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. RISK MANAGEMENT TASK FORCE

While the perception of LM SB and the Subgroup is that LM SB has taken significant
steps towards identifying and addressing tax compliance risks,* it was not possible for the
Subgroup to test this perception given that LM SB does not have documented processes and
controls around all tax compliancerisks. Similarly, while LM SB and other government
controlled offices, such as the Government Accountability Office (GAO) and the Treasury
Inspector Genera for Tax Administration (TIGTA), do periodically test the execution of
strategies designed to address tax compliance, neither the IRS nor LM SB maintain a robust
internal audit function aimed at tax compliance, which could enhance the effectiveness and
execution of the risk management strategies and related internal controls of LM SB aimed at
tax compliance.

The Subgroup believesthat it isimportant for LM SB to continue its ongoing efforts to
develop amore comprehensive and systematic program for identifying and managing the risks
of taxpayer non-compliance. Toward that end, the Subgroup’ s Risk Management Task Force
(RMTF) has focused its work this year on (i) identifying the core elements and objectives of
an effective risk management program; (ii) formulating a basic methodology for determining,
prioritizing and responding to specific types of tax compliance risks; (iii) suggesting possible
improvements to the relatively new Industry Issue Focus (11F) Initiative, hereafter referred to
asthe Tiered Issue Focus (TIF) strategy, designed to identify and provide coordinated
treatment of significant audit issues (including, but not necessarily limited to, issues arising
out of tax shelters or other aggressive tax-driven transactions); and (iv) examining a recent
U.K. initiative to ease the tax compliance burden for cooperative “low risk” taxpayers.

A. Relevant Definitions

Before beginning its work, the RMTF discussed with LM SB definitions of “tax compliance”
and “risk”, and the scope of areview it would conduct to demonstrate to LM SB the design of
an Improve and Monitor Plan (IMP) that RM TF would recommend be implemented. In
addition, the RMTF described to LM SB various design facets of the IMP model it would
demonstrate, such as the (i) methodology that would be employed in undertaking the
identification of inherent risks to tax compliance; (ii) how those inherent risks would be
assessed in determining which were KTCRs; and (iii) the interview process that the Subgroup
could use to evaluate and inform its recommendations for an IMP with respect to select
KTCRs.

! For example, to focus on tax compliance risks within its constituent base, LM SB has devel oped a new Selection
and Workload Classification system that will better integrate data and permit improved collaboration between
subject matter experts. LM SB continues to refresh their primary corporate risk scoring model and has
implemented specialized models to reduce the “no change’ rate and evaluate risks on loss returns. In addition,
LMSB has developed and is using afairly extensive set of risk identification rules for international, financial
products, and pass-through return issues. They are analyzing published financia data, including FIN 48
disclosures, and they incorporate thisinformation into front-end risk assessment. LM SB is using feedback from
CAP team compliance reviews to help in identifying emerging issues. In general, agents are being provided with
more information to assist in the risk assessment phase of their examination. Further, the Compliance Strategy
Council and the Operations Committee regularly address compliance risk matters and set the direction and policy
for LMSB compliance activities.
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1. What Constitutes Tax Compliance?

It isimportant to define “tax compliance,” because the term can refer to differing activities
when used by LM SB and publicly traded corporations. For atax authority, the term typically
is used to convey the goal of maximizing taxpayers overal level of compliance with the tax
laws. Moreover, it is used to convey the objective of the tax authority to maximize its limited
resources in the efficient targeting of compliance risks and the development of actions
necessary to reduce those risks. For a public company, tax compliance carries a broader
connotation. It connotes tax compliance (frequently on aglobal basis) with a multitude of
different types of national and subnational levies and fees encased within nonuniform laws
and/or interpretations. Also, it conveys the duty of a company to comply with the reporting of
financial statement information imposed by differing countries and regulatory bodies.

From atax law perspective, tax compliance represents two components that are inextricably
linked. Thefirst dealswith how areturn is prepared by the taxpayer; the second is how
LMSB usesits resources and knowledge in contributing to a higher level of tax compliance.

The known and perceived behaviors of taxpayersin accurately self-assessing, reporting and
paying their tax obligations drive how LM SB allocates its resources. Similarly, the behaviors
and resource allocations of LM SB employed to assist taxpayers before and after tax returns are
filed have a significant impact on how taxpayers allocate their resources and approach the self-
assessment process. Thereis clearly apush-pull relationship between the IRS and taxpayers,
with the operations of both sides ultimately impacting tax compliance.

Until atax period and its related issues are finalized, the tax compliance process (or lack
thereof) remainsrelevant. In other words, while tax compliance may ultimately begin with the
taxpayer, it ends with the IRS or, at times, the courts. Collectively the actions and duties of
the taxpayer and the taxing authority represent the tax compliance process.

Examining only the operations of taxpayers from arisk management perspective ignores the
linkage of how actions of the taxing authority impact taxpayers. Ignoring either side of the tax
spectrum will jeopardize tax compliance.

2. What Constitutes a * Risk’

A risk isany event, action, or inaction in tax strategy, operations, oversight reporting, or
compliance that either adversely affects LM SB’s collection or business objectives, or results
in an unanticipated or unacceptable level of oversight reprimands, lost appeals, diminished
collections, harm to reputation, lost opportunities or reporting exposure.

B. Benefits and Objectives of a Risk Management Program

By assessing the spectrum of risks surrounding tax compliance, LM SB will be able to develop
and document alist of KTCRs. Once identified, this could empower LM SB to refineits
strategic plan by focusing on the component parts that collectively drive taxpayer non-
compliance or produce unacceptably high compliance costs. Moreover, given that the tax gap
is not attributable to a single cause, the information gathered to determine KTCRs could
inform LM SB in how it can best minimize each component of the tax gap.
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A risk management program may not only enhance the strategies developed by LMSB in
addressing the tax gap but, of course, increase collections and improve its services to
taxpayers. It could provide information of how LM SB can best respond to risk, deploy
additional resources, seek legidative change, improve the audit selection processes and take
actions to better manage aggressive tax behavior.

Additionally, arisk management program can light the way for LM SB to better allocate its
finite resources to achieve an optimal tax compliance strategy and, thus, optimize the overall
level of compliance by taxpayers with the tax laws. Further, it can empower LM SB to better
manage and assure the smooth operation of its strategic responses. Without effective and
efficient tax administration, taxpayer confidence in the tax system could be damaged and
elevate the impact and likelihood of KTCRs.

As amanagement tool, arobust risk management program can aid LM SB in other positive
ways. For example, it can help LM SB avoid reputational harms; provide it with objective
evidence to counter false or misleading subjective criticisms; allow it to better manage risks so
that stakeholder cooperation and respect is preserved and enhanced; create additional
opportunities for channeling lessons learned back to management’ s strategic plan and
objective-setting process; and, create a more proactive risk management program that will
benefit taxpayers as well.

A more robust LM SB risk management program also will aid taxpayers, because LM SB may
become better equipped to understand taxpayer activities that do not possess significant tax
compliancerisk. Further, for taxpayers embracing transparency and possessing a conservative
risk appetite, arisk management program could contribute to LM SB’s goals to be more co-
operative and lower the compliance costs of these taxpayers. Moreover, with enhanced
opportunities for real time discussions, ataxpayer may be better able to obtain early certainty
and, thereby, better match the demands of CFOs and audit committees who are devoting
increasing time and resources to managing tax risk.

C. Methodology Employed: A Three Step Process

1. Identify “ Inherent” Risks

Aninherent risk analysis focuses on risks without thought given to the related controls that
may already bein place. By comparison, under aresidual risk analysis, theinternal controls
and safeguards surrounding risks first need to be documented and analyzed before areas of
significant exposure are determined and addressed. A residual risk analysis was deemed to be
outside the scope of this evaluation as it would significantly increase the work that would need
to be performed. Accordingly, the process employed by the RMTF began by identifying
inherent risks to the tax compliance spectrum.

To aid in itsidentification process, inherent risks were categorized under one of three topics:
(1) Strategic Risks, defined as instances of bad publicity, reputational harm, and/or aloss of
trust in the self-assessment system; (2) Operational Risks, defined as excessive annua staff
turnover, significant disruption to operations, adelay in regulatory or other external reporting
deadlines and/or a substantial loss of credibility with external audit leading to increasing
workloads; and, (3) Compliance Risks, defined as the inability to comply with regulatory and
statutory requirements and/or actions resulting in excessive oversight scrutiny. While some
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risks may appear in more than one of the three topics, their focus changes depending upon the
topical heading to which they are assigned. Table One below lists the potentia inherent risks
that were identified and reviewed by the Subgroup and LM SB for the purpose of the
Subgroup’ s demonstration of its recommended IMP design.

Note that Table One lists al the types of potential failures that were discussed and reviewed in
the IMP design demonstration and that could produce one or more of the three types of
potential risks described above.

So that readers will not misconstrue the import of Table One, it does not list actual failures
found in the IMP demonstration to be present within LM SB.



Table One—POTENTIAL INHERENT TAX COMPLIANCE RISKSBY SELECT CATEGORY

STRATEGIC RISK S - [Instances of Bad Publicity/Reputation;
Loss of Trust in the Self-Assessment System]

OPERATIONAL RISKS—[Excessive Annual
Staff Turnover; Significant Disruption to
Operations or Delay in Regulatory/Other
External Reporting Deadlines; Substantial Loss
of Credibility With External Audit Leading to
Increasing Workloads|

COMPLIANCE RISKS —[Inability to Comply
With Regulatory and Statutory Requirements;
Excessive Oversight Scrutiny]

Potentially stem from failureto - -

v'Develop an audit selection system

v Provide an appropriate level of transparency internally and externally

v"Seek needed law changes

v/ Catalogue compliance strategies

v'Analyze and prioritize compliance behaviors (e.g., causes and options
for treatment)

v'Maintain taxpayer privacy

v/ Optimize collections under the law while maintaining taxpayer
confidence in the tax system

v'Maintain arobust internal audit function

v'Beinnovative

v'Evaluate tax intermediaries’ risk appetite, e.g., the commoditization or
one off selling of abusive tax shelters

v'Monitor the external environment, e.g., public opinion, Congress,
economic conditions, governmental policy

v'Shapeinternal capabilities, e.g, organizational culture; organizational
structure; information technology and business systems; and staff and
business capabilities

v/ Segment taxpayers into related groupings, e.g., public v. private; flow-
through v. non-flow-through entities, domestic v. international
operations; degree of risk appetite/compliance behaviors; industry;
consolidating v. non-consolidating affiliate groups; etc.

v'Identify and remediate strategic and operational risks

v'Maintain cost-benefit strategies

v'Avoid requests for data already available from another source

v'Align strategic and operational decisionsto taxpayers’ and tax
intermediaries’ risk appetites, i.e., risk/return trade-offs

v'Maintain a sufficient degree of LM SB senior management’stimein risk
planning

v'Maintain arobust internal audit function

v'Sufficient staffing

v Provide clear avenue for Voluntary Disclosures

v'Integrate LM SB with other Service Operating Divisions, accounting and
legal departments

v'Evaluate taxpayer’s risk appetite by considering, for example: The
degree of taxpayer’s senior management (Board, CFO, VP-Tax) in risk
planning; Taxpayer’s level of aggressive tax planning outside the FIT
space; |f taxpayer maintains arobust internal audit function; The quality
of the taxpayer’s processes and accounting systems; Whether it
maintains an “enterprise risk management” (ERM) process; |ssues
reported on Forms 10-K and 10-Q to SEC that disclose material tax
weaknesses; Tax returns prepared internally or externally; Existence of
arisk assessment process within the tax department; Degree of
integration between tax, accounting and legal departments; The
taxpayer’s behavior and degree of cooperation in sharing information
with LM SB and responding to its questions; Taxpayer compliance with
tax laws and regulationsin all jurisdictions in which it operates to test
taxpayer’s risk appetite against LM SB’s perceptions of same;

v'Leverage the impact of information learned through taxpayer
interventions

v'Guard against internal fraud

v"Map major compliance risks to the relevant taxpayer population

v'Develop of arisk management program

v'Compare risks across the total responsibilities of LM SB to determine
what not to audit

v Clearly communicate roles and responsibilities

v Cogt-efficiently optimize tax collections

v Provide training within and without LM SB

v/ Attract and retain tax expertise

v Participate in IRS/Treasury business planning

v'Maintain appropriate reporting structures

v'Identify non-filers

v Identify nonreported transactions

v'Modify organizational structure to respond to changes in business
operations and/or legislation

v'Not identify the industry(ies) that best represents the taxpayer’s
business and, thus, failing to apply applicable tax laws, regulations,
ruling, and judicial decisions

v'Use best efforts to pursue an “enhanced relationship” with taxpayers as
envisioned in the OECD report on tax intermediaries

v'Identify technical issues that present greatest dangers of underpayment

v'Track appeal's and issue disagreements

v'Develop and communicate risk appetite to staff
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Potentially stem from failureto - -

Provide timely adeguate and sufficient
administrative guidance

Maintain shared values and compliance with
policies and procedures

Fully understand organizational objectives
Receive needed (appropriated) funds
Establish procedures to resolve exams when
agent indicates retirement

Minimize employee turnover.

Undertake generational planning reflecting
anticipated changes in demographic factors
Treat taxpayers with similar facts and
circumstances consistently and equitably
Maintain commercial awareness

Provide sufficient staffing

Provide needed training

Lack of uniform execution across al field
offices and taxpayers

Implement strategies consistently up and
down the organization

Attract tax expertise

Provide access to taxpayer data

Provide responsive tax resources

Leverage non-tax personnel supporting tax
Plan and manage tax resources

Recognize and respond to external factors
Assign individuals to the audit with relevant
tax law knowledge

Respond quickly to changing circumstances
Align resources to match changing business
models, e.g., expansion in global operations,
e-commerce, employment patterns and use of
independent contractors, innovationsin
business structures and financial products
Use information exchange programs with
other taxing jurisdictions

Identify taxpayers who should, but are not
registered and filing

Potentially stem from failureto - -

v" Receive clear and timely guidance on
meaning and intended working of the tax
laws

v’ Appreciate growing use of joint
ventures/alliances/partnerships/agentg/etc.
and their unique tax issues

v" Use technology

v Understand taxpayers' registration, reporting,
filing and remittance obligations

v Failure to gather/access needed data

v’ Failure to use data that has been gathered

v' Team within and outside LMSB

v Maximize value of internet search tools

v |dentify inappropriate transfer pricing, among
other technical issues

v Reflect abroad view of the likelihood that
the facts and circumstances generally
encountered differ from those the taxpayer
reports

v" Note that taxpayers not filing complete and
accurate information

v’ Treat taxpayer with similar facts and
circumstances consistently and equitably

v Adjust audit program for taxpayer’s remedial
efforts, e.g., adding needed personnel, greater
use of outside consultants, improved reviews
and reconciliations, improved tax accounting
processes

v' Plan and manage tax resources

v/ Maintain or provide supporting
documentation

v' Provide timely and non-burdensome access
to functional and industry specialists

v' Access to tax planning support opinions and
workpapers

v' Disclose overpayments to taxpayer

v Comply with laws and regulations

v Document findings and open questions

v Understand changesin tax laws

v' Abate tendency of Technical Advisorsto
seek more documentation and develop more
stringent approaches to technical issues then
warranted under existing guidelines.

v Understand and adjust the audit program
accordingly for the taxpayer’s—Commercial
structure, size and activities; Quality of its
processes and accounting systems; Behavior;
Extent of agreement over interpretation of the
law; Involvement in enterprise business
planning; Legal structure; Taxpayer's
compliance with laws and regulations;
Degree of taxpayer’s cooperation, risk
appetite and transparency; Relevant financial
statement restatements; Frequency of seeking
PLRs; The nature of tax reporting errors, e.g,
if due to complexity, clerical mistakes or
fraud; Its regulatory restrictions; Internal
control requirements; Encourage use of
TAMs early in the exam process; Accounting
standards; Voluntary v. involuntary
disclosure of tax planning strategies,

v Receive current, relevant and reliable
information




2. Determine Key Tax Compliance Risks (KTCRs)

After inherent risks were identified, they were prioritized based upon an assessment of their
likelihood of occurrence and impact on tax compliance. Both likelihood and impact were ranked on a
scale of 1-3, witha“1” representing alow ranking and a*“3” representing a high ranking. Given the
large number of potential inherent risks, rankings were assigned in increments of 1/10 of a point to
better isolate KTCRs. The rankings used for purposes of the work done by the RMTF were provided
by select members of LM SB and the Subgroup. The overall assessments assigned each potential
inherent risk were determined by computing an average from the total rankings attained.

For determining likelihood and impact rankings, aranking of “1” was defined as an event not likely to
occur within oneyear. A ranking of “2” was defined as an event that was possible to occur within
one year on a continuous basis. And, aranking of “3” was defined as an event highly likely to occur
within one year and continue to occur on a systematic and ongoing basis. Further details regarding
the criteria used to rank each potential inherent risk are contained below in Table Two.

Table Two - RISK PROFILE DESCRIPTIONS

Criteria High | Moderate Low
Adverse publicity or Adverse publicity or Adverse publicity or
damage to reputation at damage to reputation at damage to reputation at
. the senior leadership the department head the examination team or
Strategic . |
level and/or to national level and/or to regional or | member level, and/or to a
confidence in the tax industry confidence in the | taxpayer's confidence in
system tax system the tax system
Substantlgl failure to Failure to comply with A non-serious or isolated
comply with regulatory regulatory and statuto failure to comply with
Compliance and statutory guatory s w Y
: ) . requirements; increased | regulatory and statutory
requirements; excessive oversight scrutin requirements
Impact oversight scrutiny 9 y q
Substantial harm to the Harm to the internal ?ai?&g-sv?trrl\(i)rlljihoer ilr?t(::?rzzf
internal operations of operations of LMSB, e.g., .
. ; operations of LMSB, e.g.,
LMSB, e.g., excessive excessive staff turnover, .
: : : ) ; excessive staff turnover,
staff turnover, disruption | disruption to operations : ) )
. . . . disruption to operations
Operational to operations or delay in | or delay in or delav in
regulatory/other external | regulatory/other external y
X . X : regulatory/other external
reporting deadlines, loss | reporting deadlines, loss ) :
I T R reporting deadlines, loss
of credibility with external | of credibility with external T
. . of credibility with external
audit audit .
audit
- Highly likely to occur ] _—
- - Possible to occur within : o
ki) within 1 year 1 year - Not likely to occur within

- Systematic
- Ongoing

- Continuous

1 year

Measured against impact and likelihood, the top four potential inherent risks identified by category
were asfollows. For Srategic Risks, the top four KTCRs were a possible failure to: provide an
appropriate level of transparency internally and externally; provide sufficient staffing; identify non-
reported transactions; and, identify technical issues that present the greatest dangers of underpayment.
For Operational Risks, the top four KTCRs were a possible failure to attract tax expertise; provide
sufficient staffing; respond quickly to changing circumstances: and maintain commercial awareness.
And, for Compliance Risks, the top four KTCRs were from a possible failure to: provide/receive clear
and timely guidance on the meaning and intended working of the tax laws; have access to tax




planning support opinions and workpapers, comply with laws and regulations; and receive current,
relevant and reliable information.

Note: Assessment of impact and likelihood by a greater number of individuals, or individuals with
different experiences and roles within LM SB, might have resulted in four different top KTCRs. For
purposes of the work done by the Subgroup this year, however, the KTCRs identified were deemed to
sufficiently validate that LM SB has, in fact, adopted strategies aimed at these KTCRs.

3. Application of an Improve and Monitor Plan (IMP)

While reviewing the multitude of strategiesthat LM SB has in place to address KTCRs was beyond
the scope of available resources and designed work plan, one strategy was selected to test if
improvements were feasible and should be implemented. The Tier Issue Focus (TIF) Strategy was
selected by the RMTF for this test.

To aid in the development of its IMP, questions were developed and delivered through LM SB to its
employees responsible for various aspects of the TIF Strategy. In anutshell, the questions asked how
issuesinthe TIF Strategy are identified, prioritized, tracked, managed and mitigated. Based upon the
information learned from this interview process, among other sources, an IMP was devel oped.
Following are the high level RMTF conclusions that were developed from its IMP. A full copy of the
IMP and its more detailed recommendations can be found in “ Attachment A” of this report.

D. AnIMP of the Tier Issue Focus (TIF) Strateqy?

Based on the IMP prepared by the RMTF, see infra Attachment A, the following comments were
developed.

Implementation of the TIF Strategy has not in al cases proceeded as smoothly as LMSB had
anticipated. Taxpayers and their advisors have reported being confused as to the scope and
operational aspects of the TIF Strategy. Moreover, it has been reported that implementation of the
TIF Strategy has been, in some instances, confusing to examining revenue agents, and has potentially
impacted the timeliness of their examinations. LM SB has made great strides in alleviating most of
the concerns raised during the implementation phase of the TIF Strategy - communicating and
clarifying through the use of its public website, the distribution of detailed tri-fold handouts, panel
discussions at stakeholder events, as well as other internal and external speaking engagements.
However, some lack of clarity around the TIF Strategy still exists

LMSB should enhance its internal control and audit programs designed to test and verify continuing
adherence to (and execution of) the methodol ogies, processes and saf eguards that have been
developed to assure the TIF Strategy achievesits intended purposes and goals. As feedback has
established, without such monitoring, lack of consistent and focused execution of the TIF Strategy
will result in unintended consequences that can trespass on other equally important goals to the
efficient administration of tax laws.

Additionally, LM SB should continue to initiate and reinforce the strong measures it has already taken
to further improve the operation of the TIF Strategy. In thisregard, the Subgroup urges LMSB to
continue to work more closely with its external stakeholders in framing issue-specific strategies that

2 For those unfamiliar with the TIF Strategy, a description of the strategy and how it fits into other issue management
strategies employed by LM SB can be found under “Background” of Attachment A, infra.
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will alow it to achieve its objectives of substantial compliance, consistency and efficiency, while at
the same time aiding taxpayersin better managing their own compliance risks.

E. Additional Improve And Monitor Plans Needed

Over the past several years LM SB has done a good job developing strategies to address KTCRs.
These strategies include, among others, the: “Industry Issue Resolution” (IIR) Program, the “ Industry
Issue Focus’ (I1F) Initiative, the Compliance Assurance Program (CAP), the Limited I ssue Focused
Examination (LIFE) Program, the Fast Track Settlement (FTS) Strategy, and the Pre-Filing
Agreement (PFA) Strategy.

LMSB should continue to initiate and reinforce strong measures already taken to further improve the
implementation and operation of all its compliance strategies, new and old. Each existing strategy
should undergo an Improve and Monitor Plan (IMP) Analysis, potentially developed as a variant of
the IMP process that was employed by the Subgroup initsillustrative review of the TIF Strategy.
From the IMPs, recommended areas of improvement should be addressed and enacted where
warranted.

F. Best Practices: Lessons From Other Taxing Authorities

While the RMTF believes that LM SB would better allocate its resources in the near future by
incrementally enhancing and executing on its current KTCR strategies, this recommendation is not
intended to suggest that LM SB not continue to actively monitor and search for best practices.

Both LM SB and various taxing jurisdictions are continually experimenting with new compliance risk
management strategies. For example, the Large Business Service (“LBS’) of HM Revenue &
Customs (“HMRC") recently implemented a novel and fairly bold approach to managing taxpayer
compliance risk for the United Kingdom'’ s very largest business taxpayers. This program, among
others, offer concepts that may be valuable to LM SB as it executes on its current, and devel ops future
tax compliance strategies. An analysis of the UK program, along with various recommendations, can
be found in Appendix B of this report.

To aid in itsidentification and use of emerging best practices, LM SB should continue to
systematically monitor compliance risk strategies under development in other taxing jurisdictions.
Thus, for example, the Subgroup believes that LM SB management should monitor closely the
progress and results of the LBS Initiative -- with a view towards considering whether at least certain
elements of that program might be useful to LM SB in its ongoing efforts to develop new and
improved approaches for identifying and managing large taxpayer compliance risks and incentivizing
those LM SB taxpayers who are especially cooperative in facilitating such efforts. Such consideration
would be particularly germane, we believe, to LM SB’ s continuing evaluation and modification of its
Compliance Assurance Program (“CAP’) and Limited I ssue Focus Examination Program (“LIFE”),
both of which similarly seek to ease the burden of tax audits as the result of enhanced cooperative
relationships with participating taxpayers.

3 Currently, LMSB representatives engage with many multi-national collaborative tax administration groups in order to
exchange ideas, and to expand their understanding of the various innovative programs. Examples of such groups include:
OECD - Forum On Tax Administration’s Large Business Task Group; Seven Country Tax Haven Working Group (7C);
the Tax Administration for Large Companies (TALC) research group; and the Joint International Tax Shelter Information
Centre (JTSIC).
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G. Closing Observations And Recommendations

Risk management is an evolutionary process, with risk oversight improving over time. Realistic
expectations must be set, with internal audit charged with monitoring the effectiveness and execution
of the risk management plan.

Continued senior level attention and leadership are critical components of an effective risk
management plan. Without a silo risk management approach will evolve and may create
unanticipated risks to other IRS Divisions.

Similarly, the risk management program developed by LM SB should fit within and complement an
overall Service enterprise risk management program. To thisend, IRSAC may be an appropriate
vehicle for assisting in assuring that a greater degree of oversight of risk management on an IRS wide
basis develops.

A process should be developed to continually challenge ways to obtain better risk intelligence to aid
in strategic planning. This process should assure that management be responsible for providing up-to-
date information about its assessment of KTCRs.

II. TRANSPARENCY TASK FORCE

A. Background / Overview

LMSB’sinterest in transparency as a means of fostering a higher degree of tax compliance
appropriately stems from its role as the nation’ s tax administrator. The Subgroup believes that LM SB
should continue to pay close attention to the Organization for Economic Cooperation and
Development’s (OECD’ s) recent study into the Role of Tax Intermediaries (the “study”). A brief
review of the original focus of that study and its conclusions is worth noting.

The original focus of the Study was to identify approaches that are or can be used by tax authorities to
respond to “tax intermediaries” involvement in aggressive tax planning. “Tax intermediaries’
include tax advisors such as attorneys, tax consultants, accountants, investment bankers, and other
professionals.

Ultimately, the study concluded that a much more comprehensive approach was needed to address
aggressive tax planning behaviors because tax intermediaries are only the supply side of athree-part
relationship. Taxpayers represent the demand side and ultimately make the decisions about tax plans
to beimplemented. The tax authorities, charged with developing the compliance framework and
enforcement processes in their jurisdictions, are a third-party stakeholder.

The study noted that in addition to maintaining a robust risk assessment process, tax authorities
should deal with taxpayersin afair, balanced, informed, open and consistent manner. Through doing
S0, taxpayers would be encouraged to be more transparent and provide information beyond their
statutory obligations. This new “enhanced relationship” based on mutual trust would theoretically
result in more relevant information being provided on atimely basis to the tax authorities leading to
more rapid risk assessment and resolution.

In initial meetings, LM SB asked the Transparency Task Force (hereinafter referred to as “ Task
Force”) to consider a number of ways in which LM SB could obtain relevant information that is not
presently available to enhance its effectiveness. Discussions included:
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e How the IRS can achieve an enhanced relationship with taxpayers,
New voluntary disclosures or procedures;

e Voluntary production in filed income tax returns of issues addressed by taxpayersin their tax
accrual workpapers; and

e |Information that may exist outside the scope of tax accrual workpapers.

The Task Force agrees that information is critical and acknowledges that information gaps in the tax
authorities' understanding of atransaction can result in lost tax revenue. Such gaps can also result in
an inappropriate assessment of tax. Therefore, it isimportant for taxpayers to understand that full
disclosure of relevant information can be mutually beneficial, leading to quicker resolution of issues
and audits, freeing valuable time for resource constrained taxpayers and tax authorities alike.

B. Scope of Work and M ethodology Employed

The Task Force approached the project with an open mind as to how LM SB/taxpayer relationships
could be enhanced and thereby result in more transparency and more efficient audits. There was
significant “brainstorming” among Task Force members and between the Task Force and LMSB
about arange of ideas, some of which are highly controversia, including waivers of attorney-client
privilege and LM SB access to tax accrual work papers.

In addition to the brainstorming, the Task Force participated in the LM SB Transparency Roundtable
and reviewed the following documents:

e The 2008 OECD Study;

e The 2003 Joint Audit Planning Process resulting from ajoint LM SB/TEI effort; and,

e Relevant portions of datafrom LMSB’s 2007 employee engagement and customer satisfaction
surveys.

Finally, the Task Force asked the Tax Executives Institute (TEI) to survey its membership to (i)
obtain current data regarding the transparency in relationships, (ii) measure the impact that the use of
pre-filing and audit management tools may have on relationships, and (iii) identify both positive and
counterproductive behaviors or practices that facilitate or impede the openness of the audit
relationship. Elements of the survey feedback were then reviewed with LM SB’s Management
Advisory Group (MAG) to obtain insight and reactions relative to the TEI feedback.

C. Recommendations

Based upon the above discussions and analysis, the Task Force devel oped the following
recommendations.

e Thecurrent IRS “policy of restraint” with respect to tax accrual work papers under
Announcement 2002-63 should be continued. However, the IRS should offer incentives to
taxpayers that disclose uncertain positions for which tax reserves have been established.

e TheIRS should employ limited waivers of privilege with respect to certain documents for the
purpose of encouraging taxpayersto allow IRS review of tax opinions or other transaction-
specific documents, without causing complete subject matter waiver.



e ThelRS and taxpayers should closely adhere to the Joint Audit Planning Process developed in
2003, and certain positive practices should be added to the process.

e Expand usage of the Limited Issue Focused Examination (“LIFE”) process and Compliance
Assurance Program (“CAP”).

e TheIRS should be more transparent in the development of issues. The issue expert should be
clearly identified, and the taxpayer should meet directly with that individual to agree on
relevant facts before issues become proposed adjustments.

e Pre-filing processes should be streamlined and marketed by the IRS to encourage usage. The
PFA and APA programs should be reviewed to identify and remove barriers.

e Reduce uncertainty and complexity through the issuance of clear, timely regulations and more
Revenue Rulings addressing controversial matters. Establish a quality review process for
PLRs, TAMsand FSAs.

e ThelRS should engage various taxpayer industry groups in order to establish educational
programs to further develop commercial awareness and enhance industry-specific technical
tax skillswithin LM SB.

e ThelRS should request to review taxpayers transaction approval committees meeting
minutes during the course of examinations.

D. Reasoning Behind the Recommendations

1. Tax Accrual Workpapers. Policy of Restraint

Any discussion of increased transparency inevitably leads to a discussion asto whether the IRS
should abandon its policy of restraint with respect to tax accrual work papers described in
Announcement 2002-63, 2002-27 C.B. 72. The Task Force recommends against any change in that

policy.

Thereis atremendous level of taxpayer sensitivity on the subject of disclosure of issues or tax reserve
information. In response to survey questions, TEI members generally expressed an unwillingnessto
disclose tax reserve information beyond that required by the SEC. Respondents noted that
transparency is a“two-way street,” and that present SEC disclosures, required return disclosures, and
the M-3 already provide substantial taxpayer transparency.

The Task Force believes that routine requests of tax accrual work papers present an issue of
fundamental fairness. Simply put, it would not be fair for taxpayers to be required to disclose the
analysis and numerical amounts contained within their tax accrual work papersto the IRS.
Furthermore, IRS requests for tax accrual work papers raise serious concerns regarding privilege. See
Regions Financial Corp. v. United States, 2008 WL 2139008 (N.D. Ala. 2008); and United Statesv.
Textron, 507 F. Supp. 2d 138 (D.R.I1. 2007). (The Task Force acknowledges that, under the current
Internal Revenue Manual, exam teams may ask a taxpayer for the total amount of a company's
reserves without showing unusual circumstances or seeking executive approval for the request.
Internal Revenue Manual §4.10.20.2 (07-12-2004). However, this does not compel ataxpayer to
comply with the request nor provide the IRS with issue-identifying information.)
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The Task Force also believes that a changein IRS policy would result in fewer cases being resolved at
the audit or Appeals level, and more litigation. Taxpayers desiresto limit FIN 48 reserves could
force more decisionsto litigate “should” and “more likely than not” positions rather than attempt to
negotiate a resolution at Appeals.

As noted earlier, the OECD Study focuses on increasing transparency through an enhanced
relationship, and a significant change in the policy of restraint would have an exact opposite effect,
damaging the audit relationship. All of the above reasoning led to a Task Force conclusion that
LMSB should offer incentives to taxpayers who voluntarily identify uncertain tax positions taken in
returns or disclose specific issues for which reserves had been established.

The Task Force therefore proposes an alternative to a change in the policy of restraint. Instead,
taxpayers should be given incentives to disclose information relative to uncertain tax positions. One
incentive considered by the Task Force would be the adoption of alimited-issue review audit policy
in cases where a taxpayer voluntarily discloses the issues present in its tax return for which aFIN 48
reserve has been established. Under this policy, the scope of the audit would focus solely on the
issues disclosed absent evidence of fraud or gross negligence. Other incentives that should be
considered as a quid pro quo for such voluntary disclosures of uncertain tax positions for which tax
reserves are maintained include immunity from penalties and “hot interest,” and an abbreviated 1120
process.

2. Limited Waivers of Privilege

As ageneral matter, the attorney-client privilege is waived with respect to communications that are
disclosed to third parties. A taxpayer may risk awaiver of the attorney-client privilege with respect to
a particular subject matter when the taxpayer puts an otherwise privileged communication "at issue"
in acontroversy. A "subject matter" waiver of privilege alows an adversary accessto all privileged
communications regarding a particular subject after one privileged communication on that subject has
been disclosed. 1n essence, ataxpayer cannot pick and choose among the privileged communications
that it discloses. The premise of thisisone of basic fairness, whereby a privilege holder cannot use
the privilege as both a"sword" and asa"shield" (i.e., aparty cannot selectively disclose favorable
communications and assert privilege with respect to unfavorable communications).

Examination teams routinely ask for privileged tax opinions during the course of audits, presumably,
because they believe such documents would be useful in conducting audits in a more effective
manner. A tax opinion would serve to educate an examination team about a transaction by providing
arecitation of the relevant facts and an analysis of the applicable law. A review of the tax opinion
would then allow an examination team to understand a transaction promptly and approach the audit in
amore targeted and efficient manner.

Taxpayers generally do not know if they will be able to successfully resolve an issue with an IRS
examination team. Accordingly, most taxpayers are hesitant to disclose attorney-client privileged
documents and, thus, risk a subject matter waiver of privilege. Under certain circumstances, however,
taxpayers may be willing to provide privileged tax opinions to examination teams. A taxpayer would
only produce a privileged tax opinion, however, if the IRS would not use the fact of its production to
argue that there has been a subject matter waiver of privilege.

The Task Force believes that providing privileged tax opinions, in certain instances, could only help

to expedite the audit process. Furthermore, the Task Force does not see any disadvantage to the IRS

by executing alimited waiver agreement. The Task Force recognizes that an argument may be made
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that alimited waiver may not be binding on third parties. The Task Force appreciates this point;
however, it believes that it isarisk that could only impact the taxpayer. A taxpayer, therefore, would
consider this as a possible risk in making the determination of whether or not to produce the opinion.

3. Joint Audit Planning Process

This process, developed by LMSB in partnership with TEI in 2003, provides a complete set of
recommendations regarding LM SB and taxpayer behavioral expectations. Although LMSB
management has strongly encouraged its agents to employ the process, TEI survey responses reflect
inconsistent use and application.

The Task Force acknowledges the fact that alimited number of taxpayers are ssmply uncooperative
and may refuse to participate. Nonetheless, the IRS should endeavor to ensure that all aspects of the
Joint Audit Planning Process are used in every LM SB audit. Also, the benefits and success of process
should be marketed to taxpayers through IRS presentations at corporate taxpayer functions and in tax
publications. Moreover, the Task Force recommends that the Joint Audit Planning Process include
specific reference to, or better highlight, the following practices:

i. Pre-Audit Taxpayer Presentations— The existing Joint Audit Planning process refersto an
“orientation” focused on reviewing the taxpayers business and structure. However, more detailed
presentations have been identified as a practice that facilitates more open, collaborative audit
relationships by a number of TEI members. Pre-audit presentations of major transactions and
potential issues to the broad LM SB exam team should be an expectation in the planning process.
Such presentations should include new Schedule M adjustments, method changes, and other
transactions with a significant tax consequence, together with the treatment on the return.

ii. Pre-Issuance Discussion of IDRs - There were numerous responses to the 2008 TEI survey
referencing this practice. Taxpayers report significant improvements in the audit process when
this practice isfollowed. Issues can be resolved without the issuance of an IDR, IDRs are more
focused, and the flow of IDRs and responsesisimproved. Although the current Joint Audit
Planning process references this practice, its inconsistent use in audits indicates more emphasisis
required.

iii. Continuous Open Communication - Case Managers and Team Coordinators should continuously
communicate openly regarding the status of issues with taxpayers. Taxpayers deserve feedback
quickly after IDR responses are provided. Potential adjustments should be discussed immediately,
not after 5701s are drafted. Continuous communication with and management of specialiststo
ensure adherence to the audit plan is also required. Taxpayers should also know when Counsel’s
office or technical advisors are being consulted.

4. Expansion of LIFE and CAP Programs

AsLMSB isaware, the OECD Study identified several mechanisms that could assist in building
enhanced taxpayer-tax authority relationships. One such mechanism was formal or informal
agreements between the two parties covering how the parties intend to work together. The IRS
already has two such mechanismsin LIFE and CAP. (The study references CAP in this context.)

The LIFE process is a means by which large case audits can be performed in a shorter time frame
without compromising the quality of results. LIFE involves many aspects of the Joint Audit Planning
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Process, but also uses materiality thresholds to avoid inefficient use of resources on relatively minor
issues and is documented in a non-bonding document signed by both LM SB and the taxpayer.

Nearly 68 percent of respondents to the 2008 TEI survey who have used the LIFE process rate their
overall audit experience as “open and collaborative” as compared to just over 41 percent who have
not used LIFE. However, only 20 percent of respondents indicated that their company had utilized
LIFE. Thissuggests that expanded usage would positively impact most LM SB/Taxpayer
relationships where the LIFE processis not presently employed.

Just under 100 large corporate taxpayers are now in the CAP program. LMSB and taxpayer feedback
generally indicate satisfaction with the process. For example, of the 23 respondents to the TEI survey
who indicated they were in CAP, 74 percent indicated an open and collaborative audit experiencein
comparison to the 47 percent of overall responses describing their audit as open and collaborative.
Also, 39 percent of the CAP respondents indicated that the audit relationship had improved over the
last three years whereas only 24 percent of the total survey respondents indicated improvement over
that time period.

5. Direct Communication with IRS I ssue Expert

Asindicated above, the OECD Study stated that tax authorities should deal with taxpayers openly,
fairly, consistently, and in an informed manner.

TEI survey dataindicates that taxpayers are frustrated by the way LM SB develops issues. LMSB
should continue to be more explicit with taxpayers about how to use its published Rules of
Engagement (RoE) when issues need to be elevated. Though it is understandable that direct dialogue
between the issue expert and the taxpayer during the development of an issue may not always be
possible, the Subgroup recommends that LM SB adopt a policy that encourages issue experts to be
directly involved in the dialogue, where appropriate, and serve as the keystone to resolving issues.

6. Pre-Filing Programs. Usage Fees and Timing

Pre-filing processes such as PFAs and APAs are excellent examples of existing programs where
taxpayers openly identify uncertain tax positions and provide all relevant information to the tax
authorities to obtain certainty with respect to a potentially contentious issue. Hence, the use of these
programs should be encouraged. However, only 12 percent of the respondents to the 2008 TEI survey
indicated their company had utilized PFAs and only 15 percent had utilized APAs. These usage
levels are low considering how long the programs have been in existence. Some taxpayers report that
they have not used or discontinued use of pre-filing processes due to either the cost or inordinate
delaysin resolution.

The user fee to participate in the PFA program is $50,000 and represents a significant barrier to
program participation for some taxpayers, particularly small and mid-sized companies. Charging
sizeable fees to taxpayers willing to disclose uncertain tax positions which are not likely to be
otherwise audited is questionable policy. Also, the processing time for PFAs has increased from 173
daysin 2001, itsfirst year, to 393 days in 2007, which reduces the usefulness of the program.

Asinthe case of PFAS, the fee charged for an APA request is $50,000, or $22,500 in the case of small
taxpayers (defined as having gross income of less than $200 million). In 2007, the average time
required to complete anew APA was over three years, and the average time to complete an APA
renewal was over two years. One TEI response indicated that in arenewal of abilateral APA, four
years passed before the IRS issued its draft position paper.
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A taxpayer’s primary reason for requesting an APA is generally to achieve certainty before risks
accumulate in filed returns. While the fees charged for APAs may not be significant relative to the
magnitude of the transfer pricing dollars at issue in many cases, the time required to complete an APA
runs counter to taxpayers primary motivation to use the program.

Although the Task Force recognizes that LM SB controls neither the level of usage fees nor the APA
process, the Task Force recommends that LM SB should encourage the IRS to (i) study these
programs to determine barriers which limit usage, and (ii) streamline the programs to remove such
barriers. Appropriate publicity about the study and resulting changes would serve to market the
enhanced programs.

7. Continued Improvement of Guidance Process

Several TEI members, responding to arequest for comments as to how the large taxpayer compliance
and audit processes could be improved, cited (i) the need for more published guidance; and (ii) more
intensive involvement of the appropriate IRS specialist in formulating technical advice memoranda
and other “private” taxpayer guidance .

This 2008 taxpayer request for more guidance is consistent with a 2007 recommendation of this
Subgroup that called for more intense outside stakeholder group involvement at the front end of the
guidance process, consistent with the Chief Counsel pilot project along these lines announced in
Notice 2007-17. That notice, concerning securitized commercial mortgage loans held by REMICs,
requests policy and technical input on specific aspects of contemplated guidance, aswell as
procedures for the timing and content of written submissions and ongoing involvement in the project
through meetings and other interaction between stakeholder group representatives and the responsible
IRS and Treasury attorneys.

Within reason, the Task Force believes that it is always better to have more published guidance.
Accordingly, the Task Force recommends an increased and more expansive focus on the Revenue
Ruling and Revenue Procedure process as a means to provide greater clarity to problematic issues
and enhance the audit process. Further, in compliance with a process designed to protect disclosure
of taxpayer identifying information, the Task Force recommends the use of topic-specific guidance
review panels comprised of outside specialists to review proposed Technical Advice Memorandums
and, as appropriate, other types of private Chief Counsel advice prior to issuance.

To the extent a designated review panel disagrees with proposed guidance, it should provide feedback
to the IRS to consider before final issuance of that guidance. The feedback from the designated
review panel should outlinein sufficient detail what it considers problematic along with proposed
recommendations.

To alleviate concerns that designated review panels will only provide slanted information designed to
achieve more favorable tax treatment, the IRS should make clear that topic-specific guidance review
panels are not being invited to enter into negotiations or to participate in the decision-making process.
Moreover, the IRS should adopt whatever further safeguards it deems necessary and prudent to allow
greater up-front input from outside stakeholders.

Permitting more expansive front-end input in a systematic and transparent manner should help to

assure the proper targeting and high technical quality of future guidance; and, among other things,
improve the compliance and audit processes. As confidence in this approach builds, the IRS and
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Treasury should be able to generate more items of useful guidance, to do so more quickly, and to free
up resources for other important work.

8. Enhancement of IRS Commercial Awareness

LMSB as acknowledged by the OECD Study has recognized that revenue bodies need to acquire a
"commercial awareness." The OECD perceives"commercial awareness' as having two aspects,
general and specific. The general aspect requires the revenue bodies to understand various broad
concepts, including how taxpayers operate in the markets. The specific aspect requires the revenue
bodies to understand, among other things, "the peculiarities or unique characteristics of a taxpayer's
industry and business.” In short, revenue bodies need to become more "connected” to the businesses
they examine in order to gain a better understanding of matters from both a commercia and atax
perspective. A business-provided education or training program is an appropriate way to acquire such
"commercial awareness."”

In addition to the core training and continuing professional education programs that LM SB offersits
employees, the Task Force believes that establishing educationa programs would have mutual
benefits for both taxpayers and the IRS. Specificaly, the IRS would gain additional information that
it believesiscritical in order to efficiently enforce the internal revenue laws through the allocation of
limited resources. Taxpayers would receive the benefit of resolving tax controversies more quickly
and with finality and, thus, would achieve greater tax certainty.

Taxpayers would expect the IRS to approach the educational programs committed to reciprocity.
That reciprocity should take the form of an open dialogue on any issues of concern including the IRS
objective reaction to the issues, specific concerns and any perceived changes that are required. In
short, taxpayers expect a "business-like" discussion regarding the matters that allows businesses to
reduce uncertainty and clarify areas of agreement and disagreement.

9. Taxpayer Transaction Approvals

Taxpayers have various control processes to mitigate financial and franchise exposure to any risks.
These processes set forth formal corporate policies and procedures that are designed to address the
risks (credit, market, operational, legal, and reputational) associated with the transactionsin which

they engage.

As part of its transaction approval controls, many taxpayers have developed policies, procedures, and
systems with which to have a transaction vetted and perform due diligence. Management committees
are often used to monitor compliance with policies and approve transactions, athough this practice
varies by industry and from company to company.

In terms of transparency, reviewing the risk management policies and minutes from related
management committee meetings would be very useful to the IRS. Such review would keep the IRS
abreast of current corporate decisions and transactions. Thus, taxpayers should be asked to identify
the management committees within their companies, and the IRS should then request minutes of those
meetings that may incorporate tax issues.

The Task Force recognizes that review of such internal committee meeting minutes may present
issues with regard to privileged documents or communications. However, these types of privilege
issues could be identified and resolved on a case-by-case basis, perhaps using limited waivers of
privilege, and should not prevent the IRS from seeking to review the meeting minutes.
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ATTACHMENT A —An IRSAC Prepared “Improve And Monitor Plan” Addressing The Tier
I ssue Focus Strategy

Executive Summary: While good progress has been made, the Tier 1ssue Focus (TIF) Strategy is not
evolving as quickly as needed and as LM SB had anticipated. LMSB should continue to apply strong
measures to further improve the operation and fairness of the TIF Strategy. Inthisregard, the
Subgroup urges LM SB to work more closely with its external stakeholdersin framing issue specific
strategies that will allow it to achieve its objectives of substantial compliance, consistency and
efficiency, while at the same time aiding taxpayers in better managing their own compliance risks.

A. Background

Consistent with itsincreasing focus on industry issues, LM SB relies on various issue management
strategies to more uniformly and efficiently manage key tax compliance risks. For example, one such
issue management strategy, the Pre-Filing Agreement (PFA) Strategy, isaway for taxpayers and the
IRS to reach agreement on issues through a cooperative effort before atax return isfiled. Issues
eligible for this program are typically factual in nature and addressed by well established law.

Similarly, the Fast Track Settlement (FTS) Strategy, provides a mechanism where a taxpayer may
work with LMSB and Appeals to resolve audit issues during the examination process. The goal of the
FTS Strategy is to reduce the combined LM SB-A ppeal s process by at |east two years.

Additionally, the Industry Issue Resolution (IIR) program is an issue management strategy aimed at
developing published guidance that will resolve frequently disputed or time consuming tax issues that
impact a large number of taxpayers.

Among the newest of these issue management strategies is the Industry Issue Focus (11F) Initiative.
Under the IIF Initiative, select issues are triaged by placing them in one of three tiers based on their
prevalence across industry lines and the degree of compliance risk they present. It is because of this
tiering process that the 11 F Initiative has become more commonly known and referred to by
practitioners as the Tier Issue Focus (TIF) Program. Hence, hereafter, the I1F Initiative will be
referred to asthe TIF Strategy.

Under the TIF Strategy, key compliance issues are identified from a variety of internal and external
sources. With input from the field, Technical Advisors, specialists and Counsel analyze submitted
issues resultsin order to rank them based on their current and/or potential non-compliance risks.

At least annually, each Industry Director (with assistance from an Industry Issue Coordinator who
manages the process on a day-to-day basis) evaluates issues received from the field to determine their
priority. Subject to the approval of the Compliance Strategy Council (CSC), the Industry Director
classifies each significant issue meeting the parameters of the program as either aTier I, 11, or I11
issue.

Tier | issues are of high strategic importance to LM SB and have significant impact on more than one
industry. Some, but not all, may be “listed transactions’ or otherwise viewed as overly aggressive or
potentially abusive tax positions. Tier Il issuesreflect areas of potential high non-compliance and/or
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significant compliancerisk to LMSB or an industry. Tier 11l issue, generally are industry-related and
have been earmarked for consideration by LM SB audit teams.

B. Stated Purpose and Goals of the TIF Strategy

On April 1, 2007, the Commissioner, LM SB, issued new section IRM 84.51.5, Industry Focus and
Control of LMSB Compliance Issues. On August 1, 2007, the Commissioner, LM SB, issued new
section IRM 4.51.6, 1ssue Management Process Guide.

The purpose of IRM 4.51.5 isto strengthen the industry focus within LM SB on compliance issues by
imposing procedures on LM SB Industry Directors to designate and control compliance issues with
strategic or significant industry importance. ThisIRM provides an overview of the tiering of industry
issues and outlines the process for identifying and tiering such issues. The purpose of IRM 4.51.6 is
to issue guidelines for organizing Issue Management Teams (ITMs) designed to provide expedited
direction to the field on significant compliance issues.

The expressed goals of IRM 4.51.5 and IRM 4.51.6 isto (1) promote consistent tax treatment between
similarly situated taxpayers; and, (2) facilitate issue resolution.

To assist in better understanding the process and goals in which the TIF Strategy has been designed
and should be approached both internally and externally, LM SB has issued various additional
communications, including (1) an Issue Focus Tiered Strategy Flowchart; (2) aTier | Issues (Non-Tax
Shelter) Matrix At A Glance; and (3) aseries of Tier | Quick Reference Guide Pamphlets.

Also, to aid management in better understanding the implementation issues still requiring attention,
LMSB surveyed its managers to solicit feedback regarding the value of the TIF Strategy from their
perspective and collective experiences.

C. Recommended TIF Strateqy |mprovements

As part of the process used by the RMTF in devel oping recommended improvements to the TIF
Strategy, questions were developed and put to the LM SB owners that focused on how issuesin the
Tier Strategy are identified, prioritized, tracked, managed and mitigated. Based upon the information
learned from this interview process, among other sources, a better idea of the risks that accompany
each of these discrete areas was developed. Following the development of list of risks, the following
recommendations by category were developed.

1. Identification of Issues

a) Inlarge part, the issues selected for the TIF Strategy originate in the field. However, the tools
used to identify issuesin the field are not conceptually complete. For example, statistical
models used for flowthrough returnsrely on limited transcribed data. Greater data, including
prior audit results, would allow for better selection. Accordingly, to enhance identification
and selection of Tier Issues, enterprise risks and year-to-year changes should be considered.

b) Currently LMSB employs aflexible process, continually modified for lessons learned, to
select issues for the Tier Strategy. To improve the timely and efficient identification of
appropriate risks, LM SB should continue to develop a methodology and related list of factors
to consistently evaluate issues nominated for the TIF Strategy. To avoid misunderstanding,
guidance should be issued that these factors will not be equally weighted from one context to
the next, but will retain a certain degree of flexibility to accommodate factual nuance.
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c)

Currently LM SB should continue to solicit significant input from external stakeholder groups
to aid it inidentifying and better understanding risks associated with transactions of interest.
Greater leveraging of external technical resources would alleviate internal resource strains
and, perhaps, aid in a quicker start-to-completion cycle of the Identification Phase. Expanded
use of these resources need not and should not be viewed as an opportunity for external
stakeholders to negotiate.

2. Prioritization of |ssues

a)

b)

Given the rapid expansion of e-filings, this more timely and accessible data should be
employed as soon as practicable to validate the prioritization of issues across and within
industry lines. Asnow being done, it is anticipated that LM SB will continue to move issues
up or down, or add/eliminate them from the Tier Strategy as warranted pursuant to clearly
communicated criteria.

The factors used to prioritize risks within the program and as applied to individual taxpayers
should be identified and clearly communicated to resolve open questionsin this area. Factors
used to prioritize different risks may include, among other things, the potential revenue
streams that have or could be lost, likelihood of reoccurrence, degree of relationship to
business purpose and non-tax economic substance, negative impact on otherwise timely
completion of examinations, possibility that Appeals or the courts may settle based on hazards
of litigation, and the resources and time needed to resolve issues.

Significant uncertainty remains concerning the priority and application of procedures that will
apply in any given case. While progress has been made over the last year, more work remains.
LMSB must continue to emphasize that audit teams should have open and up-front discussions
with the taxpayer. These discussions should occur while defining the scope of the upcoming
examination. Also, they should include areview of the impact, if any, that a Tier issue may
have on an individual taxpayer. Continually re-enforcing those issues that require mandatory
versus discretionary examinations and settlements, will aid significantly in advancing the
stated goals of the TIF Strategy.

3. Tracking and Managing Issues

a

The Issue Management System (IMS) provides information on open and closed cases. It
provides information on the size and frequency of issues, the time associated with examining
each type of issue, and whether the related examination disposition was agreed to or not by the
taxpayer. Because IMSislimited to examination activity, it does not currently capture
resolution of Tier issues appealed and, thus, removes from consideration an important aspect
for testing identification, prioritization, management and mitigation risks. As determined cost-
beneficial, Appeals and ultimate case/issue resolutions should be incorporated into the IMS.

In the alternative, an automated and complimentary system should be devised to capture this
information.

To better track issues, consider greater use of electronic system technology to supplement the
IMS with manual reviews done by designated issue specialists, as is done with partnership and
S Corporation returns.

Based on feedback from the field requested by LM SB, it understands the need for just-in-time
training to aid new agents, among others, in more fully understanding and executing the TIF
Strategy. As necessary, training and testing should be undertaken to address these needs as
soon as possible. With the growing use of Web-based |earning technology, it is anticipated
that this issue among others can be tested and addressed by LM SB in an efficient manner.
Tracking for IMT, Shelter and CIP cases is enhanced by the addition of a Project Code or
Tracking Code on the Audit Information Management System (AIMS) and/or the Examination
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Returns Case Processing System (ERCS). These two systems provide time and results data at
the return, but not issues level when the caseisclosed. Consider expanding AIMS/ERCS data
to include in-process monitoring to enhance national office testing of field compliance, as well
asthe efficient allocation of resources assigned to the various Tier issues.

IMTs and tax shelter executive owners frequently employ ad hoc systems that track cases,
time, and results on a case-by-case basis. For IMT, Shelter and CIP returns not being
examined primarily or exclusively for the project issue, determine if a supplement or
expansion of the AIMS/ERCS datais feasible and would be cost effective. Moreover,
consider feasibility and value of rolling up information possessed by technical advisors on the
size and unique variations of casesthey aretracking. Thiswould alow better evaluation of
uniform disposition of matters that cross any specific issue.

To minimize delays, comments from the field indicate a desire for quicker responses from
specialists, technical advisors and counsel for their expertise. LMSB should continue to
evaluate the work loads being carried by these resources, and look at additional resources
hired or trained as needed to avoid unintended results arising out of the Tier Strategy.

4. Mitigating Issue Risks

a)

b)

LMSB employs various strategies focused on industry tax compliance issues. At times, the
differences between these programs are very subtle and cause confusion among stakeholders
who might otherwise attempt to engage the system. It isrecommended that LM SB take on a
comprehensive review of these complimentary strategies to see where simplification is
possible.

Objective measurements should continue to be devel oped to evaluate the success of the Tier
Strategy. Thiswill better arm LM SB in its requests for appropriations and in responding to
guestions concerning its tax compliance strategies. Also, it will better inform LMSB where it
should seek law changes to more quickly, efficiently and uniformly resolve Tier issues. These
measurements should include feedback from employees as well as external stakeholders.
Thelist of issues embodied in the Tier Strategy should continue to be freshened on an on-
going basis. As soon as possible, the Pre-Filing and Technical Guidance Group should
complete a methodology and related list of factors for addressing how issues will be removed,
or reduced to alower tier.

To address the gap between intended and unintended results attributable to the TIF Strategy,
within a more transparent system, LM SB should allocate a higher priority to the establishment
of resolution guidelines and uniformity of actions.

One of the intended goals of the strategy is to accelerate issue resolution. While directives and
tools, such as standard IDRs have been provided to the field, room for additional progress
remainsin training field agents as to those circumstances where they can resolve issues.

D. On-going Monitoring Needed to Reduce TIF Strateqy Risks

LMSB should deploy arobust internal control program designed to test and verify continuing
adherence to (and execution of) the methodol ogies, processes and saf eguards that have been
developed to assure the TIF Strategy achievesits intended purposes and goals.

19



ATTACHMENT B - Large Taxpayer Compliance Risk Management in the U.K.

In seeking to enhance the effectiveness of its own compliance risk management programs and
strategies, LM SB may find instructive at least certain aspects of the large taxpayer risk management
now being utilized by tax administratorsin other countries. A recently implemented large taxpayer
initiative in the United Kingdom is of particular interest in that regard.

A. LBSInitiative

The Large Business Service (“LBS’) of HM Revenue & Customs (“HMRC") recently implemented a
novel and fairly bold approach to managing taxpayer compliance risk for the United Kingdom'’s very
largest business taxpayers (the “LBS Initiative”).* This group presently includes around 700
companies, which collectively account for more than 50 percent of the business taxes and duties
collected by HMRC -- and each of which meets minimum thresholds in terms of gross revenues (at
the current Pounds-Dollar exchange rate, approximately $1 billion) or net asset value (approximately
$3.5 billion). The cornerstone of the new program is an intensive, comprehensive and collaborative
compliance risk review and analysis by LBS personnel with respect to each LBS “customer,”
resulting in the assignment of a“low risk” or “high risk” profile.

A “low risk” designation carries distinct benefits for LBS taxpayers, including, most significantly, the
elimination of most, and possibly all, future HMRC audit activity with respect not only to income tax
matters, but also asto VAT, employment tax and other special tax regimes over which HMRC
exercises administrative and enforcement responsibility. Inlieu of regular full scale audits,
interaction between low risk LBS taxpayers and HMRC generally is limited to periodic informal
discussions intended to facilitate the voluntary disclosure by the taxpayer of candid and complete
information regarding significant recent transactions or other business devel opments and associated
tax issues.

From HMRC' s perspective, the LBS Initiative is expected to provide important opportunities for
shifting personnel and other compliance resources to higher risk taxpayers. Because of the high level
of confidence in the quality and integrity of information provided by low risk taxpayers, LBS
personnel normally can limit their focus to larger or other significant issues that may exist and spend
little or no time verifying tax computations or the taxpayer’s treatment of smaller or routine items.
The assignment of a“low risk” profile signifies a high degree of trust and confidence on the part of
HMRC that its ongoing relationship with the taxpayer will be transparent, open and honest; that the
taxpayer takes serioudly itstax compliance responsibilities and has implemented effective and
consistently applied internal systems and procedures toward that end; and that it is not prone to
engage in abusive, overly aggressive or otherwise inappropriate tax behavior. During 2007 afull risk
review was completed with respect to all LBS taxpayers, and “low risk” profiles were determined for
approximately 40 percent of that group, i.e., some 280 companies.

For more detailed information on the LBS Initiative and its implementation thus far, see “Links with Large
Businesses (Nov. 2006),” “Review of Links with Large Businesses’ (March 2007)
http://mww.hmrc.gov.uk/budget2007/large-business-plan07.pdf ; and “ The framework for a better relationship --
Making adifference: Review of Linkswith Large Business’” (Budget 2008),
www.hmrc.gov.uk/budget2008/framework-better-rel ations.pdf .
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B. Risk Review Process

Principal responsibility for the LBS risk analysis and ongoing management of the HMRC relationship
with participating taxpayers lies with the Client Relationship Manager (“CRM”), aposition typically
filled from a pool of senior-level LBS personnel. Each LBS customer is assigned a CRM; some
CRMs have only one LBS customer, while others manage multiple customers. All CRMs draw
substantial support from dedicated teams of audit and technical specialists.

Therisk review process for LBS customers focuses on two basic categories of potential tax
compliance risks: Inherent Risks and Behavioral Risks. The principal areas of inquiry with respect to
Inherent Risks include (i) the occurrence of important operational, financial or strategic changesin the
taxpayer’ s business (e.g., mergers, dispositions, new line of business, geographic expansion); (ii) the
complexity of the taxpayer’s organizational structure (e.g., number and location of subsidiaries or
other affiliates); and (iii) the existence of “boundary” issues (e.g., cross-border transactions with
related entities). The evaluation of Behavioral Risksis more subjective in nature, relating to an
assessment of factors such as (i) how transparent the taxpayer isin its dealings with HMRC; (ii)
whether the taxpayer has adequate internal systems and processes for effectively discharging its tax
compliance responsibilities; and (iii) the “business tax strategy” historically pursued by the taxpayer
(i.e., aggressive v. conservative; frequency of disputes with HMRC). Perceived weaknesses with
respect to Behavioral Risks -- especialy alack of openness and transparency, but also atendency to
engage regularly in aggressive tax planning -- are the principal drivers of “high risk” profiles; but a
“low risk” profile remains possible notwithstanding the presence of significant Inherent Risks,
provided those risks are being properly managed by the taxpayer. In addition to examining Inherent
and Behavioral Risks, each LBSrisk review al so takes into account the so-called “ contribution” factor
—i.e., whether taxes paid by the taxpayer appear to be in line with what might be expected in light of
the nature and level of its economic activity, aswell as appropriate comparisons to reported tax
liabilities of its competitors or other comparably-sized businesses.

As noted above, the main benefit of alow risk profile to LBS taxpayersisthat HMRC
“interventions’, i.e., audits, will be the exception rather than the rule. That generally will be the case
on acontinuing basis, subject to follow-up risk reviews every 2-3 years and no changein risk profile
as aresult of those reviews. To the extent that the taxpayer has significant actual or potential new
issues, it is expected that these will be brought to the attention of HMRC so that they can be resolved,
or at least fully developed from afactual standpoint, before or shortly after return filing deadlines.
The fact that disagreements may arise with respect to specific issues, with the result that litigation
becomes necessary, will not of itself jeopardize alow risk relationship with the taxpayer.

C. Higher Risk Taxpayers

Those taxpayers not designated as “low risk” generally can expect amore intensive level of HMRC
attention, including more regular risk reviews and interventions; more in-depth reviews of internal tax
compliance systems and processes; a greater use of information powers (i.e., requests for documents
or other information, if necessary through court enforcement actions); and more disputed matters that
ultimately need to be litigated (as opposed to being resolved administratively). At the sametime,
CRMs are committed to supporting the efforts of higher risk taxpayers to achieve alow-risk profile as
rapidly as possible. In the interim, high levels of transparency and cooperation by such taxpayers can
generally be expected to result in fewer audit inquiries and an otherwise less intrusive relationship
with HMRC; but those taxpayers whose tax planning strategy includes reliance on aggressive
avoidance transactions (even if fully disclosed and arguably lawful) cannot expect to achieve alow-
risk profile or the full range of benefits normally associated with such status.
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D. Other Large Taxpayers

As an extension of the LBS Initiative, HMRC is developing similar risk management measures for
approximately 14,000 other large and complex business entities that are under the operational
jurisdiction of the Local Compliance division of HMRC (“LC").> Up to 2,000 of these taxpayers will
undergo full-risk review through Customer Managers (generally equivalent to CRMs) and will be
assigned high or low-risk profiles that will result in their being dealt with by HMRC in essentialy the
same manner as LBS taxpayers with similar profiles.® Though in amore limited way, LC will also
risk review the remaining 12,000 “large” L C taxpayers (targeted for completion by April 2009).
Those considered lower risk also can generally expect to experience audit scrutiny on only an
exceptional basis; and all risk-reviewed LC taxpayers will have clear lines of communication with LC
personnel in order to facilitate prompt resolution of issues or problems that may arise.

E. Possible Lessons for LMSB

At least afew years actual experience under the LBS Initiative (including its expansionto LC
taxpayers) will of course be necessary before any reasonabl e assessment can be made asto its overall
effectiveness from the perspective of HMRC and participating U.K. companies. The initial feedback
from LBS customers has generally been positive, and the levels of cooperation both during and since
the risk reviews have reportedly been high. The Subgroup believes that LM SB management should
monitor closely the progress and results of the LBS Initiative -- with a view towards considering
whether at |east certain elements of that program might be useful to LM SB in its ongoing efforts to
develop new and improved approaches for identifying and managing large taxpayer compliance risks
and incentivizing those LM SB taxpayers who are especially cooperative in facilitating such efforts.
Such consideration would be particularly germane, we believe, to LM SB’ s continuing evaluation and
modification of its Compliance Assurance Program (“CAP”) and Limited Issue Focus Examination
Program (“LIFE”"), both of which similarly seek to ease the burden of tax audits as the result of
enhanced cooperative relationships with participating taxpayers.

1. CAP and LIFE Parallels

Announced as a pilot project in late 2005, CAP is designed to facilitate the identification and
resolution of issues prior to filing of the tax return. As stated in IRS Announcement 2005-87
(Dec. 12, 2005):

The CAP requires extensive cooperation between the Service and participating taxpayers.
Throughout the tax year, these taxpayers are expected to engage in full disclosure of
information concerning their completed business transactions and their proposed return
treatment of all material issues. Participating taxpayers that resolve all material issues will
be assured, prior to thefiling of the tax return, that the Service will accept their tax return, if
filed consistent with the resolutions ..., and that no post-filing examination will be required. If

° Although both part of HMRC, LBS and Local Compliance report to different offices within HMRC — the “ Director
General for Business Tax” (LBS) and the Director General for Enforcement of Compliance. The cut-off for large
L C taxpayersis (i) 250 U.K. employees (100 U.K. employees for multi-national companies) or (ii) approximately
$350 million of gross revenues at current exchange rates.

Astheserisk reviews are still in progress, the portion of this group that will be considered “low risk” is not yet
known.
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all issues cannot be resolved prior to thefiling of the return, the programwill identify the
remaining items that will need to be resolved through traditional examination processes.

Almost 100 large corporate taxpayers are now participating in CAP. Nearly all of these participants
are Coordinated Industry Case (“CIC”) taxpayers -- i.e., they are part of a group of approximately 700
large corporate taxpayers that comprise several major industries (e.g., manufacturing; transportation;
utilities; financial services; communications; consumer goods); meet a composite of various other
guantitative benchmarks (e.g., gross assets of at least $500 million; gross receipts of at least $1
billion; foreign assets of at least $250 million’); and are regularly audited by LMSB “examination
teams’ and supporting specialists from other IRS offices. Only those companies that historically have
exhibited a high level of tax compliance behavior are invited to participate in the program. Each
participant is assigned an LM SB Account Coordinator who works with ateam of IRS specialists
(including from Chief Counsel and Appeals) to identify and resolve issues as quickly as possible. In
contrast to the 2-3 year risk review cycle of the LBS Initiative, CAP operates on ayear-by-year basis
and gives no promise of reducing or eliminating audit activity for future years. However, the number
of CAP taxpayers that remain in the program, i.e., repeat participants, is steadily increasing; and it is
reasonable to expect that the high levels of transparency, trust and confidence that presumably now
exist between LM SB and such taxpayers will continue to grow and solidify with each passing year.
Asaresult, it may be appropriate at some point (e.g., after 5 years of successful participation in CAP)
to consider implementing a multi-year risk compliance approach, including a potential moratorium on
audit activity, along the lines of the LBS Initiative.

The LIFE program also paralelsthe LBS Initiative in certain respects. First implemented in late
2002, the main thrust of LIFE isto streamline and shorten the audit examination process by focusing
only on issues which are identified, after afull risk analysis, as having the greatest compliance risk
and meeting agreed materiality thresholds and other criteria set forth in a memorandum of
understanding signed by IRS and the taxpayer. Among other commitments, LIFE taxpayers are
expected to (i) disclose al significant business events and practices to the examination team; (ii) agree
to established response times for IDRs and to otherwise communicate regularly with the examination
team; and (iii) agree to raise and file any refund claims in accord with established materiality
thresholds and time parameters. Examination team responsibilities under LIFE include, among other
things, (i) involving the taxpayer in the audit plan and risk analysis process; (ii) discussing
contemplated IDRs and notices of proposed adjustment before issuance; and (iii) promptly issuing
follow-up IDRs where necessary.

While LIFE is not automatically availablein all audits, and is not mandatory if offered to the
taxpayer, its use must be considered in al LMSB examinations (including the largest CIC audits).
Although LIFE €ligibility is determined on a cycle-by-cycle basis (each requiring afull-scale risk
analysis), many taxpayers have been offered and utilized the program for successive cycles. At some
point, given the high levels of cooperation presumably received from LIFE taxpayers, consideration
might be given to making repeat eligibility for the program essentially automatic —for example,
subject only to a candid discussion with the taxpayer about any significant recent transactions or
potential issues.

! ClIC inclusion is determined more specifically under a“point criteria’ system and other factors described in 84.46.2

of the Internal Revenue Manual.
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2. Scope of Smilar LMSB Initiatives

If and to the extent that LM SB ultimately desires to emulate the LBS Initiative, whether as an
evolution of CAP and/or LIFE or via some other risk management mechanism, it probably should do
soinitially under a pilot program open only to arelatively small group of CIC taxpayers. Intime, if
experience under the program proves favorable, eligibility requirements could be modified and the
number of participants increased.

In al events, consistent with HMRC' s efforts to apply at least some features of the LBS Initiative to
L C (large) taxpayers, the Subgroup believes that LM SB should strive to develop an array of
compliance risk initiatives and programs that are tailored to maximize the mutual benefits of
enhanced taxpayer relationships for the full spectrum of LM SB customers (not only the very largest).
We recognize that the challenges in this regard differ in many respects from those faced by HMRC,
given especially marked differences in the demographics of the LM SB taxpayer population as
compared to the LBS and LC large taxpayer groups.® Moreover, while the core “risk review” feature
of the LBS Initiative should surely be afocal point for LM SB aswell, the weight properly assignable
to the “tax planning strategy” factor of that analysis should be driven by rules, principles and attitudes
reflecting the evolving state of U.S. law -- including especially the application of non-statutory
doctrines (e.g., business purpose; substance v. form; step-transaction; sham transaction) -- with
respect to the fine line that often can exist between legitimate and abusive or otherwise overly
aggressive tax planning strategies.

There currently are approximately 215,000 LM SB taxpayers, as compared to approximately 15,000 LBS/LC
taxpayers. This disparity reflectsin large part the generally lower size threshold for LMSB dligibility (only $10
million gross assets). We note also that approximately 70 percent of LM SB customers are partnerships or other
“pass-through” entities (again much higher than the predominantly corporate composition of LBS/LC); such
business organi zations require special compliance and enforcement mechanisms in order to encourage accurate
reporting of tax liability at the partner level.
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