l. IRS Commissioner Testifies before Senate Committee on Finance on
Compliance Concerns Relative to Large and Mid-Size Businesses

IR-2006-94, June 13, 2006

1. Written Testimony of Commissioner of Internal Revenue Mark Everson
June 13, 2006

Good morning, Mr. Chairman, ranking Member Baucus and members of the Senate Committee on
Finance. Itis my pleasure to be with you this morning to discuss compliance issues relative to large and
mid-size businesses. These types of issues are handled by our Large and Mid-Size Business Division
(LMSB), one of four operating divisions at the IRS.

I want to thank you and all of the Members of the Committee for your interest in the issues | am going to
talk about today. | also want to thank you for the support you have demonstrated in the past for our
work to rebalance the IRS’ enforcement efforts with our service improvements, including some very
helpful provisions that were contained in the American Jobs Creation Act. A number of these provisions
are directly relevant to LMSB's taxpayer base and to programs which are administered by LMSB, such
as the tax shelter work performed by the Office of Tax Shelter Analysis.

LMSB's taxpayer base, though small in number relative to the overall taxpayer population, consists of
the largest businesses in the United States, including corporations, sub-chapter S corporations, and
partnerships with assets greater than $10 million, including over 6,100 publicly traded companies.
LMSB taxpayers most recently filed approximately 176,000 income tax returns, and while the overall
large business population base remains relatively stable in number, we continue to see an increase in
complex business structures and pass-through return filings.

LMSB taxpayers are sophisticated, well-capitalized, well-organized, and adept at planning. Particularly
in the case of public companies, they are driven to show high after-tax profitability to shareholders in a
very competitive and complex economic environment. They have the resources and willingness to
aggressively defend and contest tax positions.

11. Climate and Challenges for Large and Mid-Size Business

Those factors and others influence the results that appear when we attempt to capture the portion of the
tax gap attributable to these businesses. The National Research Program (NRP) results provided last
February estimate the underreporting non-compliance by larger corporations in 2001 to be $25 billion.
The estimate for all corporations is $30 billion. This represents a voluntary compliance rate in 2001 of
83 percent. Please keep in mind that the NRP did not conduct new research on the corporate portion of
the tax gap. As a result, these estimates are rough orders of magnitude.

While several factors could be offered to suggest that the corporate tax gap may in fact be larger than
the implied figure, | will simply say that the corporate tax gap is significant, that | see no evidence to
conclude that it has not grown in absolute size, and that this sector continues as one of the Service’s
and my top priorities.

As an aside, | would note that these estimates do not include refunds claimed subsequent to the filing of
the original return. Disallowed claims are important, since they permit dollars to remain in the fisc that
would otherwise be absent. In the large business environment, this is an important consideration as in
FY 2005 our LMSB division disallowed $8 billion of $16 billion in taxpayer claims.

Turning now to the environment for large business taxpayers and corporate tax administration, it is clear
that we face new and more challenging tax administration problems resulting from globalization,
complexity of the Code, complexity of business transactions, and the growing book-tax gap.

First, tax administration is complicated by the rapid pace at which businesses are continuing to expand
globally. A growing percentage of large and mid-size business tax filings are from multinational
companies that have a myriad of subsidiaries and partnerships operating within an enterprise structure
where the ultimate parent is as likely to be foreign as domestic. In addition, a growing number of U.S.



businesses acquire raw materials, inventory, financing, products and services from foreign businesses.
These events are natural outcomes of an increasingly global economy, and businesses have the right to
optimize their global structures. Nonetheless, the complexities of globalization and cross-border activity
continue to challenge the Code and U.S. tax administration. With multiple domestic and global tiered
entities, it is often difficult to determine the full scope and resulting tax impact of a single transaction or
series of transactions. Complexities of globalization and cross-border activity create opportunities for
aggressive tax planning demonstrated in several of the international/global current compliance issues
mentioned in this letter.

Second, the Internal Revenue Code continues to expand, becoming more complex and challenging to
administer. Large businesses are able to utilize every available resource to explore opportunities to
reduce their tax liability by using the most intricate and complicated Code provisions. Every new tax law,
even those that are simple on their face, creates additional complexity while providing taxpayers with
further tax planning opportunities adding to our challenges to administer the federal tax system.
Changes to the tax law make it more difficult for us to treat similarly situated taxpayers in a consistent
manner. Three of the current specific compliance issues mentioned in this letter arise from new Code
provisions enacted by the AJCA.

Third, large businesses increasingly engage in sophisticated transactions for both non-tax purposes and
tax purposes, resulting in complex relationships with multiple filing requirements. Tax administration
continues to be challenged by the increasing number of high value, sometimes cross-border, mergers,
acquisitions and other multifaceted international and domestic tiered transactions. The increasing
volume and complexity of these transactions make it difficult for us to identify them and to effectively
address them in a timely manner.

Fourth, companies strive to reflect the highest possible after-tax profits on their financial statements
while at the same time being incentivized to report the lowest possible taxable income and tax liability.
The difference between income reported by public companies to their shareholders and taxable income
reported on their tax returns to the IRS has grown dramatically in recent years, from $79.0 billion in 1995
to $203.8 billion in 2002. The climb slowed in the period 2000-2002 when the economy cooled down
and the equity markets declined. After the economy returned to a period of expansion and the equity
markets recovered, the differential rose again to $266 billion in 2003.

Research indicates that book-tax differences sometimes indicate significant compliance risk, as is the
case in many of the issues discussed in the compliance issues below. When the details of business
transactions and book-tax differences are not visible to the IRS, the correct determination of tax can be
jeopardized.

V. The IRS Addresses These Challenges

We have taken a proactive approach to dealing with the challenges of effective tax administration in the
environment described above. Overall, our strategy depends on making compliance checks as much as
possible on a real-time or near-real-time basis, being as current in our examinations as possible, and
having as much transparency to book-tax differences and other indicators of risk as possible. To that
end, we have initiated several programs that foster transparency, currency, pre-filing compliance
opportunities, and improved efficiencies in issue and risk identification.

We are looking at various methods to better address issues involving cross-border/multi-national
enterprise activities as well as the domestic items that are a subject of this letter. In general, we have
found cross-functional Issue Management Teams (IMTs) to be successful when we employ them to
provide executive oversight and focus upon areas of high risk. We have used IMTs to combat tax
shelters, and have expanded their use to include other areas of high compliance risk. We have also
used special teams of experienced personnel to assist with the examination of specific issues in the tax
shelter arena, and plan to use similar teams to address other compliance issues. Additionally, we are
working to enhance the use of internal web site information to better inform examiners of high risk areas
and the steps they must take to ensure consistent application of the law. Let me mention some of our
key efforts.

First, to improve transparency on corporate tax returns, we introduced a new Schedule M-3. The
Schedule M-3 provides transaction-specific detail on book-tax differences, enabling us to identify and
focus more quickly and precisely on those tax returns and issues that present the highest potential



compliance risk.

Second, we introduced the Compliance Assurance Program (CAP), to improve both currency and
transparency. CAP is a real-time approach to compliance review that allows us, working in conjunction
with the taxpayer, to determine tax return accuracy prior to filing. We believe CAP is more efficient than
a post-filing examination — we are currently piloting the model and will refine as necessary — as it
provides corporations certainty about their tax liability for a given year within months, rather than years,
of filing a tax return. This win-win program greatly reduces taxpayers’ compliance burden and their need
for contingent book tax reserves, while increasing currency and allowing for more efficient use of our
resources.

Third, we are conducting the Pre-Filing Agreement (PFA) program to provide taxpayers an opportunity to
request that revenue agents examine and resolve potential issues before tax returns are filed. We
continue to explore ways to improve and create additional pre-filing compliance opportunities.

Fourth, working with Treasury and Chief Counsel, LMSB identifies emerging high risk issues as early as
possible, issuing guidance to taxpayers and examiners on the proper treatment of these issues, and
efficiently and vigorously examines those returns where taxpayers engage in that behavior.

Fifth, we are mandating, in stages, the electronic filing of large corporate returns (E-Filing) in order to
improve issue identification and the selection for examination of high risk returns. Large corporations
are required now to file their tax returns electronically and this mandate will expand in future tax years.
E-filing will provide more consistent treatment and data analysis for efficient, near real time identification
of high risk issues and taxpayers. E-filing and Schedule M-3 together also allow us to more efficiently
identify and exclude lower risk taxpayers from consideration for examination.

The approaches described above better position us to more timely address the rapid change of business
in the domestic and global arenas. The earlier we learn of emerging trends, the better positioned we will
be to adjust resources to appropriately address compliance risks.

Finally, I would note that | told you early in my term that | believe corporate audits take too long. We
have launched a number of initiatives in this area to improve our results, including some of the items |
have mentioned. | have seen improvement and | expect to see more as these processes increasingly
take hold.

V. Specific Compliance Issues

The most significant compliance problems facing LMSB are issues that include one, several, or all of the
following factors: significant impact on one or more industries; a large number of taxpayers; significant
dollar risk; substantial compliance risk; and/or high visibility. In addition to these transactions that
involve these general compliance issues, we continue to combat other tax shelters and abusive tax
avoidance schemes.

To address these tax compliance challenges, to dissuade promoters and others from initiating new
abusive schemes, and to achieve our key goal of tax compliance through service and enforcement, we
are working to make our examination resources more efficient, using tools to increase taxpayer
disclosure and transparency, leveraging technology, and reengineering our processes to identify and
resolve emerging issues and potentially abusive transactions.

The volume of return examinations and the level of audit coverage have increased with a focus on
returns where we have identified significant compliance issues. IMTs have been, or are in the process
of being, established for all issues with significant compliance problems. We continue to work with
Counsel to ensure written guidance is provided to examiners for addressing all significant compliance
issues. Examiners are expected to consider penalties on all returns with examination adjustments and
on promoters of abusive tax avoidance schemes. Below is a summary of our most significant
compliance problems and the actions we are taking to address these areas of non-compliance.

VI. International/Global Transactions

Transfer of Intangibles Offshore/Cost Sharing



Tax issues associated with the transfer of intangibles outside the United States have been a high risk
compliance concern for us and have seen a significant increase in recent years. Taxpayers, especially
in the high technology and pharmaceutical industries, are shifting profits offshore through a variety of
arrangements that result in the transfer of valuable intangibles to related foreign entities for inadequate
consideration. Cost sharing arrangements are often the method of choice for this activity. The buy-in
amount in cost sharing arrangements is particularly troublesome. It is often understated, resulting in the
improper shifting of income offshore.

As part of our response to these issues, we proposed a comprehensive set of cost sharing regulations in
August 2005, that seek to ensure such arrangements do not facilitate a disguised transfer of intangible
assets outside the United States in a manner inconsistent with the arm’s length standard. We intend to
finalize these regulations this year.

We have also established a cost sharing IMT to improve Service-wide coordination in the identification,
development, and resolution of cost sharing issues. The IMT issued a cost sharing audit checklist in
2005 that provides guidance to field examiners for developing potential cost sharing audit issues and
ensuring consistency. The team has completed its efforts to identify and review cases with a cost
sharing issue to determine the impact and compliance risk. The team is developing a coordinated issue
paper that will provide the basis and support for examining issues and to assist with potential Appeals
Settlement Guidelines. In 2005, the LMSB Commissioner issued guidance to field examiners for
requesting transfer pricing documentation.

Abusive Foreign Tax Credit Transactions

Some taxpayers are manipulating the Code to create and claim foreign tax credits (FTCs) where the
associated foreign-source income is not taxed in the United States. One type of transaction involves the
inappropriate separation of the FTCs from related foreign-source income. These transactions typically
involve the acquisition of assets that generate an income stream or built-in gain that is subject to foreign
taxes but not U.S. taxes; or the use of partnerships, foreign consolidated regimes, or “check the box”
reverse hybrid entities to obtain FTCs before the related foreign income is subject to U.S. tax. In
addition, cross-border financing transactions are being structured to generate abusive FTC results. In
the case of U.S. lender transactions, a U.S. person makes a loan to a foreign person in a transaction
structured to shift a portion of the borrower’s foreign tax liability to the U.S. lender. In the case of U.S.
borrower transactions, a U.S. person borrows from a foreign person in a manner that allows the U.S.
person to pay creditable foreign taxes in lieu of deductible interest. In both types of cases, the FTCs are
used to shelter unrelated foreign source income. These structured financing transactions often result in
the duplication of tax benefits through the use of certain structures designed to exploit inconsistencies
between U.S. and foreign laws.

To address cross-border financing transactions that are designed to generate FTCs, LMSB has formed
an IMT. The team will work to: identify and address all open cases with an abusive FTC issue; identify
and explore all viable legal arguments to combat the abuses including the application of judicial
doctrines such as economic substance, and/or step transaction arguments; provide guidance to the field;
and pursue possible legislative and/or regulatory modifications. Due to the global aspects of this issue,
we must consider tools available under international treaties and exchange of information agreements.
In addition, the IRS and Treasury have several major regulatory projects underway that will address
numerous issues involving the inappropriate separation of FTCs from related foreign-source income.

Abusive Hybrid Instrument Transactions

Taxpayers can use hybrid instruments, hybrid entities, and similar structures to capitalize on differences
between foreign and domestic tax laws, because these structures are often treated differently for U.S.
and foreign tax purposes. This kind of arbitrage can be the natural outgrowth of global economies and
disparate tax systems. Concern exists, however, that in some cases, hybrid instruments or entities
might be used to avoid U.S. tax rules. For example, inappropriate FTCs can be generated. The use of
these hybrid instrument transactions by U.S. multinational domestic corporations and foreign controlled
domestic subsidiaries is a common practice. Indications are that the use of these types of transactions
is on the rise.

In response, we recently formed an IMT to develop a Service-wide position on hybrid instruments. Due
to the global aspects of this issue, we will consider international treaties and simultaneous examination



processes. In addition, the IRS and Treasury have a number of guidance projects under way that would
address some of the issues raised by hybrid instruments, hybrid entities, and similar structures.

Transfer Pricing

Taxpayers are continuing to shift significant profits offshore. Taxpayers often manipulate the price of
related transactions so that the income of an economic group is ostensibly earned in low tax
jurisdictions, or in no jurisdiction, rather than in the U.S., thus lowering the enterprise’s worldwide tax
burden. We apply the arm’s length principle to determine the appropriate allocation of income between
related parties based upon the application of acceptable transfer pricing methodologies (section 482 of
the Code).

In response to the significant compliance risks of transfer pricing issues, the LMSB Commissioner
issued a Transfer Pricing Compliance Memorandum in January 2003 that provided instruction and
guidance to all field examination personnel regarding potential transfer pricing issues. Additionally, the
LMSB Commissioner issued a Transfer Pricing Documentation Memorandum that requires all field
examination personnel to request and review taxpayer transfer pricing studies. As a subset of the
transfer pricing issue category, a section 936 Termination Strategy issue has been identified for
additional compliance coordination. Associated with the sunsetting of section 936, taxpayers have
created structured transactions to transfer U.S. intangibles that were used in Puerto Rico to other low tax
jurisdictions. An IMT has been established to identify, coordinate, and propose resolution alternatives
for this issue. Field examiners and technical advisors will provide technical support to teams with the
development of this tax issue.

VIIl.  Significant Domestic Issues
Research & Experimentation (R&E) Credit Claims

Taxpayers are filing refund claims, often marketed to them on a contingency fee basis, to claim
additional research credit. These claims are frequently based on unsupportable amounts, nonqualified
expenditures, or estimates for which the taxpayers do not have contemporaneous documentation. The
Ogden Service Center has received 673 corporate tax year claims for more than $1.3 billion in additional
R&E credits since we released Notice 2002-44 (July 8, 2002). This notice provides new guidance for
claiming the research credit on an original return or claim for refund.

The increase in the number of research credit refund claims, often filed late in the examination cycle,
has placed an enormous resource burden on many examination teams. In addition to the administrative
burden created by the filing of these research credit claims, other significant issues need to be resolved,
such as identifying the business entity within a consolidated group that is claiming the credit, prototype
issues, re-computation (or computation for the first time) of base period historical information for the
years 1984 through 1988, and start-up company issues. These issues are often exacerbated by a lack
of contemporaneous records to support the amounts claimed.

To address improper research credit claims, we have a number of administrative actions in process.
These include conducting training and providing expert guidance to examiners to assist with examining
the issue, the issuance of a Research Credit Audit Technique Guide (ATG), and the issuance of four
Coordinated Issue Papers providing guidance on the research credit.

The difficulties we have encountered in administering this credit are exacerbated by the temporary
nature of the credit. In addition, the credit’s structure raises a number of technical issues — defining
what constitutes "qualified research," determining the proper treatment of section 174 depreciation
expenses, defining "supplies" and "gross receipts” (as well as determining the treatment of foreign gross
receipts), and defining the effects of the section 280C(c) reduced credit election, to name a few.
Although the Treasury Department and the IRS are working to address many of these issues through
the administrative guidance process, substantial noncompliance will likely continue in this area.

Universal Service Fund (USF)
Federal and state governments impose taxes on telecommunication service consumers to fund

subsidies to the telecommunication carriers for universal service programs. The issue is whether
amounts received by telecommunications carriers from federal and state universal service programs



constitute non-shareholder contributions to capital under section 118, or are taxable income under
section 61. The funds are paid to reduce rates and are charged to customers so that certain customers
in high cost areas or rural areas are not charged more than customers in urban areas where costs are
lower. The total federal USF payments are in excess of $7 Billion annually. A complete dollar estimate
for the state USF payments is not available now, but it is substantial. Approximately 1,500 carriers are
receiving USF subsidies, and, combined with the expansion of the USF program, the number is likely to
increase in the future along with the total amount of subsidies.

Some telecom taxpayers are receiving significant USF subsidies and not reporting them as income. The
position of these carriers, that the USF subsidy is a non-shareholder capital contribution that is not
taxable income under section 118, creates a competitive disadvantage for compliant taxpayers.
Taxpayers are relying on the language in the Federal Telecommunication Act of 1996 that the funds are
to be used for “the provision, maintenance, and upgrading of facilities and services for which the support
is intended.” The use of section 118 by businesses to exclude other governmental subsidies is
spreading—benefits, such as local incentives for a business to relocate to or stay in its jurisdiction and for
utility companies to continue to provide basic services, are being claimed as nontaxable contributions
under section 118, while related expenses are being fully deducted.

We believe these positions often are without merit, and we have challenged them on audit. We have
issued a Coordinated Issue Paper directing examiners to take specific audit positions which was
followed by an Appeals Settlement Guideline allowing for minimal litigation hazards. We believe the
courts will sustain our position under the current statute. Nevertheless, we are working on guidance to
address the USF issue.

Mixed Service Costs

Some electric and gas utility companies have changed their method of accounting to allow them to
consider certain large self-constructed assets “routine and repetitive” under the simplified service cost
method (SSCM), which allows a much faster (on occasion it has been immediate) write off. The impact
of this issue is substantial.

Our position is that the classification as “routine and repetitive” is often flawed. We recently published a
regulation that eliminates this issue as of August 2005. An IMT is currently examining 62 claims that
pre-date the regulation changes. The IMT is partnering with other IRS functions and external
stakeholders to develop a resolution strategy that will resolve open cases under Rev. Rule. 2005-53. No
additional legislation or legal guidance is currently required. The new regulations remove the ambiguity
for what qualifies as “self constructed assets” that led to the 62 taxpayer claims.

VIII. Issues Resulting From or Impacted by the American Jobs Creation Act
Section 199 Issues

This AJCA provision provides a deduction for certain manufacturing activities conducted in the United
States. The section 199 deduction increases from 3% of qualified income during the first 2 years, to 6%
for the next 3, and finally reaches 9% in 2010. Many difficult issues arise as a result of this complex
section, some of which were addressed in final regulations published last month. We are concerned,
however, that mass-marketed, contingency fee-based refund claims could become a problem under
section 199.

We have formed an IMT to address the many potential issues which may arise and are paying special
attention to the potential challenges posed by different business types and industries in which taxpayers
operate. We have issued extensive guidance under section 199: Notice 2005-14 in January 2005;
proposed regulations in October 2005; and final regulations in May 2006. With recently enacted changes
to section 199, other guidance is forthcoming. The IMT has regular communications with external
stakeholder organizations and the Multi-State Tax Commission. It will use information gathered on
calendar year 2005 filings to determine audit selection and compliance risks and to create a Coordinated
Issue Paper.

Foreign Earnings Repatriation (Sec. 965)

This AJCA provision provides a limited window for companies to repatriate foreign earnings to the United



States at a reduced tax rate, provided they satisfy certain requirements and conditions. Audit issues are
likely to include compliance with board approved reinvestment plans and the compliance of repatriated
funds with statutory requirements. Significant tax dollars are at stake. As of late 2005, 91 of the S & P
500 had repatriated or planned to repatriate funds under this provision.

To address this issue, we have established a process to capture tax return information from 2005 tax
returns filed by taxpayers claiming the benefits of this provision. The IMT formed for this issue has
developed initial administrative guidance for field examiners to use for compliance checks of taxpayers
claiming the benefit to ensure compliance. In 2005, we issued three pieces of published guidance
regarding section 965: Notice 2005-10; Notice 2005-38; and Notice 2005-64.

Executive Compensation (Sec. 409A)

Section 409A was enacted as part of the AJCA. It provides that the executive or other service provider
must include all deferred amounts under a nonqualified deferred compensation (NQDC) plan for all
taxable years to the extent they are not subject to a substantial risk of forfeiture and not previously
included in income, unless certain requirements are met. If the service provider does not meet these
requirements, it will be taxed on the deferred amounts, and will owe an additional 20% tax and an
additional tax based upon interest on the deferred tax. This issue crosses all industries. The Joint
Committee on Taxation estimates that the revenue impact of this provision for all taxpayers is
approximately $1 billion for tax years 2005-2014. This issue is reflected as a book-tax difference on
Schedule M-3.

While section 409A is effective for taxable years beginning on or after January 1, 2005, we have issued
guidance that extends certain transition relief until December 31, 2006. Other transition relief provides
that information reporting for 2005 will not be required until further guidance is issued. We have formed
an IMT and most, if not all, of its activity is focused upon issuing final guidance for both the transition and
post-transition periods. Guidance issued to date includes: Notice 2005-1, December 20, 2004 (revised
January 6, 2005); Proposed Regulations, September 30, 2004.

Tax Shelters and Other Abusive Tax Avoidance Transactions

One of the most significant compliance challenges facing us is the early identification of abusive
transactions. In an effort to address this challenge, the Office of Tax Shelter Analysis (OTSA) continues
its effort to identify and combat abusive tax shelters through analysis of Forms 8886, Reportable
Transaction Disclosure Statement, filed by investors and Forms 8264, Application for Registration of a
Tax Shelter, filed by material advisors. We assigned for examination listed transactions identified on
Form 8886s. We evaluate non-listed transactions identified on Form 8886s for emerging issues and
other enforcement action as appropriate.

To effectively use the strengthened material advisor rules enacted in the AJCA, we are focusing more
heavily on Forms 8264 in order to identify promoted transactions as early as possible. Analysis of
transactions at the time of implementation better enables us to develop a position and take preemptive
measures to address any abuse.

To address abusive transactions more quickly, we have implemented a new emerging issue process.
The new process, while still under refinement, will expedite the assembly of an IMT to more effectively
develop our position with the goal of getting ahead of abusive transactions before returns are filed
claiming inappropriate benefits.

LMSB continues to allocate resources to abusive transactions as a top priority. LMSB initiatives such as
settlement agreements or Appeals Settlement Guidelines have helped us address these transactions,
resulting in billions of dollars in collected taxes, interest, and penalties. In addition to recapturing lost
revenues, targeting abusive transactions produces favorable returns on investment relative to other
populations of returns, and should reduce future non-compliance by deterring repetition. We do not
believe this effort is over, and continue to look for ways to better leverage the enhanced reporting rules
and penalties under AJCA to help us in identifying new transactions.

IX. Tax Policy Issues and IRS Focus Areas for Discussion of Reform

To effectively address the compliance challenges of globalization, the complexity of the Code and
modern business transactions, and the growing difference between income reported for book and tax



purposes, we need support and perhaps new legislation that will improve our ability to effectively
administer the Code. Several tax policy issues and focus areas are briefly described below.

Book-Tax Differences

We think the Senate Finance Committee should examine the increase in book-tax differences in greater
depth in order to fully understand its impact on compliance. The Finance Committee might consider
whether some reduction in the number of provisions in the tax law that create book-tax differences might
help to improve compliance. Book-tax differences will require the use of a growing percentage our
resources to enforce tax compliance.

X. Other Tax Policy Issues and IRS Focus Areas for Discussion of Reform
Tax Administration Support Needed for R&E Credit Claims

The R&E credit should be made permanent. Recordkeeping and substantiation requirements need to
be more comprehensive to improve our ability to effectively administer the Code for R&E credit refund
claims. These claims continue to have a substantial adverse effect on compliance and produce
substantial administrative burdens. The temporary nature of the credit, its repeated renewals and its
incremental nature each contribute to these difficulties. In addition, the credit’s structure raises a
number of technical issues, such as, defining what is “qualified research” and the “costs” that qualify for
the credit. While these problems may be alleviated to a degree by additional regulatory guidance or
legislation to clarify or resolve some interpretative issues, we believe that absent substantial
simplification in the structure of the credit itself and a targeted penalty provision aimed at frivolous or
negligent assertions of qualified research expenditure credit claims, substantial non-compliance will
continue in this area. Issues involving one aspect or another of the R&E credit constitute a high portion
of Chief Counsel’s significant case litigation inventory.

The IRS and Treasury are currently working on a number of guidance projects to improve application
and administration of the R&E credit. These projects include: internal use software; gross receipts for
purposes of the research credit computation; computation and allocation of the research credit for
controlled groups; and section 174 depreciable property for purposes of the research credit.

Penalties are Needed for Improper Refund Claims

The accuracy related penalties in the Code apply only in the case of an underpayment of tax and
provide no disincentive to taxpayers who file frivolous or negligent claims for refund. We believe this
encourages promoters, including accounting firms, to market improper refund of claims schemes. The
Finance Committee could consider how the accuracy-related penalty could be expanded to cover
abusive refund claims.

Conclusion

Mr. Chairman, ranking Member Baucus and members of the Senate Committee on Finance, the
increasing complexity of the tax code combined with the complex and dynamic business models of
LMSB taxpayers have extremely complex tax implications with mixed results. Some are perfectly within
the boundaries of the law, but this complexity creates opportunities for taxpayers and those who advise
them to structure transactions and entities to minimize or avoid paying taxes in ways that were not
intended by Congress. At the same time, the growing tension created by the desire of corporations on
the one hand to maximize book-earnings, and on the other hand to minimize taxable earnings and
increase cash flow, presents incentives which could drive non-compliant behavior. These dynamics
create steep and growing challenges for tax administration.

We believe that the tax gap related to large corporate taxpayers is increasing. We have employed
strategies to improve the currency and efficiency of our examinations, use the enforcement tools and
information available to us, and enhance our ability to identify high risk issues and taxpayers through
systems modernization. There is still more to be done.

The issues | have described are key examples of compliance challenges for us. Those taxpayers who
choose to comply with the letter and spirit of the law should know that we are aggressively identifying
and pursuing those who do not. | have described some of our strategies designed to prevent, identify
and deal with noncompliance. | have also identified some examples of steps that Congress could take



to assist us. While we have made significant progress in the past few years, more needs to be done to
keep up with, if not ahead of, emerging trends and compliance issues. | welcome an opportunity to
explore some of these options in more detail at a later date.

| appreciate the opportunity to share these observations with you and would be pleased to answer any
questions the Committee might have.

Thank you.



