommendations made last yar by the staff of the
Joint Committee on Taxation and the Department of the Treasury relating to the
Internal Revenue Code's interest and penalty proviions generally (other than those
relating to corporate tax shelters). Next we turn to the various proposals, including
those 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 52 chapters in the United
States, Canada, and Europe. Our more than 5,000 members are accountants, attor-
neys and other business professionals who work for the largest 2,800 companies in
the bNited 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 Program, pursuant to which they are
audited on an ongoing basis. TEI is dedicated to tE development and effective im-
plementation of sound tax policy to promoting the uniform and equitable enforce-
ment of the tax laws, and to redcng 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 unique 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 April, my redecessor as President of Tax Executives Institute (Loester D.
Ezrati of'Viewlett-lackard Coma) presented testimon to this Committee on the
corporate tax shelter prvosof Prsdent Clinton's Fiscal Year 2000 budget. Al-
though acknowledging that the Administration had identified a significant issue re-
quig acton TE testimony last spring urged Congress to move cautiously before

enacting le "lton.
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TEI's plea for caution was prompted not only by our conclusion that the IRS had
already taen several effective steps toward stanchXn abusive transactions, but also
by our concern that the cumulative effect of the Adnstatio'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 Dep~irtment and IRS had not
undertaken to quantify the scope of the so-called corporate tax shelter program or
even to define what was meantby the term "corporate tax shelter," the Administra-
tion mlg ht legitimately be criticized as e~ in a "ready, fire, aim" exercise. Be-
fore rushn to judgment, TEI recommended, Conres should ensure that it had a
complete pi cture of the facsthe 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

robfemn and the consequences (both intended and unintended) that might flow from
~e potpourri of proposals put forth by advocates of change.
Several thin gs have occurred since that April hearing that are worthy of note.

First, as already noted, both the Treasury Department and the staff of the Joint
Committee on Taxation completed compre fens ye studies on corporate tax shelters
(as well as on the interest and penalty provisions of the Cede generally).' Second,
the IRS continued to challenge over-a gresive tax-reduction schemes and the courts
sustained those efforts, thereby vivi ig the economic substance and business pur-
pose tests of the common law. Third, the Adm-inistration did not rigidly hew to its
original proposals but instead responded pstvely to the comments and suggestions
made by TEl and others. Although certain aspects of the Treasury's revised legisla-
tive proposals (as reflected in the President's Fiscal Year 2001l budget) remain p rob-
lematic, they have clearly been improved. Fourth, the IRS established an Offce of
Tax Shelter Analysis to collect and analyze information con 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 ta advisers are held.

Tax Executives Institute believes that these developments, in the aggregate, are

q uite poitive. 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 Penualty and Interest Provisions
Mr. Chairman, based on media reports, "corporate tax shelters" are the flavor of

the week, attracting attention and in some instances triggering overreaction in
terms of the size and signfcance 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 today 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. TEl's recommendations and con-
clusions can be summarized, as follows:

* The interest-rate differential should be repealed in its entirety and the interest
charged on under- and over-payments should be equalized.

" The rate of interest on under- and overpayments should equal the applicable
federal rate plus no more than two or three percentage points.

" The estimated tax penalty should be converted to an interest charge and a safe
harbor should be created for all taxpayers, corporations and individuals.

" The Internal Revenue Service's ability to abate interest should be expand~d.
" 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 great promise not only because it would advance the principle
that interest should be paiA for the use or forbearance of money but because
it would encourage the early payment of amounts in dispute.

'See Office of Tax Policy, U.S. Department of the Treasuy 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 Required by Sec-
tion 3801 of the Internal Re venue 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
"0Joint Committee Study")- Office of Tax Policy US, Department of the Treasury, Reor to the
Congress on Penalty and interest Provisions ol the Internl Revenue Code (October 1999) (here-
inafter cited as the "Treasury Report").
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" The Code's penalty regime should encouraedslurb taxpayers. The
standards for imposing penalties should be Umnzda1cnuistentlya
plied. Further, there should be a realization that certainty~ and fairness o
cation p lay a more prominent role in encouraging complh ce than refi vely
increasing penalty rates.

" The pension-relate penalties should be consolidated for enforcement purposes
up-der a single government agency.

B. Corporate Tax Shelter Proposals
From the outset, TEI has acknowledged that over-aggressive tax-advantage pd-uctsare eingmarkted nd greed that this poses a challenge to the effcacy of

the tax system. The Institute fimly believes that the key to stoppn such abuse
is the effective administration of the tax law. To be sure, the law shoud be changed1
if the law needs to be changed, but a plethora of new penalty provisions--or th
codification of the economic substance doctrine-is no substitute for strong, but fair,
enforcement of the laws that are already on the books. In other words, TEI believes
that the ]ORB must do more to challenge and curtail questionable transactions in-
cluding raising practitioner standards, and where appropriate, asserting penaties,
more frequently. For this reason, the Institute a pplauds, the announcement that the
IRB has created an Office of Tax Shelter Analyss to identifyr quanif, and develop

comreensveappoahestodeali with tax shelter 'inaudingthe issuance of
neeed guidance). Wtout oh P scused involvement in the process-without its
input on defining the nature and scope of the problem and the administrative steps
th-at it can and should take under current law-TEl regrets that legislative pro-
posals to stanch tax shelter activity ex ante will miss the target and impede legiti-
mate transactions.9

In addition to believing that a much clearer definition is needed of the term "tax
shelter,"3 TEl offers the following summary of its conclusions and recommendations
concerning corporte tax shelters:

Ad* 0oto of substantive tax provisions with subjective standards (e.g., a so-
called 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 shutting down abusive transactions) tax
shelter promoters and taxpayers should be oblied to provide meaningful, abeit
measured, disclosure of transactions.

" An effective early warning disclosure regime (pre-tax return Mli~ reuiringpromoters to register their products may well require new legislation, though
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.

" As for taxpayers, enhanced return disclosure requirements could be imple-
mented by regulation or administrative rule. "Indicators" or "filters" tat
prompt a requrmn torgister or disclose a transaction or that trger tax-
payer penalties for nondsclosr should be objective and easy to apply The
Treasury Department's recently issued regulations under sections 6011 (as well
as section 6001) significantly advance the debate over the proper standards for
disclosure.'

" Proposals for a separate attestation of a transaction by a senior corporate 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
poorly drafted proposals could be significant. This point wa4 underscored by Thomas J. Smith,
ERS Director of the Heavy Manufacturing, Construction, and Transportation Industry, during
a recent conference on IRS Modernization Conference. In response to a question, Mr. Smith re-
piorted that some IRS employees had erroneously characterized reea= tax credt claims as
corporate tax shelters."3 Without 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 propos-ed 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 (nis indica-
tors o. filters) are present.

'H1ence, the Treasury regulations set forth relatively straightforward criteria for determining
whether a transaction is a reportable transaction" subjec to disclosure. Although TEI has not
yet completed its analysis of te regulations (and whether the proposed standards should be re-
ise 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
rejected.

" 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 IrS in appropriate cases.
In our view, the proposal to reduce the penalty from 40 percent to a still high
20 percent in those situations where the transaction is disclosed provides a hol-
low incentive to taxpayers.

* The Institute questions, the efficacy of the "highly confident" standard proposed
by the staff of the Joint Committee on Taxaton because it presumes a greater
degree of precision than exists with the current tax law. Moreover, we are con-
cerned that a proliferation of penalty standards will spawn greater complexity
in the administration of the penalty regime. Finally, the risk-reward profile for
tax-shelter promoters should be significantly 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 pn-
alties should be retained. To deter opinion shopping and ensure that op ons
are based on the actual facts of a transaction rather than unjustified assump-
tionis the scope of the reasonable cause exception should be clarified.

" In aadltion, consideration should be given to adopting a new penalty on tax
practitioners and concomitantly strengthening Circular 230 to increase account-
ability by heightening practitioner standards of conduct. Thus, we commend
Treasury Secretary Summers for committing the Administration to issuing re-
vised regulations within six months.

[MEREST 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 p provisions 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 TEl member can
recount a protracted tale, if not a horror story, of convoluted, complicated, and ulti-
mately incorrect interest calculations. For good reason, taxpayers doubt the IRS's
ability to compute interest accurately, and tey fr-equently 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-
p laced), but we believe the IRS can take immediate stegs to assist taxpayers now-
or example, byprovid"l2- copies of interest calculations.~

In respect of the Code s general penalty provisions, TEl believes that they should
be sipe fai, and easy to administer. Unfortuinately, 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 pricing and corporate tax shelters. Rather than
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 systm of propor-
tionality while-representing 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 ever error
or omission. The current structure does not effectively distinguish between th two,
but instead places taxpayers who unintentionally falto 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 Coe's interest and penalty provi-
sions. TEl commends Chairman Roth and the Finance Committee for scheduling

5Section 6831 of the Code (added by the Internal Revenue Service Restructuring and Reform
Act of 1998) requires that individual taxpayers be provided with interest calculations after De-
cember 31, 2000. TEI submits that this provisions should apply to all taxpayers and should be
implemented as soon as possible.
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this hearing to determine the effectiveness of the current interest and penalty re-
gime and to consider recommendations for reform. 6

B. Interest Proujeion.
1. Elimination of the Interest-Rate Differentia

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.7 hLarge corporate underpayments" are
subject to an interest equal to the federal short-term rate, plus 5 percentage points
(the so-called hot interest provision).8 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.9

The different iterest rates for over- and underpayments, coupled with the dif-
ferences for large corporations, have spawned another m*jor complexity in the tax
law-interest netting. The situation arises when taxpayers both owe money to and
are owed money by the government (but the debts bear Interest at different rates)
and Is a common occurrence for large corporations that may have overpayments and
underpayments of different taxes for several years as the result of multi-year and
overlapptil 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 entire nrod.

In the IRS Restructuring Act, Congress establisheX-a net interest rate of zero
where interest is payable on equivalent amounts of over- and underpayments of
tax.10 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 ineqnuity 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 ;orrow 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

6Both the Joint Committee staff and the Treasury Department make seveiaI 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, Tl has not ad-
dressed these recommendatioMu, but suggests that many of them-o-uch as the Joint Committee
staffs recommendation that overpayment interest be excluded from the income of individual tax-
payers--are worthy of consideration.7 The IRS Restructuring Act eliminated the differential in respect of individual taxpayers, but
not corporations.

8The higher large corporate underpayment interest rate applies only to periods after the "ap-
plicable date." The calculation of the applicable date differs. Ifthe deficiency procedures apply,
the applicable date is the 30th day following the earlier of the date on which(a) the first letter
o f proposed deficiency that allows the taxpayer an opportunty for administrative review in IRS's
Offce of Appeals or (b the statutory notice of deficiency is sent by the IRS. If the deficiency
procedures do not apply, the applical dat is 30 day after the date on which the IRS sends
the first letter or notice that notifies the taxpayer of te assessment or proposed assessment.

'Under section 6821(aXI), the interest rate on corporate tax overpayments that exceed
$10,000 is onily APR plus 0.5 percentage points, as opposed to APR plus 2 percentage pints.
(This provision was enacted in 1994 as part of the lUruguay Round Agreements Act, Pb. L.
No. 103-465, 108 STAT. 4809, and accordingly is often referred to as 'GA IT' interest.) Thus,
the potential difference between the interest rate for under- and overayments for corporations
i4.5 percentage points. Although the GAIT interest rate is effctve for purposes of deter-

mining interest for periods after December 31, 1994, the IRS has embraced an unduly narrow
interpretation of the statute, appIli the lower rate to overpyet interest acrigbefore
the statute's effective date. IRS Service Center Advice Memorandum 1998-014 (A pri 2,1997).
Indeed, the 1997 memorandum represents a change in _position for the IRS, which orig'iallyde-
ternuned that overpayment interest accrued through December 31 1994, would not be subject
to the lower GATT rate. The statutory GATT interest provisions anA the IRS narrow interpreta-
tion operate to exacerbate the unfairness of the interest-rate differential.

I 0The provision a ples to interest for periods beginning after July 22, 1998. In addition, the
p rovision applies lfi (I) the statute of limitations has not expired wit respect to either the un-
derpayment or overpayment; 01i) the taxpayer identifies the overlapping periods for which the
zero rate applie- and (iW) the taxpayer requests the netting before December 31, 1999. In Rev.
Proc99--, .the bRS larified the transition rule by providing that-assuming that both statutes
of limitations were open on July 22, 1998-a taxpayer must fie a claim requesting application
of the net rate of zero by December 31, 1999, only If both the applicable statutes wil ave ex-
pired before that date.



217
them, depending upon the rate of interest accruing." Contrary to the views ex-
pressed in the Treasury Report (at 121), TEl subm~t that these reasons-even if
valid in 1988-are no longer applicable. Taxayers 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.12 Moreover, returning to one rate o? interest for both
under- and overpayments will greatly reduce or eliminate the need for netting,
thereby significantly 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 overpayients
by related entities (such as with forei sales corporation and related supplier ad-
justments) do not result in an overall crease 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 achieving
the equivalent effective interest rate goal than the net zero interest rate approach
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.

TEI therefore recommends that the interest-rate differential be eliminated for all
taxpayers.

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 underpayment.) percentage 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 undepayment rate of AFR plus
2.0 to 5.0 percentage points (and an overpayment rate of AJFR plus 2.5 percentage
points) (Treasury 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 large corporate underpay-
ments. TE I questions whether this high rate is appropriate for alor even any tax-
payers. As the Joint Committee Study confirms (at 76) large corporations are gen-
eraliy able to borrow money at a much lower rate. For example, 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 (6.46 percent). The current interest rate system-with it. 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, purely fr-om a tax-policy standpoint, an argument can be made that inter-
est rates should be skewed, if anything, to encourage overpayment.' 3 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. TEl respectfully suggests that a rate of AFR plus 2.0 or 3,0 percent would
be much closer to reality.

3. Abatemtent of Interest
Under section 6404(e) of the Code, the Treasury Sedletary 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-
riakl 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 (Hi) after the
IRS has contacted the taxpayer in writing with respect to such deficiency or-pay-

"1HR. Rep No. 99-426. 99th Cong., lst Sas. 849 (1985) (hereinafter cited as "1985 House
Report"); s. Rep. No. 99-313, 99th Cong., 2d Sess. 184 (1986) (hereinafter cited as "1986 Senate

W0 eore 1982, interest rates on tax overpayments and underpayments were adjusted only
once every two years; now they are adjusted on a quarterly basis.

1
3 That 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-
fuinds or reliance on erroneous written advice of IIRS personnel.

Both the Joint Committee staff and the Tress De tent agre that thes IRS's
authority to abate interest should be expanded though resursrecmedto
is more circumscribed. 14 The Joint Committee staff recommends that the IRS be
nrmltted to abate interest in cases of gross injustice. Joint Committee Study at 91-

§2 AthouOh the "gros~ isic"tadrdesalhe a high thehladoption
would be permitted on genrleutbegods TEI believes that the rec-
ommendation should be adopted, but suggests that the ERS'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 pae-
riods attributable to any unreasonable IIRS 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 temselves can lead to audit dis-
putes and litigation. The legislative history of the interest-abatement provision con-
firms that Congress did not intend the provision to be used routinely to avoid cay-
ment of interest, but rather that the provIon should operate in instances w ere
the denial of abatement would bewidely received as grossly unfair.15 There may
well be instances where the denial of an abatement request may be unfair, but the
taxpayer fails to meet the standards Bet forth in the statute.

TEl therefore supports the Joint Committee staffs recommendations in respect of
the abatement 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

period that a taxpayer and the IRS dispute a liability. Under section 6404(g) of the
Code, the accrual of interest on an ungerayent is suspended if the IRS fails to
notify an individual taxpayer in a timely manner, but Interest will begin to accrue
once the taxpayer is properly notified. No similar ':.ispension is available for other
taxpayers.

Taxpayers that are unable to promptly resolve their disputes with the IRS face
limi ted choices. The taxpayer can continue to dispute the amount owed and risk
paynga significant amount of interest, it can pay the disputed amount and claim

a reud, 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 requrn tem to sur-
render access to their funds or requiring them to make a potentially 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 Cor 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 100.16

The-Joint Committee staffs recommendation is a significant improvement over
the cash bond reuieent of current law. TEI recommends that it be adopted be-
cause it would a~dvancethe 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 penaltyl if
they fawl to estimate their tax liability and make quarterly deposits equal.t either
(1) 100 percent of their actual tax liability, or 01I) 100 percent of their prior year's
tax liabilty. The "prior year's tax" option is generally not available tfor socled

'-$'Me Treasury Department recommends that the abatement provision be expae only in
respect of reliance on erroneous written advice from the MRS. Treasry Report at 137.

iA 1985 House Report at 844-4; 198 Senate Report at 208-09.
is 7b3 Treasury Report 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 charge on the underpayments of tax.

Because of the lack of a meaningful safe harbor, the large corporate taxpayer gen-
erally faces the following choice:

9 Paying a penalty for underestimating its liability, or
e Overpaying its taxes (in order to avoid the penalty).'?
The second optio-which large corporations are gnerally required to choose not

only by internal 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-
ftind.?8 The rules thus act as a "non-penalty" penalty fa~r corporations.

TEl agrees with the recommendation that the estimated tax penalty be converted
to an Interest charge at the rate provided under section 6821 of the Code, which
would make the interest deductible by corporate taxpayers. See Joint Committee
Study at 114-15.19 The estimated tax malty is, in reality, a charge for the time
value of money and the law should reflrc this fact. It is simply bad tax Policy to
disguise an interest charge as 'a penalty.

TWl therefore supports the Joint Comte 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 underpayment
period, only one interest rate applies, Le., the Interest applicable on the first day
of the quarter in which the estimated payment due date arises.

2. Safe Harbor
TEl is disappointed that neither the Joint Committee Study nor the Treasury Re-

notad dresses the need for an estimated tax safe harbor for corprate taxpayers.
h uethey are not prmitted to utilize the prior year's tax safe hrbor, large cor-

prations must base their quarterly deposits on estimates of their current year's tax
laiiyEsiaigtaxes is not an exact science. The existing task is literally im-

possible in light of the complexity of the tax laws, the rapidity with which the have
~en changed in recent years, the cyclical nature of many businesses, and e nu-

merous adjutments to financial income that can accurately be done only annually.
TEI submits that there is no valid tax policy reason for denig large corporations

the availability of the prior year's tax ruile under section 6655. We therefore rec-
omnmend that a safe harbor, 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)B3Xi)) and "reason-
able basis" (section 6662(dX2XBXiI)) for taxpayers, to "realistic possibility of being
sustained" (section 6694(c)) and "not frivolous" (section 6694(a)) for return pre-
p arers. The less stringent standards are generally applicable for Positions that are
disclosed on a return. See 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 prtiono nudramn

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 pviean annualixatin method that may be employed to avoid
any penalties. Determining anualized tax liability and quarterly estimated 4palents under
section 6656(e), however, remains far from simple'. This process effectively reu= taxpayers
to preare five 'mini* returns for their estimated tax payment. plus their final return. By rein-
statis the prior year's liability, safe harbor Congress could remove the uncertainty associated
with te determination of tax liability from tbe quarterly estimating and payment p recess.

'8 The filing of a tax return could constitute a claim for refund but most calendar-year large
corporations ill not file returns until close to September 15 (tue extended due date of their
return), though any outstanding tax would have to be paid no later than March 15. Thus, there
could be, at a minimum , a six-month period during which no interest would accrue on the
amount of the overpayment.

19But see Treasury Report at 81 (recommending retention of current law).
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geerll nt*imosd with respc to any portion of the unde a entcfo~r)whch

thr reasonable cause if the taxpayer acted in good faith. 1.R. 64(X)
For corporations, an understatement for any txbe year is "substantial' if it ex-

ceeds the greater of $10,000 or 10 percent of the ta required to be shown on the
taxpayer's return I.&fC. §8662(dX 1). An exception to the penalty is provided for
items in respect of which there is substantial authority or adequate disclosure of
the tapye position.20

The Code also imposes a two-tiered penalty on tax return preparers in respect of
positions not having a "realistic possibility" of 1-en sustained on the merits. Spe-
cifically, if the posi on results in an understatement a ~pnalty will be imposed un-
less the preparer takes steps to ensure the disclosure of the position and the posi-
tion is "not frivolous.* IMO §§6694 (a) and (c).

The Joint Committee staff and Treasury Department both recommend that pen-
alty standards be harmonized, though they approach the issue in different ways.
Their reports focus on two issues:

.h appropriate standard imposed on taxpaers and tax return preparers.
*Te appropriate standard imposed for disclosed and undisclosed return posi-
tions.

The Jnint Committee staff recommends that, for both taxpayers and return pre-
n~rers, the minimum standard for each undisclosed position on a tax return be that

Li-taxpayr or preparer must reasonably believe that the tax treatment is "More
likely thhnot" the correct tax treatment under the Code. Joint Committee Study
at 163. For disclosed positions, ihe Joint Committee staff would require both sub-
stantial authority and adaute dicoueand would eliminate the reasonable
cause exception of section 6884cX ). Joint Committe. Study at 164-155, Table 8
("Proposed Standards for Tax Return Positions"). Thus, under the Joint Committee
stat proposal, the standard in respect of disclosed postions would move from the
dijuiciv (substantial authority or disclosure) to the conjunctive (substantial au-
thority and disclosure)

In contrast, the Treasury Department would retain the "substantial authority"
standard for undisclosed positions and raise the standard for disclosed items to a
"realistic posblt of success" for both taxpayers and tax return preparers. Treas-
ury Rport at 108.

Themultitude 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 conftusln and has reduced taxpayers, practitioners, and
preparers to asigning mathemnatica probabilities to each standard and then divin-
ing (to the extent possible) whether a pro oe return position meets or exceeds the
applicable standard. The clarity a ed by the use of mathematical probabilities
however, is a false one, for the-txLwi marked by many things, but mathematical
precision is rarely one of them.3 1

These concerns notwithstanding, TEl believes that some adjustment to and har-
monization of taxpayer, practitioner, and preparer standards is appropriate to en-

courage the filing or more accurate returns. Weqestion, however, whether suffi-
cient attention has been paid to the effect of raising the standard in resec of un-
disclosed positions to "more likely than not" (as the Joint Committee staf gests).
Such an approach may unleash a torrent of disclosures that consumes valual R
resources and distracts revenue agents from issues more worthy of their scrutiny
Thus, although we appreciate the surface appeal of the statement that more likely
than notV is a simple threshold that is easily understood" (Joint Committee Study
at 153), we are concerned about how an "Nat least probably correct" standard (id.)
will be applied in practice. As the Joint Committee staff notes, it is unrealistic to
eec tapyr to file a perfect return. Id. at 152. TEl is -concerned that taxpayers
may find teseves facing penalties where, several years after they grappled with

20 Special rules appy in respect of "tax shelters, where the penalty can be avoided only if
the taxpayer estabhshe that, in addition to having substantial authority, it reasonably believed
that the treatment claimed was more likely than not the proper 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 ection of this statement.

R'Tzi is also concerned about~ ow meaningfW a difference eists between the two proposed
standards. What is the diference between the Joint Committee staffs recommendation of a
"'substantial authority" standard-which is defined as a 40-percent probability of success--and
the Treasury Depsrtmanvs 'realistic posibilty or success standard-which is defined as a 33-
1/3 percent probability? We submit tht it would be almost imaisl to aayea p ropse

trasacionwith such precision. More troublesome, we foreaee sitatons in whc a tapaee
(or practitioner') good faith judgment that a position satisfies the higher (40 proent stnard
could be second-guessed by a revenue agent who concludes, also in good faith, that tepossi-
bility of success was 6.5 percentage points lower.



221

the vagaries and interstices of the tax law, a revenue agent or court concludes--
with the benefit of hindsight-that the taxpayer erred in concluding 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 positions in tespectoqf 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 particular "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

5500 series (the annual retumrieport for pension plans). The penalties are imposed
by the IRS (under Code section 6652(e)), the Department of Labor (under DOL Reg.
§2560.502(c)-2(d)), and the Pension Benefit Guarantee Corporation (PBGC) (under
PBGC Reg. §4071.3).

The Joint Committee staff recommends the consolidation into one penalty of the
present-law

penalties imposed by the Internal Revenue Code and EISA for failure to fie 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 additionj- the staff would designate the IRS as the agency responsible for

enfocin th reprtig rquiemens ad rplac th Laor eparmen's olutary
compiane pogra wih asimiar rogam dminsteed y th IR. Tis ould
redue fom hre toonethe umbr o goernentageniesautoried o asess,
waiv, ad rducepenltis fr falur tofil. Oter senate impsedforthefail-

ureto ilecetai reortngfors wuldalo b elminte. I. Te Teaury 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 TEl's view, consolidating the penalties would be a marked improvement over
current law. It would simplify the Form 5500 series penalty structure, reduce the
number of potential penalties for failure to fie, strengthen incentives to comply, and
encourage voluntary compliance by delinquent filers while retaining the most sig-
nificant of the present-law penalties for failure to file. On balance, we favor the
Joint Committee staffs 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 appli cable
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 officer, or court) would not even reach that question until con-
ciudin9 that the taxpayer was wrong on the merits.

23 Given 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 156)-TEl wonders whether sufficient attention has been focused on the potential ad-
verse effect of the higher standards on compliance.24 The Joint Committee Study (at 158) acknowledges that no empirical evidence exists on
whether or how effectively the ESuses the taxpayer disclosures ma de under current law, and
it recommends that the IRS be required to maintain records on its own usage of taxpayer disclo-
sures. TEl supports this recommendation and suggests that, pending the gathering and analysis
of information on the effectiveness of current law, Congress not rush to judgment, on the need
to legislatively require more and more detailed disclosures.

63-714 00-8
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the IRS are an important component of taxayers' perceptl~na of the relative fair-ness of the admini tration of the tax laws." Joint Committee $tudy at 167.25TEI agrees that the standards to which IRS employees ari held should be clari-fied. We also agret with the Joint Committee that some employees may have mis-construed the quoted language from Rev. Proc. 64 -22-which also appears severalplaces in the Internal Revenue Manual (IRM)-to suggest that a revenue agent's po-sition need not be reasonable, it_ ust cannot be strained. As the Joint Committee'srepor puts it: "W1t may a appear that an inappropriately low standard of conduct isapplicable to the IRS." Joint Committee Study at 167. Thus, the Joint Committeestaff recommends that the standards be revised to incorporate a higher standard ofbehavior by the IRS, similar to that for practitioners.TEI agrees that a higher standard of conduct for IRS personnel is appropriate andrecommends adoption of the Joint Committee staffs recommendation.

2. Failure-to-Deposit Penalty
The Joint Committee staff and Treasury Department make several recommenda-tions concerning the four-tier failure-to-deposit penalty under section 6656(b). Al-though both suggest that no new legislation be enacted in this area for two years-in order to give the recent statutory changes time to be evaluated-the Joint Com-mittee staff adds that the Treasury Department should consider revising its depositregulations concerning events that trigger a change in the deposit schedule in alater calendar quarter. This Would give the IRS an opportunity to notify the tax-

p ayer of the change in status before it takes effect. It would also give the depositortime to recognize its new obligations and adjust its operating procedures accord-ingly. Both studies also recommend that the IRS continue'to work with pall serv-ice providers to expedite resolution of problems where a single error or mishap mayaffect multiple taxpayers. Joint Committee Study at 139-140; Treasury Report at96.
TEI supports these recommendations, but suggests that consideration be given toimplementing a mechanism to identify third parties who can provide an oral re-sponse to the IRS and receive information in return-without resorting to the time-consumning method for obtaining a power of attorney. Based on reports from ourmembers, TBI understands that at least one District Office has experimented withincluding a unique identifying number on each notice of proposed penalty. If a callerresponds to the notice and provides the name and em ploy er identification number(EIN) of the taxpsiyer and the identifying number, the IRS assumes the caller is au-thorized to disc.. the matter, eliminating the need for a power of attorney arnd pro-viding- a swift re..olution of any questions. TEI recommends that such a procedurebe implemented.

CORPORATE TAX SHELTERS
A Background

As a professional association of in-house tax executives, TEl offers a different per-spective on corporate tax shelters from other organizations. The Institute does notrepresent the so-called tax shelter promoters and developers (including investmentbankers) who either sell or facilitate the transactions. Nor do we represent the pro-fessional advisers (be they attorneys or accountants) who opine on the legitimacyof the arrangements. Rather, TEl's members work directly for the corporations thatregularly enter into business transactions that require an analyi of teir tax bene-fits and burdens. These companies have professional staffs dedicated to minimizingtheir tax liability while ensuring compliance with the law. To this end, these compa-nies evaluate particular transactions (whether developed by their own staffs orbrought to the companies by outside advisers or promoters), decide whether or notthese offeringspss muster-nc . only in terms of the substantive requirements ofthe tax law but importantly, in terms of their own business needs and corporateculture"-and, if they proceed, report the transactions on their tax returns and de-fend them on audit. Ultimately, of course, these companies face potential exposureto sanctions (and public opprobr-ium) should their analysis of a transaction not besustained. In other words, TEI's members are in the thick of it. We along with thegovernment have the most at stake in trying to craft an equitable tax system thatis administrable.
Although I am here today on TEl's behalf; I wish to provide some context for mytestimony about my role as Chief Tax Executive for BellSouth Corporation. I havebeen a tax professional for nearly 30 years, and have been employed by BellSouthfor half of that period. As the company's senior tax official, I am ultimately respon-

28 The Treasury Report is silent on this issue.
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sible for the more than 65,000 federal, state, local, and foreign returns that
BellSouth files each year. The company's aggregate tax payment. for 1999 exceeded
$4 billion.

Given the size of that number, it should go without saying that I take my Job seri-
ously. In discharging my duties, I oversee a staff of more than 100 individuals. We
see our job as twofold--first, to ensure BellSouth's compliance with the state, local,
federal, and international tax laws and, second, to serve the company's shareholders
by ensuring that we pay only the taxes required by law. This second facet of the
job is not new and it is not something that we shrink from defending. Concededly,
some proponents of change pejoratively describe today's tax department as a "profit
center," but the truth of the matter is that the desire to reduce-and the legitimacy
of reducing--one's tax liability is as old as the Rosetta Stone s and as legitimate
as seeking shelter from the cold or rain.27 Thus, although TEl agrees that action
is necessary to address the tax shelter problem, we believe those who wish to con-
sign corporate tax departments to the role of scriveners, filling out tax returns, fun-
damentally misunderstand the historical, and we submit wholly proper, role of in.
house tax professionals.

TEl believes that those who proceed on the assumption that tax executives nei-
ther understand nor willingly embrace our professional and legal responsibility to
ensure our companies' compliance with the tax laws do us, our companies, our
shai~bholders, and--equally Important--the tax system a disservice. To be sure,
there may be taxpayers who wilffully or inadvertently cross over the line, just as
there may be practitioners, promoters, revenue agents, government lawyers, and
others who do the same. We question, however, whether there is sufficient empirical
evidence to call the problem pandemic.28 Let there be no mistake: TEl supports rea-
sonable administrative, judicial, and legislative steps to address the tax shelter
issue, but the steps must be measured, targeted, and based on fact, not feeling.
Thus, we take to heart the suggestion that inflamed rhetoric and untempered gen-
eralizations have no place in this debate. Moreover, while it is true that public con-
fidence in the tax system may decline if the tax systeini does not respond to non-
compliance or to sham transactions, we also believe that public confidence can be
equally Impaired by the enactment of overreaching and overbroad legislation.

2
6Charles Adams, For Good and Evil: The Impact of Taxes on the Course of Civilization 15-

25 (1993).
27That tax planning by itself violates no moral code or substantive provision of the tax law

has long been confirmed by the courts. Perhaps the moat famous formulation of this axiom is
Judge Learned Hand's: "(Alnyone may so arrange his affairs that his taxes shall be as low as
possible; he is not bound to choose that pattern which will best pay the Treasury; there is not
even a patriotic duty to increase one's taxes." Helvering v. Gregory 69 F.2d 809, 810 (2d Cir.
1934), affrd, 293 U.S. 465 (1935) ("he legal rioht of a taxpayer to derase the amount of what
otherwise would be his taxes, or altogether avoid them, by means which the law permits, cannot
be doubt") .in that the rcs level of noncompliance owing to so-called tax shelter ac-29Whil scg eleetivity may be difficult to quantif, TEl is very much concerned about broad statements of the
enormity. of the problem without empirical support. We are pleased that the IRS recently an-
nounced its intention to attempt to identify the scope of the problem. Assuming the methodology
of the RSs initiative is sound (and does not rely on revenue aents and others self-dfng
tax shelters as any transaction that produces a tax benefit they disagree with), it should mean-

inflycontribute to the process. On a related subject, TEl is also concerned about claims that
te decline in corporate tax receipts is attributable to tax-shelter activity. To our mind's eye.

the unsubstantiated claims approach demagoguery and seem more intended to obscure than ilu-
minate the important, and complicated, issues raised by this subject.

An objective analysis of the causes for declining corprate tax receipts and rising book profits
would liely disclose a number of complex factr. Understanding the phenomenon requires a
thorough analysis of book and tax accounting differences-a topic as complex as the Code itself
For example, there are many instances where the Code requires substantial one-time book_
charges (fr plant closings restructurIns environmental cleanups, or simply to changetebo
accountn treatment for liailities such as pensions or retiree health care) to be deferred and
dededd over time. Many companies accrued massive book charges for such items in the early
1990s and are only now claiming the related tax deductions. At the same time, companies have
made significant investments in productive capital equipment in the 1990s. The tax law permits
much more rapid recovery of the costa throzg acclerated depredation. There are likely other
signfcant contributing factors as well, including book and tax differences in the treatment of
foreign-sue income, nonqualifled stock options, and loss or tax credit carryforwards especiallyy
alternative minimum tax, foreign tax, and research credits). Finally,ithere may be other causes
for the decline in corporate tax receipts such as the increasing use of puss-through entities, sta-
tistical aberrations arising from large one-time refunds (for tax litigation arising in prior tax
years), or declines inteA Is enforcement activities.
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B. Nature and Scope of the Perceived Problem
Before enacting expansive leIslation dealing with corporate tax shelters, Con-

g ss ela~ oht s and to answer the question "What ls-meant byth em'corporate tax shelter?" It is not a question whose answer can be assumed
It is likewise not a question whose answer can be put off indefinitely. Whether you
view the solution as1in in increased disclosure, the enactment of an economic sub-
stance doctrine or business purpose test, the imposition of new penalties, or "just"
the racheting up of the ilLS's enforcement activities, the definition must be both
knowable and known. Although progress has been made on this issue in the last
year, TEl continues to question whether sufficient progress has been made to justify
all the Administration's legislative proposals.

Thus, TEI remains concerned that some of the Treasury Department's (and the
Joint Committee staff's) proposals rely too much on amorphous and unworkable con-
cepts that pose challenges to tax administration and may well sweep into the "tax
shelter" net many legitimate transactions for the simple reason that they produce
a tax benefit to the taxpayer. Unless the definition (or target) is clear--or, at least,
considerably clearer than it currently is-there will remain too great a possibility
that the vague label "tax shelter" wil beinvoked as a shibboleth to cut off debate.2~
To be sure, the effect of such a broad-brush approach may be to prevent certain abu-
sive transactions, but it may also be to vitiate a taxpayer's right to minimize its
tax obli atlons without first examining the facts and circumstances of a particular

trnaton and then assessing how its business purpose and economic substance
comport with the explicit proviions of the Internal Revenue Code. Thus, TEl sub-
mits that any legislative action addressing abusive or over-aggressive transactions
must acknowledge the role of legitimate tax planning to minimize corporate tax ex-
pense. Legitimate tax planning can include transactions undertaken solely for tax
reduction purposes, such as financing a company with the issuance of debt rather
than equity, and a taxpayer should not have to proceed through litigation to vali-
date legitimate tax planning.

We have gone on at some length about the definitional problems not because we
seek to impede any meaningful action by the Treasury Department, IRS, and Con-
gress but rather because we take seriously our obligation to help improve the sys-
tem. W'I ares that the current situationi cannot be ignored. As tax executives, we
see the challenge to the tax system every day. The unrelenting complexity of the
law breeds opportunity. 30 The interaction of various intricate prvsosof the Inter-
nal Revenue Code leads to uncertainty for tax a er.bu h propeimisnfsa
planning and the line between legitimate and illegitimate transactions. Moreover
the uncertainty encourages some-especially those who stand to reap substantial
fees and rewards with little or no risk of loss-to abuse or game the system. While
the evidence is only anecdotal, TEI is very much concerned that abusive products
or transactions are being developed, marketed, and purchased. In our view, this
phenomenon poses a challenge to the efficacy of the tax system. If the problems of
abusive products or engineered transactions is not effectively addressed, the integ-
rity of the txsystem may be weakened or, at a minimum, the perception of the
tax system's fairness impaired. Hence, action is required.

At the same time, there is no simple, easy solution to the corporate tax shelter
"problem." The key is realistically assessing the causes of the problems and then
designing measured, balanced approaches to dealing with them without adding even
more complexity to the already overburdened tax claw. In the final analysis, rules
must be developed that encourage all participants to exercise self-restraint. Ulti-
mately, it is the corporation that is responsible for what is reported on its tax re-
turn, but in our view it is wrong to suggest that the problem lies only with tax-
payers themselves and that the solutions should be directed only at them. Accord-

29For example, we note that Thomas J. Smith, Director of the ERS's Heavy ManufacturngConstruction, and Transportation Industry, reported in January that, as part of the IRS's'data-
gathering process, it had discovered that some agents had erroneously characterized research
tax credit claims as "corporate tax shelters."

-30 TEI believes it is necessary to recognize the part that Congress, the Treasury Department,
and the IRS each play in creating an environment in which so-called corporate tax shelters can
flourish. Each of the government players, too, bears responsibility-for how the law reads
(warts, "discontinuities," and all) how it is interpreted, and how it applies. Thus, TEI must ac-
knowledge its frustration that lue Administration has not sought to address either the -coin-
plexity tat characterizes the tax law or the unfair, one-sided provisions that, while crafted for
a "pro-government"spurpose, are often turned on their head by taxpayers in what is later
deemed to be a tax welter. For example, the contingent payment regulations that the taxpayer
invoked in the ACM case were drafted by the government in a manner to be used against tax-
payers; the taxpayers in that case simply tried to utilize the rules for their own benefit. An
evenhanded rule would not have presented even the opportunity for abuse.
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InlTEl is pleased that the Treasury Department, the staff of the Joint Comn-

mitte on Taxation, and others have concluded that attention must be paid to both
the promoters of tax-advantaged products and to the outside advisers whose opin-
ions facilitate the marke of such product.. We are certil not claimn that
sophisticated taxpayers amrelvlctlms," but in our view the seolutions mustreac the
organizations and advisers who put unduly aggressive "products" into play.8 1

C. The Manner in which the iS and Courts Have Addressed Tax Shelters
The question must be asked whether the Treasury Department has sufficiently

demonstrated that the provisions of the current tax code are inadequate to stanch
the perceived growth of tax shelters. TEI agrees that there is a pwerful array of
tools available to address abuses-from substantive provisions alrady in the tax
code to the authority to issue notices and regulations to enhance disclosure and halt
spific abuses, to the ability to target transactions for litigation using one or more
common-law anti-abuse doctrines. just last week, the Treasury Department dem-
onstrated the breadth of its array, moving to issue tax shelter registration and cus-
tomer list regulations (directed at promoters), tax shelter disclosure regulations (di-
rected at taxpayers), and acted to shut down a so-called debt straddle.32

Experience teaches that these tools can be and have been successfully invoked to
curb questionable transactions. For example, there have been a number of cases In
which the courts have upheld the IRS's challenge to the business purpose or eco-
nomic substance of a transaction that generated significant tax benefits:" Although
we may not subscribe to the view that all of these decisions involved 'corporate tax
shelters," we believe that the cases illustrate the arguments and resources-and
powr-the IRS can successfully bring to bear when it concludes that taxpayers

haen aged in improper transactions.
In ad~tion, the Treasury Department and the IRS have not been reticent to issue

regulations, rulings, and announcements challe gigthe purported tax benefits of
certain transactions. For example, Rev. Rul. 991,1999-13 I.R.B. 3, addresses so-
called lease-In/lease-out (LILO) real estate tasctions, which often involve the

leasingpopet by a foreign party, often a municipality, to a U.S. taxpttyer, fol
lowed by te sublease of the same property by the U.S. taxpayer to the foreign
party. Explaining that the transactions are structured to produce significant tax
benefits based on the deduction of prepaid rent with little or no business risk, the
ruling states that the IRS will scrutinize LML transactions for lack of economic
substance and, where appropriate, recharacterize these transactions for tax pur-
poses based on their substance. 3 ' Most recently, the IRS issued Rev. Rul. 2000-12
to curb so-called debt straddle transactions.

Finally, the Treasury has proven effective in persuading Congress to act to amend
the Internal Revenue Code where legislation is necessary topevent taxpayers from
receiving unintended benefits. An example of such legislation is the amendment last
year of section 357(c) to prevent the artificial creation of basis. See Pub. Law No.
106-369 §3001 (1999).

Nonetheless, TEI believes that more can and should be done to encourage the IMS
to employ-within the bounds of sound administrative practices and the exercise of

31TEI also believes that, since the problem extends beyond corporate taxpayers (with someof the suspect products' being sodt atesisadivdasayslton crafted by Con-
gress should not be confined to coprtios32 T.D. 8875, T.D. 8876; Rev. Rul. 2012 ; Notice 2000-15; and Announcement 2000-12.

333Se, e.g., ACM Partnership v. Commissioner, 73 T.C.M. 2189 (1997), affld in part, re-vd in
part, 167 F.3d 231 (3rd Cir. 1998) cert. denied, 119 S. Ct. 1251 (1999); ASA investerig Part-nershiv. Comisine,7 TCIL. 325 (A998), affd, -F.3d- (D.C. Cir. Feb 1200)
Unie Parcel Service of America," Inc. v. Commissioner, T.C. Memo No. 268 (1999)- 6 mpaq
Computer Corporation v. Commissioner, 113 T.C. No. 17 (Sept. 21, 1999); IRS industrie v.
Unite States, No. C97-206 (N.D. Iowa, Set. 22, 1999); Winn-Dixie Stores, Inc. v. Commis-
sioner, 113 T.C. No. 21 (Oct. 19, 1999); an Saba Partnership v. Commissioner, T.C. Memo.
1999-359 (Oct,-2-7, 1999).

"Some examples of the Treasury Department's and the IRS's using their regulatory power
to challenge certain classes of transations include the partnership anti-abuse regulations
(Treas. Reg. §1.701-2), the anti-conduit financing regulations (Treas. Reg. §1.881-3 and Prop.
Reg . §1.7701(l1)-2), and recently proposed regulations concerning fast-pay stock (Prop. Reg.
§1L7701(1)-3). Moreover, the Treasury Department and the IRS have acted to jn'e-mpt many
transactions by formally announcing an intention to issue regulations attackin transactions
with which they disagree. Examples of such administrative notices include those involving-fast-
pay stock (Notice 97-21, 1997-1 C.B. 407), foreign tax credit transactions (Notice 98-6, 1998-
3 L1KB. 49), and transactions involving foreign hybrid entities (Notice 98-11 1998-6 IRB. 13).
The Treasury has on occasion made its notices retroactive, which by itself cfissuades taxpayers
fr~om underakn trasactions, that the government might deem abusive. The foregoing lit isnot exhaustive, but it does illustrate the TreasuY' n h R' iligesadaiiyt
challenge abusive transactions without new legislation.
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ial dsetion and congressional oversight--its current statutory and corn-
sustantve and administrative tools to curb transactions that are per-

ceived as tax shelters. This includes the assertion of existing penalties in appro-
prite ass. The IRS must Identifyiswrla requirements in order to determine

staffing needs. Thus, we support the ERS's current initiative, through its Just estab-
lished Office of Tax Shelter Analysis, to Identify and quantify potentially troubling
corporate transactions. If that review determines that the majority of the "shelters"
are in specific areas, then targeted solutions can be enacted.

Moreover, Congress must bear up to its responsibilities and ensure that the IRSis consistently well-funded with apprpitos TbefeciethISmust have
a well-trained workforce, and nowhere is this more true than with respect to the
complex transactions that have been challenged as corporate tax shelters. Congress
should ensure that the IRS has stable funding to meet its ongoing training needs.
D. Additional Steps that the Administration Can Take Under Current Law

Before enacting new legislation, the Finance Committee is right to ask whether
there are additional steps that can be taken under current law. TEI believes there
are. More fundamentally, we believe that there are administrative and regulatory
steps the Treasury Department and the IRS must take even if legislation is enacted
to enhance the disclosure of questionable transactions or otherwise address the tax
shelter issue. Stated differently, the tax shelter problem is not one that Congress
alone can cure. There is no legislative panacea, no single step or series of steps that
Congress can take and thereby relieve the Treasury and the IRS of their ongoing
responsibility.

TEI is pleased that the Treasury Department has moved to implement Congress's
1997 decision to require the registration of corporate tax shelters. The Institut ha

notye 7 oiplse its analysis of the proposed and temporary regulations issued last
week, but we are convinced that the regulations (even if requiring revision) will help
the IRS obtain useful Information about corporate transactions that should be au-
dited and then take additional action-through enforcement proceedings, regulatory
changes, or targeted legislative action. TEl is not yet in a position to wholeheartedly
endorse all the specific provisions of the Treasury's recent regulations involving the
disclosure of ureportable transactions" by taxpayers on their tax returns. We do,
however, endorse the Treasury's taking te initiative to promulgate the regulations
and thereby test whether current law is sufficient to satisfy the government's need
for additional information.

These commendable steps notwithstanding, TEl believes the Treasury and the
IRS can do more under current law. For example, questions could also be asked
about the government's use of section 7408, which gives the government the author-
ity to enjoin tax shelter promoters, and section 7609(f), concerning the issuance of
so-called John Doe summonses to promoters. (The requirement in the Treasury's
temporary and proposed regulations for promoters to prepare and retain client lists
should facilitate the issuance of such summonses.) Moreover, the Treasury can move
to revise the standards of conduct that govern return preparers and other practi-
tioners--a step that Secretary Summers announced last week would be taken.

Perhaps more important, some have questioned whether the IRS has made ade-
quate use of section 269 which authorizes the IRS to disallow tax benefits in re-
spect of acquisitions maAe to evade or avoid income tax. Surely before enacting a

S ratly expanded section 269 to disallow deductions, credits, exclusions, or other al-
lowances obtained in tax shelter transactions (or- before codifying the business pur-
pose doctrine or economic substance test), the Treasury Department and the IRS
should be called into account for its current use-or disuse--of section 269. Simi-_
larly, we suggest that before Congress acts on proposals to double the accuracy-re-
lated penalty, it should receive testimony from the IRS on both how frequently the
current 20-percent penalty has been asserted (and sustained by the courts) and
whether there is any evidence that the level of the penalty is insufficient to encour-
age compliane.

Stated simply, TEI believes that there can be no substitute for an effective en-
forcement program by the IRS. No statute or series of statutes, no single or group
of ex ante pronouncements, can eliminate the need for a well-trained workforce that
has the financial resources and the managerial will to get the job done. In other
words, the Institute believes the- Administration should utilize all appropriate en-
forcement tools currently at its disposal, including the wider use of focse informa-

35 It may well be that compliance is affected more by the certainty (or uncertainty) or applica-
tion than by the level of the penalty.
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tion document requests and the assertion of penalties in appropriate cases.3M The
Treasury Department should also consider whether an amendment to the applicable
penalty regulations--most notably, Treas. Reg. 1.688464c), relating to a taxpayer's
ability to rely on an adviser's opinion in establishing its eligibility for the reasonable
cause exception-lis appropriate. 37 The regulations that were issued last week are
a step in the right direction.
R. The Need to Ensure that Any Legisat~ion Is Focused and Not Counterproductiue

To the extent Congress determines legislation is necessary TEl believes that it
must be measured and restrained. Any response must careRuly balance the benefit
oDf any legislative proposal against the posbeadverse consequences, including the
liklihoodtht the provision would unduly interfere with routine business trans-

actions and legitimate tax planning, impose needless complexity, and inevitably op-
erate as a tax increase. It is imperative that Congress not overreact and enact a
genei~al anti-abuse rule (sometimes referred to as a "super section 289" provision)
that would permit IRS agents to disallow transactions ba solely on a subjective
finding that the taxpayer~a a significant purpose of tax avoidance in entering into
a transaction. Such a p rovislon would be exceedingly disruptive to ordinary business
transactions and tax planning.

We also think that care should be taken not to enact far-reacIng- legislation with-
out assesing whether the Treasury's and -IRS's administrative actons are pro-
ducing the desired result. TEI believes that a major portion of the problem can be
sucesul addressed through eed disclosure, and further believe that the
Treasury Department's reetregulations, especially those involving- promoters go
a long way toward addressing gape in current law. Before enacting new legiasaon,
we urge Conrs to assess whether these changes are sufficient and, if not, work
to fine tune tem rather than to "pile on* one provision after another. Stated dif-
ferently, the solution to this problem likely does not lie in adding pages to the Code.

1. The Economnic Substance Doctrine Should Not Be Codified
TEl believes that it would be counterproductive for Congress to coiyte eco-

nomic substance doctrine, as proposed by the Administration in its Fnical Year 2001
budget, Adopting a test such as that proposed by the Treasury Department will
prove at once both overinclusive (ensnring transactions that are wholly legitimate)
and underlneclusive (failing to catch so-me abuses that should be stop) Deter-
mining whether the present value of "the reasonably expected pretax profit" from
transaction is "insignificant" relative to the reasono nably expected federal income

tax savings" a transaction may generate is a highly subjective inquiry. Indeed, even
the Treasury Department recognzes that this proposed standard cannot be applied

to .&aci, transactions. (The Tesury thus propoe a special rule for such trans-
actions, which in our view is equaly cumbersome.)" s

The economic substance doctrine was developed by the courts to supplement, or
Povde a backstop to the Internal Revenue Code's substantive provisions. It is clear

mthe recent ISvictories in court that, when the IRS becomes aware of a poten-
tially abusive transaction, the courts are willing to utilize the doctrine (or te re-
lated judge-made rules concernn shams, business purpose, substance over form,
and step transaction) to prevent abs. TEI is concerned that codifying the common
law doctrines would further complicate and confuse the system and undermine not
only legitimate tax planning but the courts' willingness and ability to a p ply other
judicial- doctrines in the event the codified rule does not reach a particua type of

trnsction.
2. The Focus Should Be on Meaningfl Disclosure

Disclosure of information to the IRS is a most effective element of tax enforce-
ment. Corporations are already required to reconcile their book and taxable incomes

36Concomitantly with the controvc.-y about corporate tax shelters, the IRS has built an im-
pressive track record in cssit pecives as abusive. See, e.g., Jacobs Engineeng Grop Inc.

-v. United States 97-1 UaS.T.C. 50e,340o, at 87,755 (C.D. Cal. 1997), affd 99- U.S.TC. 50,335
at 87,786 (9th (sir. 1999); The Limited, Inc. v. Commissioner, 113 T.C. No. 13 (1999), as wel
as the cases liated in footnote 32. What was missing was thKe IRe' willingness and ability to
successfully assert penalties against sophisticated taxpayers. Significantly, the IRS -hs begun
to assert and the courts sustain penalties against large corprate taxpayers. See Compaq Com-
puter Corp. v. Commissioner, 113 T.C. No. 17 (1999) and United Parcel Service of America v.
Commissioner, T.C.M. No. 268 (1999). This is a significant development, for it not only under-
b'cres the continuing vitality of the common law business purpose doctrine and economic pur-
pose test but cannot help but prompt otherwise iv tapayers to moi herbhair

37For example, revised regulations could provide that a taxpayer may not rely on the opinion
of a profesional adviser that fails to contain a complete and accurate description of the fact's
underlying the tranaction.
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on Schedule M-1 of the tax returnWsIndeed, the examination of corporate taxpayers
generally centers around the book and tax differences disclosed on that schedule.
During the course of an examination, taxpayers must expend considerable resources
explaining, justIng, and supportn the differences. As a result, it is odd that the
Treasury and Joint C'ommlttee stffboth focus on book-tax differences as an indi-
cator ofa corporate tax shelter. These differences are not so much "indicators" asl
they are an unavoidable byproduct of the Internal Revenue Code that Cogrss-
oftein with Treasury's direct support-has crafted. Mr. Chairman, I do not believe
my company had any corporate tax shelters on the 1998 tax return that was filed
last September. But I do know that we had more than 125 separate items disclosed
on our company's Schedule M-1 reconciling book and tax income.

The country's largest 1,7I00 companies are subject to continual audit by the IRS
as part, of the CEP program, but proponents of legislation down lay the significance
of &'i. Hence, the Joint Committee staff's study states that "aulits of large corpora-
tions typically follow an agreed agenda of issues that is negotiated by the IRS and
the corporate taxpayer" and both the Treasury Department and the Joint Com-
mittee staff refer repeatedly to the "audit lottery." See, e.g., Joint Committee Study
at 212. Taxpayers do strive to work cooperatively with the IRS, but they certainly
are not capable of "walling off" some issues from examination. In practice, it is the
IRS audit team that determines what transactions will be scrutinized. It is the IRS
audit team that determines what information it needs. And It is the IRS audit team
that ultimately determines what adjustments to propose. Any implication that large
corporate taxpayers can win the "audit lottery" by narrowing the scope of the audit
doss not reflect the realities of the examination process. Mr. Chairman, you and the
Committee may be assured that when large tax payers have a new, non-routine
Schedule M-1 item on their return, it will be examined.

3. Possible Expansion of Disclosure Requirements
One notable deficiency in the current system is the lack of downside risk to those

who promote corporate tax shelters.39 The Treasury Department moved to address
this shortcoming last week by promulgating proposed and temporary regulations
under sections 6111 and 6112.40 TEI believes that promoter disclosure could effec-
tively operate as an "early warning" system that enables IRS and the Treasury De-
partment to evaluate "engineered transactions" and to issue guidance-whether in
the form of notices rulings, or regulations-shutting them down before they pro-
liferate. This will also enable the IRS to marshal its resources and focus on exam-
ining transactions, including those undertaken by non-CEP taxpayers (individuals
and middle-market and small companies) for whom the perception of the risk of de-
tection is, in fact skewed by the "audit lottery."

TEI believes that an effective system will impose the obligation for early disclo-
sure on the promoter.41 Because taxpayers will be required to make a detailed dis-
closure on their tax returns in order to avoid penalties, we do not support the impo-
sition of a duplicate early disclosure requirement on taxpayers.' 2 As previously sug-

3 Under section 6662, disclosure can have the effect of immunizing taxpayers from the accu-
racy-related penalty, but disclosure will not have this effect if a tax-shelter item is involved.
Ironically, then, current law has the perverse effect of discouraging disclosure of such items.39 Thus, TEl agrees with the Joint Committee staff and Treasury Department that the tax
system may require adjustments to better balance the cost-benefit analysis undertaken by pro-
moters. Otherwise, a promoter may have little incentive to stop marketing abusive products. We
note that some have argued that promoter fees are the "oxygen" vital to the fire of tax shelter
products and they have therefore proposed that promoter penalties should be as much as 50
percent of the fees earned on the product and, fi-ter, that they be crafted so that the pro-
moters cannot avoid the incidence of the penalty by passing on the risk to clients. While TEl
believes that these proposals merit consideration, the Institute has not yet completed its anal-
ysis. We do believe, however, that should new promoter penalties be enacted, they should afford
promoters an independent review process that is separate from the examination of the tax-
payer's return. Moreover, any legislation should make it clear that where a taxpayer implements
a sound tax planning idea in an abusive manner, penalties should not be imposed on promoters.40 Because section 6111(d) focuses on confidential corporate tax shelters, it may not prove suf-
ficient.41TEI believes that a key to an effective early wang system involving promoters is the de-
velopment of clear "t ~gera" flor diqlosrjre. Althouighth Inshtute has not completed its anal-
ysis of the Treasur Department's Jtist released proposed and temporary regulations, we are
heartened by the general approach, including the provision allowing promoters to seek a ruling
whether their particular transaction must be registered. The purpose of promoter disclosure, of
course, is to alert the IRS that it might wish to examine the transaction or to issue guidance
on the tax treatment the IRS intends to accord to the transaction.4 2The Treasury's legislative proposal calls for the taxpayer to disclose particular transactions
twice-once on or before the unextended due date of its return (in a filing with the IRS National
Office) and a second time when it files its return (by attaching a statement to its return). TEl
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gestd, for early disclosure to have the intended salutary effect, the IRS and the
Trasury must undertake to analyze and take appropriate action on the disclosed

transactions.
la~ addition, TEl believes steps can be taken to enhance the value of return disclo-

sures by taxpgyers themselves, even beyond the requirements set forth in the pro-
Posed and temporary regulations released last week. One means of ensuring that
IRS examiners will not miss issues, even in respect of CEP tapayers, is to require
a taxpayer to attach a copy of the promoter's disclosure notice% the taxpayer's re-
turn. Furthermore, the specific types of information that must be disclosed on the
return in respect of certain transactions could be specified, either by Congress in
the statute or in regulations.43

4. The Senior Corporate Officer Mtteatation Propoal Should Be ejectedd
It has been proposed that Congress require the Chief Financial Officer or another

senior officer to certify that the facts disclosed (or reported on a return) about a tax-
shelter transaction are true and correct. Indeed, some proponents of legislation have
characterized such an attestation requirement as essential to any successful effort
to curb abusive tax shelters. TEl regrets that this attestation proposal misses the
mark. It misapprehends the role of the tax department as well as the CFO, it im-
pugns the integrity and professionalism of both, and it ignores how an attestation
provision would adversely affect the examination process. TEI strongly opposes its
enactment.

Stated bluntly, the senior officer attestation proposal obfuiscates the issue because
t prcesfrom a faulty premise that companies do not enter into major transi-
acin nwingly and that the people who prepare and sign billion-dollar corporate

returns do so cavalierly. Corporate tax returns are already filed under penalties of
e ry While I will not p resume to speak for all my peers, I assure you that when
is ed BellSouth's 1998 federal Income tax return last September, reflecting fed-

eral income tax payments of $1.6 billion, I took my return-signing duty seriousl.
As one commentator noted: "(hf the corporate tax manager does not have full know -
edge of the facts of the corporation's tax-motivated transactions, why is he signing
the return? And if he does not know what is ging on, why is anyone's signature
on the extra form necessary, except -for show "Equally Important, it is totally
without basis for proponents to say that company's CFO and the other senior offi-
cers who might be subject to the attestation provision would permit abusive trans-
actions but for te sanctions that might flow from the proposal.' 8

Mr. Chairman, TEl's objections to the attestation prooa go beyond its denigra-
tion of the professionalism of corats tax directors. The prooa poses a serious
threat to the efficient operation of corporate tax return p reparation and, especially,
the examination processes. If enacted, the propoal could lead to focusing not on the
underlying transaction but on the attetation. Hence, the key would not be whether
a transaction passes muster under the law, but rather "what did the senior officer

~-know and when did he know it?" Such inquiries could well result in intrusive or
threatening examination practices that the 1118 Restructuring Act was enacted to
prevent_."Indeed, the proposal could easily spawn suspicion and distrust about the

questions whether the case has been made for requiring taxpayer disclosure other than with
the tax return. This is especially the case in light of the Treasurys actions in respect of pro-
moter~ disclosure.

43TEl has not yet completed its analysis of the proposed and temporary disclosure regula-
tions, but we support the objective, transaction-focused approach taken by the Treasury Depart-
ment.

"4Lee Sheppard, "Slow and Steady Progrees on Corporate Tax Shelters,' Tax Notes 194 (July
12, 1999). Some proponents of the attestation requirement hvprviously expressed surprise
atTs opposition to the proposal, casting that the reuirement would take in-house tax
professionals "off the hook" by transferrng responsibiiyt h F raohrsno oprt
officer. Whether short sighted or not, we take our profesional repnibility to our companies
and to our tax system too seriously to support such a pastebustraotegy.

45A proposal in the Administration's Fiscal Year 2001 budget would hold the corporate officer
personally liable for any misstatements on a "reportable transaction" disclosure statement;
moreover, heightened penalties would apply where fraud or gosnegligence affect the
misstatement. The bu etpropoasa, however are lacking indti=aotteauean1cp
of the primary persona liability penalty and the heightened penalty for fraud or gross neg-
ligence.

"8Specifically, we are concerned that revenue agents might use the possible assertion of pen-
alties agCs h FO as a lever in their negotiation ofthuneligaxramntwhte
coprate tax director. Thus, the discussiez, could go, as follows: "If you don't concede the merits
of this transaction, I am going to refer your boss' attestation to the criminal investigation divi-
sion." Although according the attesting officer due process rights in respect of any penalty asser-

Continued
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entire return preparation and examination process comparable to that which existed
during the era of the infamous "Eleven Questions" (relating to facilitation payments
to foreign prsons) in the 1970s.

For te foregoing reasons, we urge Congress to reject the senior officer attestation
proposal.

5. Changes to the Tax-Shelter Related Penalties Structure Must Be Measured
Aitho h TEI believes that the primary focus of Congress should be ensuring

meaning and timely disclosure of transactions, we recognize that a comprehensive
approach to this subject reuires an examination of the Code's penalty provisions,
including most particularly the accuracy-related penalty and the multitude of stand-
ards governing taxpayers, tax practitioners, and tax-return preparers. In proceeding,
we urge Congress to keep in mind the following:

a. We cannot help but comment on the complexity of the proposed penalty,, re-
gime set forth in the Joint Committee Study. Although seeking to consolidate
and simplify the various standards to which taxpayers preparers, and pro-
moters are subject, the Joint Committee staff was forceA to create an 11 x 6
matrix to explain the proposal. Joint Committee Study at 245. Concededly, one
of the columns is devoted to listing current law, but it remains that the proposal
is highly complicated and supposes a level of mathematical precision that does
not exist in respect of what in many cases are essentially Judgment calls-does
a transaction legitimately reduce taxes?

b. TEI is very much concerned about proposals to increase the accurcy-re-
late penlty n repect of certain tax shelter transactions to 40 percent. Indeed,

we suggest that a fundamental problem with'the administration of the current
20-percent penalty is that it is so high that it is rarely asserted against cor-
porate taxpayers. Where penalties are disproportionate compared with the con-
duct involved, agents may be inhibited from asserting such penalties. Witness,
for example, the penalty for errors involving qualified plans before the inter-
mediate sanction rules were enacted. Because the stated penalty-revocation of
exempt 8status-was uniformly considered too harsh, agents rarely ever asserted
it.117 Thus, while administrative steps should be taken to address the certainty
of application, we do not at this time believe the level of the accuracy-related
penalty should be increased.

c. TEl believes that taxpayers should generally not be subject to penalties if
they make a complete and meaningful disclosure about a prouct or transact ion
in the tax return and satisfy the applicable standard. Ifthe taxpayer fails to
disclose a transaction that is subsequently deemed to be a tax shelter and the
taxpayer does not prevail on the merits, the taxpayer should be subject at most
to a 20-percent understatement penalty where it has substantial authority for.
its treatment of an item. On the other hand, if a taxpayer fails to disclose a
transaction that should be disclosed because it meets objective disclosure cri-
teria and the tax payer. prevails on the merits of the issue, it may be appropriate
to impose an information-reporting type penalty on the taxpayer, the rate of
which should not generally be linked to the tax benefits at issue.

d. Given the complex nature of the tax law, TEI believes the enactment of
a strict liability penalty is wholly inappropriate. Penalties should be designed
either to punish purposeful misbehavior or to provide an incentive to behave
properly. Accordingly, we support the retention of the reasonable cause excep-
tion. We do, however believe the scope of the exception should be clarified.
Hence, TEl believes that opinion standards should be revised for purposes of
thei reasonable cause exception. Before relying on an adviser's opinion to avoid
a penalty, the taxpayer must be able to demonstrate that the opinion is based
on the actual facts of the taxpayer's transaction and not an assumed set of
facts.

e. As noted in the section of this statement relating to interest and penalty
reform generally, TEI believes some adjustment to and harmonization of tax-
payer, practitioner, and preparer standards is appropriate to encourage the fil-
ing of more accurate returns. We have concerns, however, about the proposals

tion is important, we question whether that alone will ensure the provision is not used izprop-
erly. Similar concerns make us less than sanguine about requiring companies to publicly dis-
close tax penalties above a certain dollar threshold in their financial statements, as the stf
of the Joint Committee on Taxation has proposed. Joint Committee Study at 225.

47 A collateral effect of the excessive pension plan penalty was to discourage taxpayers from
disclose and correcting errors for fear that the action could result in dlisqualification. With the
advent of the employee plans compliance resolution system and its graded rewards and pen-
alties (i e intermediate sanctions and penalties), taxpayers are much more willing to volun-
tarily discose err-ors for administrative resolution.
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to raise the standards, in respect of both shelter and non-shelter items. Regret-
tably, the complexity of current law would be exacerbated under the Joint Corn-
mittee staff's p proposal to engaft a "highly confident" standard on the Code,
which the staff defines as a f-percent or greater likelihood of success on the
merits if chalenged. Joint Commbittee Study at 240. At one level, we are con-
cerned that the combination of the "highly confident" and "more likely than not"
standards may unleash a torrent of disclosures that consumes valuable IRS re-
sources and distracts revenue agents from issues more worthy of their scrutiny,
Equally important, we are concerned the imposition of higher standards will
leave t~xayers facing penalties where, several years after they grappled with
the v a and interstices of the tax law, a revenue agent or court concludes-
with the benefit of hindsight--that the taxpayer erred in concluding its position
was "at least probably right" (under the 'more likely than not standard") or
"highly confldent."48 This concern is epecially pronounced in light of the Joint

-Committee stalls recommendation tat te reasonable cause exception of cur-
rent law be repealed. Joint Committee Study at 239.

FA Steps to Ensure that Legitimate Business Transactions Are Not Impeded
Care must be taken to ensure that new or existing enforcement tools brought to

bear on corporate tax shelters do not interfere wit legitimate business transactions
or make more difficult the application of an arad cmplex income tax. This
should be a primr consideration of the Committee. If legislation is enacted that
is overbroad or unclear-if It does an insufficient Job of defining what is3 acceptable
and what is unacceptable-it is the corporate community as a whl ha il ufr

TEI believes that the recommendations contained throughout this testimony ad-
dress this issue, but in summary we offer the following:

1. The definition of corporate tax shelter cannot be assumed. It must be known.
Thus while we agree that there will not be as much "pressure" on the definition
if a disclosure-based p reposal is adopted (as opposed to changes to the Code's sub-
stantive provisions), the problems do not disappear. Unless the "indicators " or "trig-
gers" are objective or relatively easy to apply, there will be a likelihood not only of
massive disclosures ("just to be safe") but of potential abuse by revenue agents or
courts using hindsight to impose penalties. Neither of these developments would be
good for tax administration. For this reason, we support the objective approach
adopted by the Treasury Department in its. propoed and temporary disclosure regu-
lations, though some revision or narrowing of the regulations may be approp nate
to guard against their interfering with legitimate transactions or unduly burdening

2Tothe extent a broad disclosure regime is adopted, any requirement for "early
warning" disclosure should be imposed on promoters rather than taxpayers. This
would ensure that promoters of tax shelters will have an incentive not to market
abusive transactions, without unduly burdeningtxaes apyrhwvr
should be subject to more mea nnfu reundslsr eurmns

3. Coges should reject the Siren'se song of senior corporate officer attestation.
So, too should it reject the allure of doubling penalty rates. The IRS and Treasury
would be better advised to develop effective audit strategies and to build the case
for the appropriate assertion of a penalty.

4. The standards for taxpayers, preparers, and advisers should be harmonized.
There are no magical solutions to the corporate tax shelter phenomenon. TEI be-

lieves the keys are (1) encouraging clear and meaningful disclose by tax-shelter
promoters and taxpayers; (2) substantially dinftig the risk-reward profile for tax-
shelter promoters; and (3) clarifying that tax optionss" based on assumed facts and
circumstances unrelated to the taxpayers' will not be sufficient to excuse taxpayers
from disclosure or understatement pnalties. Solutions to the tax shelter dilemma
must be carefully targeted and should not exacerbate the problem by adding further
complexity to the Internal Revenue Code or by transforming a putatively neutral
IRS examination process into an adversarial--even prosecutorial-Lsearch for "bad
actors."

CONCLUSION

Tax Executives Institute appreciates this opportunity to present its views on the
interest and penalty provisions of the Internal Revenue Code. Any questions about
the Institute's views should be directed to either Michael J. Murphy, TEl's Execu-

"It should also be recognized that the person making the decision whether the taxpayer was
Nat least probably right" or assessing the corrness or the taxpayer's 'highly confident" claim
(i e revenue agent, Appeals officer, or court) would not even reach that question until con-
cludi that the taxpayer was wrong on the merit.
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tive Director or Timothy J. McCormally the Institute's General Counsel and Direc-

tor of Tax Aiirs. Both individuals may 6e contacted at (202) 638--5601.

_____PREPARED STATEMENT OF JONATHAN TAusmAN

INTRODUCTION

Mr. Chairman~ Senator Moynihan, and distinguished Members of the Committee:
Thank you for giving me the opportunity to appear-before you today to discuss two
important issues--the interest and penalty provisions of the Internal Revenue Code
anadie problem of corporate tax shelters.

On October 25, 1999 the Treasury Department issued a report on the interest
and penalty regime in the Internal Revenue Code. The report was mandated by Sec-
tion 3801 of the Internal Revenue Service Restructuring and Reform Act of 1998
(RRA98). The report reviewed the administration and implementation of those pro-
visions and made appropriate legislative and administrative recommendations. I
will focus on the mai aspects of this report later in my testimony. However, I
would first like to address the problem of corporate tax shelters.

In the past the Commttee on Finance has reacted quickly and appropriately with
legislation when confronted with issues that posed grave consequences to the tax
system, such as the use of tax shelters by individuals in the 1970's and 1980's and,
more recently, the development of particular abusive transactions. As indicated b
Secretary Summers

this morning, we believe that the use of corporate tax shelters currently rep-
resents the most serious compliance. problem facing our tax system.

My testimony today will focus on the reasons for our concerns, the steps Treasury,
the Congress, and the IRS have undertaken to date to address this problem, why
this current a approach is inadequate and legislation is necessary, and wh at our legis-
lative proposals entail.
1. Corporate Tax Shelters
A General Discussion and Backgraund

Over the last several years, the Treasury Department has become increasingly
aware and increasingly concerned about the proliferation of corporate tax shelters.
These concerns range from the short-term revenue loss to-the tax system, to the po-
tentially more troubling long-term effects on our volintary' income tax system. In
its FY 2000 Budget, released in February 1999, the Administration made several
proposals to inhibit the growth of corporate tax shelters. These proposals generated
significant commentary from the corporate and tax practitioner community.

In July 1999, the Treasury Department issued its White Paper, The Prblem of
Corporate Tax Shelters: Discussion, Analysis and Legislative Proposals. This report
discussed more fully the reasoning unde rlyng the Budget proposals relating to cor-

rate tax shelters, provided a description and analysis of the comments on the
dgproposals, and provided, in lih of these comments, refinements to those

proosas.These refined proposals are contained in the Administration's FY 2001

There have been several other important developments regarding corporate tax
shelters since the issuance of our Y2000 Budget proposals approximately a year

- ago. The staff of the Joint Committee on Taxation has issued its report on the pen-
alty and interest provisions of the Internal Revenue Code. In its report, the staff
found that "the corporate tax shelter phenomenon poses a serious challenge to the
efficacy of the tax system." Similar sentiments have been expressed by the American
Bar Association, the American Institute of Certified Public Accountants, the New
York State Bar Association, the Tax Executives Institute, and many respected tax
executives and practitioners in testimony before the tax-writing committees and
other presentations.

The Treasury and the IRS have issued administrative guidance curtailing the use
of specific abusive transactions in the past year, including "fast pay" stock, "LILO"
transactions, "BOSS") transactions, "chutzpah trusts," and debt straddles. In 1999,
Congress enacted legislation addressing corporate tax shelters involving th1e use of
certain liabilities to inflate the adjusted basis of assets. The IRS has won significant
victories in court,' successfully arging that the transactions purportedly giving rise
to certain tax benefits should not be respected becuse the transactions did not pos-

'See e.g., C;ompgaq Cornuter Corp. v. Comm., 113 T.C. No. 17 (1999); IES Industries v. U.S.,
No. C97-6 (N Dowa NO9); Winn-Dixie Stores, Inc. v. Comm., 113 T.C. No. 21 (1999); Saba
Partnership v. Comm., T.C. Memo 1999-359 (1999).
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seas economic substance. Most recently, Treasury and the IRS issued temporary and
proposed regulations requiring registration of confidential corporate tax shelters,
maintenance of lists of shelter participants, and reporting of certain transactions
having characteristics common to corporate tax shelters.

WIth these developments in mind, I would like to emphasize the following points
in my testimony today.

First, despite these efforts, corporate tax shelters continue to be a substantial and
ongoing problem. While Congress, the Treasury Department and the IRS take action
to stop particular transactions as they are uncovered, many abusive transactions re-
main undiscovered and numerous new transactions are created all the time. Our
new disclosure reguations rimarily address the visibility of corporate tax shelter
transactions. Disclosure wi' help the IRS identify and deal with abusive trans-
actions more quickly and effectively. It also is our hope th at the disclosure require-
ments will deter corporate taxpayers from entering in to tax shelters. However, in
the absence of Congrssional action, we do not believe the regulatory disclosure're-
quirements are sufficient to address fully the problem of corporate tax shelters, be-
cause they do not adequately affect the cost/benefit analysis a corporation under-
takes when deciding whether to participate in a particular transaction.

Second, the ad hoc and piecemeal approach that Congress, the Treasury Depart-
ment, and the IRS have employed in the past to address corporate tax shelters is
inadequate. Admittedly, recent court decisions denying. the purported tax benefits
of certain shelter transactions are important. However, litigation is costly and Ineffi-
cient. Moreover, these decisions are after-the-fact actions against shelters--they do
not prevent the design, marketing, and implementation of new and different shel-
ters. Furthermore, even though Congress has enacted certain legislative changes

crigcertain types of shelters, these statutory prohibitions can sometimes be
aoddby making certain adjustments to a transaction to avoid the impact of the

revised statutory provisions. A global legislative solution is needed to prevent abu-
sive, tax-engineered transactions before they occur. The Treasury Department be-
lieves this global solution should include four p arts: increased disclosure, changes
to the substantial understatement penalty codification of the economic substance
doctrine, and sanctions on other parties to the transaction.

Third, there are substantial similarities between the Treasury Department's pro-
poals and other proposals to curb corporate tax shelters. For example, the staff of
te Joint Committee on Taxation agrees that there should be increased disclosure-

by participants, increased penalties on understatements attributable to undisclosed
transactions and tightening of the reasonable cause exception, and sanctions on
other parties to the transaction. As discussed more fully in the White Paper, the
American Bar Association and the New York State Bar Association proposals con-
tain several elements similar to those in the Administration's pro al. Finally H.R
2255, introduced by Mr. Doggett, also contains an approach siI arto the Admini-
tration's proposal, including the codification of the economic substance doctrine. We
commend Mr. Doggett for his leadership.

Finall, the pro d lIslation would be inadequate without effective enforce-
ment. The Internal Revenu Srvice is undergoing a substantial restructuring. This
restructuring will concentrate IRS resources relating to corporate tax shelters, ena-
bling it to identify, focus on, and coordinate its efforts against corporate tax shelters
in a more efficient manner, while instituting and maintaining apprpriate taxpayer
safeguards. The enactment of corprate tax shelter legislation, combined with the

- efforts of the restructured IRS, will deter abusive transactions before they occur and
uncover and stop these transactions to the extent they continue to occur.

The balance of my testimony with respect to corporate tax shelters Will elaborate
on these points.
B. Reasons for Concern

Corporate tax shelters are designed to, and do, substantially reduce the corporate
tax base. Moreover, corporate tax shelters breed disrespect for the tax system-both
by the parties who participate in the tax, shelter market and by others who perceive
unfairness. A view that well-advised corporations -avoid -their legal tax liabilties by
engaging in tax-engineered transactions may cause a 4 race'to the bottom." The New

York State Bar Association recently noted this "corrosive effect" of tax shelters: "The
constant promotion of these fr-equently artificial transactions breeds significant dis-
respect for the tax system, encouragin responsible corporate taxpayers to expect
this type of activity to be the norm, and to follow the lead of other taxpayers who
have engaged in tax advantaged transactions." If unabated, this will have long-term
consequences to our voluntary tax system far more important than the revenue
losses we currently are experiencing in the corporate tax base.
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Finally, significant resources--both in the private sector and the government--are
currently being wasted on this Uneconomic actlvlty.2 Private sector resources used
to create, implement and defend complex shelter transactions are better used in pro-
ductive activities. Corporations distort their business decisions to take advantage of
tax shelter opportunities. Similarly, the Congress (particularly the tax-writing com-
mittees and their staffs), the Treasury Department, and the MRS must expend sig-
nificant resources to address and combat these transactions.
C. Corporate Tax Shelters and the Corporate Tax Base

Some have argued that the growth of corporate income tax receipts demonstrates
that corporate tax shelters cannot be a problem. Of course, the size of the problem
is not indicated by the amount of corporate tax receipts, which vary over time for
a number of reasons, but by the difference between actual tax payments and those
that would be remitted absent corporate tax shelters. That difference is impossible
to measure directly, but the increasing difference between the income taxpayers re-
port on their coprate tax forms (taxable income) and the income they report to
shareholders (book income) appears to be consistent with the increasing use of cor-
porate tax shelters.

One feature of many tax shelters is that they reduce taxable income and taxes
without reducing book income. Coprate taxpayers report their book income on
Schedule M-lof Form 1120. Such data show that the difference between book in-
come and taxable inLome for large corporations (average assets greater than $1 bil-
lion) increased between 1991 and 1997.3 Current income reported on corporate tax
returns (total receipts less total deductions) represented a much smaller share of
book income (calculated as book income after tax, plus Federal taxes, less tax-ex-
empt income) in 1997 than in the early 1990's. (See Figure 1.) Thus, even though
corporate income reported on tax returns has increased markdly in the 1990's, book
income has increased even faster. It is unclear how much of the divergence between
tax and book income reflects taif'shelter activity, but the data are clearly consistent
with other evidence that the problem is significant.

2,A Peter Cobb, former Deputy Chief of Staff of the Joint Committee on Tsxation recently
stated: "You can't underestimate how many of America's greatest minds rigtnwabegd-
voted to what economists would all say is totally useless economic activity. tnoarbegd-

3All estimates are based on a balanced panel of 745 corporations with mean asset size in ex-
cess of $1 billion, in 1992 dollars, over the years 1991 through 1997. Corporate tax data are
only available through 1997. We did not use data beore 1991 for this comparison because depre-
ciation data from Schedule M-1 are not available before 1991. in addition, the detailed book
data from beore 1991 seem inconsistent with the post-1990 data, perhaps because of an ac-
counting method change.
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Figure 1.4
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Book and tax measures Of income can diverge for many reasons that are unrelated
to tax shelters. For example, increase in the rate of new investment can cause book
and taxable income to diverge because tax depreciation is accelerated compared with
book depreciation. But depreciation does not seem to be a significant factor. Figure
2 shows that the difference due to depreciation has changed little over the last sev-
eral years while the difference. between book and tax income continues to climb.
Hence, the depreciation discrepancy is not a significant factor behind the divergence
between the two income measures in recent years.4

'Other factors contribute to the gap between book and tax measures of income, including 1)
the differential impact of the business cycle on the two measures, 2) increases in foreign based
income that are reflected in book but not tax income and 3) differences in accounting treatment
for stock options and theit increased importance as a component of executive. and employee com-
pensation.
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Figure 2.1-
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DA Ad Hoc Approach to Corporate Tax Shelters
To date, most attacks on corporate tax shelters have targeted specific transactions

and have occurred on an ad hoc, after-the-fact basis-through legislation, adminis-
trative guidance, and litigation. In the past few years alone, Cogrss, the Treasury
Department and the IRS have taken a number of actions to address specific cor-
porate tax shelters. These include:

1. Two provisions enacted in 1996 and 1997 to prevent the abuse for tax purposes
of corporate-owned life insurance (COLI).5 Collectively, these two provisions were
estimated by the Joint Committee on Taxation to raise over $18 billion over 10
years. As the then Chief of Staff of the Joint Committee on Taxation stated: "When
y ou have a corporation wiring out a billion dollars of premium in the morning and

en borrowing it back by wire in the afternoon and instantly creating with each
year another $35 million of perpetual tax savings, that's a problem. . .. I think
we were looking at a potential for a substantial erosion of the corporate tax base
if something hadn't been done."6

2. Legislation enacted in 1998 to eliminate the ability of banks and other financial
intermediaffe-s to avoid corporate-level tax through the use of "liquidating RE[Ts."7

The Treasury Department's Office of Tax Analysis (OTA) estimated that eliinting
this one tax shelter product alone would save the tax system approximately $34 bil-
lion over the next ten years.

3. The IRS ruling8 addressing so-called lease-in, lease-out transactions, or "LILO"
schemes. Like COLT, these transactions, through circular property flows and cash
flows, offered participants millions of dollars in tax benefits with no real economic
substance or risk. Based on the transactions we have been able to identify to date,
OTA estimtes that eliminating this tax shelter saved $10.5 billion over ten years.

4. Legislation signed into law on June 25, 1999, aimed at section 357(c) basis cre-
ation abuses.' In. these transactions, taxpayers exploited the concept of "subject to"
a liability and claimed increases in the bases of assets that resulted in bases far
in excess of the assets' values.

8 Pub. L No. 104-191, §501 (1996); Pub. L. No. 105-3, § 1084 (1997)
6Kenneth Kies, Transcript of Federal Bar Association's Fourth Invitational Biennial Con-

ference on the Tax Leisate Process reprinted in 97 Tax Notes Today 21-38 (Jan. 31, 1997).7Pub. L No. 10527Ws §3001(a) (1999).
8 Rev. RuL 99-14, 1994-14 IRB. 3.
9Pub. L No. 108-36, §3001 (1999).
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5. Regulations 10 addressing fast-pay preferred stock transactions. These financing
transactions purportedly allowed taxpayers to deduct both principal and interest. It
was reported that one investment bank created nearly $8 billion of investments in
a few months.

6. Notice 984511 dealing with foreign tax credit abuses.
7. Recent administrative actions taken with respect to the "BOSS" transaction 1

and debt straddles, 13 the latter of which has been described as a "heads, I win; 'tails,
I win" pro sition for the tax-payer.

8. The Goernment's victories in several important corporate tax shelter cases-
ACM Partnership v. Commissioner 14 and ASA Investerings Partnership v. Commis-
sioner,15 and those cases mentioned in footnote one of this testimony. In these cases,
the courts disallowed tax benefits from transactions that lacked economic substance.

Addressing corporate tax shelters on a transaction-by-transaction, ad hoc basis,
however has substantial defects. First, because it is not possible to identify and ad-
dress all (or even most) current and future sheltering transactions, this type of
transaction-by-transaction approach Is inadequate. There will always be trans-
actions that are unidentified or not addressed by the legislation. As Treasury Sec-
retary Lawrence H. Summers said: "Treasury and the IRS have come to understand
new tax shelters only by capturing them on audit, picking up reports in the trade
press, receiving anonymous tips and fin ding irregularities on tax returns. What we
see, we can act upon. Wat wve cannot see, by definition, we cannot act upon. But
what we fear is that- visible corporate tax shelters are only the tip of a very large
iceberg." 16

Second, although the IRS hael recently won some important cases involving cor-
porate tax shelters, reliance o. judicial decisions, which taxpayers may attempt to
distinguish, is not the most efficient means of addressing corporate tax shelters.
Litigation is expensive and time-consuming, both for the government and taxpayers,
and frequently does not pr'ivide a coherent set of rules to be a pp lied to subsequent
transactions. Tax Court Judge Laro, speaking on his own behalf before the Tax Ex-
ecutives Institute last year,' 7 acknowledged- that the courts-have provided little
guidance on the amount of economic substance or business purpose sufficient for a
transaction to be respected. He stated that such concepts "may require further de-
velopment in the case law," but highlighted the difficult with such an approach
when he said that judges "decide cases one at a time. . .and don't make tax pol-
icy.$#

Third, addressing tax shelters on a piecemeal basis complicates the tax law. In
the past few years alone,, Cogrss. has passed numerous provisions to prevent spe-
cific tax shelter abuses. The layemin of provision upon provision may lead one to
believe that there is a rule for every situation and thus what is not specifically pro-
scribed is, by negative inference, allowed. In time these specific-rules themselves are
used in unintended ways to create corprate tax shelters.'18

Fourth, a legislative strategy that deals with tax shelter transactions on a piece-
meal basis calls into question the viability of current rules and standards, particu-
larly the common law tax doctrines such as sham transaction, business purpose, eco-
nomic substance and substance-over-form. Finally, reliance on a transaction-by-
transaction legislative approach to corporate tax shelters may embolden some pro-
moters and participants to rush shelter products to market on the assumption that
any Governmental reaction would be app led only on a prospective basis.
E. Temporary and Proposed Regulations

On February 28, 2000, the Treasury Department and the IRS issued three sets
of temporary and proposed regulations requiring promoters to register confidential
corporate tax shelters and to maintain lists of investors and requiring corporate tax-
payers to disclose large transactions that have characteristics common to corporate

10 7Waeu Reg. §1.7701(l)-3.
111998-3 I.rAB. 49.
12 Notice 99-59, 1999-52 I.R.B. 761.
'3 Rev. Rul. 2000-12, 2000- I.R.B. -

1473 T.C.M. (CCH) 2189 (1997), afl'd in part, rev'd in part, 157 F.3d 231 (3 Cir. 1998), cert.
denied 119 S.CL. 1251 (1999).

1576 T.C.M. (CCII) 325 (1998), afl'd, - F.3d - (D.C. Cir., Feb. 1, 2000).
16 Lawrence H. Summers, 'tackling the Growth of Corporate Tax Shelters," Federal Bar Asso-

ciation, February 28 2000.
17 B -A Di ax ~ieport (Oct. 28, 1999), G-2.
'55o far this year, we have shut down by administrative action so-called "chutzpah trusts"

which were similar to a structure shut down by Congress in 1997 and permutations of the sec-
tIon 357(c) product that Congress addressed in 1999. In addition, we are now hearing about "son
of LILO" transactions.
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tax shelters. In addition, the IRS announced It has created an Office of Tax Shelter
Analysis (described below) to serve as the focal point for efforts to gather and ana-
lyze information relating to tax shelter activity and to coordinate appropriate re-
sponses. Together, these actions will enable the IRS to more quickly and effectively
address transactions used to claim tax benefits that are not properly allowable
under the Internal Revenue Code.

General scope and effect of new disclosure requirements
In general, the three regulations are designed to provide the IRS with better in-

formation about tax shelters and other tax-motivated transactions through a com-
bination of registration and information disclosure by promoters and tax return dis-
closure by corporate tax payers. The regulations are intended to require disclosure
of transactions that should be subject to careful scrutiny by the IRS. The regulations
are designed not to require disclosure of customary business transactions or trans-
actions with tax benefits that the IRS has no reasonable basis to challenge. The reg-
ulations do not alter substantive tax rules, and thus disclosure under the regula-
tions does not affect the legal determination whether tax benefits claimed by tax-
payers are allowable.

Registration of tax shelters by promoters
The first set of regulations is issued under section 6111(d) of the Code as enacted

by the Taxpayer Relief Act of 1997. These regulations require tax shelter promoters
to register with tl~e IRS transactions (1) that have been structured for a significant
purpose of tax avoidance or evasion, (2) that are offered to coprate participants
under conditions of confidentiality, and (3) for which the tax.shelter promoters may
receive fees in excess of $100,000.

The promoter registration requirements apply to confidential corporate tax shel-
ters off-ered for sale after February 28, 2000. -In general; registration of a confiden-
tial corporate tax shelter is reuired not later than the day that the first offering
for sale of interests in such shelter occur&. However, as a transition matter, no reg-
istration is required to be filed until 180 days after February 28, 2000.

List maintenance requirements for promoters
The second set of regulations, issued pursuant to section 6112 of the Code, re-

quires promoters of corporate tax shelters to maintain lists of investors and copies
of all offering materials and to make this information available for inspection by the
IRS upon request. These requirements apply to transactions that have been struc-
tured fr a significant purpose of tax avoidance or evasion (as defined under section
6 111(d)), whether or not offered under conditions of confidentiality and whether or
not the promoter fees may exceed $100,0M0.

These new list maintenance requirements apply-to interests in corporate tax shel-
ters acquired by investors after February 28, 2000. However, as a transition matter,
the IR will not ask to inspect the lists or offering materials until 180 days after
February 28, 2000.

Reporting requirements for corporate taxpayers
The third set of regulations is issued pursuant to section 6011 of the Code and

reurscorporate taxpayers to disclose their participation in "reportable trans-
actirons by attaching a short information statement to their income tax returns. In
general, a separate statement will be required for each reportable transaction for
each taxable year in which a corporation's federal income tax liability is affected by
its participation in such a transaction. For the first taxable year in which a state-
ment is attached to a taxpayer's return, a copy of the statement must be filed with
the IRS in Washington, D.C. All of the information required to complete the state-
ment should be readily available to taxpayers at the time their returns are filed.

Disclosure is generally required only for transactions that are expected to reduce
a taxpayer's income tax liability by more than $5 million in a single taxable year
or more than $10 million in multiple years and that have characteristics common
to corporate tax shelters. However, these thresholds are lowered to $1 million and

millionn for certain transactions identified through published guidance as "listed
transactions" (discussed below). Reporting generally is not required for customary
business transactions or transactions with tax benefits that the IRS has; no reason-
able basis to challenge.

In general, disclosure is required only for reportable transactions entered into
after February 28, 2000. However, disclosure is required for a listed transaction en-
tered into on or before February 28, 2000 if the tax benefits of the transaction are
first claimed on a return filed after February 28, 2000.
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Notice 2000-46:- Listed transaction.
Under the regulations promoter regiitration and taxpayer disclosure generally

are required for certain ilaed transactions. The specific transactions currently des-
ignated as listed transactions are identified in Notice 2000-15, which was issued
concurrently with the temporary and proposed regulations. The Treasury and the
IRS have determined that each of those listed transactions involves a aigifcant tax
avoidance purpose and that the intended tax benefits are subject to isallowance
under'existing law. The liot set forth in Notice 2000-15 may be supplemented from
time to time, when other such tax avoidance transactions are identified.
F. Administration's Legilative Proposals

In its FY 2000 and 2001 Budgets, the Administration made several proposals de-,
signed to inhibit the growth of corporate tax shelters. These proposals build upon
the common characteristics of corporate tax shelters and focus on the following
areas:

(1) increasing disclosure of corporate tax shelter activities,
(2) increasing and modifying the penalty relating to the substantial under-

statement of income tax,
(3) codifying the economic substance doctrine, and
(4) providing consequences to all the parties to the transaction (e.g., pro-

moters, advisors, and tax-indifferent, accommodating parties).
Increasing disclosure

Greater disclosure of corporate tax shelters would aid the IRS in identifying cor-
porate tax shelters and would therefore lead to better enforcement by the IRS. Also,
greater disclosure likely would discourage corporations from entering into question-
able transactions. The probability of discovery by the IRS should enter Into a cor-
poration's cost/benefit analysis of whether to enter into a corporate tax shelter.

In order to be effective, disclosure must be both timely and sufficient. In order
to facilitate examination of a particular taxpayer's return with respect to a question-
able transaction, the transaction should be prominently disclosed on the return.
Moreover, because corporate tax returns may not be examined for a number of years
after they are filed an "early warning" system should be reuired to alert the IRS
to tax shelter "products" that may be promoted to, or cntee Into by, a number of
taxpayers. Disclosure should be limted to the factual and legal essence of the trans-
action to avoid being overly burdensome to taxpayers.

Disclosure would-be required if a transaction has certain of the objective charac-
teristics identified above that are common in many corporate tax shelters. The
Treasury Department believes that two forms of disclosure are necessay Disclosure
would be made on a short form separately filed with the NationalaiOffice of the
IRS.19 Corporations entering into transactions requiring disclosure would file the
form by the due date of the tax return for the taxable year for which the transaction
is entered into and would include the form in all tax returns to which the trans-
action applies. The form would require the taxpayer to provide a description of the
characteristics that apply to the transaction. The form should be signed by a cor-
porate officer who has, or should have, knowledge of the factual underpinnings of
the transaction for which disclosure is required. Such officer should be made person-
ally liable for misstatements on the form, with appropriate penalties for fraud or
gross negligence and the officer would be accorded appropriate due process rights.

Substantial understatement penalty
In order to serve as an adequate deterrent, the risk of penalty for corporations

that participate in corporate tax shelters must be real. The penalty also must be
sufficient to affect the cost/benefit analysis that a corporation considers when enter-
ing into a tax shelter transaction.

The Treasury Department believes that the substantial understatement penalty
imposed on understatements of tax attributable to corporate tax shelters should bie

getrthan the penalty generally imposed on other understatements. This view is
shrdby the staff of te Joint Committee on Taxation, the ABA, the NYSBA and

others. Tus , to discourage the use of shelters, the Treasury Department would dou-
ble the current-law substantial understatement penalty rate to 40 percent for cor-

nrate talc shelters. To encourage disclosure, the penalty rate would be reduced to
percent if the taxpayer files the appropriate disclosures.

'MTe reurment. and format for disclosure in the Administration's FY 2001 Budget pro-
posal is siia to the requirements and format in the temporary and proposed regulations
issued under section 6011 on February 28, 2000.
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In its FY 2000 Budget proposal, the Administration provided that the rate could

not be further reduced below 20 percent or eliminated by a showing of reasonable
cause (i.e., the penalty would be sub ject to a strict liability standard). Although one
may rhetorically question whether there ever is any reasonable cause for entering
into a corporate tax shelter transaction, many commentators have criticized the pro-
posed elimination of the reasonable cause exception for corporate tax shelters. These
commentators cited the potentially vague definitions of corporate tax shelter and tax
avoidance transaction, 20 the allowance of a reasonable cause exception for other
penalties, and basic fairness for opposing a "strict liability" penalty.

In light of the comments received, the Treasury Department modified its FY 2001
Budget proposal to provide that the substantial understatement penalty should be
reduced or eliminated where the taxpayer properly discloses the transaction and the
taxpayer has a reasonable belief that it has a strong chance of sustaining its tax
position.

Codify the economic substance doctrine
As evidenced by the comments fr-om the ABA, AIOPA, NYSBA, and others, cor-

porate tax shelters are proliferating under the existing legal regime. This prolifera-
tion results, in part, because discontinuities in objective statutory or regulatory
rules can lead to inappropriate results that have been exploited through corporate
tax shelters. Current statutory anti-abuse provisions are limited to particular situa-
tions and are thus inapplicable to most current corporate tax shelters. Further, ap-
plication of existing judicial doctrines has been inconsistent over time, which en-
courages the most aggressive taxpayers to pick and choose among the most favor-
able court opinions.

The current piemeal app roach to addressing corporate tax shelters has proven
untenable, as (1) policymnakers do not have the knowledge, expertise and time to
continually address these transactions; (2) adding more mechanical rules to the
Code adds to complexity, unintended results, and potential fodder for new shelters;
(3) the approach may reward taxpayers and promoters who rush to complete trans-
actions before the anticipated prospective effective date of any reactive legislation;
and (4) the approach results in further misuse and neglect of common law tax doc-
trines. Thus, the Treasury Department believes that a codification of the economic
substance doctrine is necessary in order to curb the growth of corporate tax shelters.
While increased disclosure and changes to the penalty regime are necessary to esca-
late issues and change the cost/benefit analysis of entering into corporat tax shel-
ters, these remedies are not enough if taxpayers continue to believe that they will
prevail on the underlying substantive issue.

The centerpiece of the substantive law proposal is the codification of the economic
substance doctrine first found in seminar case law such as Gregory v. Heluering2 1

and most recently utilized in ACM Partnership 22 and the cases in foot note one. The
economic substance doctrine requires a comparison of the expected pre-tax profits
and expected tax benefits. This test is incorporated in the first part of the Adminis-
tration s proposed definition of "tax avoidance transaction. " Under that test, a tax
avoidance transaction would be defined as any transaction in which the reasonably
expected pre-tax profit (determined on a present value basis, after taking into ac-
count foreign taxes as expenses and transaction costa) of the transaction is insignifi-
cant relative to the reasonably expected net tax benefits (i.e., tax benefits in excess
of the tax liability arising f-rm the transaction, determined on a present value
basis) of such transaction. In addition, the economic substance doctrine would apply
to financing transactions (that do not lend themselves to a pre-tax profit compari-
son) by comparing the tax benefits claimed by the issuing corporation to the eco-
nomic profits derived by the prson providing the financing.

A tax benefit would medeied to include a reduction, exclusion, avoidance or de-
ferral of tax, ora nraei eund. However, the definition of tax benefit sub-
ect to disallowance would not include those benefits that are clearly contemplated

by the applicable C ode provision (taking into account the Co~rssione purpose for
such provision and the interaction of the poisio with other provisions of the
Code). Thus, tax benefits that would nomly meet the definition, such as the low-
income housing credit and deductions generated by standard leveraged leases,
would not be subject to disallowance.

2OThese, criticismse were addressed by the Treasury Department by modifying the definition
of these terms.

21293 U.S. 405 (1935).
22ACM Partnership v. Comm., 73 T.C.M. (CI) 2189, afl'd in part, rev'd in part, 157 F.3d

231 (3d Cfr. 1998), cert. denied, 119 S.Ct. 1251 (1999).
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A similar approach to that discussed above can be found in HR. 2255 the "Abu-
sive Tax Shelter Shutdown Act of 1999," introduced by Messrs. Doggett, htark, in-

ch adTierney on June 17, 1999.
%eTreasury Department continues to believe that it is necessary to codify the

economic substance doctrine, thus requiring taxpayers to perform a careful analysis
of the pre-tix effects of a potential transaction before they enter into it. The Treas-

- ury Department's proposed substantive provision is intended to be a coherent stand-
ard derived from the economic substance doctrine as enunciated in a body of case
law to the exclusion of less developed, inconsistent decisions. Codification of the doc-
trine, while not creating a new doctrine, would create a consistent standard so that
taxpayers may not choose between the conflicting decisions to support their position.
Codification would isolate the doctrine from the facts of the cases so that taxpayers
could not simply distinguish the cases based on the facts.

Consequences to other parties

tate shielti tnaons etus disourgin transaction s As he ABAh sta-

spect to corporate tax shelters, the "other parties" generally are promoters, advisors,
and tax-indifferent parties that lend their tax-exempt status to the shelter trans-
&ction to absorb or dfetotherwise taxable income.

When Congress was concerned with the proliferation of individual tax shelters in
the earl y 1980's, it enacted several penalty and disclosure provisions that applied
to advisors and promoters. These provisions were tailored to the types of 'cookie-
cutter" tax shelter products then being developed. Similar- provisions could be en-
acted that are tailored to corporate tax shelters.

Alternatively, with respect to promoters and advisors of corporate tax shelters, the
Treasury Department proposes to affect directly their economic incentives by levying
a penalty excise tax of 25 percent upon the fees derived by such persons from the
corporate tax shelter transaction. Only persons who perform services in furtherance
of the corporate tax shelter would be subject to the proposal, and appropriate due
process procedures for such parties with respect to an assessment would be pro-

-vided.
A tax-indifferent party often has; a special tax status conferred upon it by oper-

ation of statute or treaty. To the extent such person is using this status in an inap-
propriate or unforeseen manner, the system should not condone such use. Imposing
a tax on the income allocated to tax-indifferent parties could deter the inappropriate
rental of their special tax status, limiting their participation in corporate tax shel-
ters, and thus reducing other taxpayers' use of shelters that utilize this technique.

The Treasury Department proposes to require tax-indifferent parties to include in
income (either as unrelated business taxable income or effectively connected income)
income earned in a corporate tax shelter transaction. To the extent such parties are
outside the U.S. tax 3*1risdiction, such liability would be joint and several with the
U.S. corporate participant. The proposal would apply only to tax-indifferent parties
that are trading on their special tax status and such parties would have appropriate

- due process rights
G. IRS Administrative Action~s

The IRS currently is undergoing a substantial restructuring in which it will be
reorganized into divisions based on types of tax p ayers. The newly established Office
of Tax Shelter Analysis is part of the Large and Mid-Size Business Division located
in Washington, D.C. The office is expected to serve as a clearinghouse for all infor-
mation relating to tax shelter activity that comes to the attention of the IRS, includ-
ing information relating to tax shelters affecting taxpayers other than those served
by the Large and Mid-Size Business Division.

The Ofie of Tax Shelter Analysis will, among other things,. review all disclosures
b promoters and taxpayers under the new disclosure regulations for the purposes
orlidentifuhi otentially improper tax shelter transactions, identifying taxpayers
that have g~tcipated in such transactions, and better assessing the overall extent
of tax she ter activity by coprate taxpayers. Where it is determined to be war-
ranted, the Office of Tax Shelter Analysis will also coordinate the IRS's follow-up
efforts relating to such disclosed transactions.

The Office of Tax Shelter Analysis, acting with the Office of Chief Counsel and
Treasury's Office of Tax Policy, will evaluate the tax treatment of new forms of tax-
structured transactions at the earliest possible time. This review process is nec-
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essary not only to iden iImproper tax shelters, but also to protect taxpayers that
engage in lItimte business transactions. The IRS wants to ensure that trans-
acionis are not labeled as improper tax shelters merely because they are novel or
complex.

In addition to analyzing transactions that are reported to the IRS under the new
disclosure rules, the Office of Tax Shelter Analysis will provide a centralized pint
for the review of tax shelter transactions that come to the attention of the I1C in
other ways, including transactions examined by field personnel and those that are
disclosed to the IrS by taxpayers, practitioners, and other members of the public.
The Treasury Departm~ent will work closely with the IRS to create appropriate sys-
tems and procedures to centralize review and analysis, to ensure fi, consistent,
and expeditious consideration of corporate tax shelter issues.
IUL Penalties and Interest
A General Discueaion

As stated in its report, Treasury focused its penalty and interest report on the
Frinclpal civil penalty provisions that affect large numbers of taxpayers and accountp.te aoit t

or the~o~tyof penalty assessments and abatements. In evaluating these pen-
alties Treasury was mindful that achieving aair and effective system of compli-
ance Involves striking a balance that (1) fosters and maintains the high degree of
voluntary compliance among the vast majority of taxpayers, (2) encourages tax-
payers who are not compliant to expeditiously resolve noncompliance problems with
the IRS, and (3) imposes an adequate system of sanctions that are fair to taxpayers
whose noncompliance may be due to diverse causes that involve different degrees
of culpability but do not impose substantial additional complexity or burden.
Achieving suc a balance is inherently difficult because a system of sanctions that
is calibrated to account for these differences may be complex, but a system that does
not make adequte distinctions may be unfair. There is no perfect system of sanc-
tions and strikilng the appropriate balance inherently involves tradeoffs among com-
peting concerns.

The issue of penalties is one that often strikes an emotional chord, particularly
with respect to penalties with their attendant normative overtones. At the same
time, compliant taxpayers-the vast majority of txayers--deserve a tax system
that recognizes their compliance. Although a penalty regime should not be overly
harsh to noncompliant taxpayers whose noncompijliance may not reflect deliberate
flouting of the tax laws, it is equally true that the currently high compliance level
should not be discourage. Treasurys repr and recommendations reflect an effort
to strike a reasonable balance, understanding that there is no single solution and
different approaches can beformulated to acheve the same goals.

Treasury also examined the respective roles of penalties and interest in our tax
system, with a view toward maintaining an appropriate distinction between pen-
alties as sanctions for noncompliant conduct and interest as a charge for the use
or forbearance of money. Treasury recognizes that current law does not always
make a clear or consistent distinction between interest and penalties, but believes
that this distinction is important both with respect to taxpayer perception of the
amounts they amrequired to pay and the underlying reasons for th position, te
desired deterrent efecs and the corollary consequences of the characterizaino
the payment.

The distinction between penalties and interest has particular consequence for the
statutory provisions that permit abatement of those impositions. Penalties generally
can be abated for reasonable cause and other filtatutorily-prescribed reasons that re-
flect their function as a sanction, that is, as a deterrent to noncompliant conduct.
By contrast, the grounds for abatement of interest traditionally have been more nar-
rowly drawn because interest is a charge for the use or forbearance of money. To
the extent that current-law penalties are converted to interest charges or interest
becomes a more dominant mechanism for dealing with arrears In payment, impor-
tant corollary consequences, such as interest deductibility or interest abatement pro-
visions, must be considered.

In general, Treasury's position is that interest should remain principally *a charge
for the use or forbearance of money and should be set at a rate that approximates
market rates. Although there--are penalties in the Code that have attrbue of an
interest charge and whose legislative origins support that characterization, these
penalties also function as sanctions. Treasury is particularly concerned that conver-
sion of certain penalties to interest, even if supportable on analytical grounds, may
involve a correlative blurring of the distinctions that have been drawn in the Code

-between penalty and interest abatement provisions. If that distinction is blurred, it
may cause fur-ther confusion among yesregarding the distinction between
penalties and interest. xays
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Trauy also is mindful of the ongoing IRS reorganization and implementation
aspects of the new taxpayer right provisions of RA8. Considerable guidance has
been issued by Treasury in the past year relating to a number of these new provi-
sions and the IRS is engaged in a major overhaul of its structure 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, such as the offer-
in-compromise program, that provide avenues other than abatement for relief fr-om
monetary impositions.
B. Specific Recommten~ibne

In its report, Treasury made a number of specific legislative recommendations,
which are described below.

Penalies for failure to file and failure to pay
Treasury recommends that the failure to file and failure to pay penalties be re-

structured to eliminate the frontloading of the failure to file penalty and to impose
a higher failure to pay penalty than under current law. The frontloading of the fail-
ure to file penalty under current law in the first five months of a filing delinquency
does not provide a continuing incentive to correct filing failures and imposes addi-
tional financial burden on taxpayers whose filing lapse may be coupled with pay-
ment difficulties so as to impede compliance. The filing obligation is of paramount
importance to the tax system, but imposition of a severe penalty in the first five
months of a filing delinquency a p pears incongruent with the availability of auto-
matic extensions of time to file. Treasury proposes, accordingly, that the failure to
file penalty be restructured to impose a lower penalty rate over a longer period of
time, up to the current-law maximum amount. The current-law higher penalty for
fraudulent failures to file, however, would be maintained. This proposal would
maintain a failure to file penalty to encourage timely filing, but not impose as sig-
nificant a financial burden as under current law for a filing lapse of short duration,
while providing a continuing incentive for delinquent filers to correct a filing lapse
of longer duration.

The failure to pa penalty should provide appropriate incentives to taxpayers to
correct a payment dellnquency and, i necessary, arrange for payment under various
payment programs that the IRS makes available. A taxpayer who fails to make such
arrangements in a timely manner should be subject to a higher penalty rate than
that provided under current law. Treasury proposes, accordingly, that the failure to
pay penalty be restructured to accomplish these purposes by imposing a penalty at
the current rate of 0.5 percent per month for the first six months of a payment de-
linquency. The penalty rate would be raised to one percent per month for continuing
payment delinquencies after the sixth month to prvde an additional incentive to
pay an outstandn tax liability. As under current lath axmm ealywol
b25 percent. These_ penalty rates would be reduced if taxpayers make, and adhere

to, arrangements with the IRS for payment. The failure to pay penalty would not
be coordinated, as under current law, with the failure to file penalty to recognize
that each form of delinquencies is a separate act of noncompliance. More specifically,
these recommendations would

(1) Restructure the failure to file penalty to impose a penalty of 0.5 percent
per month of the net amount due for the first six months of a delinquency in
filng tax returns, which penalty rate will be increased to one percent per month

thereafter, up to a maximum 25 percent. This restructured penalty would elimi-
nate the current-law frontloading of the penalty into the first five months of a
filing delinquency, providing a continuing incentive for delinquent filers to cor-
rect their fiing delinquency over longer periods of time. The maximum penalty
of 25 percent is the same as under current law. As under current law, fraudu-
lent failures to file would be penalized at a higher penalty rate of 15 percent
per month, up to a maximum of 75 percent.

(2) Restructure the failure to pay penalty to impose a penalty of 0.5 percent
per month of the net amount due for the first six months of a payment delin-
quency, which rate would be increased to one percent per month thereafter, up
to a maximum 25 percent. The penalty rate would be decreased from 0.5 per-
cent to 0.25 percent per month if the taxpayer, within six months, enters into
a payment arrangement -with the IRS to which the taxpayer adheres. Likewise,
the one-percent penalty rate would be reduced to 0.5 percent if the taxpayer,
after the lapse of six months, enters into a payment arrangement with theIR
to which the taxpayer adheres.

Treasury also recommends that consideration be gien to charging a fee, in the
nature of a service charge, for late fiin of "refund due" or "zero-balance" returns.
Presently, the failure to file penalty is unposed if a balance is due with the return
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but Is not imposed if tax is not owed as a result for example, of overwithholding.
The importance of the filing obligation and the WA administrtive costs associated
with nontiling may warrant imposition of a fee for. late-fied returns to encourage
timely fiigeveni if no balance is due with the return, at least after the IRS has
contacted the nonfiling taxpayer.

Consideration also can be giv,,n to perraftingthe IRS to utilize a fixed interest
rate for installment agreements ' avoid the ncurrence by a taxpayer who has
made the required Installment payments of a balloon payment at the end of the
agreement.

Penalties for failure to pay estimated tax
Treasury recommends that the current-law addition to tax for failure to pay esti-

mated tax remain treated as a penalty. Treasury recognizes that the current sanc-
tion has attributes of interest and of a penalty. The ancillary effects, however, of
converting the sanction to an interest charge do not warrant such a change. Conver-
sion to an interest charge may mean that existing statutory waiver provisions are
inappropriate. Conversion to interest also would permit corporations to deduct the
payment of such sanction.

in recognition, however, of the potentially cumbersome nature of complying with
the estimated tax payment requirements, the following simplifying changes are rec-
ommended for consideration:

(1) Individuals should not be subject to estimated tax penalties if the balance
due with their returns is less than, $1,000. Thus, estimated tax payments should
be included in the calculation of the $1,6@0 threshold, but T'reaUry rec-
ommends this change under a simplified averaging method that would precude
taxpayers from satisfying the threshold by concentrating estimated tax pay-
ments in later installments.

(2) A reasonable cause waiver from penalty should be permitted for individ-
uals who are first-time estimated taxpayer, provided the balance due on the
tax return is below a threshold amount and is p aid with a timely filed return.

(3) Penalty waiver should be proidd for individual estimated tax penalties
below a de mlinlmls amount, in the range of $10 to $20.

Penalty for failure to deposit
Treasury recommends that few immediate changes be made to the deposit rules

or penalties at this time to provide a sufficient period of time for changes to the
deposit rules enacted by RRA98 to take effect. Kfowever, the penalty for failure to
use the correct deposit method should be reduced. The current-law 10-percent pen-
alty is too severe for this type of error.

Trasury also recommendsethat, in cases where depositors miss a deposit deadline
by only one banking day, consideration be given to a reduction in the current pen-
alty rate of two percent to a lower amount, but above an interest charge for a one-
day delay.

Accuracy-related and preparer penalties
The minimum accuracy standards, for disclosed and nondisclosed tax return posi-

tions, should be modified to impose te same standards on taxpayers and tax return
preparers. A significant proportion of taxpayers rely on paid p ras. Such profes-
sionals have dual responsibilities to their client/taxpayers and eto he integrity of the
tax system and should be expected to be knowledgeable and diligent in applying the
Federal tax laws.

The minimum accuracy standards should be raised to require a "realistic possi-
bility of success on the merits" for a disclosed tax return position and "substantial
authority" for an undisclosed return position. The standards for tax shelter items
of noncorporate taxpayers should be higher. In the case of disclosed positions sub-
stantial authority and a reasonable and good faith belief that the position 6ad a
"more likely than not" chance of success should be required. For undisclosed pos i-
tions substantial authority should be accompanied by a reasonable an d faith
belief based upon a higher standard of accuracy than the "more likely than not"
chance of success standard. The proposed ckumngs in the accuracy standards would
reduce the number of accuracy standards, Umpose minimum standards that are
higher than current law litigating standards to discourage aggressive tax reporting,
and eliminate divergence between the standards applicable to taxpayers and tax

rrauyfurther recommends consideration of better harmonization of the sub-
stantial understatement and negligence penalties. In many cases, the standards ap-
plicablet the substantial understatement penalty may subsume the negligence
stndard. It may be appropriate to consider whether the negligence pnalty should
relate only to unden-Atements that do not satisfy-the usubsatialtlIrequirement.
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In determining the amount of the preparer penalty, consideration should be given
to a fee-based or other approach to more closely correlate the preparer penalty to
the amount of the underlying understatement of tax, rather than the current-law
flat dollar pnalty amount.I

Fnl ,Trasury also recommends enactmentof the Administrations Budget pro-
posals tht would address penalties applicable to corporate tax shelters and the de-
termination of 'substantiality" for large corporate underayments.

Penalty for filing a frivolous return
The current-law penalty for filing frivolous tax return should be raised from

$500 to $1 500, but the IRS should abate the penalty for a first-time occurrence if
a nonfrivofous'return is fied within a reasonable period of time. This penalty
amount was last raised in 1982 and significant numbers of such penalties are as-
scssed. This approach will help bring tazpayeri who file frivolous returns into better
compliance.

Failures to file certain inqormation returns with respect to employee benefit
plans

Several penalties currently apply to a qualified retirement plan's failure to file
IRS Form 5500. These penalties should be consolidated into a single penalty not in
excess of a monetary amount per day and not to exceed a monetary cap per return.
This penalty would be waived upon a showing of reasonable cause. Wlare and
fringe benefit plans should be subject to a similar single penalty.

Penalty and Interest Abatement
Interest abatement

Abatement of interest in situations where taxayers have reasonably relied on er-
roneous written advice of IRS personnel should -be available. Treasury does not rec-
ommend further legislative expansion of the provisions permitting abatement of in-
terest. A distinction exists between the imposition of-interest as a charge for the
use of money and pnalties as sanctions for noncompliance. Because of this distinc-
tion, abatement oflinterest should be allowed in more limited circumstances than
for penalties and generally restricted to circumstances where the IRS may be at
fault or where serious circumstances outside the taxpayer's control result in Jpay-
ment delays. Current law provisions permitting abatement in circumstances or un-
reasonable IRS error or delay and in certain other prescribed circumstances provide
sufficient scope for interest abatement at this time. In addition, taxpayers have re-
course to other mechanisms for mitigation of interest and penalties, such as the
offer-in-compromise program, which are in the early stages of implementing changes
after enactment by RRA98.

Consideration of any modification of the current law monetarylimitation on man-
datoty interest abatement in cases of erroneous refunds should becoupled with con-
sideration of whether the IRS has adequate means under current law to recover er-
roneous refunds. Procedural impediments exist with regard to the recovery of erro-
neous refunds by assessment in all cases and litigation is required in some cir-
cumstances.

Penalty abatement
Other than as described above, Treasury recommends that the IRS implement ad-

ministrative improvements to ensure greater consistency in the application of pen-
alty abatement criteria and enhanced quality review of penalty abatement decisions.

Interest Provisions
The underpayment interest rate (other than the "hot interest" rate) should be a

uniform rate determined by appropriate market rates of interest. Treasury recog-
nizes that no single rate is the appropriate market rate for all taxpayers but con-.
cludes that, for reasons of fairness and administrability, a single rate generally
should apply to underpayments of tax. The appropriate rate should be in the range
of the Applicable Federal Rate (AFR) plus two- to five percentage points to reflect
an average market rate for unsecured loas

The existing rate differentials between the underpayment and overpayment rates
for corporate underpayments and overpayments, incluin the "hot interest" rate on
large corporate underpayments, should be retained. Because-of the recent enactment
of global interest netting rules, it is premature to eliminate existing rate differen-

Treasury does not support an exclusion from income for overpayment interest
pSaid to individuals. The legislative policy precluding deductions of consumer interest
does not warrant such a change.
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Concluion:~
Mr. Chairman, the Proliferation of corporate tax shelters presents an unacceptable

and growing level of tax avoidance behavior by wasting economic resources, r-educ-
ing tax receiptsand threatening the integrty ofthe tax system. Ths morn'n whave laid otthe rationale for our suggested approach for combating this probe,
and discussed why we believe that existing law docs not provide sufficient tools to
combat this behavior. We look forward to working with you and the members of the
Committee to address this important problem, as we have in the past to curb spe-
cific abuses.

Treasury strongY supports a penalty and interest regime that fosters and main-
tains the curren hi level of compliance, provides a? pr ate costs and sanctions
for noncompliance, and provides a reasonable and admnitrable degree of latitude
for individual taxpayer circumstances and enrror.

The gooasmade in Treasury's report stiean appropriate blneamongV.Consideration of any legislative the current pnla
interest regie must take into account: (1) behavior7mpact, of signifcant grv
cannot be predicted with precision, and (2) the ability of teIRS to adminster Go
new rules in a timely and equitable- manner.

Rworrs To Quz~roNs FROM SENATOR MACK

Qunstion Has Treasury any knowledge of the benefit side of the corporate shelter
cost/benefit equation?

Answer:- The taxpayer's private benefit comes largely in the form of reduced tax
payments. Revenue estimates for specific proposed and enacted anti-shelter provi-
sions give some idea of the tax savings available from particular tax shelters. As
one example, Treasury estimates that 1998 legislation prohibiting the "liquidating
REIIW transaction saved the flsc $38.7 billion in taxes over ten years. Some papers
dealing with the cost/benefit calculation that underlies the decision to take aggres-
sive tax positions are cited in the answer to the next question.

Question: Are there any studies on the correlation between the level of corporate
tax shelter activity and the level of coato income tax rates?

Answer:- I am aware of no studies ta specifically relate corporate tax rates to
the level of corporate tax shelter activity. Nonetheless, the proposition that the ben-
efit of tax shelter activity rise as the tax rate rise is widely accepted. In addition,
some studies have emphasized that high tax rates may encourage tax shelters or
tax evasion by increasing the benefits of such activities but the relationship can be
more complicated than suggested by casual intuition. iPor example, an increase in
the tax rats would increase the benefit from evasion, but it may also increase the
expected marginal cost. That would happen if penalties or the probability of detec-
tion rose with increases in the dollar amount of tax saving from evasion. The in-
crease in expected marginal cost would reduce the incentive to evade, making am-
biguous the tax rate's overall effect on evasion. Increases in the tax rate aleduce
the taxpayer's after-tax income. This can make the taxpayer less willing to accept
risk, and therefore less willing to engage in tax evasion.

Three-papers relevant to the general issue of tax evasion are: Feinstein Jonathan
S., "An Econometric Analysis of Income Tax Evasion and its Detection," Rand Jour-
nal of Economics, 22 No. 1 (Spring, 1991): 14-35; Joulfaian, David, "Corporate In-
come Tax Evasion and Managerial Preferences," Review of Economics and Statistics
(forthcoming); Samwick, Andrew A., "Tax Shelters and Passive Losses After the Tax
Reform Act of 1986," Empirical Foundations of Household Taxation, edited by Mar-
tin Feldstein and James Poterba, Chicago: University of Chicago Press, 1996.

Question: The corporate income tax rates in the U.S. seem to be over 12% higher
than the OECD average. Do the OECD member nations with lower corporate tax
rates than the U.S.-s-uch as the Scandinavian countries Ireland, Korea, the U.K-
.have lower levels of suspected tax shelter activities tkan those with higher tax
rates--including Germany, Japan, Canada, France and Turkey?

Answer:- I am aware of no systematic study of corporate tax shelter activities in
OECD countries. A number of country-specific features, including cultural attitudes,
the details of the tax code, and the level of enforcement would make any cross-coun-
try study ve~ diffcult to do well. In addition, as discussed in the previous question,
the relationshp, between tax evasion and tax rates is ambiguous when costs also
depend on the tax rats and when tax payers are risk averse.

Question: It would be my guess that effective corporate tax rates, calculated by
comparing corporate taxes with corporate income, tend toward some global mean no
matter the statutory rates. Are you aware of any international studies comparing
the height and progressivity of statutory corporate income tax rates with the effec-
tive corporate tax rates of respective nations?
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Answer., You are correct to suggest that the tax base is as important as the tax
rate in determining the burden of taxation. A number of studies calculate and comn-
pare effective (i.e., averae a rates across countries. Two such studies are Men-
doza, Enrique G., Assaf Razin, and Linda L. Tesar, "Effective Tax Rates In Macro-
economics: Cross-Country Estimates of Tax Rates on Factor Incomes and Consump-

tion," Journal of Monetary Economics, 34 (1994):-297-323; and Volkerink, Bjorn and
Jakob de Haan "T'ax Ratios: A Critical Survey," Faculty of Economics, University
of Groningen, Tue Netherlands, Unpublished Mnuscrpt, September 1999.

These studies do not directly address the issue you raise, whether statutory cor-
porate tax rates or effective corporate tax rates are distributed over a wider range
of values. Neither do they address the effect of tax shelter activities. The studies
show, however, that effective corporate tax rates vary widely from one country to
another. For example, for 1996 Volkerink and Haan calculate an effective corporate
tax rate of:. 75.23% for Australia 28.98% for Belgium, 27.72% for Canada, 17.49%
for Denmark, 29.21% for Finland, 36.03% for France, 58.71% for Italy, 45.86% for
Japan, 28.10%6 for The Netherlands 27.31% for Norway 63,64% for Sweden 28.81%
for Switzerland, 63.38% for the United Kingdom, and 39.12% for the Unitea States.

For information on the statutory tax rates in OECD countries, see Organization
of Economic Cooperation and Development, OECD Tax Data Base (1999), Paris: Or-
ganization for Economic Cooperation and Development, 1999.





COMMUNICATIONS

STATEMENT OF THE CERIDIAN CORP.

(SUBMITTED BY JAMES R. BURKE, VICE PRESIDENT, CORPORATE TAX)

Mr. Chairman, thank you for the opportunity to provide comments on the penalty
provisions of the Internal Revenue Code ([RO) and on the recommendations for im-
provement made by the Joint Committee on Taxation (JOT) and the US Treasury.

Ceridian Corporation, headuaterd in Minneapolis, Minnesota, is a leading in- -
formation services company that provides outsourced payroll processing, taxfiin
services, and integrated human resource management systems to predominantly
large and mid-sized businesses. Ceridlan's Tax Service is a high volume automated
bulk filer serving approximately 60,000 employers. Ceridian collects and deposits
$98 billion in emloment taxes annually, files in excess of 800,000 quarterly tax
returns with te T1@ and 6,000 other tax agencies, and processes more than 2.6 bil-
lion electronic payroll tax transactions on behalf of clients. Ceridian has over 20
years of tax filing experience.

Ceridian's payroll and tax filing service, including the depositing of employment
taxes, is comprised of many processes and procedures, all of which are designed to
insure the accurate and timely filing and depositing of all federal and state tax li-
abilities, and are continually updated in order to fulfill the ever-changing needs of
our client base and meet reporting requirements. The timely depositing of tax liabil-
ities to the Internal Revenue Service (IRS) on behalf of clients ranks as Ceridian's
highest priority. -

Mr. Chairman, in your opening statement at the March 8, 2000, hearing you said,
"Thiroughout the extensive IRS investigation and oversight hearings this committee
began more than two years ago, it's become clear that one of the issues in need of
serious attention is that of interest and penalties." We agree. Ceridian was pleased
to submit a statement to the JOT and US Treasury when they invited comments
from interested parties for their studies on tax penalty administration. As stated in
those comments, we believe that the current administration of the tax penalty sys-
tem is inadequate and unfairly treats taxpayers that are and want to be compliant
with the system. The IRS penalty handbook in Part XX of the Internal Revenue
Manual states that "penalties are used to enhance voluntary compliance." (IRM
(20)121). But the system has failed to uphold this basic tenet by administering pen-
alties arbitrarily, and by putting the burden on the taxpayer to prove good. faith
compliance. The penalty system for employers needs improvement in the following
three areas:

1. Current administration of the penalty system fails to distinguish between
employers that want to comply and those that are deliberately non-compliant.

2. The penalty p-rovisions of the IRO are not uniformly applied. While the IRS
national office may advocate one policy and set of goals, the IRS field offices
generally do not follow that stated policy, resulting in delays and inconsistent
policies based on local rulings.

3. The size of the penalty is often not proportionate to the offense.

1. A fair and effective penalty system should take into account tax deposit history
The Code's penalty and interest provisions are intended to deter noncompliance

and prevent tax avoidance and fraud. But today the provisions are applied without
retard to the taxpayer or type of error. Taxpayers that fail to make deposits out
of willful neglect, have a tuyegregious compliance history and demonstrate a pat-
tern of noncompliance, should be penalized severely. But the system fails to distin-
gruish bewe -apayers tht won't comply, and taxpayers that want to comply or
have economic difficulty doing so.

(249)
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Taxpayers that make every effort to comply c~n be severely penalized for inad-
vertent, human errors or tax system problems. For example, as a result of human
error, 6 eidlan transmitted a client's payroll using an incorrect client ID number,
resulting in tax deposits being misapplied. Ceridian corrected the error and imme-
dielZim rented procedures to ensure that a similar error does not recur. But

Cridlan did not have visibility of the error until after the deposit was made and
pnlyand interest already were assessed. Despite a history of compliance and
havig rasonblecause for the late deposit, the taxpayer and Ceridan had to gothrough extraordinary efforts to p rove good faith cornlianice. Penalties are auto-

matically assessed regardless of the type of error, puttng the burden on the tax-
payer to. prove good faith compliance.

A particular concern of bulk fiers and large employers is that penalties are un-
ncssarily punitive on taxpayers that process a large number of transactions annu-

ally and incur one or two errors as oppoedto txayers with very few transactions
that incur the same number of errors. The result is that taxpayers with high compli-
ance rates are penalized as severely as those with high error rates. An important
indication of a taxpayer's willingness or unwillingness to coml -the taxpayer's
record of compliance-is not taken into consideration by the Iwhen assessing
penalties.

The seerminl unair treatment of taxpayers that have a history of demonstrated
compliant behavior directly undermines what is the stated goal of a voluntary tax
system, encouraging taxpayer compliance.

Recommendation: In a voluntary tax system, the taxpayer's prior actions and con-
duct should weigh heavily in determining the assessment of any penalty and inter-
est. Otherwise, human or technical error is penalized to the same degree as willful
noncompliance. The type of reporting should also be taken into account. A bulk filer
with a client base in the thousands has voluntary compliance as its implied, if not
stated goal. An assessment of a Failure to Deposit Penalty for such an entity be-
cause of human error, for example, does little to encourage voluntaycompliance
and much to prove the system's arbitrariness. An analysis of past behavior is the
best, and at times, the only way to gauge the "intent" of the taxpayer and identify
the members of the non-cornpliant group. Targeting taxpayers that arc willfully non-
compliant would improve administrative efficiencies and establish "the fairness of
the tax system by justly penalizing the non-compliant taxpayer," as stated in the
IRM XX-Penalty Handbook.
2. Penalty provisions should be applied uniformly to encourage greater compliance

The Joint Committee on Taxation acknowledged in their study that penalty as-
sessment and abatement is not uniform across the IRS. The IRS national office's
policies for encoura ging voluntary compliance by the taxpayer often are not the poli-
cies of the IRS field offices. Uniform application of penalty and interest provisions
across all levels of the IRS includen MR service centers and district offices) as is
intended in the Code and under the IRM XX-Penalty Handbook, would produce
more efficient and effective administration of the tax system. It also would improve
the perception of fairness in the tax system and encourage greater compliance. The
reality is that the penalty provisions are not being uniformly implemented or ad-
ministered.

For example, past experiences of large employers and bulk filers have been that
each IRS service center would interpret the facts in similar penalty abatement re-
quests differently, resulting in abatement in one case and upholding the assessment
in another. The unintended result is service center "shopping" by large employers
and bulk ifiers. Also, as a bulk filer, it has not been unusual for penalty and interest
abatements issued by the service center with jurisdiction- over the clent taxpayer
to be rescinded by another service center. The tax system ij undermined when the
national office's stated policies and goals are not followed b.,1 !RS offices in the field
that huve direct contact with taxpayers. If the penalty and ariterest provisions were
aiplisd unfrl the admIiitrtion of the tax system would be more effective and
fair as intended by the IRS.insr

Recommendation: The issue of uniformity is important to the integrity of the tax
stem. The JCT recommends that the IRimprove its supervisory review of pen-

alty imposition and abatement and establish oversight committees for specific pen-
alties-similar to the Transfer Pricing Penalty Oversight Committee. Ceridian
agrees that supervsr review emphasizing crosisten lice bten h atoa
and field offices col chieve more effetiv drmisrationof penalties and abate-
ment.

Ceridian also recommends establishing a single pit of contact within the IRS
to oversee penalty issues for the large number of emp loyIers represented by bulk fil-
ers. The JCT and US Treasury recognize that the IR'case-by-case procedure for
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handling penalties is not efficient for bulk fiers and their clients, or the IRS, when
one software change can cause penalties to be imposed on hundreds or thousands
of taxpayers across every state. The US Treasury recommends working with bulk

flirs o eveopa "roy" pnalty that would alleviate the problem of dealing with
many taxpayers individual on the same inadvertent error. The JOT recommends
that the IRS work with bulk filers "to expedite resolution of problems where a single
error or mishap may impact multiple taxpayers." Ceridlan suggests that resolution
of these problems can be expedited by designating a national point of contact for
bulk filers.

"One point of contact" already is being implemented for taxpayers under IRS' re-
organization of its 33 district offices and 10 service centers into 4 operating divi-
sions. Each division will have responsibility for specific taxpayer groups fr-om pre-
filing to post-filing. Many bulk fiers, however, will have clients in more than one
division with no identified point of contact for specific issues pertaining to these tax-
payers. A single, national point of contact would simplify the tax payment and filing
process and reduce the compliance burden on both the taxpayer and the IRS.
3. The size of the penalty should be proportionate to the offense

The perceived fairness of the tax system is diminished by the amount of penalty
and interest that can be assessed because of one inadvertent, human mistake or
technical error. The tax system not only puts the burden squarely on the taxpayer
to prove good faith compliance, but it could cost the taxpayer excessive penalties.

A good example is the Failure to Deposit penalty for failing to use the correct de-
posit method, especially with regard to the Electronic Federal Tax Payment System
(EFTPS). Employers are automatically penalized 10 percent per tax deposit if pay-
ments are not made through EFTPS--even if tax liabilities are paid on time and
the taxpayer has an otherwise unblemished deposit record. The amount of the pen-
alty often is many times greater than the actual loss of revenue to the IRS and is
disproportionate to the offense. The IRS and Congress have taken action to waive
the 10 percent penalty for some employers, but the waiver does not address the un-
necessary severity of the penalty.

It also does not address the issue that a taxpayer should never be penalized in
instances where their payments are on deposit with the IRS or its depository on or
before the tax due date. The fact that payment has been deposited should be taken
into account before assessing penalties. The imposition of a penalty in such an in-
stance is wholly inappropriate and not proportionate to the error.

Recommendation: Ceridian agrees with the US Treatury's recommendation to re-
duce the 10 percent deposit penalty to 2 percent because the severity of this penalty
often exceeds the taxpayer error. However, reducing the penalty amount does not
address the issue of fairness. An honest mistake by a taxpayer with a history of
compliance would still be penalized to the same degree as a willfully non-compliant
taxpayer. A taxpayer's compliance record should be taken into account in admin-
istering penalties. Ceridian also agrees with the JOT's recommendation to revise de-
posit regulations so that taxpayers whose deposit schedules change are notified by
the IRS of the change in status before it takes effect. Employers may not realize
thL~t their deposit schedule has changed until they receive a penalty notice months
later and start incurring penalties.

CONCLUSION

The JOT and US Treasury studies were important undertakings that should
prompt needed change. The vast majority of taxpayers want to comply and should
be assisted and encouraged to do so. As Commissioner Rossotti has stated numerous
times, the IRS is working to encourage compliance by providing clearer communica-
tions, marketing the benefits of electronic payment and offering improved taxpayer
service and education.

This is a tremendous step in the right direction. But the current administration
of tax penalties does little to ii~till confidence in the tax system and fails to effec-
tively target and reduce severe noncompliance. The penalty system has become arbi-
trary where taxpayers in different parts of the country may receive different treat-
ment in similar situations. The arbitrariness extends to the actual amount of the
penalty where excessive penalties can be automatically assessed without regard to
the reason for the error or the taxpayer's deposit history. Resources should be fo-
cused more effectively. Uniform goals across all levels of the IRS and targeting ef-
forts toward deterring noncompliance among willfully non-compliant taxpayers will
produce a more efficient and equitable system.
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Thank you, again, for the opportunity to comment on the penalty provisions of the
Internal Revenue Code and the studies completed by the JOT and the US Treasury.

STATEMENT OF THE COALITON FOR THE FAiR TAXATION OF Busmms TRANSACTIONS 1

The Coalition for the Fair-Taxation of Business Transactions (the "Coalition") is
composed of U.S. companies representing a broad cross-section of industries. The
Coaltion is op ed to the broad-based "corporate tax shelter" provisions in the Ad-
ministration's budget because of their detrimental impact on legitimate business
transactions. The Coalton is particularly concerned with the broad delegation of
authority provided to IRS agents under these proposals, which would reverse some
of the reforms of the IRS Restructuring Act, passed in 1998.

Pursut!%t to section 3801 of the Internal Rvenue Service Restructuring and Re-
form Act of 1998, the Department of TreasuryonOtbr2 1, ise eot
on the penalty and interest provisions of the Code. The Joint Comi; ttee on Tax-
ation ("JCrl), oni July 22, 1999, released a study3 of present-law penalty and inter-
est provisions. Both studies include recommendations regarding penalty and inter-
est provisions in the Code. The Coalition will focus its comments only on those rec-
ommendations we believe will have an impact on corporate taxpayers.

On February 28, 2000, the Department of Treasury issued three sets of regula-
tions 4 imposing new requirements on promoters and taxpayers for certain so-called
corporate tax shelter activities. These regulations require promoters to register cer-
tain. confidential corporate tax shelters, require certain corporate taxpayers to file
tax shelter disclosure statements both to the National Office of the IRS as well as
with their Federal corporate tax return, and reijulre promoters to maintain lists of
investors in potentially abusive tax shelters.

As with the Administration's legislative proposals dealifig with corporate tax shel-
ters, these regulations would impact many legitimate business transactions because
they apply to an extremely broad category of actions. Despite the regulation's
attempt to provide exceptions for transactions performed in the ordinary course of
business, as drafted, these exceptions would not apply to man legitimate business
transactions. As a result, these regulations will impose a si cant addition com-
pliance burden on corporate taxpayers that are not engaged in corporate tax shelter
activity.

These regulations have been issued with an immediate effective date, rather than
folowig gnerl amiistatie poceurs o isuane i popoed ormandalow-

on them.

1. ACCURACY-RELATED PENALTY

The American scheme of income taxation is based on the fundamental premise of
"self-assessment" by taxpayers of their tax liability.6 It is clear that the existing tax
system could not function properly if the maority of taxpayers did not report the
correct amount of tax without the governmental prior determination of the tax liabil-
ity.

To encourage taxpayers to comply with this self-assessment system of taxation,
the Internal Revenue Code ("Code") contains provisions to punish taxpayers and re-
turn preparers that fail to comply with miium tax return reportinstdas.
For taxpayers, return positions must meet the "reasonable basis" stnard to avoid
penalties. For return preparers, the minimum standards to avoid penalties for un-
disclosed return position's are the "raisi Possibility of success on the merits"
standard and the "not frivolous" standard for diclosed positions.

'This testimony was prepared by Arthur Andersen on behalf of the Coalition for Fair Tax-
ation of Business Transactions.2Department of the Treasury, Report to Congress on Penalty and interest Provisions of the
internal Revenue Code, October 19993Joint Committee on Taxation, Study of Present-Law Penalty and Interest Provisions as Re-
quired by Section 3801 of the Internal Revenue Service Restructuring and Reform Act of 1998-
(Including Provisions Relating to Coprate Tax Shelters) (JS-3-99), July 22, 1999.

4TD 8875 and REG-103736-00; TD 8876 and REG-110311-98; andT7D 8877 and REG-
103735-00.5 Comnmissioner v.- Lane Wells Co., 321'U.S. 219 (1944).

OSee .R.C. §§6662 and 6694.
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JOT and Treasury each recommend raising the minimum standards that must be

met in order for taxpayers and return preparers to avoid the impositions of pen-
alties. We believe these recommendations would raise the minimum standards to
uziJustifiable levels. It is unrealistic to expect taxpayers to file "perfect" returns, on
which every item is unquestionably correct. Federal tax law is complex, ambiguous
and constantly evolving. The determination of a taxpayer's correct amount of tax is
often not clear-cut. The recommendations to raise the minimum accuracy standards
to avoid the accuracy-related penalty and return preparer penalties are too harsh
and are not justified.
A Joint Committee and Treasury Proposai

JOT recommends that for both taxpayers and return preparers the minimum
standard for each undisclosed position on a tax return is that the taxpayer or pre-
parer must re-asonably believe that the tax treatment is "more likely than notr the
correct tax treatment This standard requires a greater than 50 percent likelihood
that an undisclosed poition would be sustained if challenged. For adequately dis-
closed positions, JOT recommends the minimum standard be substantial authority.

Treasury recommends that for both taxpayers and return preparers the minimum
accuracy standard for undisclosed positions be the substantial authority standard.
For positions disclosed in a tax return, Treasury recommends that the minimum ac-
curacy standard be the realistic possibility of success on the merit standards.
D. Analysis

As justification for raising the minimum reporting standard for undisclosed posi-
tions on a tax return to a "more likely than not standard," JOT argues that a tax
return is signed under penalties of perjury, which implies a high standard of dili-
gence in determining the positions taken on a return. JOT believes this requires a
minimum reporting standard that an undisclosed return position satisfy a "more
likely than not" reporting standard.

The accuracy-related penalties are designed to reinforce a taxpayer's self-assess-
menit obligation. The current accuracy-related penalty and reporting standards,
which require substantial authority for an undisclosed return position and reason-
able basis for a disclosed return position already provide a powerful incentive for
corporate taxpayers to closely review Qn analyze positions taken on their tax re-
turns.

A basic premise of our tax system is that taxpayer is entitled to contest adis-
pute with the Internal Revenue Service in the United States Tax Court prior to pay-
ment of the tax liability in dispute. This ability is critical in certain situations where
IRS agents aggressively assert a position that cannot be justified based on a careful
analysis of the tax law in the area.7 Taxpayers are not required to possess certainty
of the correctness of a poition in order to advance. that position on the return.
Given the complexity of te tax system,, it is unreasonable to expect every position
on every return to be unquestionably correct. A standard that requires a taxpayer
to posses a "more likely than not" certainty of the position advanced on the return
effectively prevents a taxpayer from advancing a position and litigatina it in the
prepayment forum of the Tax Court because of the probable imposition of a penalty
ifthe taxpayer does not prevail. Accordingly, the reporting standards recommended

by JOT and Treasury would, as a practical matter, require a taxpayer to self-.assess
a tax liability according to the government's position on a tax issue, pay the tax,
and pursue relief by filing a refund suit.

The recommendation of JOT Is further flawed because the more likely than not
standard applies to both the substantial understatement penalty and -the negligence
penalty. The effect of the JOT proposal is to create one accuracy-related penaty that
requires a stricter reporting standard than the substantial understatement, while
no longer requiring the existence of a substantial understatement of tax for the pen-
alty to apply. As a result of this Posed reporting standard, any mistake, whether
intention or inadvertent, results in the automatic imposition of an accuracy-re-
lated penalty. Treasury's recommendation is subject to the same criticism. By rais-
ing the minimum reporting standard, the substantial understatement penalty sub-
sumes the negligence penalty and reverses the long-standing policy of requiring a
higher reporting standard for taxpayers with substantial understatements.

7For example since the Supreme Court decision in IndopAco, Inc. v. Commissioner, 503 U.S.
79 (IM9) (;ern expenditures that give rise to more tan incidental future benefits to be
capitalized ratetan expensed) IRS agents 8esively try to require taxpayers to capitalize
expenditures with taxpayers ultimately pmaji in court. SeeltAA Nabisco v. Commissioner,
T.C. Memo 1998-252.

63-714 00-9
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For return positions disclosed by taxpayers, JOT recommends that the minimum
standard for the disclosed return position be substantial authority. This minimum
standard applies to the negligence ?natty and the substantial understatement pen-
alty Treasury recommends the minimum repotin standard to avoid these pen-
altis for disclosed positions be the relitic possibility of success on the merits
standard. Raising the minimum reporting stands for disclosed return positions is
unjustified for three reasons. First, the recommended standards eliminate the long-
standing policy of distinguishing between any understatement of tax and a substan-
tial understatement of tax. Second, the recommended standards are so high that
they are likely to have the effect of taxpayers disclosing less. This is because if un-
certain of a position, a taxpayer may be more likely to take the chance the Internal
Revenue Service will not audit the return rather than disclose the position on the
tax return. Third, under each of the recommendations, the substantial understate-
ment subsumes the negligence penalty.

11. ESTMATED TAX PENALTY

If a corporation falls to make timely estimated tax payments, then a penalty is
Imposed under section 6655. The penalty imposed under section 6655 is determined
by applying the underpayment interest rate to the amount of the underpayment for
the period of the underpayment. Although Treasury recognizes that this sanction
has attributes of interest and of a penalty, it recommends that the current-law sanc-
tion remain a penalty.

We believe this sanction is more approp lately treated as an interest charge rath-
er than a pnalty. As JOT reonize Its penalty study, the conversion of the cor-

porat estmatetaxpenat (ad individual estimated tax penalty) into interest

charge more closely conforms the title and descriptions of these provisions to their
e ffect. Thse penalties are computed as an interest charge, therefore, conforming
their titles to the substance of their function will improve taxpayers' perceptions of
the fairness of the tax systems. Because these sanctions are essentially a time value
of money computation, which is not punitive in nature but rather compensatory,
calling them penalties makes the offense of underpaying estimated taxes seem
greater than it is and wrongfully denies an appropriate deduction to business enti-
ties.

For the reasons stated above, we recommend following the JOT recommendation
to convert the existing penalty for failure to pay estimated tax into an interest pro-
vision.

Under current law, there is an interest rate differential between the interest the
government pays on large corporate overpayments of tax and what it charges on
large corporate underpayments of tax. Treasury recommends in its penalty study to
retain this interest rate differential. JOT recommends that this interest rate dif-
ferential be repealed. We agree with the JOT recommendation for the reasons set
forth in their study

JOT recommends'providing one interest rate for both individuals and corporations
applicable to both underpayments and overpayments. Accordingly, JOT recommends
eli minating the so-calledf "hot interest" provision that applies a higher rate of inter-
est to certain corporate underpayments, as well as the special rule that applies a
lower interest rate to certain corporate overpayments. This proposal also limits the
need for interest netting for corporations, a very complex burden for both taxpayers
and the Service.

As recognized by JOT, the recommended changes to the interest rate provisions
would complete the policy begun by the IRS Reform Act of providing equivalent ef-
fective interest rates on underpayments and overpayments. The recommended
changes to the interest rate provision would, on a prospective basis,, provide a better
mechanism for achieving the equivalent effective interest rate goal than the net zero
interest rate approach of present law. This is because the proposed changes would,
at least on a prospective basis, automatically achieve the desired result. On the
other hand, the implementation of the net zero interest rate under present law re-
quire taxpayers to identify the appopiat periods to which the net zero rate

should apply and to recalculate interest for those periods. The recommended
changes would make the benefits of equivalent effective interest rates available to
all taxpayers on a prospective basis, not only to those taxpayers capable of pre-
paring complex net zero rate calculations.
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rItSI Coalition of Service Industries

WRITTEN TESTIMONY SUBMiTED ON BEHALF OF
THE COALITON OF SERVICE INDUSTRIES'

TO THE
COMMITTEE ON FINANCE

U.S. SENATE
FOR THE HEARING CONDUCTED ON

FEBRUARY S.,2000

REGARDING A PROPOSAL IN PRESIDENT CLINTON'S
FISCAL YEAR 2001 BUDGET

TO INCREASE PENALTIS FOR FAILURE TO FILE
CORRECT INFORMATION RETURNS

The-Coalition-of-Service Indifnes, which represents a broad range of financial institutions,
including both large and small institutions, strongly opposes the Administration's proposal to
increase penalties for failure to file correct information returns.

The proposed penalties are unwarranted and place an undue burden on already compliant taxpayers.
It seems clear that most, if not all, of the revenue estimated to be raised from this proposal would
stem fromn the imposition of higher penalties due to inadvertent errors rather than from enhanced
compliance. The financial services community devotes an extraordinary amount of resource to
comply with current information reporting and withholding rules and is not compensated by the
U.S. government for these resources. The proposed penalties are particularly inappropriate in that
(i) there is no evidence of significant current non-compliance and (ii) the proposed penalties would
be imposed upon financial institutions while such institutions were acting as integral parts of the
U.S. government's system of withholding taxes and obtaining taxpayer information.

IhLe P-p~

As included in the President's fiscal year 2001 budget, the proposal generally would increase the
penalty for failure to file correct information returns on or before August 1 following the prescribed
filing date from S50 for each return to the greater of $50 or 5 percent of the amount required to be
reported2. The increased penalties would not apply if the aggregate amount that is timely and
correctly reported for a calendar year is at least 97 percent of the aggregate amount required to be

'The Coalition or Service industries (CSI) was established in 1982 to create greater awareness or the major role
services industries play in our national economy; promote the expansion of business opportunities abroad for US
service companies: and encourage US leadership in attaining a fair and competitive global marketplace. CS1 represents a
broad arry of us service industries including the financial, telecommunications, professional, travel. transportation,
information and information technology sectors.
1 A similar proposal was included in President Clinton's fiscal year 1998, 1999 and 2000 budgets.

iO5 1 5TH S-TREET. N.W. U ISUITE 1 110 U WASHINGTON. DC 2.0005 U (202) 189-7460 FAX (202) 775-1726 U WWW.USCSI.OR(
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reported for the calendar year. If the safe harbor applies, the present-law penalty of $50 for each
return would continue to apply.

~Currt Penalties are Sufficient

We believe the current penalty regime already provides ample incentives for filer; to comply with
information reporting requirements. In addition to penalties for inadvertent errors or omnissions3,
severe sanctions are imposed for intentional reporting failures. In general, the current penalty
structure is as follows:

* The combined standard penalty for failing to file correct information returns and payee
statements is $100 per failure, with a penalty cap of $350,000 per year.

" Significantly higher penalties-generally 20 percent of the amount required to be reported
(for information returns and payee statements), with no penalty caps-may be assessed in
cases of intentional disregard.'

* Payors also may face liabilities for failure to apply 31 percent backup withholding when, for
example, a payee has not provided its taxpayer identification number (TIN)._

There is no evidence that the financial services community has failed to comply with the current
information reporting rules and, as noted above, there are ample incentives for compliance already in
place.' It seems, therefore, that most of the revenue raised by the proposal would result from
higher penalty assessments for inadvertent errors. rather than from increased compliance with
information reporting requirements. Thus, as a matter of tax compliance, there appears to be no
justifiable policy reason to substantially increase these penalties.

Penalties Should Not Be Imposed to Raise Revenue

Any reliance on a penalty provision to raise revenue would represent a significant change in
Congress' current policy on penalties. A 1989 IRS Task Force on Civil Penalties concluded that
penalties "should exist for the purpose of encouraging voluntary compliance and not for other
purposes, such as raising of revenue.' 4 Congress endorsed the IRS Task Force's conclusions by
specifically enumerating them in the Conference Report to the Omnibus Budget Reconciliation Act

It is important to note that many of these errors occur as a result of incorrect information provided by the return
rcpents such as incorrect taxpayer identification numbers (TINs).
'Testandard penalty for failing to file correct information returns is $50 per failure. subjecr-to, a $250,000 cap.

Where a failure is due to intentional disregard, the penalty is the greater of $100 or 10 percent of the amount required to
be reported, with no cap on the amount of the penalty.
5 Also note that. in addition to the domestic and foreign information reporting and penalty regimes that are currently in
place-, for payments to foreign persons, an expanded reporting regime with the concomitant penalties is effective for
payments made after December 31, 1999. See TD 8734, published in the Federal Register on October 14, 1997. The
payor community is being required to dedicate extensive manpower and monetary resources to put these new
requirements into practice. Accordingly, these already compliant and overburdened taxpayers should not have to
contend with new punitive and unnecessary pemalies.
' Statement of former IRS Commissioner Gibbs before the House Subcommittee on Oversight (February 21, 1989,
pageS5).
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of 1989.7 Th ere is no justification for Congress to abandon its present policy on penalties, which is
based omAairness, particularly in light of the high compliance rate among information-return filers.

Safe Harbor Not Sufficient

Under thc proposal, utilization of a 97 percent substantial compliance "safe harbor is not sufficient
to ensure that the higher proposed penalties apply only to relatively few filers. Although some
information reporting rules are straightforward (e.g., interest paid on deposits), the requirements for
certain new financial products, as well as new information reporting requirements,$ are often
unclear, and inadvertent reporting errors for complex transactions may occur. Any reporting
" errors of resulting from such ambiguities could easily lead to a filer not satisfying the 97 percent safe
harbor.

Application of Penalty Cap to Each Payor Entity Inequitable

We view the proposal i unduly harsh and unnecessary. The current-law $250,000 penalty cap for
information returns is intended to protect the filing community from excessive penalties. However,
while the $250,000 cap would continue to apply under the proposal, a filer would reach the penalty
cap much faster than under current law. For institutions that file information returns for many
different payor entities, the protection offered by the proposed penalty cap is substantially limited,
as the $250,000 cap applies separately to each payor.

In situations involving affiliated companies, multiple nominees and families of mutual funds, the
protection afforded by the penalty cap is largely illusory bemause it applies separately to each legal
entity. At the very least, any further consideration of the proposal should apply the penalty cap
provisions on an aggregate basis. The following examples illustrate why aggregation in the
application of the penalty cap provisions is critical.

EXAMPLE I - Paying Agents

A bank may act as paying agent for numerous issuers of stocks and bonds. In this capacity, a
bank may file information returns as the issuers' agent but the issuers, and not the bank,
generally are identified as the payors. Banks may use a limited number of information
reporting systems frequently just one overall system) to generate information returns on
behalf of various issuers. If an error in programming the information reporting system causes
erroneous amounts to be reported, potentially a of the information returns subsequently
generated by that system could be affected. Thus, a single error could, under the proposal,
subject each~ issuer for whom the bank filed information returns, to information reporting
penalties because the penalties would be assessed on a taxpayer-by-taxpayer basis. In this
instance, the penalty would be imposed on each issuer. However, the bank as. paying agent
may be required to indemnify the issuers for resulting penalties.

'OBRA 1989 Conference Report at page 661.
' For example, Form 1099-C, discharge of indebtedness reporting, or Form 1042-S, reporting for bank deposit interest
paid to certain Canadian residents.



Reornendaion:For the purposes of applying the penalty cap, the paying agent (not the
issuer) should be treated as the payor.

EXAMPLE 11 - Retirement Plans

ABC Corporation, which services retirement plans, approaches the February 28th deadline for
filing with the Internal Revenue Service the appropriate information returns (i.e., Forms 1099-
R). ABC Corporation services 500 retirement plans and each plan must ile over 1,000 Forms
1099-R. A systems operator, unaware of the penalties for filing late Forms 1099, attempts to
contact the internal Corporate Tax Department to inform them that an extension of time to ile
is necessary to complete the preparation and filing of the magnetic media for the retirement
plans. 'The systems operator is unable to reach the Corporate Tax Department by the
February 28th filing deadline and files the information returns the following week. This
failure, under the proposal, could lead to substantial late filing penalties, for each retirement
plan that ABC Corporation services (in this example, up to $75,000 for each plan)'.

R~omendaion:Retirement plan servicers (not each retirement plan) should be treated as
the payor for purposes of applying the penalty cap.

EXAMPLE III - Related Companies

A bank or broker dealer generally is a member of an affiliated group of companies, which offer
different products and services. Each company that is a member of the group is treated as a
separate payor for information reporting and penalty purposes. Information returns for all or
most of the members of the group may be generated from a single information reporting
system. One error (eg., a systems programming error) could cause information returns
generated from the system to contain errors on all subsequent information returns generated by
the system. Under the proposal, the penalty cap would apply to each affiliated company for
which the system(s) produces information returns.

Recomendaion:Each affiliated group'0 should be treated as a single payor for purposes of
applying the penalty cap.

While these examples highlight the need to apply the type of penalty proposed by the Treasury on
an aggregated basis, they also illustrate the indiscriminate and unnecessary nature of the proposal.

CONCLUSION

The Coalition of Service Industries represents the preparers of a significant portion of the
information returns that would be impacted by the proposal to increase penalties for failure to file
correct information returns. In light of the current reporting burdens imposed on our industries and
the significant level of industry compliance, we believe it is highly inappropriate to raise penaltie..

Congress has considered and rejected this proposal on three previous occasions, and we hope it will
continue to reject this unwarranted penalty increase. Thank you lor your consideration of our
views.

'Ift corrected returns were filed after August 1. the penalties would be capped at S250.000 per plan.
"A definition of "affiliated group- which may be used for this purpose may be found in Section 267(f) or,

alternatively, Section 1563(a).
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STATEMENT OF' Gn. HYAT

OVERVIEW

Even though Coges reformed the IRS with the Internal Revenue Service Re-
structuring and Reform Act of 1998, State taxing agencies guilty of similar types
of abuses that provoked Congressional reform of the IRS have nevertheless resisted
such r-eform measures. Many States use the same type of abusive tactics for which
their federal counterpart-the IRS-was reprimanded by Coges. The State taxing
agencies, however, have gone even further than the IRS ever dared to go by exacting
revenue from non-residents using tax assessments that are significantly increased
by il-supported penalties. In making this assessment, State taxin agncies use
Federal tax return information without regard for its confidentiality. Te Joint
Committee on Taxation recently addressed the problems of breaches of confiden-
tiality of Federal tax returns and return information by State tax agencies.'

States are particularly abusive towards former residents who have moved to an-
other State. Moving to another State is a common occurrence in the U.S., where citi-
zens have the constitutional rig ht to travel to and establish residency in any State
in the United States. In 1996, Congress passed legislation that prevents States from
taxing the pensions of retirees living in other States. This Congressional legislation
illustrates the need for federal intervention in order to prevent States from over-
reaching in their pursuit of interstate tax revenue. Unfortunately, this action by
Congress only focused on one small avenue in which States pursue non-residenta
for additional taxes. Another tactic is to assess a tax on citizens leaving the State
by contesting when the former resident moved out of the State. Years after a citizen
has relocated to another State, the State taxing agency will open a "residency audit"
to exact, as much tax revenue from a former resident as possible.

States train auditors to over-inflate their proposed tax assessments by invoking
penalties (regardless of any evidentiary basis for such penalties) and then maneuver
the taxpayer into settling, at which time the alleged penalties are negotiated away
giving the State what it wants and leaving the taxpayer feeling relieved for not hav-
ing to pay for or deal with the embarrassment of penalties. The training manual
for penalties has on its cover a full-page Skull-and-Crossbones symbol (see attach-
ment) illustrating a cavalier and almost sadistic attitude of piracy that the State
takes towards penalties. In training seminars, the use of a fraud penalty is ilus-
trated with a poker chip (i.e. a bargaining chip) and the auditors are taught that
by using a penalty as a "poker chip," it can intimidate and coerce the taxpayer into
acquiescing to its demands while makin the taxpayer feel fortunate that the' FTB
does not pursue the embarrassing penalty.Furthermore, if the taxpayer does not negotiate even under the threat of pen-
alties, the State may threaten the taxpayer with public disclosure of private infor-
mation submitted to the State in confidence, including the disclosure of Federal tax
returns and return information which violates the terms under which the State is
allowed to receive Federal tax information.

Many of these same tactics and abuses were the subject of recent Congressional
hearings by the Senate Committee on Finance. The Senate Finance Committee re-
viewed numerous cases of misuse of penalties, as well asl intimidation and coercion
tactics by Federal revenue agents. While their review resulted in changes in law at
the Federal level, many, if not more, egregious actions continue to take place at the
State level.

If the notion of an out-of-control, abusive governmental agency seems
unfathomable, then one need look no further than the recent scandal that has erupt-
ed in the Rampart division of the Los Angeles Police Division. Stories of'rliceaoin-
cers within the Rampart division of Los Angeles committing perjury and fabrctn
evidence seemed unbelievable until a former officer of the division began disclosing
the division's "dirty little" secrets.

The foundation of the State's scheme involving penalties and interest results in
an audit that either totally ignores or disregards or distorts exculpatory evidence,
creates sham evidence "out of thin air,"2 and uses falsified evidence to support the
audit determination.

'See Joint Committee on Taxation "Study of Present-Law Taxpayer Confidentiality and Dis-
closure Provisions as required by Section 3802 of the Internal Revenue Service Restructuring
and Reform Act of 1998," January 28, 2000.2The court in Wertin v. FTB, 68 Cal. A p p. 4th 961, 80 Cal Rptr. 2d 644 (1998) condemned
the FTB for assessing taxes "out of thin aiM nd sanctioned the agency severely.
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DISTORTION OF THE RECORD TO JUSTIFY IMPOSING FRAUD PENALTIES

The fraud penalty imposed by the State is based upon the Internal Revenue Code
§6663. It is based upon both any direct evidence of fraud and so-called "badges of
fraud," which iclude: 1) implausible or inconsistent explanations of behavior, 2)
concealment of assets, and 3) Failr to cooperate with tax authorities.

State auditors make alegtions of hiding of assets, dealing in cash, refusal to co-
operate, and other "badges" of fraud without any evidentiary basis in the record.
The auditor maintain that the holding of fraud is "based upon all of the facts and
circumstances" but may never have stated what facts in particular led to the hold-
ing of fraud. Such generalized statements do not surmount the standard of "clear
and convincing evidence" that the State is required to meet in order to impose fraud
penalties. The statements usually address innocuous events that have innocent ex-
planations but are distorted to appear to be fraudulent behavior. Examples are pro-
vided below.

Unsupported accusations that are on their face absurd and made by those with
hatred for the taxpayer are given sacred qualities. For example, statements by a bit-
ter ex-wife that she had heard that the taxpayer had helped yet another person do
som~hing improper is stated as conclusive direct evidence of fraud. Innocent events,
such as cashing a check for petty cash or transferring utilities to the purchaser of
the taxpayer's former house, or short delays in changing addresses after a move are
take tob iet evidence of fraud.

A trust created for privacy and for estate planning purposes, which is a method
recommended by many professionals and used by many private or wealthy persons,
is miscast as a concealment of assets.

States have adopted a mission statement promising that its agency will collect
taxes fairly and which directs the State and its employees to "treat everyone with
fairness, honesty, courtesy, and respect." Apparently, the demands on States to gen-
erate tax revenue have forced them to be anything but fair, or honest, or courteous,
or respectful. Unfortunately, the State is all too often unfair dishonest, discour-
teous, and disrespectful to the point where it has been accused of fraud and extor-
tion.

THE SETTLEMENT BUREAU PROVIDES THE "COUP DE GRAS"

The State then suggests that the taxpayer settle in order to avoid the public expo-
sure of the taxpayer's private records and finances, the records generated by the
auditors during its investigation, and the auditor's alleged fraud holding. The State
designs its "audit investigation" to cause the taxpayer great emotional distress and
concern for his financial, business, and personal life, so that, when the State sug-
gests a settlement, the taxpayer will be relieved to go along with it in order to end
the personal hell and torment and allow his-life to return to normal (if ever possible
after this ordeal). George Archer, after winning a long battle against the FTB over
his Nevada residency, expressed the sentiment of many non-California resident tax-
payers best when he asked, "Why has the Franchise Tax Board made my life a liv-
ing hell for the last six years?"#3 A State's pattern of using auditors trained to follow
one-sided rules, generate self-serving evaluations, and apply alleged fraud penalties
must not be allowed to continue.

THE STATE'S AB3USIVE CONDUCT PARALLELS THE LAPD'S RAMPART CORRUPTION
SCANDAL

State auditors justify their conduct by believing that they are doing their patriotic
duty to help the State collect taxes from tax cheats. As the State sees it, penalties
are just a tool to help make its job easier: "By properly using the full force of the
penalties written into the tax laws we may better be able to get the taxpayers to

bemore cooperative." 4 In actuality, however, the State is just another example of
a government agency gone amok, where the individuals within the agency became
so accustomed to their power and invincibility that they abuse it.

Another current example of an alency that let its zeal for pursuing "bad guys"
lead to citizen-abuse is the Los Angele Police Department's Rampart Division. This
has erupted into a scandal that has engulfed and continuing to engulf the entire
city: 'The scandal centers on allegations that Rampart Division gang suppression
CRAH officers routinely manufactured evidence and committed perjury tframe

3 "BOE Rules FFB Bogeyed Golfer Archer's Case," CalTaxLetter, Vol. 12, No. 32, September
6, 1999.

"Penalties" section of FIB training Manual prepared by Larry Moy, Los Angeles District Of-
fice, August 31, 1993.
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people for crimes they did not commit."5 Already "39 people have had their convic-
tions reversed on grounds that crooked Rampart cops set them up."6 The scandal
erupted last September when a former Rampart police office told of misconduct by
his fellow Rampart officers. The misconduct included dealing drugs, framn people
for crimes they did not commit, lying in sworn affidavits or in court, and engaging
in "dirty" shootings and beatings. The City Attorneys office estimates the financial
liability of the City to be "125 million, and others guesses have ranges as high as
$1 billion."7

Similarly, allegations of corruption and abuse are coming out against the State.
One former auditor has detailed an out-of-control taxing agency with a culture of
dehumanizing taxpayers and turning the tax collecting process into an-"us versus
them" battle. Auditors manufactured incriminating evidence, suppressed or de-
stroyed exculpatory evidence, and committed perjury in order to "accomplish its pa--
triotic duty." And the State rewarded them well for their bad deeds with promotions
and awards.

The Rampart CRASH unit even had its own Skull-and-Crossbones insignia to
boost morale within the unit--very similar to the Skull-and-Crossbones symbol of
swashbuckling piracy that Is on the front of one State's Penalties training material.

The Skull-and-Crossbones pirate symbol of the State taxing agency and of the
LAPD Rampart Division is reiniscent, of the famous 1798 American rallying cry
against the French "pirates": "%Mllons for defense, but not one cent for tribute. 8

American citizens need to onc. again rise up against oppressive taxing agencies
such as the State and proclaimd "not one cent for tribute." See the letters from Cali-
fornia Congressman Brad Shierman and the cover of the FTB training manual on
Penalties attached hereto.

5 Michael D. Harris, uDA's Believe Scandal Affect. Trials' Results," Los Angeles Daily Journal,
Wednesday, March 16, 2000 at 1.

* Id.7Joel Fox, "We Will Have to Pay the Piper-but How?' Los Angeles Time, Sunday, March
12& 2000 at op-ed pagel, M5.

ARobert Goodloe Hapr, a toast at banquet for John Marshall, June 18, 1798, as quoted in
John Bartlett, Bartleffs Familiar Quotations, Fifteenth Edition (Litle Brown and Company,
Inc.: 1980) at 416.



262

The Rampart CRASH division has been described iis a "secret fraternity of anti-
gang officers and supervisors [who) committed crimes and celebrated shootings by
awarding plaques to officers who wounded or killed people."9 Similarly, the State
auditors were rewarded for their trumped-up assessments.

The State calling its initial assessment letter only a "prposed" assessment and
not abill s a prfect example of form over substance. What the aec os' c

knowledge is that this "proposed" assessment, if not challenged by the taxpayer
within 60 days, becomes an actual assessment. Thus, an outrageous assessment
that has no basis in fact is just as enforceable against the taxpayer if the taxpayer
does not play into the State's settlement game. What the State also doesn't want
to acknowledge is that interest begins to accrue on this "proposed" assessment at
10% compounded daily from the day the tax was claimed to be due regardless of
its factual basis or lack thereof.

CONCLUSION

Penalties do have a valid place within the realm of income tax administration.
However, any taxing agency, federal or state, that fabricates allegations of fraud
and other abuses in order to apply penalties against a taxpayer so that those pen-
alties can be used as bargaining capsa to give up during settlement negotiations
crosses the line of fair and just tax administration. Penalties were not meant to be
used as tools of piracy to intimidate and coerce a taxpayer into acquiescing to its
demands. As an area involving interstate commerce, Congress has an obligation to
prevent state taxing agencies From exerting this kind of coercive power on non-resi-
dents who are simply attempting to exercise their constitutional right to travel and
move among the states.

'Scott Glover and Matt Lait, "Police in Secret Group Broke Law Routinely, Transcripts Say,"M
Los Angeles Times, February 10, 2000, at 1.
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ATTAC~hIE3 I

Prepared by:
Larry froy

Los Anqeies District~ Office
Augoust A, 1993
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ATTACMEW 2

CONGRESSMAN BRAD SHERMAN
24TH DISTRICT, CALIFORNIA

SERVWN0 THE SANv RNANDO ANdO CONLO VALLEYS. COMWME ON SAMIIN
L~s Vioovss a o MAusu ANO FINANCIAL KRVICIS

UEIPRNATONAL RILATGA

February 7, 2000

Jerry Goldberg
Executive Director
Franchise Tax Board
P.O. Box 942840 -

Sacramento, CA 94240-0040

Dear Mr. Goldberg:

Its been a while since we have had a chance to talk and exchange letters here in Washington.
From time to time I run across people who do not love the Franchise Tax Board as much as
you do. Sometimes the FIB has a "result oriented" image as opposed to simply trying to get the
fairest possible resolution of a tax matter. While I know you strive to avoid any basis for this
image, the image itself is certainly not helpful to Califoria's continuing efforts to recmit
business.

I have enclosed what I am told is the front cover of a FIB training manual. Its dated August 31,
1993. 1 am told that this same cover or approach may still be in use.

I think you will agree that the picture on the cover is simply not an appropriate way to set the
tone for FTB staff.

Very truly yours,

Brad Sherfmn

cc: Kathleen Connell, B. Timothy Gage, Dean Andul, Marcy Joe Mandal, Aleesa Islas, Jim
Speed, Johan Kiehs, Claude Parrish, John Chiang

WAS HINGTON OFFICE* PRIMARY DISTRICT OFFICE. - CONEJO VALLEY OFFICE:
I524 Lo.wmotrm Buutowo 21I031 VIOWTURA BOUUsVAMw. $LU~ 1010 2100 E. TUovsAko OAxs kevo.. S~ay F

WAS*',GTsq. OC 20515-062 Woomotio W*LS 11364-40 T.vou&AoO0As 132-213
U.021 22"11 I 51I) 999k.19" 1"51441--2372

FAX 12021 225-5979 FAX ($1$$ 96-2207 FAX 151 40-2fli

(MMb~a s~een~ l ft Webwe tftP 0" V1D9wowla Wafrawlso, odvw will OWIM or £505' #91-)34

0 81U41GP9
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Prepared by:
Larry M-oy

Los Anqoles District Office
Auqust 31,1993-



266

ATTAatMET 3

CONGRESSMAN BRAD SHERMAN
24TH DISTRICT, CALIFORNIA

SEtinG~ Tme SAN FERNANDO AND CONEJO VALLEYS.
LAS VINES AND MAUIUt

cobvTUa ON WAK4
AND FU4ANCLAI. SERicS

ITPCOMMITTIE ON
INl 4TIONAI. RELATIONS

February 7,2000

Jeny Goldberg Kathleen Connell
Executive Director State Controller
Franchise Tax Doard 300 Capitol Mall
P.O. Box 942840 13tM Floor
Sacramento, CA 94240-0040 Sacramento, CA 95814

B. Timothy Gage
Director
Department of Finance
State Capitol, Room 1145
Sacramento, CA 95814

Dean Andal
State Board of Equalizaton
7540 Shoreline Drive
Suite D
Stockton. CA 95219

Jim Speed
Executive Director
State Board of Equalization
450 N Street, MIC: 73
Room 2322
Sacramento, CA 958 14-

Claude Parrish
State Board of Equalization
680 W. Knox Sawee
Suite 160
Sacramento, CA 90502

Kathleen Connell
AMl: Marcy Joe Mandel
600 Corporate Point
suite-it"5
Culver City, CA'90230

Johan Klehs
State Board of Equalization
22320 Foothill Boulevard
Suite 300
Sacramento, CA 94541

John Chiang
State Board of Equalization
15350 Sherman Way
Suite 10
V'an N~uys, CA 91406

Office of Governor Davis
clo Aleesa Islas
Constituent Affairs Representative
state Capitol
Sacrwamto, CA 95814

Dear Friends:

As you know, information provided by the Internal Revenue Service is critically irmpoutant to the
Franchise Tax Board and the Board of Equalization.

On January 28, 2000, the staff of the Joint Committee on Taxation released a report entitled

WASHNGTON OFFICE:
1524 Loogrmt Bvuwoe

WASIDTOW. DC 201640524
92021 2254311

FAX 12021 225-61179

U" brad ,Aeim&a~mad hO.U oft

PRIMARY DISTRICT OFFICE:
21031 VENURAu SOWUAD. SXTE 1010

Wooouweo 14.us 1364-GWO
fall) O-l'b

FAX (8181 599-2237

w~ebvi itehfp.vmwSh~4pIaIImwi

CONEJO VALLEY OFFICE:
1100 E. TnovAo OACS U#,v.. StsTg F

T"tOtjSANDData 11382-291)3
(805)140-372

FAX W351 449-237S
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Study of Present -Law TaxPayer Confidentiality and Disclosure Provisions as Required by
Section 3802 of the Internal Revenue Service Restructuring and Reform Act of 19,98.

Complete copies of this 3 volume study are available by simply contacting my office.

I want to refer you to pages 168 through 173 of volume I (a copy of which is enclosed). This
discusse efforts by state governments to safeguard the confidentiality provided to them by the
IRS.

As you know,.I continue my dedication to effective tax administration that requires the exchange
of Infonnatlon between the IRS and relevant same tax authorities. The more that can be done to
ensure that federal information is kept strictly confidential, the easier It will be to convince
Congress to continue to allow and facilitate these exchange of information agreements.

If you want to delve into this issue further, I refer you to the leter dated January 12, 2000, which
appears on page 221 of volume IlI of the study (a copy of which is enclosed). It addresses the
issue of states keeping the information they receive from federal tax authorities confidential. It
particularly focuses on the Franchise Tax Board.

In setting policy, it is important to remember how dependent state authorities are on federal tax
information, wa the reluctance most members of Congress have in taking heat to collect revenue
that Congress doesn't get to spend. I am sure you are familiar with the failure of Congress to
overturn the Quill case, and the successful attempt by the electronic commerce industry to shape
the debate on the taxation of the Internet to often include taxation of tangible personal properties
sold through the Internet.

Accordingly, it is very important that Caliornia do eveyhig possible to maintain proper
confidentiality of information obtained through the IRS, and avoid pressure in Washington to
reduce the flow of this information. Not only does the continuing battle with direct mail and
Internet sales indicate a reason for care in this area, but also you should remember that, here in
Washington , Nevada has as many senators as California. Moreover, tax fighters tend to have
more friends than tax collectors.

[ look forward to doing whatever is possible to have a working efficient exchange of information.
I also trust that you will do everything possible to avoid instances that would make that effort
difficult.

Very Truly Yours,

Brad Sherman

STATEMENT OF KATHLEEN M. NiLLES, EsQ.

I am a tax lawyer practicing in Washington, D.C. I have been involved in federal
tax law for 15 years. Folloin law school, I worked for five years as a tax associate
in private practice. Then I served as tax counsel to the Committee on Ways and
Means, U.S. House of Representatives. As Ways and Means Tax Counsel, I was re-
sponsible for advising the Committee on tax compliance issues, including IRS pen-
alties and interest.

Since leaving Government service in early 1995, 1 have represented a variety of
clients as a tax partner in the law firm of Gardner, Carton & Douglas. I currently
represent the. Partnership Defense Fund Trust, an organization formed to defend
the interests of individuals vestors in the partnerships described below.
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In connection with the Finance Committee's review of the penalty and interest
provisions in the Internal Revenue Code I would like to bring to the Committee's
attention a situation which has drastica~y affected the lives of thousands of tax-
payers throughout the country. It is the kind of situation that this Committee at-
tempted to address in the Internal Revenue Service M"RS") Restructuring and Re-
form Act of 1998. To date however, the IRS has failed to incorporate Congressional
intent-both in its published guidance and in its actual administration of the tax
law. Thus, I would urge Congress to consider whether stronger legislative measures
are needed.

THE SITUATION OF THE INDIVIDUAL TAXPAYERS WHO INVESTED IN HOYT PARTNERSHIPS

From 1977 through 1997 approximately 3,000 individuals and couples throughout
the United States were Induced to invest in one or more of over 100 separate part-
nerships set up by Walter J. Hoyt, a nationally recognized cattle breeder. Twenty
years later, many of these investors are confronting a fate much worse than the
mere loss of their original investment in these now -bankrupt partnerships. Pursu-
ant to a complex fraud in which the partnerships' promoter inappropriately allo-
cated a limited number of cattle among several partnerships resulting in excess de-
ductions, many Hoyt investors have received tax, penalty and interest assessments
totaling twenty to fifty times their original investment. As a result of factors beyond
their control, these individual investors--who are largely middle-class wage earn-
ers-now face IRS liabilities of $200,000 to $500,000. The enormity of these liabil-
ities has caused great emotional distress and threatened many investors' financial
and retirement security.

The Hoyt partnerstups, although fraught with fraudulent misrepresentations and
bookkeeping irregularities were not a typical tax shelter. Mr. Hoyt and his family
were nationally recognized cattle breeders. In the years 1984 to 1994, the cattle op-
erations owned between 4,000 and 10,000 head of cattle. The cattle were kept on
ten to twelve separate ranches owned by Hoyt. partnerships with a combined acre-
age totaling over 500,000 acres, as well as on other leased land. The Hoyt investors
could not have individually discovered the fraud. Indeed, it took IRS auditors and
federal prosecutors years to develop sufficient evidence to verify their longstanding
suspicions.

An IRS employee, with substantial experience on this case, recognized that the
investors were "unwitting victims" of Walter J. Hoyt's fraud. Appeals Officer Wil-
liam McDevitt filed a statement in 1997 in which he described the taxpayers as "un-
witting victims," "unsophisticated in tax matters," and "confused by the" Tax Court's
1989 decision in Bales v. Commissioner.1I

The Bales case held that the partnerships were bona fide businesses and seemed
to confirm most of Hoyt's assertions and theories.2

For several years after the IRS Criminal Investigation Division first began to in-
vestigate the Hoyt operations, Walter J. Hoyt was allowed to continue to conduct
business as usual, to promote more partnership and to retain hisl role as the Tax
Matters Partner ("TMP") for the a p roximately 118 separate partnerships he
formed and promoted. In addition to ailing to remove him as TVP, the IRS failed
to take any of the following possible actions against him:

The IRS failed to file an injunction against Mr. Hoyt as a tax return preparer.
See IRC § 7407.

The IRS failed to file an injunction against Mr. Hoyt as a promoter of an abu-
sive tax shelter. See IRC § 7408.

The IRS failed to disbar Mr. Hoyt from practice- before the IRS as an "Enrolled-
Agent."3

Notwithstanding the Bates decision in October 1989, the IRS continued auditing
the Hoyt partnershis, disallowing all claimed deductions and making adjustments
consistent with the position, that the partnerships constituted abusive tax shelters.
In 1993, the IRS and Mr. Hoyt as TMP settled the 1981 through 1986 partnership
tax years. The settlements meant that essentially all claimed deductions and losses
allocated to the investors from the partnership returns would be disallowed, while
substantial income to the Hoyt family was minimized.

I Statement of Appeals Officer William McDevitt, Appeals Supporting Statement (Dec. 23,
1997).2 1In Bales v. Commisinr T.C. Memo 1989-568, the Tax Court found that a Hoyt cattle part-
nership was not an absv tax shelter, however, the Court also held that certain deductions
for expenses in excess of the partners' actual investment should be disallowed.

8From the late 19709 until 1997, Mr. Hoyt used his continued Enrolled Agent status as proof
that he was a legitimate tax advisor. The IRS finally removed Mr. Hoyt's Enrolled Agent status
in 1997 and as TMP in 1999.
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The Individual partners first received notice of their 1981 through 1986 personal
tax liabilities fr-om the settlement (via Form 4549 computational a utment notices)
beginning in 1998. However, the National Taxpayer Advocate and te IRS Chief Op-
erating Officer issued a Stay of Collection on February 2, 1999. The 1987 through
1996 tax years remain unresolved, with the selected dockets for the 1987 through
1992 tax years having been tried and awaiting an opinion of the Tax Court.

RECENT CONGRESSIONAL FOCUS ON THE HOYT PARTNERSHIPS

W. Val Oveson, testifying as the IRS National Taxpayer Advocate at the recent
Oversight Subcommittee hearing on penalty and interest reform, described the Hoyt
situation (and others similar to it) as follows:

One of the problems taxpayers are bringing to the Taxpayer Advocate Service
with Increasing frequency involves TEFRA partnerships djetrmined to be tax shel-
ters. Taxpayers as early as the 1970s and up through the 1990s, invested in a num-
ber of partnerai~ps whose major, if not only, purpose was to shelter Income from
tax liability.4

For a number of reasons, audits of shelter cases can be quite extensive and Tax
Court proceedings fairly lengthy. Thus, for taxpayers who do not settle these cases,
but await the results of litigation, final resolution can leave them with liabilities
dating back 10 years or more with penalty and interest accruals to match.

The enormity of these liabilities has caused taxpayers to seek assistance from
a number of sources including their Congressional representatives and various
functional areas withLn the Service, including my office, to abate all or part of
the accumulated liabilities or to suspend collection action. Some taxpayers have
filed for bankruptcy protection. More than most, shelter cases can reflect the
burden associated with the past and current penalty and interest structures.
Very few taxpayers are prepared to pay or can pay penalty and interest accu-
mulations that may date back to the 1970s.

Some say that tese tax p ayers should have known that the results of their
investments were too good to be true. Nevertheless, I believe we should not
focus on blame at this point. We iieed to work to get these taxpayers back into
full compliance, possibly through Installment agreements or the expanded offer-
in-compromise criteria. I believe that tax shelters are an abuse of our system
and the investors should be penalized. I also concede that the investors owe in-
terest for the time they had the use of the government's money. I question, how-
ever, whether it is the function of the government and our penalty and interest
regimes to punish these taxpayers to the point that they become insolvent and
unable to pay even a fraction of these liabilities.

Statement of W. Val Oveson, National Taxpayer Advocate, Internal Revenue Serv-
ice, before the Subcommittee on Oversight, Committee on Ways and Means (Janu-
ary 27, 2000) (emphasis added).

Oversight Subcommittee Chairman Amo Houghton highlighted the Hoyt investors'
situation in his Opening Statement at that same hearing to illustrate the heavy
burden of compounded interest on tax liabilities that take years to resolve:

I doubt that there is anyone on this panel who hasn't heard more than one
heartbreaking story from constituents who find themselves facing crushing back
taxes, penalties and interest payments because they were unable to comply with
a tax code they have no hope of understanding. Albert Einstein once said that
compounded interest is the most powerful force in the universe. Taxpayers
whose interest payments far exceed their underlying taxes can well appreciate
the truth of his words.

Just yesterday my staff met with repesentatives of a group of investors who
were defrauded by an enrolled agent. Hs promotional materials targeted work-
ing people, promising them "qaiyivtmnsfrolshtdemabu
owning a piece of the country." ult netet orflsta ra bu

Today, nearly all of the investors face back taxes, penalties and Interest~
gigback in some cases to the 1970s--because their deductions were dis-

allowd. One of the investors, Ed Van Scoten, says the IRS is tryng to collect
about half a million dollars from him. "Who are they trying to kid?," he asks.
"They could never get $500,000 from me if I worked five lifeimes."

'Note: Although Mr. Oveson's statement generally describes the situation of the Hoyt inves-
tors, the Hoyt partnerships do not fit the definition of a tax shelter (i.e., an organization whose
major or exclusive purpose is to shelter income).



270

In some cases individual investors first received notice from the IRS of their
1981-1986 tax liability beginning in early 1998. The interest clock was runni ng
all this time.

The unscrupulous will always prey on the unsuspecting, but something ia se-
riously wrng with a penalties and Interest regime that adds to thei problems
faced by the victim of this sort of scam.

Statement of Congressman Amo Houghton (R-NY), before the Oversight Sub-
committee of the Committee on Ways and- Means (January 27, 2000).

CONGRESSIONAL MANDATE TO EXPAND OFFER IN COMPROMISE CRITERIA

Section 7122 of the Internal Revenue Code authorizes the IRS to settle tax cases
with taxpayers under appropriate circumstances for less than the full amount of tax

rnalties and interest owed. In the IRS Restructuring and Reform Act ("RRA") of~
998, Congress amended Section 7122 and directed the Secretary to prescribe guide-

lines to determine when an offer-In-compromise should be accepted. See Code §
7122(c) as added by Section 3482 of the RRA. The legislative history of this amend-
ment clearly indicates what members of the tax-writing committees wanted the IRS
to address:

The Conference Report of the 1998 BRA directs that "the IRS (in formulating
these rules] take into account factors such as equity, hardship , and public polc
where a compromise of an individual taxpayer's income tax fiabllty wouldpC3 -
mote effective tax administration." H. Conf. Rep. No. 599, 105th Con, 2d Se.
289 (1998) (emphasis added).

The legislative history also specifies that the IRS should utilize this new au-
thority "to resolve longstanding cases by forgoing penalties and interest which
have accumulated as a result of delay in determining the taxpayer's liability."
Id.

Consideration of factors such as equity and public policy represents a significant
expansionof the traditional grounds for settlingttax cases. Formerly, offers-in-com-
promise were limited to two situations: (1) doubt as to liability and (2) doubt as to
collectibility.

IRS PROPOSED REGU LATIONS ON EXPANDED OFFER IN COMPROMISE TESTS

On July 21, 1999, the IRS issued proposed relations which clearly do not incor-
porate the Congrssional mandate of encouraging offers-In-compromise in long-
s tanding cases in which penalties and interest have accumulated as a result of
delay. Instead, the regulations continue the traditional focus on economic factors

while giving short shrift to equity and public policy considerations. Specifically, the
regulations. provide that if there are no grounds for compromise based on doubt as
to collectability or liability, a compromise mlay be entered into to promote effective
tax administration when:

(I) collection of the liability will create economic hardship; or
(ii) regardless of a taxpayer's financial circumstances, exceptional circumstances

exist -such that collection of the full liability will be detrimental to voluntary compli-
ance by taxpayers; and

(III) compromise of the liability will not undermine compliance by taxpayers with
the tax laws.

Temp. Reg. § 301.7 122-1T(bX4A) through (III). -

The regulations provide specific factors for determining when the first and third
prongs are satisfied, but no-specific factors are provided for determining when the
second prong-"exceptional ciumstances"-may be satisfied. Unfortunately, the
temporary and proposed regulations only offer two examples of cases of "exceptional
circumstances:"

(I) the first involves a taxpayer who suffered a serious illness and was unable to
manage his financial affairs during such time; and

(ii) the second example involves a case where a taxpayer relied on incorrect advice
from the IRS in an informal E-mail response concerning the rollover period for an
IRA account.

Temp. Reg. § 301.7122-1T(bX4XivXE) (examples 1 and 2).
The relations provide a third example that involves embezzlement of payoll

withholding -taxes. This example could be viewed as illustrating equitable consider-
ations in the case of a victimized taxpayer. However, the example is classified as
a financial hardship example because paying the accumulated taxes, penalties and
interest would cause the taxpayer's business to fail. Temp. Beg. § 301.7122-
1TXbX4XivXD) (example 4).

In practice, the IRS contiinues to view "exceptional circumstances" with the same
narrowly focused lens as it always has. In the IRS view, the overriding factor is the
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tpAye' ability to pay (i.e., financial hardship). This exclusive focus on financial
fat=sto the extclusion ofeqibe cn Itons is evidenced in a recent letter
from the IRS Chief Counsel's Office to Representative John M. McHugh (R-NY) in
response to his inquiry about how the IRS planned to deal with Hoyt investor part-
ners facing large interest accumulations:

Taxpayers may at any time enter Into an offer in compromise with regard to
their tax liabilty. We understand that in many cases, taxayers will be unable
to pay thir ability In fill, and an oh'r in compromise based on doubt as to
collectbilty wilbe considered under the established procedures for such a re-
quest. There are no special rules for Hoy Partnership investors....

LetteAr of Deborah A. Butler, Assistant Chief Counsel (Field Service) Internal Rev-
enue Service to The Honorable John M. McHugh (June 4, 1999). 'lNus, although
Congress specified in the 1998 RBA that the IRS should consider equity and public

[11c and to resolve "longstanding cases" by foregoing penalties and Interest. nei-
C1r 0Treasury Department nor the IRS has shown ayIclination to provide for

significant interest abatement based on equitable considerations or exceptional cir-
cumstances.8

CONCLUSION

Where Innocent taxpayers are victimized by a tax'shelter promoter and the proc-
ess of adjudicating the tax liabilities takes as long as 20 years, equitable factors are
strongly present. -The broader issue raised by the fraud perpetrated on the Hoyt
partnership investors is how such equitable considerations -should be taken into ac-
count in determining whether a portion of a taxpayer's total liability (e.g., the inter-
est) should be compromised or abated.

In 1998, Congress determined that interest abatement should be part of the new
offer-In-compromise procedures in certain situations. As noted above, Congress di-
rected the MRS to tae into account factors like 'equity" and "public policy." How-
ever, two years later, the IRS has yet to develop reasonable guidelines to facilitate
offers in compromise that give p roper attention to these factors.

If the IRS continues to exhibit resistance to Congressional intent, Congress may
want to revisit the issue in a legislative context. The Joint Committee on Taxation
staff has recommended that abatement of interest be utilized if a"ros Inustice"
would otherwise result if interest were to bec barged. It is anticipate that such au-
thority would be used infrequently. Although I believe that the IRS already has the
authority to address situations of gross ii~ ustice under the expanded offer-in-com-
promise authority of RRA 1998, enactment of a new statutory remedy may be nec-
essary.

STATEMENT OF THE TAx FAINESS COALITION 1

SUBMITTEDD BY THE WASHINGTON COUNSEL, P.C., AITORNEYS-AT-LAW]

This statement is submitted on behalf of the Tax Fairness Coalition, whose mem-
bers include companies that share the objective of e. tax system that isr fair, easy
to understand and administer, and does not undermine the ability of American busi-
nesses to create jobs at home and compete in our global economy.

Both the Treasury Department ('Treasury") and the staff of the Joint Committee
on Taxation (the "Joint Comite") have put forth legislative proposals concerning
corporate tax shelters. Previously, we filed comments with both the House Com-
mittee on Ways and Means and the Senate Finance Committee regarding these pro-
posals.2 This statement focuses on the current environment in which the issue of

5At the Ways andEeans Oversight Subcommittee hearing on January 27, 2000, Treasury Tax
Legislative Counsel Joseph Mikout testified: ". . . Treasurys position remains that it is appro-
pniate that situations involving abatement of interest be narrowly drawn."

'This statement is presented by LaBrenda Garrett-Nelson, GRary Gasper, Nicholas Giordano
and Mark Weinberger, members of Washington Counsel, P.C.

2This statement supplements the written comments, primarily on the Joint Committee pro-
rosasub mitted by the Tax Fairness Coalition for the record of the "Corporate Tax Shelter"

esrn nNovember 10, 1999, before the House Ways and Means Committee, and separately
to the staff of the Senate Committee on Finance (referred to herein as our "November 1999 Sub-
mission"). A copy of that statement is attached.

Treasury's most recent proposal, which was included in the Clinton Administration's budget
request flor fiscal year 2001 ("200 Budget'), was foreshadowed by a "white paper" released by
Treasury in July 1999. See Department of the Treasury, The Problem of Corporate Tax Shelters:
Discussion, Analysis and Legislative Proposals (July 1999) (the "White Paper"). In addition, cer-

Continued
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tax shelters is being considered and, in particular, the significance of newly issue
Treasury regulations, recent Internal Revenue Service ("IRS") court victories and
other fIRS initiatives addressing corporate tax shelters. The Tax Fairness Coalition
is concerned that legislative popos--n top of the recently announced efforts by
Treasury and the IRS-may be premature, particularly in light of the potential im-
pact of the increasing use by the government of its existing tools. These develop-
ments should not be viewed as simply after-the-fact enforcement, because they are
likely to deter taxpayers from engaging in abusive transactions.

INTODUCTION
To the extent that tax payers are entering into transactions that are not sanc-

tioned under the a pp licable law, those taxpayers extract a cost that is borne by all
other taxpayers--both Individuals and corporations, and may undermine the oun-
dation of our voluntary tax system. The Tax Fairness Coalition is concerned how-
ever, that the proposals advanced by Tesury and the Joint Committee woulci have
the practical effect of discouraging legitim ate tax planning and unnecessarily bur-
den routine business transactions, to the extent that they:

" Provide IRS agents with new weapons to extract inappropriate concessions from
taxo ayers;

"* d additional layers of mind-numbing complexity to the Internal Revenue
Code-

* and *orce more and more taxpayers into refund litigation.
More specifically, we are concerned that Treasury's proposal to "codify the eco-

nomic subsanc doctrine" would give the Executive Branch and IRS agents unfet-
tered discretion to rewrite substantive tax rules, while at the same time raising the
risk inherent in any codification of common law that the legislative approach will
have the unditended effect of limiting the ability of the courts to apply a doctrine
that they have used readily, for the past seventy years. In addition, the Joint Com-
mittee's proposals would Live the effect of creating a strict liability penalty regime
and would penalize tax advisers and return preparers by imposing penalties that
routinely exceed their net after-tax income when their advice turns out to be wrong.

We raise these concerns to highlight the difficulty of legislating in this area. The
increasing complexity of today's Federal tax laws means that the development of
measure d initiatives will take time, as evidenced by: (1) Treasury's delay in issuing
regulations to implement 1997 tax shelter legilation (discussed below); (2) the dif-
ferences in opinion reflected by disparate provisions in the Treasury and the Joint
Committee proposals;3 and (3) the modifications that Treasury itself made to the
original corporate tax shelter proposal included in the Administration's budget last
year.

We are not suggesting that there are no transactions that generate unanticipated
and iiiappropriate tax consequences. To the contrary, these results are the inevi-
table outcome of a tax system that is too complex and burdensome. We also recog-

tain penalty anid interest proposals were discussed by Treasury in a study that was required
by section 3801 of the Internal Revenue Service Restructuring and Reform Act of 1998, P.L.
105-206 (July 22, 1998) (the "1998 Acte). See United States Treasury Department, Report to
Congress on Penalty and Interest Provisions of the Internal Revenue Code (October 1999) (the

Trasury Study) Te Joint Committee corporate tax shelter proposals were included in its
study on pnalty and interest provisions also requird by the 1998 Act. See Staff of the Joint

Cmmitte on Taxation, 106th Cong., 1st Sess., Study of Present-Law Penalty and Interest Pro-
visions 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 Study"). Rep. Doggett has introduced legislation incorporating some of the
Treasury Department's proposals. See H.X. 2255, 106th Cong., 1slt Seas. (1999).

3For example, the Joint Committee has not recommended any new substantive rules-such
as codifying the economic substance doctrine developed by the courts. Also, there is a lack of
consensus between Treasury and Joint Committee on whether certain factors or "filters" should
be viewed as indicative of a tax avoidance transaction, including, for example: contingent advi-
sor fees or fees in excess of a certain amount; any difference between the form of transaction
and how it is reported; and the offering of a transaction to multiple tax paes4Treasur i not re-propose three provisions that were inclue in last year's Budget but
not endorsed in the Joint Tax Committee Study. The dropped provisions would disallow deduc-
tions for promoter and advisor fees, preclude taxpayers from taking tax positions inconsistent
with the form of their transactions (although the taking of inconsistent positions could trigger
a disclosure requirement if other identified factors are present), and impose a 25-percent excise
tax on rescission agreements, unwind provisions, and insurance arrangements. As in last year's
proposal, in the provision to modify cranseific transactions that "provide sheltering poten-

tia" Teasryreccle sx o th tn prposals tmoiy specific transactions that were in-
clce i atyersBugt ndicu our new or substantially modified provisions. Other

reversals in approach are present, including the absence of the 30-day disclosure requirement
that was in last year's Budget proposal.
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nize the obvioustxayers and their advisors move quickly to take advantage of
perceived tax planning opportunities. Nevertheless, wholesale new laws with vague
and punitive components can do more harm than good. Consistent with the age-old
axiom of "First Do No Harm," the Congress should act Judiciously in this area ar-
ticularly in light of the potential for increased burdens on legitimate transactons
if far-reaching legislation is enacted.

Moreover, laws are only as good as their implementation. While the expanded au-
thority proposed by Treasury and 41 u Joint Comite would technically vest with
the-Secretary, it would be exercised by IRS agents all around the country. Such a
delegation of authority coupled with cascading penalties would put an awful lot of
power In the hands o?1 IRS agens.Asthe Joint Committee's report on the Presi-
dent's-revenue proposals for Fiscal Year 2000 recognized, such power can be abused
by agents and used to threaten taxpayers to settle unrelated tax issues that arise
In annual audits. Caution is also necessary because once such power is transferred
to the Executive branch, it would likely be very difficult for the Congress to reclaim"
it. Any attempt by the Congress to reverse an action taken in this area would be
scoredas a revenue loser under current scoring conventions. Congressional preroga-
tives to disagree with the Executive Branch would, thus, be limited.

Any corporate tax shelter proposal must be examined in light of the existing re-
sources available to the IRS to combat corporate tax shelter. The IRS has several
existing and some new tools at its disposal to identify corporate tax shelters. Before
enacting new proposals, existing rules and authorities should be carefully and thor-
oughly reviewed. If they do not work or are inadequate perhaps they should be re-
pealed and replaced with new ones. Adding another layer of penalties and rules to
overlay existing ones merely creates more complexity and potential pitfalls for tax-
payers.

DISCUSSION

An appropriate framework for addressing corporate tax shelters requires an eval-
uation of the ability of Treasury and the IRS to identify imperfections in our tax
system through the tools it already has at its disposal, and the ability of the govern-
ment to address the problems that it does identify, either through the rulemaking
process or through the courts. Only when Treasury and the IRS do not have the
necessary tools to address the problems they identify should the Congrss provide
additional tools and delegations of authority to Treasury and the IRS. Tothe extent
that the Congress determines that such additional tools or delegations are nec-
essary, we agree with the premise set forth by both Treasur and the Joint Com-
mittee that such tools or delegations should not interfere ifth legitimate tax plan-
ning or impose needless complexity, and would also suggest that such tools should
not result in-arbitrary or hidden increases or violate basic notions of fairness
and equity.
1. The Congress Should Allow Treasury and the IRS Time To Assess the Impact of

New Regulatory Guidance Before Taking Legilative Action.
Much of the rhetoric relating to corporate tax shelters suggests that the govern-

ment needs new tools because it is not aware of transactions and tax planning ar-
rangements that it might deem inappropriate. That is why the Administration has
proposed numerous specific provisions to attack transactions that it does not like,
plus te general provisions that would en tangle ordinary tax planning and legiti-
mate business transactions, in case there are others that they have not yet found.
Recently, however, Treasury and the IRS published three sets of temporary, and pro-
posed regulations affecting corporate tax shelters, along with other published guid-
ance (including Notice 2000-15, listing transactions identified by the IRS as tax
avoidance or "listed" transactions).5 Please note that companies in the Tax Fairness
Coalition are still in the process of analyzing the impact of this new regulatory guid-
ance, including the extent to which these rules raise practical or technical issues
that will need to be addressed during the regulator process. Nevertheless, it is fair
to assume that these new regulations can be ex=dto bring about changes in be-
havior and, as such, change the tax-shelter legislative landscape dramnaticaly. Addi-
tionally, because many of the concept ts prpsed in the Administration's FY 2001
Budget plan are incorporated into this guiance, these regulations could serve as
a "proving ground" for the untested theories underlying Tr-.-sury's legislative pro-
posals.

5T.D. 8877, 65 FR 11205 (Mar. 2, 2000), T.D. 8876, 65 FR 11215 (Mar. 2, 2000), T.D. 8875,
65 FR 11211 (Mar. 2, 2000).
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a. Regulatory Guidance Issued in February 2000, Regarding Regisrationo"C-
fidential* Corporate Tax Shelters 6. In 1997 the Congress amended Section 6111(d)
to expand the definition of a "tax shelter" for purposes of registering such trans-
actions with the IRS.7 When Treasury proposed the registrton legilation, it ex-
plained that the provision would help get the IRS useful inormtion about cor-
porate deals at an early stage to help ldentf trnacin to audit and then take
appropriate action-presumably through enforcement, regulatory changes, and re-
quests for legislation when necessary. 8 Despite the professed need for this legisla-

tion, regulations implementing the provision (the "Registration Regulations") did not
bcco-ave effective until just last month when Treasury promulgated the imple-
menting regulations.9

Generally, the "Registration Regulations" provide rules that define a 'significant
purpose of tax avoidance or tax evasion" for purposes of the requirement under Sec-

tion 6111(d) that confidential corprt ta helters be registered with the IRS. Be-
cause registration is required to be made before interests In the transaction are first
offered for sale, the provision should provide significant early warning to the govern-
ment of new-types of transactions.

b. The New Regulatory Rules Were Made Effiective Immediately. The Registration
Regulations aply totree categories of transactions: (1) listed transactions (such
as those identifed in Notice 2000-15); (2) th~se in which avoidance or evasion are
considered a "significant purpose" (generally, measured by whether the present
value of the participant's reasonably expected pre-tax profits is "insignificant" rel-
ative to the present value of net tax savings as proposed in the Administration's
budget); and (3) those structured to produce i ederal income tax benefits that con-
stitute an important part of the intended results of the transaction, where the tax
shelter promoter reasonably expects the transaction to be presented to more than
one participant.

c. The Scop of the Registration Requiremnt Was Broadened by Virtue of an Ex-
pansive Definition of"onfidntial." in order for the Registration Regulations to
apply the tax shelter in question must be offered to any potential participant under
"conditions of confidentiality." Under the new regulations, the determination wheth-
er the condition of "confidentiality" is satisfied is based on all facts and cir-
cumstan-ces, including the prior conduct of the parties. If the offeree's disclosure is
limited in any way by an implied understanding or agreement, the offer is consid-
ered made under the conditions of confidentiality (and therefore sbject to registra-
tion), without regard to whether the agreement or understanding is legally binding.
This also results if the promoter knows or has reason to know the transaction is
protected from disclosure, such as where the transaction is claimed to be propri-
etary.

d. Maintenance of Lists of Investors in Potentially Abusive Tax Shelters i0. Section
6112 provides that any person-including "Promoters" and outside advisors--who
organizes or sells any interest in a "ptentially abusive tax shelter" must maintain
a list identifying each person who wa sold an interest in the shelter. The regula-
tions requiring maintenance of investor lists were issued at the same time as the
Registration Regulations. Sinfiatly, the definition of a potentially abusive tax
shelter tracks the definition of transactions subject to the Registration Regulations,
but there are no requirements under Section 6ll2that the transaction be offered
under conditions of confidentiality or that the promoter receive minimum fees in ex-
cess of $100,000. Thus, certain transactions that are not subject to registration
under Section 6111 -may be subject to the requirement to maintain a list of inves-
tors.

These lists should greatly assist the IRS in identiying taxpayers who participated
in "potentialy abusive tax shelters," in view of the requirements that-a person

maintainingW~r a list must make it available for intrton upon request by the IRS
and must retain the information for seven years. Mrover, the information required

*Teinp. Rego. Sec. 301.6111-2T.7See Section 1028 of the Taxpayer Relief Act of 1997, P.L 105-34 (Aug. 5, 1997) (the "1997
Act) (enacting Section 6111(d)). Unless otherwise indicated, all Section references are to Sec-
tions of the Internal Revenue Code of 1986, as amended (the "Code).

0 See the U.S. Treasury Departmenes General Explanations of the Administration's Revenue
Proposals at 81 (February 1997). crdn to Treasury: Many corporate tax shelters are not
registered with the IRS. Requiring . ttion of corporate tax shelters would result in the IRS
reev useful information at an early ate regarding various forms, of tax shelter transactions
engaged n by corporate participants. Thi i allow the ERB to make better-informed judgments
regarding the audit of corporate tax returns and to monitor whether-legislation or administra-
tive action is necessary regarding th e of transactions being registerd

OTAD 8876,65 FR 11215 (Mar. 2,00)
10Q&A Ten&l Re-I-ec 301.6112-1T.
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to be retained includes "all of The factual elements necessary to support the tax ben-
efits that are expected to be claimed.""1

e. Yet to be Issued "Substantial Understatement Penalty" Regulations. Also in
1997, the Congress expanded the definition of the term "corporate tax shelter" for
purposes of the substantial understatement penalty provisions of Section 6662. The
increased exposure to the substantial understatement penalty, as a result of the
1997 changes, is untested, primarily because Treasury has yet to issue regulations
or other guidance (although the statutory definition under Section 6662 is similar
to the definition under th txseer registration rules of Section 6111(d)). It
seems premature for Treasuryto request that the Congress double the amount of
the penalty imposed under Scion 662 before it even issues rules outlining the
scope of the penalty.

Unlike the registration requirement in Section 6111, there is no requirement
under Section 6662 that the arrangement involve a corporation, a confidentiality
agreement or minimum promoter fees. As a result, it is worth noting that under cur-
rent law a corporate taxpayer can fuly disclose a position on a tax return and can
have substantial authority for such position but still be subject to penalty if the
transaction is considered a tax shelter. The only way to avoid a penalty is; to estab-
lish reasonable cause under Section 6664(c), which Treasury has already cir-
cumscribed by regulation (so that for example, a taxpayer's reasonable belief that
it is more likely tan noto prevail may not sufficientn.
2. The IRS Has Also Just Begun to Identify New Applications of Long-standing Au-

thority
As part of an ongoing administrative initiative on corporate tax shelters, at the

same time the Registration Regulations Were issued, Treasury used its general, pre-
existing authority to prescribe the contents of coprate tax returns to issue tem-
porary and proposed regulations requiring extensive tax return disclosure of cor-
porate tax shelter transactions (the "Disclo-sure Regulations").

a. New, Retroactive Reporting Requirement. The Disclosure Regulations require a
corporate taxpayer to disclose -reportable" transactions by attaching a statement to
its tax return and sending a copy to the IRS National office in Washington, D.C. 1 2

This disclosure requirement applies retroactively to certain transactions 'entered
into before the regulation was issued. 13 Also, even if a transaction is not required
to be disclosed when it is entered into, it may have to be disclosed if the IRS subse-
quently identifies the transaction as a listed transaction.1 L4

A failure to disclose under the new regulations does not result in any new or in-
creased penalties. In the preamble to the Disclosure Regulations, however, Treasury
noted that "a taxayer's failure to satisfy' the disclosure requirements of the tem-
porary regulations may affect its exposure to penalties under sections 6662 ("accu-
racy -related penalties") and 6663 ("fraud") of the Code" because "the nondisclosure
coul indicate that the taxpayer has not acted in 'good faith' with respect to the un-
der ayment,," such that the section 6664(c) reasonable cause exception would not

-Te"reportable transactions" subject to the Disclosure Regulations include the
same transactions subject to the Registration Reguations but without the "confiden-
tiality" and "ag gte fee" qualifiers. Thus, although similar to the types of trans-
actions cove:by1te tax shterRegitration Regulations, the Disclosure Regula-
tions cover a broader range of transactions, such that they will provide the IRS with
disclosure of transactions that might not be disclosed otherwise. "Reportable trans-
actions" include: (1) transactions identified by the IRS (including those transactions
identified as "listed transactions" in Notice 2000-15); and (2) transactions that pos-
sess two out of six identified characteristics (which are substantially similar to the
"filters" listed as part of the corporate tax shelter proposals in the Administration's
2001 Budget). The six characteristics contained in the regulations are:

" The taxpayer has participated in the transaction under conditions of confiden-
tiality (as defined in the "rgitrtion relationss";

" The taxpayer has obtained or been provided with contractual protection against
the possibility that part or all of the intended benefits from the transaction will
not be sustained including, but not limited to, recission rights, the right to a
full or partial relund of fees paid to any person, fees that are contingent on the
taxpayer's realization of tax benefits from the transaction, insurance protection

"See the Preamble to Temp. Beg. Sec. 301.6112-iT.12 Temp,., Bego. Sec. 1.6011-4T.
1SeIemp. Reo Sec. 1.6011-4T(g) and Example from Temp. Begs. Sec. 1.6011-4TXcX2), de-

scribing disclosures required for a transaction entered into in January of 1999.14Temp. Rep. Sec. 1.6011-4T(bX2).
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with respect to the tax treatment of the transaction, or a tax indemnity or simi-
lar agreement (other than a customary indemnity provided by a principal to the
transaction that did not participate in the promotion of the transaction to the
taxpayer);
* Th elaers participation in the transaction was pooeslctd rrc

ommiende by one or-more persons who have received or are expected to receive
fees or other consideration with an aggregate value in excess of $100,000, and
such person or persons' entitlement to such fees or other consideration was con-
tingent on the taxpayer's participation in the transaction;

" The exetd treatment of the transaction for Federal income tax purposes in
any taal year differs or is expected to differ by more than $5 million from
the treatment of the transaction for purposes of determining book income as
taken into account on the schedule M-1 (or comparable schedule) on the tax-
payer's Federal corporate income tax return for the same period;

" Thle transaction involves the participation of a person that the taxpayer knows
or has reason to know is in a Federal income tax position that differ from that
of the taxpayer (such as a tax exempt entity or a foreign person), and the tax-
payer knows or has reason to know that such difference in tax position has per-
mitted the transaction to be structured on terms that are intended to provide
the taxpayer with more favorable Federal come tax treatment than it could
have obtained without the participation of such person (or another person in a
similar tax position); and

" The expected characterization of any significant aspect of the transaction for
Federal income tax purpose differs from the expected characterization of such
aspect of the transaction for purposes of taxatko~i of any party to the transaction
in another country.

The Disclosure Regulation contain dollar thresholds (based on the "projected tax
effect test") and exceptions (described as ordinary course transactions), although the
exceptions are drafted in very vague and uncertain terms that will require addi-
tional interpretive guidance. for example, one exception a applies if the "taxpayer
reasonably determines that there is no reasonable basis unde Federal tax law for
denial of any significant portion of the expectd Federal income tax benefits." 15 It
is not at all clear how this formulation differs from another exception that a plies
where there is "a long-standing and generally accepted understanding that the ex-
pected Federal income tax benefits from the transaction are allowable' 6 (a standard
that is equally vague and uncertain). It is also unclear how the "no reasonable
basis" standard should be interpreted. For example, the Joint Committee Study
seems to suggest that this standard requires that the IRS have at least a 20o
chance of prevailing- in litigation. '7

b. New Document Retention Requirements. The Disclosure Regulations add docu-
ment retention requirements (in addition to those required by Section 6001), includ-
ing a requirement to maintain all marketing material related to the transaction
and all documents discussing, referrig to, or demonstrating the tax benefits arisin
form the reportable transactions.

c. Announced Changes to IRS Rules Governing Standards of Practice. In addition
to the recently released regulations, Treasury and the IRS are taking a number of
other administrative measures to combat corporate tax shelters. For example, last
month Treasury Sereary Summers announced that Treasury will propose amend-
ments to Circilar 230, which governs practice before Treasury and the IRS, within
the next six months.'8 These amendments could include sanctions on firms that
issue opinions on tax shelters, limits on contingent fee arrangements and height-
ened opimuon stadards.

d.New IRS Ofic for Centalizd Review of Corporate Tax Shelters. Moreover, the
IRS has establihe a -mew office to monitor the use of corporate tax shelters and
to coordinate the government's response to such transactions. The new Office of Tax
Shelter Analysis will provide a centralizett review of corporate tax shelters, some-
thing that the IRS has never attempted to do.

e. Other, Pre-existing Requirements That The IRS Might Excplore. Under current
law, corporate taxpayers generally are required to reconcile their book and taxable
income on the face of the corporate income tax return.' 9 Thus, corporate taxpayers

15 Temp. Reg. Sec. 1.6011-4TMX3XilXC).
'*Temp. Rfg. Sec. 1.6011-4~X3iiXB).
'7 See the table on page 152 of the Joint Committee Study, quantifying reasonable basis as

at least a 20% lIkelihood of success if chalk', god.
'S Treasury Secretary Lawrence H. Summers, Tackling 1he Growth of Corporate Tax Shelters,

Remarks to the Federal Bar Association (Feb. 28, 2000).
1"Internal Revepute Service Form 1120, Schedule M-1.
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already are required to disclose (and must be prepared to explain and justify) the
book/tax differences that Treasury and the Joint Committee view as a key indicator
of potential corporate tax shelter transactions.20 Moreover, the largest 1,700 cor-
porate taxpayers are included in the coordinated examination program 2 ' and are
subject to continuous audit by revenue agents who routinely work fr-om offices at
the taxpayer's headquarters and have the time and access to all of the information
necessary to identify potential corporate tax shelters.22

3. The IRS Regularly Identifies Imperfections In- Our Tax System And Successfully
Uses Tools It Already Has at Its Disposal

As a practical matter, when the government does identify what It perceives as
"abuses, ' the IRS has often been aggressive in challenging those transactions
through examination and litigation, regulatory changes, and other administrative
action.

a. Examination and Litigation. Significant cases that the government has won in
recent years include:

" Ford Motor Co. v. Commissioner,23

* Jacobs Engineering Group, Inc. v. United States,24

" ACM Partnership v. Commissioner,2,5
" ASA Investerings Partnership v. Commissioner,26

* United Parcel Service of America, Inc. v. Commissioner,27

" The Limited Inc. v. Commissioner,28

* Compaq Computer Corp. v. Commissioner,29

" JES Industries, Inc. v. United States,3 0

" Winn-Dixie v. Commissioner,3' and

20 Both the White Paper and the Joint Committee Study suggeat that the Schedule M-1 is
not a useful audit tool and that negotiations over audit plans alow taxpayers to hide corprate
tax shelter issues. This is simply not the case. The IRS invariably uses the Schedule M-1 as
a road-map for conducting its audits, and "ne of the first requests made by the IRS in almost
any audit of a large corporation is a request for a detailed explanation of book/tax differences.
Moreover, if Schedule M-1 disclosure is determined to be inadequate, the IRS has unilateral
power to make whatever changes it thinks are required (aE evidenced, for example, by the new
Disclosure Regulation).2 1 GAO, "Tax Administration-Factors Affecting Results from Large Corporations," p. 1, GAO/
GGD-97-62 (Apr. 1997).22 Despite the assertion made in the Joint Committee Study that "audits of large corporations
typically follow an spreed-upon agenda of issues that is negotiated by the IRS and the corporate
taxpayer," in practice we have found that the IRS determines which issues will be covered by
an audi, and that the IRS will continue to raise new issues througho4t the audit process. Thus,
the notion that corporate taxpayers can "win the audit lottery" by negotiating the initial agenda
for an audit does not reflect the reality of how the IRS conducts audits.

23 102 T.C. 87 (1994), affd 71 F.3d 209 (6th Cir. 1995) (Tax Court limited a current deduction
for a settlement p ayment, stating that tax treatment clalme&by the taxpayer would have en-
abled it to profit from its tort liability).

24 97-1- USTO 87,755 (CCH 50,340) (C.D. Cal. 1997) afl'd 99-1 USTO 87,786 (CCH 50,33)
(9th Cir. 1999) (applying Section 956 to a transaction despite the fact that a literal reading of
the regulations would not have subjected the taxpayer to that provision).

2573 T.C.M. (CCH) 2159 (1997), afid 157 F.2d 231 (3d Cir. 1998) (not respecting a partner-
ship's purchase and subsequent sale of notes, stating that the transaction lacked economic sub-
stance) cert. denied 119 S. Ct. 1251 (1999). .tn2676 T.C.M. (CCH) 325 (1998), afrd F.3d -(D.C. Cir. 2000) (applying an intn
test to determine that a foreign participant in a partnership was a lender, rather than a part-
ner, for federal income tax purposes).27T.C.M. No. 268 (1999) (treating an, intragroup restructuring involving a related insurance
company as a sham, stating that the restructuring was primarily motivated by tax consider-
ations).

28 113 T.C. No. 13 (1999) (holding in favor of the IRS on grounds that the principal purpose
for organizing a foreign s1ub3idiary to Purchase certificates of deposit from a domestic subsidiary,
rather than usihg a domestic corporation, was to avoid the application of Section 956).

S113 T.C. No. 17 (1999) (holding that the economic substance doctrine applied to deny foreign
tax credits attributable to the purchase and resale of ADRA when the transaction was 0I)de
signed to yield a specific result and eliminate all economic risks, 00i the taxpayer had no reason-
abe possibility of- a pre-tax profit and (III) the taxpayer had no non-a business purpose for

-the transaction).
30 No. C97-206 (N.D. Iowa September 22, 1999) (order granting partial summary judgment

in favor of IRS under facts similar to Compaq).
31 113 T.C. No. 21 (1999)Rholding that a leveraged corporate-owned life insurance program

lacked economic substance and business pups when the court found that the only function
of the program was to generate interet andrfee deductions in order to offset income from other
sources).
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* Saba Partnership v. Commissioner.32

Of particular note is that in UPS and Comnpaq the IRS asserted, and the courts
sustained, the imposition of meaigu penalties on the tax payers. This suggests
that the current law penalty provisions are being used, despite an assertion to the
contrary in the Joint Committee Study. Moreover,- IRS officials have recently stated
that cases such as Compaq have emboldened the government to seek penalties more
often.33

b. Regulatory Changes. Likewise, the Administration regularly addresses what it
perceives as "abuses" through notics and regulations. In recent years, Treasury has-
promulgated a number of regulations and other rules intended to stop tax planning
activities that Treasury has viewed asinpprprate.3

c. Other Administrative Action. On a numbr of ocsons in recent years, Treas-
ury has issued notices to target specific tax planningtechniques, typiAlly announc-
ing its intention to issue regulations addressing such techniques that will be effec-
tive as of the date of th notice.ss On several occasions, the regulatory gudance has
been issued with retroactive effective dates, a practice that hais a chilling. effect on
transactions that taxpayers believe the government might find "abusive."38 More re-
cently, The IRS issued Notice 2000-15, which notice has broad application because
it lists transactions identified by the IRS as "tax avoidance transactions" that are
subject to the requirements of all the new regulations (described above).

d. Congressional Interaction. When Treasury identifies a received "abusive"
transaction, whether thro ugfh rulemaking or by way of a specific legislative proposal,
the Congress has not hesitated to- act appropriately to curb abuses. For example,
two years ago the Congress eliminated certain tax benefits invoPr the liquidation
of a regulated investment company or real estate investment tis60n addition, last
year the Congress enacted a provision to address certain transactions involving the
transfer of property subject to multiple liabilities. Although the statute in each case
was effective as of the date of announcement, the Congress made clear (as it does
routinely in perceived abuse cases) that the IRS was fre to attack pre-effective date
transactions under prior law. r

The. events that unfolded over the past two years following the release of Notice
98-11,87 and the Congress' repeated rejection of most of the Administration's pro-

pose revnue aisrs, highlight another issue that should be coniedinlgto
the proposals to provide the IRS and Treasury with new ways to combat trans-
actions that they view as inappropriate. We respectfulfly submit that the new arse-
nal of weapons recommended by Treasury and the Joint Committee would effec-
tively allow the IRS and Treasury to accomplish what the Congress has effectively
prevented in the legislative arena.
4. Criteria That Should Be Used in Evaluating Legislative Proposals to Address Cor-

porate Tax Shelters
When and if the Congress determines that legislative action is required to address

corporate tax shelters, such action should be commensurate with the problem. More-
over, the Congress should balance carefulfly the expected benefit of any legislative
proposal with the likely adverse consequences of enacting such a proposal. In par-
ticular, we respectfully suggest that no legislative proposal should be enacted that
would:

" Interfere with mainstream business transactions and ordinary tax planning ac-
tivities;

* Impose needless complexity;

32T.C.M. No. 359 (1999) (appyn economic substance test to disregard partnership trans-
actions similar to those adr n AC Partnership and ASA Investorin,. s Partnership).

33See Tax Notes Today (February 10, 2000) (citing IRS Assistant Chief Counsel, Cynthia
Mattson).

34 For an extensive list of similar guidance issued over the last two years, see the attached
copy of our Noyember 1999 Submission.

3 Examples are listed in our November 1999 Submission.
S" See Section 7805(bX3) (authorizing Treasury to issue regulations retroactivel y when nec-

essarv to prevent abuse, but only with respect to statutory provisions enacted on or after July

471n Notice 98-11, the IRS and Treasur anunced their intention to propose regulations
targeting certain transactions involving foreign hybrid entities. Less than three months after the
issuance of Notice 98-11, temprr regulation implementing the notice were promulgated. As
a result of a sigifcant legislative backlash to those temporary regulations, which generally fo-
cused on whether the targeted transactions were in fact inappropriate and whether Treasury
had the authority to issue the regulations, the IRS and Treasury issued Notice 98-35, in which

they e ressed eir intent to revise the temporary regulations with a new effective date. Those
"Ws were propsd on July 9, 1999, with a proposed effective date of no earlier than
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" Violate basic notions of fairness and equity-, or
" Result in an arbitrary or hidden tax increase.
All of the tax policy makers in the current debate on cor.prate tax shelters-in-

cluding the Chairman of the House Committee on Ways and means 8 8 the Chairman
of the -Senate Committee on Finance 89 Treasury 40 and the JCT 'tC-have expressed
the view that legislation should not Inhibit legitmate business transactions and tax
planning activities.

a. EaluaingFairessand quiy. One of the striking aspects of the variouspo
posals to address corprt ta -helters is the apparent failure to consider standards
of basic fairness and equity. These concepts are, of course difficult to define in prac-
tice. However, we believe that the fairness and equity ofitbe proposals under consid-
eration can be addressed by considering questions such as the following:

" Do the proposals allow IRS revenue agents to override substantive tax law?
* Do the proposals create a structural blas that will cause taxpayers to systemati-

cally over-pay their taxes?
" Do the proposals give IRS revenue agents the authority to extract inappropriate

concessions from taxpayers?
" Do the proposals permit the government to avoid accountability for the rules

that It writes?
" Do the proposals impose standards on taxpayers and third parties that are far

more onerous than the standards imposed on the government?
Unfortunately, when reviewing the legislative proposals made by Treasury and

the Joint Committee, the answer to each of these questions is likely to be yes. As
a result those proposals do violate basic notions of fairess and equity.

b. Hiddn Tax Increases. If the goal of corporate tax shelter legislation is to create
incentives in our self-assessment system for taxpayers to file tax returns that reflect
the actual amount of tax required to be paid under the law, then any such legisla-
tion should not be crafted as a tax increase in disguise. Some of the proposals made
by Treasury and the Joint Committee would result in arbitrary or hidden ta n-
creases because they:

" Create strong structural incentives for taxpayers to overpay their taxes;
* Give IRS revenue agents weapons that they can use to extract inappropriate

concessions from taxpayers;
" Impose penalties on third 'parties that would likely be borne by corporate tax-

paye6rs; and
" Impose dead-weight costs in the form of substantial compliance and administra-

tive burdens.
c. Application of Criteria to Pentding Proposals, First because of the difficulty in

defining a corporate tax shelter, both the Treasury ana Joint Committee proposals
would INect a new level of uncertainty into the tax law. Si-o-dly, as Joint Com-
mittee has pointed out ilts analysis of Treasury's proposal, to the extent that pro-
posed definitions rely on a list of factors that are "over-inclusive, tax benefits to
which a taxpayer would be entitled under current law would automatically be dis-
allowed."42 moreover, Treasury's proposal to "codify the economic substance doc-
trine" would give the Executive Branch and IRS agents unfettered discretion to re-
write substantive tax rules in addition to raising the risk inherent in any codifica-
tion of common law that th legislative approach will have the unintended effect of
limiting the ability of the courts to apply the doctrine.

Additionally, in prooin a penalty system in which the only way that a taxpayer
can be certain to avoid penalties is to pay tax and sue for a refund, Joint Committee
would create a structural bias that will cause taxpayers to overpay their taxes. Fi-
nally, the penalty systems proposed by both Treasury and Joint Committee will give

38 Tax Bill Will Include Extendpe, Some Shelter Provisions, Archer Says, 1999 TNT 56-1
(March 23, 1999) (quoting Rep. Archer, Chairman of the House Committee on Ways and Means,
to the effect that he "wants to proceed more cautiously and doesn't want to ijure taxpayers
who are trying to legally reduce their tax liabilities in the push to catch those who abuse the
system").

39 finance Committee to Review Tax Code Penalties, Including Corporate Tax Shelter Pro-
posals, News Release from Sen. Roth (July 13 1999) ("Corporate tax shelters should be curtailed
without affecting legitimate business transactions.")

401Hearing on the President's Fiscal Year 2000 Budget Before the House Committee on Ways
and Means, 106th Cng., aet Seas. (1999) (statement of Hon. Donald Lubick, Assistant Secretary
(Tax Policy), U.S. Deatent of the Treasury) ("The Treasury Department does not intend to
affect legitimate business transactions.")4 1 Joint Committee Study at 219 (stating that the tax system mut not impede taxpayers' abil-
ity to conduct business).

42 Staff of the Joint Committee on Taxation 106th Cong., 2d Seas., Desciption of Revenue
Provisions Contained in the President's Fiscal W(ar 2001 Budget Proposal, JC-2-O0 (March 6,
2000) page 294.
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IRS revenue agents new weapons they can use to extract inappropriate concessions
from taxpayers.

CONCLUSION

The IRS is aggressively pursuing enforcement efforts, including the a'sertion of
pnalties. The government is activel litiffating and the courts are siding with the
IRSin a number of well-publicized taxs lter" cases. Treasury is issuing regula-
tions (including retroactive rules) to address transactions that it finds trouble-
some.43 The IRS and Treasury-have Just begun to implement the tax shelter reg-
istration legislation that was enacted in 1997. The audit cycles for returns ified after
the enactment of the changes made in 1997 to the penalties with resJPect to cor-
porate tax shelters will bern in the next several years. IRS agents are increasingly
making use of recent IRST court victories to attack transactions on economic sub.-
stance and similar grounds."4 These developments are of relatively recent vintage,
and will likely begin having an impact on taxpayer behavior. Under these dramati-
cally1 changing circumstances, we do not believe that more legislation is necessary
at tfus time.

Accordingly, we recommend that the Congress continue to assess the recently
changed environment and review the IRS and Treasuryr's use of the tools already
at their disposal to address the issue of "tax shelters.' In addition, the Conrss
should instruct the Treasury Department to continue implementing the 1997 legis-
lation, and to identify specific areas of the substantive tax law in which changes
may be necessary. Moreover, we recommend that the Congress instruct the IRS to
develop a system of obtaining statistically valid quantitative data to indicate where
the IRS should focus its enforcement efforts and where there are defects in the tax
system that require legislative action. In addition, to make certain that the IRS has
the resources it needs to make use of the tools already available to it, Congress
should continue to provide adequate funding to-the IRS (as it already has for the
current fiscal year).

STATEMENT OF WASHINGTON COUNSEL, P.C., ATroRNEYS-AT-LAwi

PE14ALTY PROVISIONS AFFECTING CHARITABLE REMAINDER TRUSTS

Charitable remainder trusts are trusts established for the purposes of paying a
stream of income to individuals for life (or for a period of years) with the reiffadinder
interest going to a charitable organization or educational institution. Section 664(c)
of the Internal Revenue Code ("the Code") provides rules with respect to the treat-
ment of charitable remainder trusts ("CRTs"). Section 6652 of the Code provides-
rules with respect to the penalties that a apply. for failure to file certain Information
returns. This paper comments on the applcation of these two sections to CRTs and
the extent to which current law produces inequitable results and discourages vol-
untary compliance.
L. Unrelated Business Taxable Income Under Section 664(c)

.Under section 664(c) of the Code, CRTs are not subject to income tax unless they
earn unrelated business taxable income ("UBTI"). In the event a CRT earns any
UBTI, the entire income of the CRT is subject to taxation. This is a draconian rule
that can be highly inequitable to the beneficiaries of the CRT. Unlike other exempt
organizations that simply pay tax on the portion of their income that is tJBTI, CR~s
are taxed on all of their income if they earn any UBTI. This rule applies regardless
of how minor the UI3TI and whether it is e are unintentionally. Thus, for example,
if a CRT earns $50 000 of annual-income, the CRT is not subject to tax on any of
its income. If the CfT were to inadvertently earn $1.00 of UBTI, however, the en-

43 Mreovr even whiiinthe Treasury Department is not certain whether a transaction is trou-
blesome, it increas ly attaches, broad anti-abuse rules to otherwise objective regulations. See,
e.g., Treas. Reg. 11.367(e)-2(d) (establishing broad anti-abuse rule authorizing the IRS to re-
qu=egain recognition on otherwise tax-free liquidations "when a principal purpose of the liq-

udton is the avoidance of U.S. tax").
"4See, e.g., T.A.M. 199934002 (May 24, 1999) (applyn ACM Partnership and similar authori-

ties to conclude that the taxpayer's non-tax motives for securing its promises to pay employee
benefits lacked sufficient economic substance to cause them to be respected for Federal tax pur-
pose).a

I1This statement is submitted by Robert Rozen, Gary Gasper, and Mark Weinberger, members
oi Washington Counsel, P.C., a law firm based~m the District of Columbia that represents a
variety of clients on tax legislative and policy matters.
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tire $60,001 of income would be subject to taxation. There is no indication in the
legislative history that suggests why such a draconian cliff result is necessary.

Section 512 of the Code defines unrelated business taxable income. In the case
of a CRT, the UBTI rules generally prevent the trust from earning income fr-om ac-
tive business operations. As defined in section 514 of the Code, unrelated business
income also includes any debt-financed income. Although, on their face, these rules
appear easy to apply, in practice, they are particularly problematic due to the ab-
sence of guidance regarding the classification of certain types of investment income.
Thus, even for those CRTs that have no intention of engaging in an active trade
or business, there is still the risk of incurring a de ininimis amount of UBTI that
would taint all of the CRTs earnings for the year. For example, for a long period
of time before the IRS issued clariyn guidance, CRTs avoided short sales of equity
securities because there had not ben any definitive pronouncement that income
from such investments did not generate UBTI. Although this short sale issue was
clarified, other passive investments needlessly remain off limits because the law is
not clear or because-in the case of pass-through investments-the CRT cannot ob-
tain certainty that the pass-through entity will not generate even an insignificant
amount of UBTI income that, in turn, would be passed-through and allocated to the
CRT.

Because the penalty is so great if even a minor amount of UBTI is earned, com-
plying CRTs must go to great lengths to avoid investments that have any potential
for generating UBTI. Often the charitable beneficiary has the responsibility of man-
aging the assets of the trust and, as a result of this onerous rule, must establish
elaborate procedures to manage its CRT assets separately from its other assets. It
is particularly problematic for a trustee to invest in a venture capital or private eq-
uity fund. The risk is; that in spite of agreements to the contrary, the managing
partner may earn what are considered advisory fees for its services to a start-up
company. Or it may earn breakup fees in connection with a failed acquisition agree-
ment. Both fees could be considered UBTI, which if earned, could be extremely cost-
ly to the CRT. Even the simple purchase of stock by a CRT creates potential dan-
gers if for some reason there is a processing mistake during the settlement process
that causes the purchase price not to be deposited in a timely manner. If the broker
clears the trade pending the receipt of parent from the CRT, this margin may in-
advertently create indebtedness that would result in UBTI pursuant to section 514
of the Code.

By imposing s4ch a draconian sanction on the receipt of just one dollar of UBTI,
current law forces the investment manager (which is generally either the charity
itself or a separate trustee) to incur substantial costs to determine if it is permitted
to make an investment that it may view as financially advantageous. Indeed, be-
cause the UBTI rules are often very complicated, CRTs are forced either to make
less advantageous investments or have nearly all their potential investments ap-
p roved by tax accountar~ts and/or lawyers to ensure that the investments will not
lead to UBTI. These unproductive, inefficient costs directly reduce the funds that
would otherwise be paid to the charities that hold the remainder interests.

The question is, what public policy is served by imposing such burdens on CRTs?
-The answer is none.

Although section 664(c) is not per se a penalty provision in the Code, the severe
consequences of its application means it operates more as a penalty provision than
a tax. The enormous effective tax that it could impose on unrelated business taxable
income makes this appropriately a part of any congressional effort to address prob-
lems with the penalty and interest provisions of the Code. In the words of the Joint
Tax Committee press release inviting comment on its penalty and interest provi-
sions study, secti6n 664(c) "produces inequitable results" that impose "undue hard-
ships for taxpayers" which "result in inefficient or ineffective tax administration."
The tax policy against CRTs having UBTI is not in question. That policy can be pre-
served without imposing such drastic consequences on a CRT such that its trustees
must go to such burdensome "lengths to avoid realizing any UBTI.

These issues were also the subject of comments submitted to the Joinit Committee
-on Taxation in connection with its July, 1999 study of the penalty and interest pro-
visions. The Joint Commite determined that section 664(c) was not within the
scope of its study which was generally limited to "sanctions in the Code that relate
to the proper amount of tax liablt1-lasi~pposed to "provisions that address sub-
stantive Federal taix issues, including the adverse tax consequences that may result
from the failure to meet requirements that are a condition of obtaining a particular
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tax benefit."2 The report, does note, however, that "different conclusions as to wheth-
er a provision is apnalt might be drawn in different contexts." The limitations
on the scope of the Joint Committee study should not prevent this issue from being
addressed in Finance committee consideration, hearings, or potential legislation to
improve the Interest and penalty regime in the Code. r

11. Failure to File Information Return. Under Section 6652
Under section 6652(c) of the Code, exempt organizations and certain trusts are

subject to penalty for failure to file information returns. Section 6652(cXl), which
a applies to exempt organizations reqtred to fie under section 6033, imposes a pen-

alyof $20 a day, not to exceed the lesser of $10,000 or 5 percent of the gross re-
ceipts of the organization. In the case of exempt organizations with grss receipts
over $1 million for any year, the penalty is $100 a day,.not to exceed $50,000. Ti
Is a sizeable penalty that serves as; an effective means of ensuring that exempt orga-
nizations cornply with the fiing requirements of the tax laws. However, in the case
of trusts required to file under section 6034, including CRTs, the maximum penalty
for a failure to Mie information returns is only $5,000 regardless of the annual in-
come of the CRT. Because the penalty for failure to file is so small, relative to the
size of some CRTs, reasonable concerns arise as to whether the penalty is sufficient
to encourage voluntary compliance. There does not seem to be any public policy rea-
son why exempt organizations should be subject to a failure to file penalty far great-
er than CRTs.
111. Recommendations on Ways to Reduce Inequities and Burdens of Taxpayers

Section 664(c). The Code should continue to discourage CRTs from earning UBTI
but it should not impose excessive burdens that require CRTs to set up elaborate
administrative systems to avoid the possibility of earning a small or de minimisf
amount of such income. One way to reduce the inequity and burden on CRTs would
be to modify section 664(c) and impose a sliding scale approach to the tax provision
rather than a cliff approach. Under this recommendation, until UBTI amounts to
more than 5 percent of the income of CRT, the CRT should only be taxed on its
UBTI, the same rule that applies generally to exempt organizations. If UBTI rep-
resents more than 5 percent but less than 25 percent of the CRT's income, the CRT
should be subject to a tax that equals four times the tax that would be imposed on
the UBTI only. If UBTI represents 25 percent or more of the CRT~s gross income,
the CRT should be subject to tax on alof Isincome. The effect of this proposal
would be to phase-up to a penalty that would be the same- as under current law
if. UBTI amounts to 25 percent or more of CRT income. This proposal would con-
tinue to strongy discourage the receipt of UBTI to a CRT but it would remove an
excessive penalty tht imposes an inequitable compliance burden on taxpayers seek-

igto avoid the reip of UBTI. As amended, the law would continue to cscourage
the receipt ofUT, but not impose an excessive penalty for the receipt of small
or de mni~mis amounts of such income.

Section 6652(c). Our second recommendation would be amend the Code to treat
CRTs like exempt organizations with respect to the penalty for failure to fie an in-
formation return. CRTs should be sqbJect to a/potentlal Ieal ofb2 a day, not
to exceed the lesser of 5 percent of annual gross receipts, or $1,000. CRTs with
annual gross income in excess of $1 million should be subject to a penalty of $100
a day, not to exceed $50,000. This should increase compliance with the information
return requirements applicable to CRTs, giving the IRS more information with
which to audit their activities.
IV. Conclusia

Under current law, CRTs are subject to unreasonable rules that impose an exces-
sive penalty on the receipt of any amount of UBTI. This causes many CRTs to go
to burdensome lengths adoptin stingent procedures to ensure even a minor
amount of inadvertent UBTI is nottearned. Meanwhile, an anomaly in the failure
to file penalty provisions may encourage other CRTs to avoid the UBTI rules simply
by not M1in an information return. Both laws should be changed; first to impose
more reasonable taxes and penalties on the UBTI of CRTs; and second to encouraged
all CRTs to fie the information returns necessary to ensure a higher level of compli-
ance with the law.

2Joint Committee on Taxation, Study of Present-Law Penalty and interest Provisions as Re-
1 §m b eci3801 of the Internal Revenue Servc Restructrn and Reormn Act of 19

cldngPoisosRelating to Corporate Ta hles oueI JS39)July 22, 2000,
at page 14.


