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Part I. Schedules M-3 and UTP Background
1. Schedule M-3 Overview

Taxpayers prepare corporate and partnership tax returns by adjusting amounts from their financial statements
or books and records. The goal of the Schedule M-3 reconciliation is to increase taxpayer transparency to the
Internal Revenue Service (IRS) with respect to the book-to-tax differences (BTD) resulting from adjustments
made to financial statements or books and records in preparing the tax return and to assist the IRS in selecting
returns and issues for audit where tax compliance risk is present and in not selecting returns and issues where
such risk is not present.

Schedule M-3 was first introduced in 2004 for U.S. corporations with total assets of $10 million or more
filing U.S. income tax return Form 1120. It replaced four decades of use of the less structured Schedule M-1 for
these corporations for the required reconciliation of financial statement income to tax income.?

A Treasury report in 1999 and Treasury testimony in 2000 by Assistant Secretary (Tax Policy) Jonathan
Talisman viewed the 1990s widening difference between the sum of corporate financial statement income
(book income) and Federal income tax expense reported on Form 1120, Schedule M-1, lines 1 and 2, and tax
income reported on Form 1120, page 1, line 28, as a possible indicator of corporate tax shelter activity, but also
noted the difficulty in interpreting Schedule M-1 BTD data.’

Mills and Plesko (2003) proposed a redesign of Schedule M-1 to increase the transparency of the corporate
book-to-tax reconciliation and to improve data interpretability.* The Mills and Plesko (2003) Schedule M-1
redesign recommendations are largely reflected in Schedule M-3, particularly in Part I.°

Schedule M-3, Part I, is important and unique in tax reporting in that it lists the adjustments made to
worldwide consolidated income in the parent corporation’s financial statements to determine the book income

First published in Tax Notes Volume 149, No. 2, (October 12, 2015), page 249. Reprinted with permission. Prepared for the 2015 IRS-TPC Research Conference.
The opinions expressed are those of the authors and do not necessarily represent positions of the U.S. Department of the Treasury or the Internal Revenue Service.

The current paper repeats certain material from Boynton, DeFilippes, and Legel (2005, 2006a, 2006b, and 2008), Boynton, DeFilippes, Legel, and Reum (2011
and 2014), Boynton, DeFilippes, Legel, and Rupert (2014), Boynton and Wilson (2006), and Boynton and Livingston (2010) used with permission. Our tax return
table values may not add due to rounding. The SOI corporate data file for year ¢ includes all tax years ending between July of Calendar Year ¢ and June of Calendar
Year t+1. Effective for tax years ending on or after December 31, 2004, Schedule M-3 replaced Schedule M-1 for corporations filing Form 1120 and reporting
total assets of $10 million or more on Form 1120, Schedule L. Effective for tax years ending on or after December 31, 2006, for corporations with total assets of
$10 million or more, Schedule M-3 applies to Form 11208 for S corporations, to Form 1120-C for cooperative associations, and to Form 1120-L for life insurance
companies and Form 1120-PC for property and casualty insurance companies. Effective for tax years ending on or after December 31, 2006, Schedule M-3 also
applies to Forms 1065 and 1065-B for partnerships with total assets of $10 million or more and to certain other partnerships. Effective for tax years ending on or
after December 31, 2007, a special Schedule M-3 applies to Form 1120-F for foreign corporations with effectively connected U.S. income and total assets of $10
million or more. Schedule M-1 continues to apply to Form 1120-RIC for regulated investment companies, to Form 1120-REIT for real estate investment trusts,
and to all corporations with total assets of less than $10 million. Effective for tax years ending December 31, 2014, and later, corporations and partnerships with
$10 million or more in assets but less than $50 million in assets and those partnerships with less than $10 million in assets required to file Schedule M-3 would be
permitted to file Schedule M-3, Part I, and to file Schedule M-1 in place of Schedule M-3, Parts II and III, if they so choose.

> See U.S. Department of the Treasury (1999) and Talisman (2000). See also Mills (1998) cited by Treasury (1999, page 32, note 118).
* See Mills and Plesko (2003) for the proposed redesign of Schedule M-1.
®  For a discussion of the development of Schedule M-3, see Boynton and Mills (2004).
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of the includible corporations in the tax return.® We also use Part I data to identify each corporation financial
statement type as Securities and Exchange Commission (SEC) 10K/Public, Audited, or Unaudited.”

Schedule M-3, Parts II and III, are a more structured listing of BTD than Schedule M-1 and specify a
number of fixed categories as well as two “other with difference” categories. The fixed categories are machine
readable. The book income and tax income amounts generating the BTD are listed as well as the BTD and the
name for the line.

On Schedule M-3, Parts IT and III, BTD are characterized as temporary or permanent. Temporary differ-
ences are items of income or expense that are recognized for both financial and tax reporting, but appear in
different time periods. Permanent differences are items of income or expense that are recognized for either
financial or tax reporting, but not both.?

Parts II and III contain four columns. Column (a) represents financial statement (book) income or ex-
pense amounts using the financial statement source determined in Part I. Column (d) represents amounts
as shown on the tax return. The BTD between the amount shown in column (a) and the amount shown in
column (d) is reported either as a temporary difference amount in column (b) or as a permanent difference
amount in column (c).

Note that on Schedule M-3, a negative total BTD adjustment occurs if tax income is below book income.
Further note that in our study we conform the sign of Part III data to agree with Part II so that a negative book
income or tax income item always reduces total book income or tax income and a negative BTD reduces tax
income.’

We impose certain minimum reconciliation requirements on the returns included in our study.”

This is the eighth paper in a series of articles by the authors researching the differences between financial
statement income (often called book income) and tax income as reported on U.S. corporate income tax re-
turns." This eighth paper compares 2011-2012 Schedule M-3 and Form 1120 tax return data profiles for Schedule

A major problem with interpreting Schedule M-1 data in the past was the fact that the taxpayer was allowed to report a starting Schedule M-1, line 1, book income
amount without reconciling the reported book income amount to financial accounting income on the taxpayer’s financial statements. Schedule M-3, Part I, line 11,
defines the starting book income for the book-to-tax reconciliation in Parts II and I1I. The May 10, 2013, IRS notice, effective December 31, 2014, permitting the use
of Schedule M-1 by corporations and partnerships with $10 million but less than $50 million in assets in place of Schedule M-3, Parts IT and III, requires Schedule
M-3, Part I, and requires that Schedule M-1, line 1, book income must equal Schedule M-3, line 11.

7 We define “SEC 10K/Public” to include any tax return on which: (1) Schedule M-3, Part [, line 1a, indicated that an SEC 10K was filed; or (2) Part I, line 3a,
indicated that the corporation had publicly traded common stock. Some firms indicate the first without the second which may mean publicly traded debt or a
reporting error. Other firms report the second without the first suggesting a reporting error. We make use of the presence of either indicator. We define “Audited”
to include any tax return on which Schedule M-3, Part I, line 1b, indicates that certified audited financial statements were prepared and our requirements for “SEC
10K/Public” are not met. We define “Unaudited” to include all other returns.

Temporary differences are important in tax administration because they may identify that an item is being included in the wrong tax year. For example,
deferring the recognition of $1 billion of income for 30 years (or accelerating the recognition of $1 billion of deductions by 30 years) involves a substantial
time value of money change in the value of the tax due. In contrast to temporary differences, permanent differences are adjustments that arise as a result of
fundamental permanent differences in financial and tax accounting rules. These differences result from transactions that will not reverse in subsequent periods.
In financial statements reporting under generally accepted accounting principles (GAAP), permanent differences are not considered in the FAS No.109 (ASC
740) computation of deferred tax assets and liabilities, but do have a direct impact on the effective tax rate. Therefore, permanent differences have the potential to
substantially influence reported financial earnings per share computations, and, in the case of public companies, stock prices. Accordingly, permanent differences
of a given size may represent a greater audit risk than temporary differences of the same size.

See Section 3 of this report for a discussion of sign conventions.

Some companies with assets less than $10 million voluntarily filed Schedule M-3. We do not analyze that data. Our minimum reconciliation tests require Schedule
M-3 data agreement within tolerances of 1 percent of the maximum absolute value of the amounts on Part I1, line 30, for income between Part I, line 11, and Part
11, line 30, column (a), and for expenses/deductions between Part III, line 38 (line 36 through 2009), and the carryover line Part IL, line 27. In addition, effective for
data from the 2012 SOI corporate file, we require that the amounts reported on Part I, lines 4a through line 10, reconcile with the total amount reported on line 11. If
Part 1, lines 4a to line 10, are blank, we set Part I, line 4a, worldwide income, to line 11, book income. The reconciliations of the subset of corporations meeting our
minimum data and reconciliation tests for this 2011-2012 Schedule M-3 study with the full 2011 and 2012 SOI corporate files are presented in Distribution Table
D3 of the full M-3 First Look data sets for 2011 and 2012 available on request.

See Boynton, DeFilippes, and Legel (2005, 2006a, 2006b, and 2008), Boynton, DeFilippes, Legel, and Reum (2011 and 2014) and Boynton, DeFilippes, Legel,
and Rupert (2014). The first two articles analyze corporate Form 1120, Schedule M-1, reporting for Tax Years 1990-2003. The third paper in this series analyzes
advance file data for the 2004 corporate Form 1120, Schedule M-3. The fourth paper analyzes final data for the 2005 corporate Form 1120, Schedule M-3, and
updates the prior 2004 report using final 2004 data. The fifth paper analyzes final data for the 2006 and 2007 corporate Form 1120, Schedule M-3, as well as earlier
Schedule M-1 data from 1994 through 2005 and Schedule M-3 data from 2004-2005 . The sixth paper analyzes final data for 2008, 2009, and 2010 corporate Form
1120, Schedule M-3, as well as earlier Schedule M-3 data for 2006 and 2007 and information on 2010 Schedule UTP filing status. The seventh paper analyzes the
Schedule M-3 profiles of Schedule UTP filers and nonfilers with $100 million or more in assets in 2010 and 2011.
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UTP (Uncertain Tax Position Statement) filers and nonfilers.”? For Schedule UTP filers with SEC 10K/Public
financial statements and $100 million or more in assets, the study further compares Schedule M-3 profiles of
corporations that cite or do not cite, on Schedule UTP, Part I, any of the five most commonly cited Internal
Revenue Code (IRC) sections: 482 (transfer pricing); 41 (research credit); 162 (trade or business expense); 199
(domestic production activities deduction); and 263 (capitalized cost).

2. Schedule M-3 versus Schedule UTP

Schedule M-3 was introduced in 2004 for corporations with assets of $10 million or more in order to assist
the IRS in reconciling financial statement income to tax income including identifying temporary and perma-
nent BTD. Taxpayers prepare corporate and partnership tax returns by adjusting amounts from their financial
statements. The goal is to increase taxpayer transparency with respect to the adjustments made to the financial
statements to prepare the tax return. Many but not all of the items that must be listed on Schedule UTP gener-
ate or impact BTD that must be included on Schedule M-3. Schedule M-3 reports dollar amounts; Schedule
UTP does not.

Schedule UTP was introduced in 2010 for corporations with assets of $100 million or more with audited
financial statements reporting uncertain tax positions in the income tax footnote and for certain related cor-
porations.” The purpose was to share with the IRS some of the taxpayer information calculated as part of pre-
paring the income tax footnote for the financial statements.” The goal was to increase taxpayer transparency
with respect to items giving rise to Federal income tax UTPs in the taxpayer’s financial statements.

Schedule UTP asks for relevant code sections and a concise description of issues, without dollar amounts,
for the UTPs that affect the financial statements’ reported U.S. Federal income tax liabilities of certain corpora-
tions that issue or are included in audited financial statements. The corporate asset reporting threshold is as-
sets of $100 million or more in tax years beginning in 2010 and 2011, $50 million or more in tax years beginning
in 2012 and 2013, and $10 million or more in tax years beginning in 2014 or later.”

Items listed on the Schedule UTP relate to amounts and/or positions reported on other forms or schedules
of the current tax return or a prior tax return. Many of the Schedule UTP items relate to the temporary or
permanent BTD reported on Parts IT and III of the Schedule M-3. (Note that adjustments can be made during
an examination for amounts reported on Part I of the Schedule M-3 due to errors in the calculations of the in-
come/(loss) of the includible and excludable entities. However, it is unlikely taxpayers would report a Schedule
UTP item that would relate to whether an entity should be included or excluded from the U.S. consolidated
tax return group.) Other Schedule UTP items may relate to tax credit amounts or international issues that are
not reported on the Schedule M-3, but are instead reported on the forms and schedules specific to those items
(i.e., Form 6765, Credit for Increasing Research Activities, or Form 5471, Information Return of U.S. Persons with
Respect to Certain Foreign Corporations).'®

=}

The asset threshold that requires filing of Schedule UTP is $100 million or more, effective for tax years beginning in 2010 or later, $50 million or more for tax years
beginning in 2012 or later, and $10 million or more for tax years beginning in 2014 or later. Other conditions also apply as discussed in the next section. Except
as otherwise indicated, this study is limited to Schedule UTP filers and nonfilers with SEC 10K/Public financial statements and $100 million or more in assets. A
Schedule UTP filer may file because it is required to file or because it files voluntarily. A Schedule UTP nonfiler may be a nonfiler either because it is not required
to file or because it is required to file but failed to file. For tax years beginning in 2012 and later, the asset threshold for Schedule UTP drops to $50 million or more.
This study does not include the new asset range of $50 million to $100 million for Schedule UTP in the detailed analysis in Part III because a 2-year comparison
is not possible.

For a discussion of the uncertain tax positions reported on Schedule UTP and an analysis of how Schedule UTP reporting requirements affect corporate tax and
financial reporting behavior, see Towery (2015).

Footnote reporting of uncertain tax positions is required by U.S. GAAP under FAS No. 109 (ASC 740) and FIN 48 (ASC 740-10).

=

@

Schedule UTP requires the reporting of each U.S. Federal income tax position taken by an applicable corporation on its U.S. Federal income tax return for which
two conditions are satisfied: (1) The corporation has taken a tax position on its U.S. Federal income tax return for the current tax year or for a prior tax year; and
(2) either the corporation or a related party has recorded a reserve with respect to that tax position for U.S. Federal income tax in audited financial statements,
or the corporation or related party did not record a reserve for that tax position because the corporation expects to litigate the position. A tax position for which
a reserve was recorded (or for which no reserve was recorded because of an expectation to litigate) must be reported regardless of whether the audited financial
statements are prepared based on U.S. GAAP, International Financial Reporting Standards (IFRS), or other country-specific accounting standards, including a
modified version of any of the above (for example, modified GAAP).

=

Although Schedule M-3 does not deal with credits, a direct correlation may exist between an item on Schedule M-3 and a credit. For example, there is a direct
correlation between Schedule M-3 R&D costs on Part III, line 36, column (d), and credit-eligible expenses on Form 6765, and therefore with the R&D credit. IRC
section 41 relating to the R&D credit is the most frequent code section cited in 2011 and 2012 on Schedule UTP, Part I. The second frequent code section cited is
IRC section 482 relating to transfer pricing.
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Summary
o Schedule M-3:

° Schedule M-3 is a crosswalk from the taxpayer’s financial statements to their tax return.

° Part I removes the income (loss) of all entities included in the financial statements but not included
in the consolidated tax return and adds the income (loss) of all entities not included in the financial
statements but included in the consolidated tax return.

° Parts II and III require taxpayers to report the dollar amounts of the temporary and permanent
adjustments they make to create their tax return from their financial statements as well as the initial
book income and final tax income amounts for each scheduled item.

e Schedule UTP:

° Schedule UTP reports the Federal income tax UTPs reserved on the taxpayer’s financial statements
with respect to items on the tax return the taxpayer acknowledges the IRS may challenge.

° Schedule UTP discloses relevant IR Code sections and provides a concise description of the UTPs
without reporting the dollar amounts.

° Items listed on Schedule UTP may relate to the amounts reported on Schedule M-3.

° Some items reported on Schedule UTP may relate to items not reported on Schedule M-3 (i.e., tax
credit items)."”

Schedule M-3 and Schedule UTP are complementary sources of taxpayer transparency that do not overlap
and do not contain duplicative information.

3. Book-to-Tax Differences (BTD) and Signs

Book income is the financial statement income of the entity filing a corporation or partnership income tax re-
turn. For consolidated corporations filing U.S. Form 1120, book income is the consolidated financial statement
income of the includible corporations joining in the consolidated tax return and will often differ from the
worldwide consolidated income reported by the parent corporation’s worldwide consolidated financial state-
ments. Schedule M-3, Part I, reconciles worldwide consolidated financial statement income to book income.

We compare pretax book income (book income measured before Federal income tax expense) with tax
income and calculate BTD as pretax differences, consistent with the BTD literature since Talisman (2000)."

The BTD literature prior to the introduction of Schedule M-3 defined the sign of the difference between
pretax book income and tax income as “book minus tax” resulting in a positive difference if the book amount
is higher than the tax amount. Schedule M-3 reverses this prior convention to “tax minus book” by its recon-
ciliation rules.

For Schedule M-3 the temporary and permanent adjustment amounts reported in columns (b) and (c) of
Parts II and III are the amounts that are added to column (a) book income to determine column (d) tax in-
come. A positive total BTD in columns (b) and (c) of Schedule M-3, Parts IT and III, means that the tax amount
is higher than the book amount. A negative total BTD in columns (b) and (c) of Schedule M-3, Parts I and III,
means that the tax amount is lower than the book amount.

In our report the sign of Schedule M-3, Part III, expense/deduction data including BTD has been changed
to agree with the effect of such expense/deduction items and BTD on net income reported on Part I, line 30. If
a Part IIT expense/deduction item or BTD reduces Part II, line 30, net income, it is shown as a negative amount
in our report.”

17" See prior footnote on R&D credits and Schedule M-3.

We calculate total pretax book income and total pretax temporary and permanent BTD by adding back Federal income tax expense and differences reported on
Schedule M-3, Part III, lines 1 and 2, columns (a), (b), and (c), to book income and differences reported on Schedule M-3, Part II, line 30, columns (a), (b), and
(c), column by column. Total BTD is the sum of total temporary and permanent BTD.

Schedule M-3 instructions require that column (a) book expense and column (d) tax deduction amounts that reduce net book income and reduce net tax income
be shown on Part III as positive amounts. However, some taxpayers fail to follow the instructions. For a discussion of the problem and how we deal with it, see
Boynton, DeFilippes, and Legel (2006b and 2008) and Boynton, DeFilippes, Legel, and Reum (2011).
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4. Source of Schedules M-3 Data and UTP Status

A weighted statistical sample of tax return data is electronically encoded annually by the IRS Statistics of Income
(SOI) Division for use by Treasury’s Office of Tax Analysis (OTA), and the congressional Joint Committee
on Taxation (JCT).* Planning, Analysis, Inventory, and Research (PAIR), within the IRS Large Business &
International Division (LB&I), also receives a copy of the file.? The SOI corporate file includes Schedule M-1
data and, beginning with the 2004 file, Schedule M-3 data. Starting with 2010, the SOI corporate file reports
if the taxpayer indicates on Form 1120, Schedule K, that Schedule UTP is required, if a Schedule UTP, Part I,
identifying a UTP is attached to the return with any data, and the number of lines on Schedule UTP, Part I,
with any data on the line.”? The 2012 SOI corporate file was issued to OTA, JCT, and LB&I in October 2014.>

Beginning May 2011, researchers using SOI data must report tax data as an aggregate for a minimum of
five taxpayers to protect taxpayer confidentiality.* For statistical reasons, SOI prefers that reported aggregate
data are for 10 or more taxpayers when possible.”

5. Limits of Schedule M-3 Data

With the exception of Schedule M-3, Part I, amounts reported on the Form 1120 tax return and the Schedule
M-3, Parts II and III:

« are limited to the tax information and pretax book income information of the includible corporations
in the tax consolidated return; and

« donotinclude the tax information or pretax book income information of the nonincludible corporations
and partnerships (both foreign and domestic) that are included in the worldwide consolidated after-tax
income reported on Schedule M-3, Part I, line 4 (the worldwide book income reported in the financial
statements for consolidated book purposes).

The after-tax income of the nonincludible corporations and partnerships is removed, in gross after-tax
amounts, on Schedule M-3, Part I, lines 5 and 6, as one step in determining the book income of the includible
corporations reported on Schedule M-3, Part I, line 11.

Form 1120 tax return and Schedule M-3 data do not yield generalizations about the financial statement
pretax consolidated worldwide income. In particular, amounts reported on Form 1120 and Schedule M-3 do
not provide the data needed to calculate the pretax worldwide effective tax rate for the entities included in the
worldwide financial statements.

The SOI corporate file is a statistical sample. The record for a smaller tax return (usually measured by total assets) may be weighted to represent more than one
tax return. Generally tax returns for corporations with $50 million or more in assets have a weight of one, that is, the record represents only itself. The record for a
smaller tax return generally has a weight greater than one (for example five), that is, the record represents several similar tax returns (for example, five tax returns).
The SOI corporate data file for year ¢ includes all tax years ending between July of Calendar Year ¢ and June of Calendar Year t+1.

Use of the SOI file by PAIR and LB&I is limited under a formal Memorandum of Understanding between SOI and LB&I to research studies. SOI file data are not
used for IRS audit case building.

2 The regular 2011 and 2012 SOI corporate files do not tabulate what is reported on Schedule UTP, Part I, and do not report if an attached Schedule UTP, Part I,
contains relevant data. A special SOI supplement to each of the regular 2011 and 2012 SOI corporate files tabulates the limited information reported on Schedule
UTP, Part I, lines 1 through 10, for current year UTPs such as IRC sections cited, temporary and permanent effect, whether the position is a major position, and
relative rank of the position. Part I, relating to prior-year UTPs, and Part III, relating to the concise descriptions for the positions listed in Parts I and II, are not
tabulated by SOL

o
8

The final SOI corporate file may contain placeholder records representing returns for some reason not available at the time the SOI file is issued but desired by SOI
for statistical purposes. Placeholder data are commonly the edited return data from the prior tax year, but may also be current-year data from the IRS Business
Master File (limited return data tabulated by the IRS when the return is first received and processed) or data from the IRS Employee User Portal. Placeholder
returns are not included in the Schedule M-3 First Look data files.

w
®

Prior to May 2011, the minimum aggregation requirement for SOI and for other government agencies was data aggregation for three or more taxpayers or
individuals. SOI has increased the required minimum for the use of SOI data to five or more. The change for SOI data applies to Tax Year 2008 and to new studies
of data from earlier tax years. A data count of zero is permitted. Tests must be performed to assure that data cannot be generated by subtraction that would violate
the minimum aggregation requirement. For a discussion of the older requirement of three or more taxpayers or individuals for aggregate data, see U.S. Office of
Management and Budget Working Paper 22 (2005) and IRS Publication 1075 (Rev 2007).

Our tax return table values may not add and may differ from official 2011 and 2012 SOI values due to rounding. SOI publications do not include Schedules M-1
or M-3 data. Prior to the publication of Boynton, DeFilippes, and Legel (2005 and 2006a), only Plesko (2002) (for 1996-1998) and Plesko and Shumofsky (2005)
(for 1995-2001) presented public Schedule M-1 data for the SOI corporate file population. The year-by-year reconciliations of the subset of corporations meeting
our minimum data and reconciliation tests for this 2011-2012 Schedule M-3 study with the full 2011-2012 SOI corporate files are presented in Distribution Table
D3 of the full M-3 First Look data set for each year, 2011-2012, available on request. Our minimum data and reconciliation tests require that Part I, line 11, and
Part II, line 30, column (a), agree and that Part III, line 38, and Part II, line 27, agree within 1 percent of the maximum absolute value of the amounts on Part II,
line 30. In addition, effective for data from the 2012 SOI corporate file, we require that the amounts reported on Part I, line 4a through line 10, reconcile with the
total amount reported on line 11. If Part I, line 4a to line 10, are blank, we set Part I, line 4a, worldwide income to line 11, book income.
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6. Reconciling Counts of Schedule UTP

The number of Schedule UTP reported in this paper for Tax Years 2011 and 2012 differ from the number re-
ported by the LB&I Schedule UTP Web page for the 2011 and 2012 form years.? The differences are a result of:
(1) including different corporate income tax return forms (LB&I counts include Form 1120-F and Forms 1120,
1120-L, and 1120-PC filed by parents of insurance companies, and this report does not); (2) using different tax
year ending months for Tax Years 2011 and 2012 (for example, July 2012 to June 2013 for SOI Tax Year 2012
versus December 2012 to November 2013 for LB&I Form Year 2012); (3) using different standards as to whether
Schedule UTP is filed (this study requires only that either SOI reports that on Form 1120, Schedule K, line 10,
the taxpayer indicates Schedule UTP is required or SOI indicates Schedule UTP, Part I, Current Year, is present
and has one or more lines with data; LB&I requires both Schedule UTP, Parts I, Current Year, or II, Prior Year
,and also requires Part III, Concise Descriptions);”” and (4) different minimum asset recognition thresholds
(LB&I includes Schedule UTP filing by a corporation without regard to assets and, except as otherwise noted,
this study includes only corporations with assets of $100 million or more).

The frequency of Schedule UTP filers citing an IRC section reported in this paper for Tax Years 2011 and
2012 differ from the frequency reported by the LB&I Schedule UTP Web page for the 2011 and 2012 form
years for the frequency of UTPs described by an IRC section. The differences are a result of: (1) differences
discussed in the prior paragraph in the Schedule UTP included for Tax Years 2011 and 2012 for this study and
the Schedule UTP included in Form Years 2011 and 2012 for the LB&I Schedule UTP Web page; (2) this study
reports the frequency with which an IRC section is cited by any Schedule UTP filer for any UTP (note that
taxpayers may cite up to three IRC sections for any UTP and may cite a particular IRC section for more than
one UTP); and (3) the LB&I Schedule UTP Web page reports the frequency with which UTP concise state-
ments across all Schedule UTP filers are categorized in terms of a single most descriptive IRC section. (The
LB&I Schedule UTP team determines a single most descriptive IRC section for each UTP concise description,
which may differ from the IRC sections cited by the taxpayer.)

7. Mini M-3: Specified versus Other Lines

The “other-with-difference” lines on Schedule M-3 with BTD are Part II, line 25, and Part III, line 37. The
“other-with-no-difference” line is Part II, line 28. In two prior studies in this series we noted both the large
dollar magnitude of the book income, tax income, and BTD amounts reported on the “other-with-difference”
lines and the documentation problems found on the lines.”

We use a “Mini M-3” format to compare the aggregate amounts reported on the Schedule M-3, Parts II
and III, “other-with-difference” or “other-with-no-difference” lines, with the aggregate amounts reported on
the Schedule M-3, Parts II and III, “specified” lines, that is, the lines with specific captions.”

A Schedule M-3 cost-of-goods-sold (COGS) adjustment discussed in the next section is used to remove
the cost of securities, commodity contracts, and other financial products reported in COGS by some corpora-
tions and to reconcile to the COGS amount reported by the IRS SOI corporate data file. The Mini M-3 format
also makes related special adjustments to other-income-with-difference and other-items-with-no-difference
lines and decomposes the adjusted other-items-with-no-difference line into other-income-with-no-difference
and other-expense/deduction-with-no-difference lines. Finally, the other-income-with-no-difference line is
adjusted to reconcile to the gross receipts amount reported by the IRS SOI corporate data file.

2

B3

The LB&I Schedule UTP Web page is at http://www.irs.gov/Businesses/Corporations/ UTPFilingStatistics.

¥ The regular 2011 and 2012 SOI corporate files do not tabulate what is reported on Schedule UTP, Part I, and do not report if an attached Schedule UTP, Part I,
contains relevant data. A special SOI supplement to each of the regular 2011 and 2012 SOI corporate files tabulates the limited information reported on Schedule
UTP, Part I, lines 1 through 10, for current year UTPs, such as IRC sections cited, temporary and permanent effect, whether the position is a major position, and
relative rank of the position. Part I, relating to prior-year UTPs, and Part III, relating to the concise descriptions for the positions listed in Parts I and II, are not
tabulated by SOL

For discussions of the other-with-difference documentation by large taxpayers in 2005 and 2007, see Boynton, DeFilippes, and Legel (2008) and Boynton,
DeFilippes, Legel, and Reum (2011).

28

»  Amounts reported on the other-with-difference lines require attached documentation. The documentation must separately state and adequately disclose the BTD

for the line. The other-items-with-no-difference line has no documentation. Reporting on the other-with-difference lines is similar to but more detailed than
reporting on Schedule M-1. Both allow descriptions determined by the taxpayer. Schedule M-1 requires only a description and a BTD. Schedule M-3 requires a
description, abook income amount, a temporary BTD amount, a permanent BTD amount, and a tax income amount.
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After making the data adjustments, the Mini M-3 format has 10 categories of specified lines, other-with-
difference or no-difference lines, and subtotals or totals:*

o Other income with no difference (Part II, line 28, adjusted) (gross receipts);

o COGS (PartII, line 17, adjusted);

o Adjusted gross profit;

o Specified income (Part I, lines 1-16, 18-24, and 29a-29¢);

o Other income with difference (Part II, line 25, adjusted);

o Adjusted total income;

o Specified expense/deduction (Part III, lines 3-36);*

o Other expense/deduction with difference (Part III, line 37);

o Other expense/deduction with no difference (an adjustment to Part II, line 28); and
o Pretax book income.

We used the adjusted-total-income book amount as a common-size scaling factor and compare percent-
ages of adjusted-total-income book to remove or minimize the impact of differences in the size of corporations
from our analysis. In addition, for the purposes of comparing the Schedule M-3 characteristics of Schedule
UTP filers and nonfilers for the three financial statement types, total pretax income BTD is expressed as a
percentage of total pretax book income.

8. COGS and Other Adjustments

We make a Schedule M-3 COGS adjustment for the Mini M-3. The adjustment reconciles the Schedule M-3
COGS tax income amount with Form 1120, page 1, line 2, COGS reported by SOI for the corporations in our
study. SOI removes the cost of securities, commodity contracts, and other financial products reported in Form
1120, page 1, line 2, COGS.*> We make the equal adjustments to Part II, line 17, COGS book income and tax
income with the result that COGS BTD are not changed. SOI also makes adjustments to Form 1120, page 1,
line 1, gross receipts to match the amounts SOI removes from COGS. We match our COGS adjustments with
adjustments to other-income-with-difference and to other-items-with-no-difference. We also decompose the
adjusted other-items-with-no-difference into other-income-with-no difference and other-expense/deduction-
with-no difference.”® Finally, the other-income-with-no difference line is adjusted to reconcile to the gross
receipts amount reported by the SOI corporate data file.

SOI has adjusted Form 1120, page 1, line 1, gross receipts and line 2, COGS; Schedule A, COGS; and
Schedule L, inventory amounts, since the 1980s to remove the cost of securities and commodities transactions.
SOI-adjusted COGS, gross receipts, and inventory amounts are used by the Bureau of Economic Analysis
(BEA) for national income accounts. At the request of OTA, SOI has not adjusted Schedule M-3 data since
their introduction in 2004.

We wish to develop a consistent Schedule M-3 measure of total book income before expenses to scale or
common-size book income and tax income components and book expense and tax deduction components for
different size corporations. Adopting the SOI adjustments to COGS and gross receipts facilitates development
of a consistent measure of total income applicable to different size corporations.*

g

All BTD in adjusted gross profit are from adjusted COGS. The adjustments we make to COGS are made equally to the unadjusted book amount and tax amount
and have no effect on the BTD.

We exclude Federal income tax expense reported on Schedule M-3, Part III, lines 1 and 2, from our pretax analysis. See our discussion of pretax income and BTD
in Section 3 of this study.

8

Note that changes on the SOI corporate file do not change the amounts on the tax return and do not impact IRS audits (or lack of audits) for corporate tax returns.

We have introduced adjustment lines into our 2011-2012 M-3 First Look FORM tables to show the frequency of adjustment and the amounts needed to reconcile
Schedule M-3, Part II, line 17, COGS to the SOI amount reported for Form 1120, page 1, line 2.

2

Aggregate unadjusted book income and tax income reported on Schedule M-3, Part II, line 26, for all corporations are both negative because the large absolute
amount of COGS for all corporations on Part I, line 17, exceeds the income reported on the specified income lines and the other-income-with-difference line
combined. A majority of gross receipts is reported on Part II, line 28, other items, with no difference.
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We adjust 2012 Schedule M-3 COGS book and tax income amounts to agree with the SOI Form 1120, page
1, line 2, COGS. In doing so, we need to determine where on Schedule M-3 to make the matching gross receipts
adjustment. Using 2010 data, we developed a rule to allocate the matching gross receipts reduction between
Schedule M-3, Part II, line 25, other income with difference, and line 28, other items without difference.*

In addition, we compare the Form 1120, page 1, line 27, total deduction amount with the total Part III
deduction amount carried over to Part II as reported on Part II, line 27, column (d), to determine the total
deductions-with-no-difference amount currently included in Part II, line 28, other items with no difference.’
We then decompose the adjusted other-items-with-no-difference book and tax income amounts into other-
income-with-no difference and other-expense/deduction-with-no difference. Finally, the other-income-with-
no difference book and tax income amounts are adjusted to reconcile to the gross receipts amount reported by
the SOI corporate data file on Form 1120, page 1, line 1, with a matching adjustment to the other-income-with-
difference book and tax income amounts on Schedule M-3, Part II, line 25.

The adjustments do not affect pretax net income and do not affect BTD. BTD are not affected by the
COGS and other adjustments described because equal adjustments are made to book income and tax income
amounts.

We will use the adjusted book income and tax income amounts in our Mini M-3 analysis in Part III of
this study and will scale by adjusted total income, the sum of the adjusted other-income-with-no-difference,
adjusted COGS, specified-income, and adjusted other-income-with-difference amounts.

Part II. 2011-2012 U.S. Corporation Overview: Asset Size, FS Type, and
UTP Status

Part II of this study describes the general population of Schedule UTP filers and nonfilers in terms of asset
ranges ($10 million to $100 million, $100 million to $1 billion, and $1 billion or more), by financial statement
type (SEC 10K/Public, Audited, Unaudited), and by Schedule UTP filing status (filer or nonfiler).”

Part ITI of this study will focus on data describing characteristics of Schedule UTP filers and nonfilers hav-
ing SEC 10K/Public financial statements and $100 million or more in assets because of the size and economic
importance of such corporations and because of the comparatively low number of Schedule UTP filers with
assets of less than $100 million or with assets of $100 million or more, but with Audited (but not SEC 10K/
Public) or Unaudited financial statements.?

The LB&I Division of the IRS is responsible for auditing corporations and partnerships with $10 million or
more in assets. Tables 1A and 1B along with Tables 2A and 2B highlight relevant Form 1120 corporation income
tax return data for LB&I taxpayers with assets greater than $10 million for years 2011 and 2012, respectively.

% We verified our rule on the 2010 data using the top 25 returns which, for 2010, accounted for 99 percent of the aggregate adjustment of approximately $32 trillion.
See Boynton, DeFilippes, Legel, and Reum (2014).

*  Our allocation rule:
ADJ COGS1 and ADJ COGS2: If the absolute value of P2L17 column D COGS is greater than Form 1120, page 1, line 2, COGS, then the excess difference is the
COGS adjustment and the matching gross receipts adjustment. The adjustments reduce the absolute magnitude of P2L17, P2L25, and P21.28.
ADJ COGS1: The gross receipts adjustment is applied to P2L25 other income with difference if P2L25D other income with difference is greater than P2L28D
other income without difference AND P2L25D is greater than 80 percent of the gross receipts adjustment
ELSE use
ADJ COGS2: The gross receipts adjustment goes to P2L.28 other income without difference.
ADJ COGSS3: If the absolute value of [P2L17 column (d) COGS] is less than [1120, page 1, line 2, COGS], the adjustment is an increase to P2L17 and P2L28 in
absolute magnitude.

ADJ EXPDED: We estimate expenses/deductions without differences as the amount if any by which Form 1120, page 1, line 27, total deductions exceed the
absolute value of P21.27 column (d). We show it as an additional expense/deduction line and as an increase to P21.28. The adjusted P2L.28 amount changes from
“other items without difference” to “other income without difference”

A Schedule UTP filer may file because it is required to file or because it files voluntarily. A Schedule UTP nonfiler may be a nonfiler either because it is not required
to file or because it is required to file but failed to file.

For tax years beginning in 2012 and later, the asset threshold for Schedule UTP drops to $50 million or more. This study does not include the new asset range of
$50 million to $100 million for Schedule UTP in the detailed analysis in Part IIT because a 2-year comparison is not possible.
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Figure 1 summarizes all Form 1120 corporate filers and nonfilers of Schedule UTP with assets of $10 mil-
lion or more for both 2011 and 2012. This figure shows that a minority percentage of Form 1120 corporate tax-
payers filed a Schedule UTP for both years. However, this minority percentage of filers represents a majority of
the percentage of total assets, worldwide income, nonincludible foreign income, pretax book income, tax net
income, tax after credits, and foreign tax credit.

Figure 2A compares the percentages of Form 1120 corporate taxpayers with assets of $10 million or more
that filed a Schedule UTP in 2011 and 2012 to the Form 1120 corporate taxpayers with assets of $1 billion or
more that filed a Schedule UTP for those same years. Figure 2A shows that Form 1120 corporate taxpayers with
assets of $1 billion or more comprise most of the percentages of total assets, worldwide income, nonincludible
foreign income, pretax book income, tax net income, tax after credits, and foreign tax credit for all taxpayers
with assets of $10 million or more that filed a Schedule UTP in 2011 and 2012.

Figure 2B compares the percentages of Form 1120 corporate taxpayers with assets of $10 million or more
that filed a Schedule UTP in 2011 and 2012 to the Form 1120 corporate taxpayers with SEC financial statements
and assets of $10 million or more that filed a Schedule UTP for those same years. Figure 2B shows that Form
1120 corporate taxpayers with SEC financial statements and assets of $10 million or more make up most of
the percentages of total assets, worldwide income, nonincludible foreign income, pretax book income, tax net
income, tax after credits, and foreign tax credit for all taxpayers with assets of $10 million or more that filed a
Schedule UTP for 2011 and 2012.

Figure 2C contrasts the percentages of Form 1120 corporate taxpayers with assets of $10 million or more
that filed a Schedule UTP in 2011 and 2012 to the Form 1120 corporate taxpayers with SEC financial statements
and assets of $1 billion or more that filed a Schedule UTP for those same years. This figure shows that Form
1120 corporate taxpayers with SEC financial statements and assets of $1 billion or more make up most of the
percentages of total assets, worldwide income, nonincludible foreign income, pretax book income, tax net
income, tax after credits, and foreign tax credit for all taxpayers with assets of $10 million or more that filed a
Schedule UTP for 2011 and 2012.

Details for the 2011 LB&I corporation filers and nonfilers of Schedule UTP show:

o Only about 5 percent of the total LB&I Form 1120 population filed a Schedule UTP (2,160 taxpayers).
However, this small minority represents 70 percent of the total assets of the LB&I Form 1120 population,
94 percent of the worldwide income, 90 percent of the nonincludible foreign income, 91 percent of the
pretax book income, 85 percent of the tax net income, 66 percent of the tax after credits, and 85 percent
of the foreign tax credit.

o Of the 2,160 taxpayers that filed a Schedule UTP (5 percent of the total returns), 2,074 of those returns
were for taxpayers with $100 million or more in assets. These 2,074 taxpayers represent the exact same
percentages reported in the bullet point above. Therefore, total assets, worldwide income, nonincludible
foreign income, pretax book income, tax net income, tax after credits, and foreign tax credit for those
LB&I Form 1120 taxpayers with assets under $100 million are negligible in aggregate compared to the
aggregate amounts for those LB&I Form 1120 taxpayers with assets of $100 million or more.

Highlights of the 2011 Form 1120 corporation Schedule UTP filers by asset size show:

« 1,072 taxpayers (3 percent of the total returns) with assets of $1 billion or greater filed a Schedule UTP.
This group of LB&I Form 1120 taxpayers is significant as they represent 69 percent of the total assets,
92 percent of the worldwide income, 89 percent of the nonincludible foreign income, 90 percent of
the pretax book income, 84 percent of the tax net income, 63 percent of the tax after credits, and 84
percent of the foreign tax credit. The percentages for these 1,072 taxpayers with assets of $1 billion or
greater are almost identical to those percentages in the first bullet point of the section above for the
2,160 taxpayers that filed a Schedule UTP. In other words, total assets, worldwide income, nonincludible
foreign income, pretax book income, tax net income, tax after credits, and foreign tax credit for those
LB&I Form 1120 taxpayers with assets of $100 million to $1 billion are small in aggregate compared to
the aggregate amounts for those LB&I Form 1120 taxpayers with assets of $1 billion or more.
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FIGURE 1. 2011-2012 U.S. Corporation Schedule UTP Filers and Nonfilers (Assets of $10M or
More): Percentages of Returns/Assets/Income Categories/Tax After Credits
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FIGURE 2A. 2011-2012 U.S. Corporation Schedule UTP Filers with Assets of $10M or More
and Filers with Assets of $1B or More: Percentages of Returns/Assets/Income Categories/Tax
After Credits
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FIGURE 2B. 2011-2012 U.S. Corporation Schedule UTP Filers with Assets of $10M or More and
SEC Filers with Assets of $10M or More: Percentages of Returns/Assets/Income Categories/
Tax After Credits
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FIGURE 2C. 2011-2012 U.S. Corporation Schedule UTP Filers with Assets of $10M or More and
SEC Filers with Assets of $1B or More: Percentages of Returns/Assets/Income Categories/Tax
After Credits
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o For LB&I Form 1120 taxpayers with assets between $100 million and $1 billion, 1,002 (2 percent of

the total returns) filed a Schedule UTP. This represents 1 percent of the total assets, 2 percent of the
worldwide income, 1 percent of the nonincludible foreign income, 1 percent of the pretax book income,
2 percent of the tax net income, 3 percent of the tax after credits, and 1 percent of the foreign tax credit.

There are several key observations about the 2011 Form 1120 corporation Schedule UTP filers by financial

statement type:

o Of the 4,488 taxpayers that reported filing a 10K with the SEC (SEC 10K/Public), 1,238 (3 percent of

the total returns) filed a Schedule UTP. This signifies another important group of taxpayers, as they
represent 61 percent of the total assets of LB&I Form 1120 taxpayers, 89 percent of the worldwide
income, 88 percent of the nonincludible foreign income, 84 percent of the pretax book income, 78
percent of the tax net income, 57 percent of the tax after credits, and 79 percent of the foreign tax credit.

Of the 1,238 SEC 10K/Public taxpayers that filed a Schedule UTP as noted in the bullet above, 1,227 (3
percent of the total returns) were SEC 10K/Public taxpayers with $100 million or more in assets. These
1,227 taxpayers represent the exact same percentages reported in the bullet point above. Therefore, total
assets, worldwide income, nonincludible foreign income, pretax book income, tax net income, tax after
credits, and foreign tax credit for those LB&I Form 1120 taxpayers with assets under $100 million are
negligible in aggregate compared to the aggregate amounts for those LB&I taxpayers with assets of $100
million or more.

Looking further into the 1,238 SEC 10K/Public taxpayers that filed a Schedule UTP (see the first bullet
point of this section), 748 of these taxpayers (2 percent of the total returns) have assets of $1 billion or
greater. This group of LB&I Form 1120 taxpayers is significant, as they represent almost the exact same
percentages noted in the first bullet point of this section for all SEC 10K/Public filers since these 748
taxpayers report 61 percent of the total assets, 88 percent of the worldwide income, 87 percent of the
nonincludible foreign income, 83 percent of the pretax book income, 77 percent of the tax net income,
56 percent of the tax after credits, and 79 percent of the foreign tax credit. In other words, total assets,
worldwide income, nonincludible foreign income, pretax book income, tax net income, tax after credits,
and foreign tax credit for those SEC 10K/public taxpayers with assets of $100 million to $1 billion are
small in aggregate compared to the aggregate amounts for those SEC 10K/Public taxpayers with assets
of $1 billion or more.

Finally, a review of the Non-Public taxpayers (with Audited or Unaudited financial statements) that filed

a Schedule UTP in 2011 shows that 846 Non-Public taxpayers with assets greater than $100 million filed a
Schedule UTP. This represents 2 percent of the total LB&I Form 1120 returns, 9 percent of the total assets, 5
percent of the worldwide income, 2 percent of the nonincludible foreign income, 7 percent of the pretax book
income, 7 percent of the tax net income, 9 percent of the tax after credits, and 5 percent of the foreign tax credit.

Analysis of the 2012 LB&I Form 1120 corporation filers and nonfilers of Schedule UTP shows:
o Again, only about 5 percent of the total LB&I population filed a Schedule UTP (2,232 taxpayers).

However, this small minority represents 58 percent of the total assets of LB&I Form 1120 taxpayers
(compared to 70 percent in 2011), 71 percent of the worldwide income (compared to 94 percent in
2011), 87 percent of the nonincludible foreign income(compared to 90 percent in 2011), 72 percent of
the pretax book income (compared to 91 percent in 2011), 74 percent of the tax net income (compared
to 85 percent in 2011), 64 percent of the tax after credits (compared to 66 percent in 2011), and 80
percent of the foreign tax credit (compared to 85 percent in 2011).

As discussed in the next two bullets, the number of SEC 10K/Public Schedule UTP filers with $100
million or more in assets decreased a net 51 returns from 2011 to 2012 and the total assets of such filers
decreased a net $6.4 trillion. A small number of very large corporations with SEC 10K/Public financial
statements that filed Schedule UTP in 2011, but did not file Schedule UTP in 2012, decreased the aggregate
percentage dollar amounts reported in 2012 by Schedule UTP filers as shown in the prior bullet.

In 2011, Schedule UTP filers included 1,227 with SEC 10K/Public financial statements and $100 million
or more in assets reporting $31.3 trillion in assets, 61 percent of total assets of all corporations with $10
million or more assets filing Form 1120.
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o In 2012, Schedule UTP filers included 1,176 with SEC 10K/Public financial statements and $100 million
or more in assets reporting $24.9 trillion in assets, 49 percent of total assets of all corporations with $10
million or more in assets filing Form 1120.

o Ofthe 2,232 LB&I Form 1120 taxpayers that filed a Schedule UTP in 2012 (5 percent of the total returns),
2,018 were taxpayers with $100 million or more in assets. These 2,018 taxpayers again represent the
exact same percentages reported in the bullet point above except for tax after credits (63 percent were
filers with assets of $100 million or greater rather than the 64 percent for all Schedule UTP filers). Again
in 2012, total assets, worldwide income, nonincludible foreign income, pretax book income, tax net
income, tax after credits, and foreign tax credit for those LB&I Form 1120 taxpayers with assets under
$100 million are negligible in aggregate compared to the aggregate amounts for those LB&I Form 1120
taxpayers with assets of $100 million or more.

There are several key observations about the 2012 LB&I Form 1120 corporation Schedule UTP filers by
asset size:

o 1,079 taxpayers in 2012 (3 percent of the total returns and almost the exact same number of 1,072
taxpayers for 2011) with assets of $1 billion or greater filed a Schedule UTP. This group of taxpayers
is significant, as they represent 58 percent of the total assets of LB&I Form 1120 taxpayers (compared
to 69 percent for 2011), 71 percent of the worldwide income (compared to 92 percent for 2011), 86
percent of the nonincludible foreign income (compared to 89 percent for 2011), 71 percent of the pretax
book income (compared to 90 percent for 2011), 72 percent of the tax net income (compared to 84
percent for 2011), 61 percent of the tax after credits (compared to 63 percent for 2011), and 79 percent
of the foreign tax credit (compared to 84 percent for 2011). The percentages for these 1,079 taxpayers
with assets of $1 billion or greater are almost identical to those percentages in the first bullet point
of the section above for the 2,232 taxpayers that filed a Schedule UTP. In other words, total assets,
worldwide income, nonincludible foreign income, pretax book income, tax net income, tax after credits,
and foreign tax credit for those LB&I Form 1120 taxpayers with assets of $100 million to $1 billion are
small in aggregate compared to the aggregate amounts for those LB&I Form 1120 taxpayers with assets
of $1 billion or more.

o For taxpayers with assets between $100 million and $1 billion, 939 (2 percent of the total returns) filed a
Schedule UTP in 2012. This represents 1 percent of the total assets, 1 percent of the worldwide income,
1 percent of the nonincludible foreign income, 1 percent of the pretax book income, 2 percent of the tax
net income, 2 percent of the tax after credits, and 1 percent of the foreign tax credit (almost identical
percentages to 2011).

Analysis of the 2012 LB&I Form 1120 Schedule UTP filers by financial statement type shows:

o Ofthe 4,339 taxpayers in 2012 (4,488 in 2011) that reported filing a 10K with the SEC (SEC 10K/Public),
1,230 (3 percent of the total returns) filed a Schedule UTP (compared to 1,238 in 2011). This signifies
another important group of taxpayers, as they represent 49 percent of the LB&I Form 1120 taxpayer
total assets (compared to 61 percent in 2011), 67 percent of the worldwide income (compared to 89
percent in 2011), 85 percent of the nonincludible foreign income (compared to 88 percent in 2011), 67
percent of the pretax book income (compared to 84 percent in 2011), 63 percent of the tax net income
(compared to 78 percent in 2011), 55 percent of the tax after credits (compared to 57 percent in 2011),
and 69 percent of the foreign tax credit (compared to 79 percent in 2011).

o Of the 1,230 SEC 10K/Public taxpayers that filed a Schedule UTP for 2012 as noted in the bullet above,
1,176 of those returns (3 percent of the total returns) were for SEC 10K/Public taxpayers with $100
million or more in assets. These 1,176 taxpayers represent the exact same percentages reported in the
bullet point above. Again this year, total assets, worldwide income, nonincludible foreign income,
pretax book income, tax net income, tax after credits, and foreign tax credit for those LB&I Form 1120
taxpayers with assets under $100 million are negligible in aggregate compared to the aggregate amounts
for those LB&I taxpayers with assets of $100 million or more.

o Looking further into the 1,230 SEC 10K/Public taxpayers that filed a Schedule UTP (see the first bullet
point of this section for 2012), 734 of these taxpayers (2 percent of the total returns) have assets of
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$1 billion or greater (compared to 748 taxpayers for 2011). As with 2011, this group of taxpayers is
significant, as they represent almost the exact same percentages noted in the first bullet point of this
section for all SEC 10K/Public filers since these 734 taxpayers report 49 percent of the total assets, 66
percent of the worldwide income, 84 percent of the nonincludible foreign income, 66 percent of the
pretax book income, 62 percent of the tax net income, 53 percent of the tax after credits, and 68 percent
of the foreign tax credit. The percentages for these 734 SEC 10K/Public taxpayers that file a Schedule
UTP are once again also very close to the percentages noted in the first bullet point under the section
for 2012 detailing the filers and nonfilers. In other words, total assets, worldwide income, nonincludible
foreign income, pretax book income, tax net income, tax after credits, and foreign tax credit for those
SEC 10K/public taxpayers with assets of $100 million to $1 billion are small in aggregate compared to
the aggregate amounts for those SEC 10K/Public taxpayers with assets of $1 billion or more.

Lastly, the review of the Non-Public taxpayers that filed a Schedule UTP in 2012 shows that 842 Non-
Public taxpayers with assets greater than $100 million filed a Schedule UTP in 2012 (compared to 846 in 2011).
This represents 2 percent of the total returns, 9 percent of the total assets, 4 percent of the worldwide income,
2 percent of the nonincludible foreign income, 5 percent of the pretax book income, 10 percent of the tax net
income, 9 percent of the tax after credits, and 11 percent of the foreign tax credit (almost the exact same per-
centages as 2011 in all categories except foreign tax credit was 5 percent in 2011).

Overall Comments:

o The top two IRC sections cited in both 2011 and 2012 are Section 41 (Credit for increasing research
activities) and Section 482 (Allocation of income and deductions among taxpayers—“Transfer
Pricing”). These IRC sections represent large calculations that occur annually for large multi-national
taxpayers. It is unlikely that the entire amounts reported on the filed tax returns are uncertain. Rather,
the uncertainty probably exists due to the complexity of these calculations and the methodologies used
to compute the amounts reported on the returns. If examined, the IRS may contend the methodologies
used to calculate the amounts should be changed.

o The SEC 10K/Public sub-population with assets of $100M or more essentially account for all of the
dollar amounts for the Form 1120 population with assets of $10 million or more. For both 2011 and
2012, a minority of taxpayers with $100 million or more in assets and an SEC 10K/Public financial
statement filed a Schedule UTP. This is the group that will be examined in detail in Part III of this study.

o The number of SEC 10K/Public Schedule UTP filers with total assets of $100 million or more decreased
anet 51 returns from 2011 to 2012 and the total assets of such filers decrease a net $6.4 trillion. A small
number of very large corporations with SEC 10K/Public financial statements that filed Schedule UTP in
2011 but did not file Schedule UTP in 2012 decrease the aggregate percentage dollar amounts reported
in 2012 by Schedule UTP filers.

Part IT1. 2011-2012 Analysis of M-3 Profiles
1. UTP Filers vs Nonfilers

The balance of this study will focus on data describing characteristics of Schedule UTP filers and nonfilers
with SEC 10K/Public financial statements and $100 million or more in assets because of the size and economic
importance of such corporations and because of the comparatively low number of Schedule UTP filers with as-
sets of less than $100 million or with assets of $100 million or more but with Audited (but not SEC 10K/Public)
or Unaudited financial statements.”

Tables 3A and 3B and Figures 3A and 3B present 2012 data describing characteristics of Schedule UTP fil-
ers and nonfilers with SEC 10K/Public financial statements and $100 million or more in assets. Figures 3A and
3B include 2011 data for comparison. Figure 3C presents 2011 and 2012 average data.

¥ A Schedule UTP filer may file because it is required to file or because it files voluntarily. A Schedule UTP nonfiler may be a nonfiler either because it is not required
to file or because it is required to file but failed to file. For tax years beginning in 2012 and later, the asset threshold for Schedule UTP drops to $50 million or more.
This study does not include the new asset range of $50 million to $100 million for Schedule UTP in the detailed analysis in Part III because a 2-year comparison
is not possible.
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TABLE 3B. 2012 U.S. Corporation 1120 Schedule M-3: M-3, Part |, by UTP Status: SEC 10K/
Public: Assets $100 Million or More

Mean Amount Reported ($ Million)

UTP Filer UTP Nonfiler Difference
Worldwide financial net income 553 87 466
(Foreign nonincludible income) -481 -31 -450
(U.S. nonincludible income) -32 -8 -23
Other includible income 1 -1 2
Adjustments to eliminations 294 5 289
Other adjustments 131 12 119
Book net income includible corp. 472 64 408
Pretax net income—book 583 84 499
Tax net income 523 66 457
Total BTD Difference -60 -18 -42
Total assets—Schedule L 21,200 5,719 15,481
Assets—Financial statements 18,980 3,018 15,962
Assets—Foreign nonincludible 7,571 530 7,041
Assets—U.S. nonincludible 653 233 419
Assets—Other includible 118 18 100

Number of Returns

UTP Filer

1,176

Distribution of Returns

UTP Nonfiler
2,112

Percentage of Adjusted Total Income Book
UTP Filer UTP Nonfiler Difference
Worldwide financial net income 17.60% 12.21% 5.39%
(Foreign nonincludible income) -15.32% -4.40% -10.92%
(U.S. nonincludible income) -1.01% -1.15% 0.15%
Other includible income 0.03% -0.11% 0.14%
Adjustments to eliminations 9.37% 0.72% 8.66%
Other adjustments 4.16% 1.69% 2.47%
Book net income includible corp. 15.02% 9.00% 6.03%
Pretax net income—book 18.56% 11.79% 6.77%
Tax net income 16.65% 9.24% 7.41%
Total BTD difference -1.91% -2.55% 0.65%

Total
3,288

Share of Returns

35.8%

64.2%

100.0%

Schedule UTP filers are generally larger than nonfilers when study is restricted to the 3,288 Form 1120
corporate returns in 2012 with SEC 10K/Public financial statements and $100 million or more in assets. The
mean asset size as reported on the Form 1120 Schedule L by such Schedule UTP filers and nonfilers is $21,200
million for the 1,176 filers and $5,719 million for the 2,112 nonfilers (see Table 3B). The mean worldwide finan-
cial net income of the filers (reported on Schedule M-3, Part I, line 4) is $553 million compared to $87 million
for the nonfilers. The mean foreign nonincludible income of filers (reported on Schedule M-3, Part I, line 5) is
-$481 million (shown as negative since the income is removed in calculating book income) compared to -$31
million for nonfilers. After the required Schedule M-3, Part I, adjustments, the mean book income for filers
(reported on Schedule M-3, Part I, line 11) is $472 million compared to $64 million for the nonfilers. Adding
back U.S. Federal tax expense, mean pretax book income is $583 million for the filers compared to $84 million
for the nonfilers. Filers introduce mean BTD of -$60 million to adjust pretax book to mean tax net income
(reported on Schedule M-3, Part II, line 30, column D, and on Form 1120 page 1, line 28) of $523 million com-
pared to nonfilers that introduce mean BTD of -$18 million to adjust pretax book to mean tax net income of
$66 million.*°

0 Negative total BTD adjustments added to pretax book income result in tax net income that is lower than pretax book income.
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FIGURE 3A. 2011-2012 U.S. Corporation Key M-3 Data as Percentage of Adjusted Total Book
Income for SEC/10K Public Financial Statements by UTP Filing Status
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FIGURE 3B. 2011-2012 U.S. Corporation M-3: BTD as Percentage of Pretax Book Income for
SEC 10K/Public Financial Statements by UTP Filing Status

10%

-10% A

-20%

-30%

Percentage of Pretax Book Income

-50%

Temporary BTD Permanent BTD Total BTD

W 2011 SEC with UTP ™ 2011 SEC no UTP W 2012 SEC with UTP ™ 2012 SEC no UTP




82 Boynton, DeFilippes, Legel, and Rupert

FIGURE 3C. 2011-2012 U.S. Corporation M-3: 2-Year Average Total BTD as Percentage of
Adjusted Total Book Income for Top 6 Lines—UTP Filers and Nonfilers (SEC/10K Public

Financial Statements)
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We scaled our initial aggregate dollar data by the adjusted-total-income measure we developed for our
Mini M-3 analysis to make data for filers and nonfilers more comparable. We used the adjusted-total-income
book amount as a common-size scaling factor and compared percentages of adjusted-total-income book to
remove or minimize the impact of differences in the size of corporations from our analysis. In addition, for
the purposes of comparing the Schedule M-3 characteristics of Schedule UTP filers and nonfilers, total pretax
income BTD is expressed as a percentage of total pretax book income (see Tables 3A and 3B).

Table 3B shows that Schedule UTP filers in 2012 having SEC 10K/Public financial statements and $100
million or more in assets report:

more worldwide income scaled as a percentage of adjusted total income than similar nonfilers (17.60
percent compared to 12.21 percent);

more scaled foreign nonincludible income (-15.32 percent versus -4.40 percent);
more scaled book income (15.02 percent versus 9.00 percent);

more scaled pretax book income (18.56 percent versus 11.79 percent);

more scaled tax net income (16.65 percent versus 9.24 percent); but

less negative scaled BTD (-1.91 percent versus -2.55 percent).
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If the BTD is scaled by pretax book income, the filers reduce pretax book income by -10.27 percent to
determine tax net income compared to a reduction of -21.64 percent by nonfilers (see Table 3A, last row, last
column, in each panel)."

Figure 3A compares Schedule M-3 data as a percentage of adjusted total income for 2011 and 2012 Schedule
UTP filers and nonfilers with SEC 10K/Public financial statements and $100 million or more in assets for seven
key items: worldwide financial income (Part I, line 4); nonincludible foreign income (Part I, line 5); adjust-
ments to eliminations (Part I, line 8); other adjustments (Part I, line 10); book income (Part I, line 11); pretax
book income; and tax net income. For both years filers report larger scaled amounts for the seven items than
nonfilers.

Figure 3B uses pretax book income for scaling 2011 and 2012 BTD, temporary, permanent, and total, for
Schedule UTP filers and nonfilers with SEC 10K/Public financial statements and $100 million or more in as-
sets. Filers have less negative temporary BTD than nonfilers, but more negative permanent BTD. In aggregate,
the nonfilers report positive permanent BTD partially offsetting their large negative temporary BTD. Filers
have less negative total BTD than nonfilers even after the offsetting effects of the permanent BTD for the non-
filers. Stated differently, the otherwise similar nonfilers use negative total BTD to reduce tax net income more
than the filers.

In developing filters and quantitative models for return selection it is useful to identify data items that are
effective in separating or distinguishing between otherwise similar groups of returns that, in fact, have dif-
ferent underlying characteristics of interest. These separating or distinguishing data items may, for example,
be data items with extreme absolute differences in the average values of the data items for the groups to be
separated. The final quantitative models may take many different forms in using the identified data items with
extreme absolute differences. The models would generally operate at the microdata level and generally use
both the sign and amount of the data items.

Figure 3C reports total BTD for six specific Schedule M-3 lines for Schedule UTP filers and nonfilers with
SEC 10K/Public financial statements and $100 million or more in assets. The six lines are selected from and
represent approximately 10 percent of the 68 specified and other-with-difference lines on Schedule M-3, Parts
IT and III.** The total BTD for each of the six lines is expressed as a percentage of adjusted total income and
averaged for 2011 and 2012. The lines are the top (that is, the most extreme) six lines on Schedule M-3, Parts II
and III, in terms of the absolute value of the difference in 2-year-average scaled BTD between filers and nonfil-
ers.” The percentages for each of these lines are provided below.

Schedule M-3 Lines Featured in Figure 3C Filers Nonfilers | Difference
Part I, line 3:  Inclusion in tax income of subpart F foreign income 1.17% 0.47% 0.69%
Part Il, line 5: Exclusion in tax income of previously taxed foreign distributions -1.03% -0.18% -0.85%
Part ll, line 6:  Exclusion from tax income of U.S. equity method income -1.69% -0.27% -1.42%
Part Il, line 9: .Adjustm.ents tg U.S. partnership income to include all Schedule K-1 0.29% -0.36% 0.65%
income in tax income
Part 11, line 17:  Adjustments to COGS in tax income 0.03% -1.14% 1.17%
Part Ill, line 32:  Adjustments to bad debt expense/deduction recognition in tax income -0.60% -1.25% 0.65%

1 A similar pattern of BTD reductions for Schedule UTP filers with SEC 10K/Public financial statements and $100 million or more in assets occured in 2010 and
2011. See Boynton, DeFilippes, Legel, and Rupert (2014). See Towery (2015): “My results suggest firms found ways to change their financial reporting for tax
uncertainty to avoid disclosing positions unknown to the IRS on Schedule UTP. Specifically, I find that although firms decrease financial statement reserves for
tax uncertainty in response to Schedule UTP, firms continue claiming uncertain tax positions with the adoption of Schedule UTP. Overall, my results imply that
linking tax return disclosures of uncertain tax positions to financial reporting for tax uncertainty can distort financial reporting disclosures of tax uncertainty.”

-
<}

There are 31 lines on Part IT and 37 on Part III for a total of 68, but that is effectively reduced to 60 for our study. We exclude Federal tax expense (Part II, lines 1
and 2) because it is not part of pretax book. We combine, that is, net, BTD reported for asset dispositions on the multiple lines of Part II, lines 23a through 23g,
because corporations use line 23a to reverse out all book income for asset disposition and use lines 23b though 23g to bring in the tax income effects.

.
&

For the current study, we exclude interest income (Part II, line 13) and interest expense (Part ITI, line 8) as key lines because of a data anomaly in the 2011 and 2012
data. A number of corporations with SEC 10K/Public financial statements and $100 million or more in assets in both 2011 and 2012 were Schedule UTP 2011
filers but 2012 nonfilers. This group of 2011 filers and 2012 nonfilers includes corporations reporting large temporary BTD in both 2011 and 2012 on both interest
income and interest expense. The temporary BTD in 2012 for interest income and interest expense are particularly large when the corporations are nonfilers.
Assuming the taxpayers made the correct decisions to file Schedule UTP in 2011 and not to file in 2012, the large temporary BTD for interest income and interest
expense in both years are not associated with the decision to file Schedule UTP in 2011 and not to file in 2012. In both 2011 and 2012 the large temporary BTD on
interest income approximately offset the large temporary BTD on interest expense with the result that the impact on total BTD for 2011 filers and 2012 nonfilers
was small.
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2. IRC Section 482 Citers

Schedule UTP filers are required to list one to three applicable IRC sections for each listed UTP concise de-
scription. Schedule UTP, Part I, tabulates the IRC information for each current year UTP concise description
listed in Schedule UTP, Part III. SOI tabulates the first 10 rows of data on Schedule UTP, Part I. The five IRC
sections appearing most frequently in the SOI file for Tax Years 2011 and 2012 are: 482 (transfer pricing); 41
(research credit); 162 (trade or business expense); 199 (domestic production activities deduction); and 263
(capitalized costs). In 2012, seventy-two percent of such filers cited at least one of the five IRC sections. We
categorize Schedule UTP filers as citing or not citing a specific IRC section. In this part of our study we focus
on data describing Schedule UTP filers, with SEC 10K/Public financial statements and $100 million or more in
assets, citing or not citing IRC section 482.*

Tables 4A and 4B and Figures 4A and 4B present 2012 data describing characteristics of Schedule UTP fil-
ers, with SEC 10K/Public financial statements and $100 million or more in assets, citing or not citing IRC sec-
tion 482. Figures 4A and 4B include 2011 data for comparison. Figure 4C presents 2011 and 2012 average data.

Schedule UTP filers citing IRC section 482 are generally larger than nonciters when study is restricted to
the 1,176 Schedule UTP filers in 2012 with SEC 10K/Public financial statements and $100 million or more in
assets. The mean asset size as reported on the Form 1120 Schedule L by such Schedule UTP filers is $23,921
million for the 326 filers citing IRC section 482 and $20,157 million for the 850 filers not citing IRC section
482 (see Table 4B). The mean worldwide financial net income of the citers (reported on Schedule M-3, Part I,
line 4) is $1,017 million compared to $374 million for the nonciters. The mean foreign nonincludible income
of citers (reported on Schedule M-3, Part I, line 5) is -$1,410 million (shown as negative since the income is re-
moved in calculating book income) compared to -$125 million for nonfilers. After the required Schedule M-3,
Part I, adjustments, the mean book income for citers (reported on Schedule M-3, Part [, line 11) is $631 million
compared to $410 million for the nonciters. Adding back U.S. Federal tax expense, mean pretax book income
is $804 million for the citers compared to $498 million for the nonciters. Citers introduce mean BTD of -$11
million to adjust pretax book to mean tax net income (reported on Schedule M-3, Part I, line 30, column D,
and on Form 1120 page 1, line 28) of $793 million compared to nonciters that introduce mean BTD of -$79
million to adjust pretax book to mean tax net income of $419 million.*

We scale our initial aggregate dollar data by the adjusted-total-income measure we develop for our Mini
M-3 analysis to make data for filers that cite or do not cite a specific IRC section more comparable. We used the
adjusted-total-income book amount as a common-size scaling factor and compare percentages of adjusted-
total-income book to remove or minimize the impact of differences in the size of corporations from our analy-
sis. In addition, for the purposes of comparing the Schedule M-3 characteristics of Schedule UTP filers that
cite or do not cite a specific IRC section, total pretax income BTD is expressed as a percentage of total pretax
book income (see Tables 4A and 4B).

Table 4B shows that Schedule UTP filers in 2012 having SEC 10K/Public financial statements and $100
million or more in assets, and citing IRC section 482 report:

» more worldwide income scaled as a percentage of adjusted total income than similar filers not citing
IRC section 482 (24.03 percent compared to 13.76 percent);

» more scaled foreign nonincludible income (-33.31 percent versus -4.59 percent);
o less scaled book income (14.91 percent versus 15.09 percent);

» more scaled pretax book income (18.98 percent versus 18.30 percent);

» more scaled tax net income (18.73 percent versus 15.41 percent); but

o less negative scaled BTD (-0.25 percent versus -2.89 percent).

* We focus on Schedule UTP filers with SEC 10K/Public financial statements and $100 million or more in assets because of the size and economic importance of
such corporations and because of the comparatively low number of Schedule UTP filers with assets of less than $100 million or with assets of $100 million or more
but with Audited (but not SEC 10K/Public) or Unaudited financial statements.

* Negative total BTD adjustments added to pretax book income result in tax net income that is lower than pretax book income.
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If the BTD is scaled by pretax book income, the filers citing IRC section 482 reduce pretax book income
by -1.31 percent to determine tax net income compared to a reduction of -15.81 percent by nonciters (see Table
4A, last row, last column, in each panel).

TABLE 4B. 2012 U.S. Corporation 1120 Schedule M-3: M-3, Part I—IRC 482 Cited: SEC 10K/
Public: Assets $100 Million or More

Mean Amount Reported ($ Million)

IRC 482 Cited IRC 482 Not Cited Difference
Worldwide financial net income 1,017 374 643
(Foreign nonincludible income) -1,410 -125 -1,286
(U.S. nonincludible income) -16 -38 22
Other includible income -1 2 -3
Adjustments to eliminations 836 87 749
Other adjustments 183 110 73
Book net income includible corp. 631 410 221
Pretax net income—book 804 498 306
Tax net income 793 419 374
Total BTD difference -11 -79 68
Total assets—Schedule L 23,921 20,157 3,764
Assets—Financial statements 24,143 17,000 7,143
Assets—Foreign nonincludible 14,961 4,737 10,223
Assets—U.S. nonincludible 757 612 145
Assets—Other includible 137 110 27

| Percentage of Adjusted Total Income Book

IRC 482 Cited IRC 482 Not Cited Difference
Worldwide financial net income 24.03% 13.76% 10.26%
(Foreign nonincludible income) -33.31% -4.59% -28.73%
(U.S. nonincludible income) -0.37% -1.39% 1.02%
Other includible income -0.03% 0.07% -0.10%
Adjustments to eliminations 19.74% 3.18% 16.56%
Other adjustments 4.33% 4.06% 0.28%
Book net income includible corp. 14.91% 15.09% -0.18%
Pretax net income—book 18.98% 18.30% 0.68%
Tax net income 18.73% 15.41% 3.33%
Total BTD difference -0.25% -2.89% 2.65%

Distribution of Returns

IRC 482 Cited IRC 482 Not Cited Total
Number of returns 326 850 1,176
Share of returns 27.7% 72.3% 100.0%

Figure 4A compares Schedule M-3 data as percentages of adjusted total income for 2011 and 2012 Schedule
UTP filers, with SEC 10K/Public financial statements and $100 million or more in assets, citing or not citing
IRC section 482, for seven key items: worldwide financial income (Part I, line 4); foreign nonincludible income
(Part I, line 5); adjustments to eliminations (Part I, line 8); other adjustments (Part I, line 10); book income
(Part I, line 11); pretax book income; and tax net income. With the exception of book income for 2012, for both
years, filers citing IRC section 482 report larger scaled amounts for the seven items than nonciters.

Figure 4B uses pretax book income for scaling 2011 and 2012 BTD, temporary, permanent, and total, for
Schedule UTP filers, with SEC 10K/Public financial statements and $100 million or more in assets, citing or
not citing IRC section 482. In 2011, citers have less negative temporary BTD than nonciters, and have positive
permanent BTD compared to negative permanent BTD for nonciters. In 2012, citers have positive temporary
BTD compared to negative temporary BTD for nonciters, and have more negative permanent BTD than non-
citers. In aggregate, the citers report approximately offsetting temporary and permanent BTD. Citers have less
negative total BTD than nonciters after the offsetting effects of the temporary BTD and permanent BTD for
the citers. Stated differently, the otherwise similar nonciters use negative total BTD to reduce tax net income
more than the citers.
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FIGURE 4A. 2011-2012 U.S. Corporation Key M-3 Data as Percentage of Adjusted Total Book
Income for SEC/10K Public Financial Statements by IRC Section 482
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FIGURE 4B. 2011-2012 U.S. Corporation M-3: BTD as Percentage of Pretax Book Income for
SEC/10K Public Financial Statements by IRC Section 482
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FIGURE 4C. 2011-2012 U.S. Corporation M-3: 2-Year Average Total BTD as Percentage of
Adjusted Total Book Income for Top 6 Lines—UTP Filers Citing/Not Citing IRC 482 (SEC/10K
Public Financial Statements)
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In developing filters and quantitative models for return selection it is useful to identify data items that are
effective in separating or distinguishing between otherwise similar groups of returns that, in fact, have dif-
ferent underlying characteristics of interest. These separating or distinguishing data items may, for example,
be data items with extreme absolute differences in the average values of the data items for the groups to be
separated. The final quantitative models may take many different forms in using the identified data items with
extreme absolute differences. The models would generally operate at the microdata level and generally use
both the sign and amount of the data items.

Figure 4C reports total BTD for six specific Schedule M-3 lines for Schedule UTP filers, with SEC 10K/
Public financial statements and $100 million or more in assets, citing or not citing IRC section 482.* The total
BTD for each of the six lines are expressed as a percentage of adjusted total income and averaged for 2011 and
2012. The lines are the top (that is, the most extreme) six lines on Schedule M-3, Parts II and III, in terms of the
absolute value of the difference in 2-year-average scaled BTD between citers and nonciters.”” The percentages
for each of these lines are provided below.

Schedule M-3 Lines Featured in Figure 4C ‘ Citers ‘ Nonciters | Difference
Part Il, line 3: Inclusion in tax income of subpart F foreign income 1.89% 0.71% 1.18%
Part Il, line 4:  Inclusion in tax income of Section 78 gross-up 1.86% 0.86% 0.99%
Part Il, line 5:  Exclusion in tax income of previously taxed foreign distributions -1.83% -0.54% -1.30%
Part 11, line 6: Exclusion from tax income of U.S. equity method income -0.66% -2.34% 1.68%
Part Ill, line 31:  Adjustment to depreciation expense/deduction in tax income -0.86% -2.14% 1.28%
Part Ill, line 37:  Adjustment to other expense/deduction with difference in tax income -0.36% -1.28% 0.91%

4 The six lines are selected from and represent approximately 10 percent of the 68 specified and other-with-difference lines on Schedule M-3, Parts IT and III. See
the discussion and footnotes for Figure 3C.

47 For the current study, we exclude interest income (Part I, line 13) and interest expense (Part III, line 8) as key lines because of a data anomaly in the 2011 and
2012 data. See the discussion and footnotes for Figure 3C.
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3. IRC Section 41 Citers

Schedule UTP filers are required to list one to three applicable IRC sections for each listed UTP concise de-
scription. Schedule UTP, Part I, tabulates the IRC information for each current year UTP concise description
listed in Schedule UTP, Part III. SOI tabulates the first 10 rows of data on Schedule UTP, Part I. The five IRC
sections appearing most frequently in the SOI file for Tax Years 2011 and 2012 are: 482 (transfer pricing); 41
(research credit); 162 (trade or business expense); 199 (domestic production activities deduction); and 263
(capitalized costs). In 2012, seventy-two percent of such filers cited at least one of the five IRC sections. We
categorize Schedule UTP filers as citing or not citing a specific IRC section. In this part of our study we focus
on data describing Schedule UTP filers, with SEC 10K/Public financial statements and $100 million or more in
assets, citing or not citing IRC section 41.*

Tables 5A and 5B and Figures 5A and 5B present 2012 data describing characteristics of Schedule UTP
filers, with SEC 10K/Public financial statements and $100 million or more in assets, citing or not citing IRC
section 41. Figures 5A and 5B include 2011 data for comparison. Figure 5C presents 2011 and 2012 average data.

Schedule UTP filers citing IRC section 41 are generally smaller than nonciters when study is restricted to
the 1,176 Schedule UTP filers in 2012 with SEC 10K/Public financial statements and $100 million or more in
assets. The mean asset size as reported on the Form 1120, Schedule L, by such Schedule UTP filers is $14,237
million for the 506 filers citing IRC section 41 and $26,459 million for the 670 filers not citing IRC section 41
(see Table 5B). The mean worldwide financial net income of the citers (reported on Schedule M-3, Part I, line
4) is $513 million compared to $583 million for the nonciters. The mean foreign nonincludible income of cit-
ers (reported on Schedule M-3, Part I, line 5) is -$487 million (shown as negative since the income is removed
in calculating book income) compared to -$477 million for nonfilers. After the required Schedule M-3, Part
I, adjustments, the mean book income for citers (reported on Schedule M-3, Part I, line 11) is $420 million
compared to $511 million for the nonciters. Adding back U.S. Federal tax expense, mean pretax book income
is $508 million for the citers compared to $639 million for the nonciters. Citers introduce mean BTD of -$138
million to adjust pretax book to mean tax net income (reported on Schedule M-3, Part II, line 30, column D,
and on Form 1120, page 1, line 28) of $370 million compared to nonciters that introduce mean BTD of -$1 mil-
lion to adjust pretax book to mean tax net income of $638 million.

We scale our initial aggregate dollar data by the adjusted-total-income measure we develop for our Mini
M-3 analysis to make data for filers that cite or do not cite a specific IRC section more comparable. We used the
adjusted-total-income book amount as a common-size scaling factor and compare percentages of adjusted-
total-income book to remove or minimize the impact of differences in the size of corporations from our analy-
sis. In addition, for the purposes of comparing the Schedule M-3 characteristics of Schedule UTP filers that
cite or do not cite a specific IRC section, total pretax income BTD is expressed as a percentage of total pretax
book income (see Tables 5A and 5B).

Table 5B shows that Schedule UTP filers in 2012 having SEC 10K/Public financial statements and $100 mil-
lion or more in assets, and citing IRC section 41 report:

» more worldwide income scaled as a percentage of adjusted total income than similar filers not citing
IRC section 41 (21.10 percent compared to 15.85 percent);

« more scaled foreign nonincludible income (-20.05 percent versus -12.97 percent);
» more scaled book income (17.29 percent versus 13.89 percent);

» more scaled pretax book income (20.91 percent versus 17.38 percent);

o less scaled tax net income(15.25 percent versus 17.35 percent); and

 more negative scaled BTD (-5.66 percent versus -0.03 percent).

* We focus on Schedule UTP filers with SEC 10K/Public financial statements and $100 million or more in assets because of the size and economic importance of
such corporations and because of the comparatively low number of Schedule UTP filers with assets of less than $100 million or with assets of $100 million or more
but with Audited (but not SEC 10K/Public) or Unaudited financial statements.

* Negative total BTD adjustments added to pretax book income result in tax net income that is lower than pretax book income.
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If the BTD is scaled by pretax book income, the filers citing IRC section 41 reduce pretax book income by
-27.09 percent to determine tax net income compared to a reduction of -0.17 percent by nonciters (see Table
5A, last row, last column, in each panel). In short, those SEC 10K/Public Schedule UTP filers that cite IRC
section 41 are both more profitable and declare less tax net income than those that do not cite IRC section 41.

TABLE 5B. 2012 U.S. Corporation 1120 Schedule M-3: M-3, Part I—IRC 41 Cited: SEC 10K/
Public: Assets $100 Million or More

Mean Amount Reported ($ Million)

| IRC41Cited | IRC41NotCited | Difference
Worldwide financial net income 513 583 -70
(Foreign nonincludible income) -487 477 -10
(U.S. nonincludible income) -9 -49 39
Other includible income 2 0 2
Adjustments to eliminations 366 240 125
Other adjustments 36 202 -166
Book net income includible corp. 420 511 -91
Pretax net income—book 508 639 -131
Tax net income 370 638 -268
Total BTD difference -138 -1 -137
Total assets—Schedule L 14,237 26,459 -12,223
Assets—Financial statements 13,715 22,957 -9,242
Assets—Foreign nonincludible 7,053 7,963 -910
Assets—U.S. nonincludible 445 809 -365
Assets—Other includible 12 197 -186
Percentage of Adjusted Total Income Book
IRC 41 Cited IRC 41 Not Cited Difference
Worldwide financial net income 21.10% 15.85% 5.25%
(Foreign nonincludible income) -20.05% -12.97% -7.08%
(U.S. nonincludible income) -0.37% -1.32% 0.95%
Other includible income 0.09% 0.00% 0.09%
Adjustments to eliminations 15.05% 6.54% 8.51%
Other adjustments 1.47% 5.50% -4.03%
Book net income includible corp. 17.29% 13.89% 3.39%
Pretax net income—book 20.91% 17.38% 3.53%
Tax net income 15.25% 17.35% -2.11%
Total BTD difference -5.66% -0.03% -5.63%
Distribution of Returns
IRC 41 Cited IRC 41 Not Cited Total
Number of returns 506 670 1,176
Share of returns 43.0% 57.0% 100.0%

Figure 5A compares Schedule M-3 data as percentages of adjusted total income for 2011 and 2012 Schedule
UTP filers, with SEC 10K/Public financial statements and $100 million or more in assets, citing or not citing
IRC section 41, for seven key items: worldwide financial income (Part I, line 4); foreign nonincludible income
(Part I, line 5); adjustments to eliminations (Part I, line 8); other adjustments (Part I, line 10); book income
(Part 1, line 11); pretax book income; and tax net income. With the exception of other adjustments for 2011 and
2012 and tax net income for 2012, for both years, filers citing IRC section 41 report larger scaled amounts for
the seven items than nonciters.

Figure 5B uses pretax book income for scaling 2011 and 2012 BTD, temporary, permanent, and total, for
Schedule UTP filers, with SEC 10K/Public financial statements and $100 million or more in assets, citing or
not citing IRC section 41. In 2011, citers have less negative temporary BTD than nonciters, and have nega-
tive permanent BTD compared to positive permanent BTD for nonciters. In 2012, citers have more negative
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FIGURE 5A. 2011-2012 U.S. Corporation Key M-3 Data as Percentage of Adjusted Total Book
Income for SEC/10K Public Financial Statements by IRC Section 41
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FIGURE 5B. 2011-2012 U.S. Corporation M-3: BTD as Percentage of Pretax Book Income for
SEC/10K Public Financial Statements by IRC Section 41
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FIGURE 5C. 2011-2012 U.S. Corporation M-3: 2-Year Average Total BTD as Percentage of
Adjusted Total Book Income for Top 6 Lines—UTP Filers Citing/Not Citing IRC Section 41
(SEC/M0K Public Financial Statements)

1.5%

1.0% -

0.5%

0.0%

-0.5% o

-1.5% o

-2.0% o

-2.5%

-3.0% o

2-Year Average Percentage of Adjusted Total Book Income

-3.5%

-4.0%

Part I, Line & Part Il, Line 7 Part I, Line 9 Part Il, Line 16 Part lIl, Line 26 Part Ill, Line 37
.5, Equity .5, Dividends .5, Partnership Mark To Market Amortization Other Expenses
Method Mot Eliminated Income

m Cited Section 41 ® Did not cite Section 41 w Difference

temporary BTD than nonciters, and have negative permanent BTD compared to positive permanent BTD for
nonciters. In aggregate, citers of IRC section 41 have more negative total BTD than nonciters in both 2011 and
2012. Stated differently, the otherwise similar nonciters use negative total BTD to reduce tax net income less
than the citers.

In developing filters and quantitative models for return selection it is useful to identify data items that are
effective in separating or distinguishing between otherwise similar groups of returns that, in fact, have dif-
ferent underlying characteristics of interest. These separating or distinguishing data items may, for example,
be data items with extreme absolute differences in the average values of the data items for the groups to be
separated. The final quantitative models may take many different forms in using the identified data items with
extreme absolute differences. The models would generally operate at the microdata level and generally use
both the sign and amount of the data items.

Figure 5C reports total BTD for six specific Schedule M-3 lines for Schedule UTP filers, with SEC 10K/
Public financial statements and $100 million or more in assets, citing or not citing IRC section 41.*° The total
BTD for each of the six lines are expressed as a percentage of adjusted total income and averaged for 2011 and
2012. The lines are the top (that is, the most extreme) six lines on Schedule M-3, Parts IT and III, in terms of the
absolute value of the difference in 2-year-average scaled BTD between citers and nonciters.” The percentages
for each of these lines are provided below.

% The six lines are selected from and represent approximately 10 percent of the 68 specified and other-with-difference lines on Schedule M-3, Parts I and III. See
the discussion and footnotes for Figure 3C.

! For the current study, we exclude interest income (Part II, line 13) and interest expense (Part IIL, line 8) as key lines because of a data anomaly in the 2011 and
2012 data. See the discussion and footnotes for Figure 3C.
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Schedule M-3 Lines Featured in Figure 5C Citers | Nonciters | Difference

Part Il, line 6: Exclusion from tax income of U.S. equity method income -3.39% -0.64% -2.75%

Part Il, line 7: .Adjustments to U.S. dividends, not eliminated in consolidation, in tax 0.46% 0.45% 0.92%
income

Part Il, line 9: Adjustm.ents tg U.S. partnership income to include all Schedule K-1 0.16% 0.52% 0.68%
income in tax income

Part Il, line 16:  Adjustments for mark-to-market in tax income -0.30% 0.28% -0.59%

Part Ill, line 26: Adjust‘ment to amortization/impairment of goodwill expense/deduction 0.98% 0.23% 0.75%
in tax income

Part Ill, line 37:  Adjustment to other expense/deduction with difference in tax income -0.28% -1.38% 1.11%

Schedule UTP filers citing IRC section 162 are generally larger than nonciters when study is restricted to
the 1,176 Schedule UTP filers in 2012 with SEC 10K/Public financial statements and $100 million or more in
assets. The mean asset size as reported on the Form 1120, Schedule L, by such Schedule UTP filers is $52,298
million for the 164 filers citing IRC section 162 and $16,160 million for the 1,012 filers not citing IRC section 162
(see Table 6B). The mean worldwide financial net income of the citers (reported on Schedule M-3, Part I, line
4) is $948 million compared to $488 million for the nonciters. The mean foreign nonincludible income of cit-
ers (reported on Schedule M-3, Part I, line 5) is -$380 million (shown as negative since the income is removed
in calculating book income) compared to -$497 million for nonfilers. After the required Schedule M-3, Part
I, adjustments, the mean book income for citers (reported on Schedule M-3, Part I, line 11) is $1,004 million
compared to $385 million for the nonciters. Adding back U.S. Federal tax expense, mean pretax book income
is $1,244 million for the citers compared to $475 million for the nonciters. Citers introduce mean BTD of -$90
million to adjust pretax book to mean tax net income (reported on Schedule M-3, Part II, line 30, column D,
and on Form 1120, page 1, line 28) of $1,154 million compared to nonciters that introduce mean BTD of -$55
million to adjust pretax book to mean tax net income of $421 million.”

We scale our initial aggregate dollar data by the adjusted-total-income measure we develop for our Mini
M-3 analysis to make data for filers that cite or do not cite a specific IRC section more comparable. We used the
adjusted-total-income book amount as a common-size scaling factor and compare percentages of adjusted-
total-income book to remove or minimize the impact of differences in the size of corporations from our analy-
sis. In addition, for the purposes of comparing the Schedule M-3 characteristics of Schedule UTP filers that
cite or do not cite a specific IRC section, total pretax income BTD is expressed as a percentage of total pretax
book income (see Tables 6A and 6B).

4. IRC Section 162 Citers

Schedule UTP filers are required to list one to three applicable IRC sections for each listed UTP concise de-
scription. Schedule UTP, Part I, tabulates the IRC information for each current year UTP concise description
listed in Schedule UTP, Part III. SOI tabulates the first 10 rows of data on Schedule UTP, Part I. The five IRC
sections appearing most frequently in the SOI file for Tax Years 2011 and 2012 are: 482 (transfer pricing); 41
(research credit); 162 (trade or business expense); 199 (domestic production activities deduction); and 263
(capitalized costs). In 2012, seventy-two percent of such filers cited at least one of the five IRC sections. We
categorize Schedule UTP filers as citing or not citing a specific IRC section. In this part of our study we focus
on data describing Schedule UTP filers, with SEC 10K/Public financial statements and $100 million or more in
assets, citing or not citing IRC section 162.”

Tables 6A and 6B and Figures 6A and 6B present 2012 data describing characteristics of Schedule UTP fil-
ers, with SEC 10K/Public financial statements and $100 million or more in assets, citing or not citing IRC sec-
tion 162. Figures 6A and 6B include 2011 data for comparison. Figure 6C presents 2011 and 2012 average data.

32 'We focus on Schedule UTP filers with SEC 10K/Public financial statements and $100 million or more in assets because of the size and economic importance of
such corporations and because of the comparatively low number of Schedule UTP filers with assets of less than $100 million or with assets of $100 million or more
but with Audited (but not SEC 10K/Public) or Unaudited financial statements.

* Negative total BTD adjustments added to pretax book income result in tax net income that is lower than pretax book income.
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TABLE 6B. 2012 U.S. Corporation 1120 Schedule M-3: M-3, Part I—IRC 162 Cited: SEC 10K/

Public: Assets $100 Million or More
Mean Amount Reported ($ Million)

| IRC162Cited | IRC162NotCited | Difference

Worldwide financial net income 948 488 460
(Foreign nonincludible income) -380 -497 117
(US nonincludible income) -54 -28 -26
Other includible income -1 1 -2
Adjustments to eliminations -75 354 -429
Other adjustments 565 60 505
Book net income includible corp. 1,004 385 619
Pretax net income—book 1,244 475 769
Tax net income 1,154 421 734
Total BTD difference -90 -55 -35
Total asets—Schedule L 52,298 16,160 36,138
Assets—Financial statements 43,792 14,960 28,832
Assets—Foreign nonincludible 8,060 7,492 568
Assets—US nonincludible 1,033 591 442
Assets—Other includible 51 128 -78
Percentage of Adjusted Total Income Book
IRC 162 Cited IRC 162 Not Cited Difference
Worldwide financial net income 13.88% 19.22% -5.34%
(Foreign nonincludible income) -5.57% -19.58% 14.01%
(U.S. nonincludible income) -0.79% -1.10% 0.31%
Other includible income -0.01% 0.05% -0.05%
Adjustments to eliminations -1.10% 13.94% -15.04%
Other adjustments 8.27% 2.37% 5.91%
Book net income includible corp. 14.70% 15.16% -0.46%
Pretax net income—book 18.21% 18.71% -0.50%
Tax net income 16.89% 16.55% 0.34%
Total BTD difference -1.32% -2.16% 0.84%
Number of returns 164 1,012 1,176
Share of returns 13.9% 86.1% 100.0%

Table 6B shows that Schedule UTP filers in 2012 having SEC 10K/Public financial statements and $100
million or more in assets, and citing IRC section 162 report:

o less worldwide income scaled as a percentage of adjusted total income than similar filers not citing IRC
section 162 (13.88 percent compared to 19.22 percent);

o less scaled foreign nonincludible income (-5.57 percent versus -19.58 percent);

o less scaled book income (14.70 percent versus 15.16 percent);

o less scaled pretax book income (18.21 percent versus 18.71 percent);

o more scaled tax net income (16.89 percent versus 16.55 percent); and

o less negative scaled BTD (-1.32 percent versus -2.16 percent).
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If the BTD is scaled by pretax book income, the filers citing IRC section 162 reduce pretax book income
by -7.25 percent to determine tax net income compared to a reduction of -11.55 percent by nonciters (see Table
6A, last row, last column, in each panel).

Figure 6A compares Schedule M-3 data as percentages of adjusted total income for 2011 and 2012 Schedule
UTP filers, with SEC 10K/Public financial statements and $100 million or more in assets, citing or not citing
IRC section 162, for seven key items: worldwide financial income (Part I, line 4); foreign nonincludible income
(Part I, line 5); adjustments to eliminations (Part I, line 8); other adjustments (Part I, line 10); book income
(Part I, line 11); pretax book income; and tax net income. With the exception of worldwide income for 2011,
other adjustments for 2012, book income for 2011, pretax book income for 2011, and tax net income for 2011
and 2012, for both years, filers citing IRC section 162 report smaller scaled amounts for the seven items than
nonciters.

Figure 6B uses pretax book income for scaling 2011 and 2012 BTD, temporary, permanent, and total, for
Schedule UTP filers, with SEC 10K/Public financial statements and $100 million or more in assets, citing or
not citing IRC section 162. In 2011 and 2012, citers have more negative temporary BTD than nonciters, and
have positive permanent BTD compared to negative permanent BTD for nonciters. In aggregate, citers of IRC
section 162 have less negative total BTD than nonciters in both 2011 and 2012. Stated differently, the otherwise
similar nonciters use negative total BTD to reduce tax net income more than the citers.

In developing filters and quantitative models for return selection it is useful to identify data items that are
effective in separating or distinguishing between otherwise similar groups of returns that, in fact, have dif-
ferent underlying characteristics of interest. These separating or distinguishing data items may, for example,
be data items with extreme absolute differences in the average values of the data items for the groups to be
separated. The final quantitative models may take many different forms in using the identified data items with
extreme absolute differences. The models would generally operate at the microdata level and generally use
both the sign and amount of the data items.

FIGURE 6A. 2011-2012 U.S. Corporation Key M-3 Data as Percentage of Adjusted Total Book
Income for SEC/10K Public Financial Statements by IRC Section 162
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FIGURE 6B. 2011-2012 U.S. Corporation M-3: BTD as Percentage of Pretax Book Income for
SEC/10K Public Financial Statements by IRC Section 162
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FIGURE 6C. 2011-2012 U.S. Corporation M-3: 2-Year Average Total BTD as Percentage of
Adjusted Total Book Income for Top 6 Lines—UTP Filers Citing/Not Citing IRC Section 162
(SEC/M10K Public Financial Statements)
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Figure 6C reports total BTD for six specific Schedule M-3 lines for Schedule UTP filers, with SEC 10K/
Public financial statements and $100 million or more in assets, citing or not citing IRC section 162.>* The total
BTD for each of the six lines are expressed as a percentage of adjusted total income and averaged for 2011 and
2012. The lines are the top (that is, the most extreme) six lines on Schedule M-3, Parts IT and III, in terms of the
absolute value of the difference in 2-year-average scaled BTD between citers and nonciters.” The percentages
for each of these lines are provided below.

Schedule M-3 Lines Featured in Figure 6C ‘ Citers ‘ Nonciters | Difference
Partll, line 5:  Exclusion in tax income of previously taxed foreign distributions -0.46% -1.27% 0.81%
Part Il, line 6: Exclusion from tax income of U.S. equity method income -0.36% -2.25% 1.89%
Part 11, line 25:  Adjustment to other income with difference in tax income 0.48% -0.77% 1.25%

Adjustment to amortization/impairment of goodwill expense/deduction

Part Ill, line 26: . ) -0.02% 0.69% -0.72%
in tax income

Part lll, line 31: Adjustment to depreciation expense/deduction in tax income -2.96% -1.09% -1.86%

Part Ill, line 37: Adjustment to other expense/deduction with difference in tax income -1.87% -0.53% -1.34%

5. IRC Section 199 Citers

Schedule UTP filers are required to list one to three applicable IRC sections for each listed UTP concise de-
scription. Schedule UTP, Part I, tabulates the IRC information for each current year UTP concise description
listed in Schedule UTP, Part III. SOI tabulates the first 10 rows of data on Schedule UTP, Part I. The five IRC
sections appearing most frequently in the SOI file for Tax Years 2011 and 2012 are: 482 (transfer pricing); 41
(research credit); 162 (trade or business expense); 199 (domestic production activities deduction); and 263
(capitalized costs). In 2012, seventy-two percent of such filers cited at least one of the five IRC sections. We
categorize Schedule UTP filers as citing or not citing a specific IRC section. In this part of our study we focus
on data describing Schedule UTP filers, with SEC 10K/Public financial statements and $100 million or more in
assets, citing or not citing IRC section 199.%

Tables 7A and 7B and Figures 7A and 7B present 2012 data describing characteristics of Schedule UTP fil-
ers, with SEC 10K/Public financial statements and $100 million or more in assets, citing or not citing IRC sec-
tion 199. Figures 7A and 7B include 2011 data for comparison. Figure 7C presents 2011 and 2012 average data.

Schedule UTP filers citing IRC section 199 are, with the exception of total assets, generally larger than
nonciters when study is restricted to the 1,176 Schedule UTP filers in 2012 with SEC 10K/Public financial
statements and $100 million or more in assets. The mean asset size as reported on the Form 1120, Schedule
L, by such Schedule UTP filers is $17,347 million for the 130 filers citing IRC section 199 and $21,679 million
for the 1,046 filers not citing IRC section 199 (see Table 7B). The mean worldwide financial net income of the
citers (reported on Schedule M-3, Part I, line 4) is $1,483 million compared to $437 million for the nonciters.
The mean foreign nonincludible income of citers (reported on Schedule M-3, Part I, line 5) is -$1,267 million
(shown as negative since the income is removed in calculating book income) compared to -$383 million for
nonfilers. After the required Schedule M-3, Part I, adjustments, the mean book income for citers (reported on
Schedule M-3, Part I, line 11) is $764 million compared to $435 million for the nonciters. Adding back U.S.
Federal tax expense, mean pretax book income is $1,140 million for the citers compared to $513 million for the

5 The six lines are selected from and represent approximately 10 percent of the 68 specified and other-with-difference lines on Schedule M-3, Parts I and III. See
the discussion and footnotes for Figure 3C.

*  For the current study, we exclude interest income (Part II, line 13) and interest expense (Part IIL, line 8) as key lines because of a data anomaly in the 2011 and
2012 data. See the discussion and footnotes for Figure 3C.

% We focus on Schedule UTP filers with SEC 10K/Public financial statements and $100 million or more in assets because of the size and economic importance of
such corporations and because of the comparatively low number of Schedule UTP filers with assets of less than $100 million or with assets of $100 million or more
but with Audited (but not SEC 10K/Public) or Unaudited financial statements.
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nonciters. Citers introduce mean BTD of -$113 million to adjust pretax book to mean tax net income (reported
on Schedule M-3, Part II, line 30, column D, and on Form 1120, page 1, line 28) of $1,027 million compared
to nonciters that introduce mean BTD of -$53 million to adjust pretax book to mean tax net income of $460
million.”

We scaled our initial aggregate dollar data by the adjusted-total-income measure we developed for our
Mini M-3 analysis to make data for filers that cite or do not cite a specific IRC section more comparable. We
used the adjusted-total-income book amount as a common-size scaling factor and compared percentages of
adjusted-total-income book to remove or minimize the impact of differences in the size of corporations from
our analysis. In addition, for the purposes of comparing the Schedule M-3 characteristics of Schedule UTP fil-
ers that cite or do not cite a specific IRC section, total pretax income BTD is expressed as a percentage of total
pretax book income (see Tables 7A and 7B).

Table 7B shows that Schedule UTP filers in 2012 having SEC 10K/Public financial statements and $100
million or more in assets, and citing IRC section 199 report:

o more worldwide income scaled as a percentage of adjusted total income than similar filers not citing
IRC section 199 (27.80 percent compared to 15.24 percent);

» more scaled foreign nonincludible income (-23.75 percent versus -13.37 percent);
o less scaled book income (14.31 percent versus 15.19 percent);

« more scaled pretax book income (21.37 percent versus 17.91 percent);

« more scaled tax net income (19.25 percent versus 16.05 percent); and

» more negative scaled BTD (-2.12 percent versus -1.86 percent).

If the BTD is scaled by pretax book income, the filers citing IRC section 199 reduce pretax book income by
-9.90 percent to determine tax net income compared to a reduction of -10.37 percent by nonciters (see Table
7A, last row, last column, in each panel).

Figure 7A compares Schedule M-3 data as percentages of adjusted total income for 2011 and 2012 Schedule
UTP filers, with SEC 10K/Public financial statements and $100 million or more in assets, citing or not citing
IRC section 199, for seven key items: worldwide financial income (Part I, line 4); foreign nonincludible income
(Part I, line 5); adjustments to eliminations (Part I, line 8); other adjustments (Part I, line 10); book income
(Part I, line 11); pretax book income; and tax net income. With the exception of adjustments to eliminations
for 2011 and 2012 and book income for 2012, for both years, filers citing IRC section 199 report larger scaled
amounts for the seven items than nonciters.

Figure 7B uses pretax book income for scaling 2011 and 2012 BTD, temporary, permanent, and total, for
Schedule UTP filers, with SEC 10K/Public financial statements and $100 million or more in assets, citing or
not citing IRC section 199. In 2011, citers have less negative temporary BTD than nonciters, in 2012 citers have
more negative temporary BTD than nonciters, and in both 2011 and 2012 citers have positive permanent BTD
compared to negative permanent BTD for nonciters. In aggregate, citers of IRC section 199 have less negative
total BTD than nonciters in both 2011 and 2012. Stated differently, the otherwise similar nonciters use negative
total BTD to reduce tax net income more than the citers.

7 Negative total BTD adjustments added to pretax book income result in tax net income that is lower than pretax book income.
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TABLE 7B. 2012 U.S. Corporation 1120 Schedule M-3: M-3, Part I—IRC 199 Cited: SEC 10K/
Public: Assets $100 Million or More

Mean Amount Reported ($ Million)

IRC 199 Cited IRC 199 Not Cited Difference
Worldwide financial net income 1,483 437 1,046
(Foreign nonincludible income) -1,267 -383 -884
(U.S. nonincludible income) -56 -29 -28
Other includible income -3 1 -5
Adjustments to eliminations 336 289 47
Other adjustments 273 113 160
Book net income includible corp. 764 435 328
Pretax net income—book 1,140 513 627
Tax net income 1,027 460 567
Total BTD difference -113 -53 -60
Total assets—Schedule L 17,347 21,679 -4,332
Assets—Financial statements 16,991 19,228 -2,237
Assets—Foreign nonincludible 8,147 7,500 648
Assets—U.S. nonincludible 727 643 83
Assets—Other includible 32 128 -97

Percentage of Adjusted Total Income Book

Number of returns

130

1,046

IRC 199 Cited IRC 199 Not Cited Difference
Worldwide financial net income 27.80% 15.24% 12.55%
(Foreign nonincludible income) -23.75% -13.37% -10.38%
(U.S. nonincludible income) -1.05% -1.00% -0.06%
Other includible income -0.06% 0.05% -0.11%
Adjustments to eliminations 6.30% 10.09% -3.79%
Other adjustments 5.12% 3.94% 1.19%
Book net income includible corp. 14.31% 15.19% -0.87%
Pretax net income—book 21.37% 17.91% 3.46%
Tax net income 19.25% 16.05% 3.20%
Total BTD difference -2.12% -1.86% -0.26%

1,176

Share of returns

11.1%

88.9%

100.0%

In developing filters and quantitative models for return selection it is useful to identify data items that are

effective in separating or distinguishing between otherwise similar groups of returns that, in fact, have dif-
ferent underlying characteristics of interest. These separating or distinguishing data items may, for example,
be data items with extreme absolute differences in the average values of the data items for the groups to be
separated. The final quantitative models may take many different forms in using the identified data items with
extreme absolute differences. The models would generally operate at the microdata level and generally use
both the sign and amount of the data items.

Figure 7C reports total BTD for six specific Schedule M-3 lines for Schedule UTP filers, with SEC 10K/
Public financial statements and $100 million or more in assets, citing or not citing IRC section 199.% The total
BTD for each of the six lines are expressed as a percentage of adjusted total income and averaged for 2011 and

% The six lines are selected from and represent approximately 10 percent of the 68 specified and other-with-difference lines on Schedule M-3, Parts I and III. See
the discussion and footnotes for Figure 3C.
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FIGURE 7A. 2011-2012 U.S. Corporation Key M-3 Data as Percentage of Adjusted Total Book
Income for SEC/10K Public Financial Statements by IRC Section 199
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FIGURE 7B. 2011-2012 U.S. Corporation M-3: BTD as Percentage of Pretax Book Income for
SEC/10K Public Financial Statements by IRC Section 199
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FIGURE 7C. 2011-2012 U.S. Corporation M-3: 2-Year Average Total BTD as Percentage of
Adjusted Total Book Income for Top 6 Lines—UTP Filers Citing/Not Citing IRC Section 199
(SEC/M0K Public Financial Statements)
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Part Il, Line 6 Part ll, Line 9 Part Il, Line 17 Part I, Line 25 Part lll, Line 5 Part lll, Line 31
U.5. Equity U.5. Partnership COGS Other Income Foreign Depreciation
Method Income Income Tax

m Cited Section 199 m Did not cite Section 199 m Difference

2012. The lines are the top (that is, the most extreme) six lines on Schedule M-3, Parts Il and III, in terms of the
absolute value of the difference in 2-year-average scaled BTD between citers and nonciters.” The percentages
for each of these lines are provided below.

Schedule M-3 Lines Featured in Figure 7C ‘ Citers ‘ Nonciters ‘ Difference
Part I, line 6:  [Exclusion from tax income of U.S. equity method income -0.25% -2.05% 1.80%
Part II. line O: .AdJustm'ents t(? U.S. partnership income to include all Schedule K-1 0.59% 0.50% -1.09%
income in tax income
Part Il, line 17:  |Adjustments to COGS in tax income 1.65% -0.38% 2.03%
Part Il, line 25:  |Adjustment to other income with difference in tax income -2.86% 0.22% -3.08%
Part Ill, line 5:  |Adjustment to foreign income tax expense/deduction in tax income 1.47% 0.17% 1.31%
Part ll, line 31: |Adjustment to depreciation expense/deduction in tax income 0.09% -2.07% 217%

6. IRC Section 263 Citers

Schedule UTP filers are required to list one to three applicable IRC sections for each listed UTP concise de-
scription. Schedule UTP, Part I, tabulates the IRC information for each current year UTP concise description
listed in Schedule UTP, Part III. SOI tabulates the first 10 rows of data on Schedule UTP, Part I. The five IRC
sections appearing most frequently in the SOI file for Tax Years 2011 and 2012 are: 482 (transfer pricing); 41
(research credit); 162 (trade or business expense); 199 (domestic production activities deduction); and 263
(capitalized costs). In 2012, seventy-two percent of such filers cited at least one of the five IRC sections. We
categorize Schedule UTP filers as citing or not citing a specific IRC section. In this part of our study we focus

% For the current study, we exclude interest income (Part II, line 13) and interest expense (Part III, line 8) as key lines because of a data anomaly in the 2011 and
2012 data. See the discussion and footnotes for Figure 3C.
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on data describing Schedule UTP filers, with SEC 10K/Public financial statements and $100 million or more in
assets, citing or not citing IRC section 263.

Tables 8A and 8B and Figures 8A and 8B present 2012 data describing characteristics of Schedule UTP fil-
ers, with SEC 10K/Public financial statements and $100 million or more in assets, citing or not citing IRC sec-
tion 263. Figures 8A and 8B include 2011 data for comparison. Figure 8C presents 2011 and 2012 average data.

Schedule UTP filers citing IRC section 263 are generally larger than nonciters when study is restricted to
the 1,176 Schedule UTP filers in 2012 with SEC 10K/Public financial statements and $100 million or more in
assets. The mean asset size as reported on the Form 1120, Schedule L, by such Schedule UTP filers is $25,325
million for the 91 filers citing IRC section 263 and $20,854 million for the 1,085 filers not citing IRC section 263
(see Table 8B). The mean worldwide financial net income of the citers (reported on Schedule M-3, Part I, line
4) is $1,004 million compared to $515 million for the nonciters. The mean foreign nonincludible income of cit-
ers (reported on Schedule M-3, Part I, line 5) is -$703 million (shown as negative since the income is removed
in calculating book income) compared to -$463 million for nonfilers. After the required Schedule M-3, Part
I, adjustments, the mean book income for citers (reported on Schedule M-3, Part I, line 11) is $1,384 million
compared to $395 million for the nonciters. Adding back U.S. Federal tax expense, mean pretax book income
is $1,615 million for the citers compared to $496 million for the nonciters. Citers introduce mean BTD of -$258
million to adjust pretax book to mean tax net income (reported on Schedule M-3, Part II, line 30, column D,
and on Form 1120, page 1, line 28) of $1,357 million compared to nonciters that introduce mean BTD of -$43
million to adjust pretax book to mean tax net income of $453 million.*

We scale our initial aggregate dollar data by the adjusted-total-income measure we develop for our Mini
M-3 analysis to make data for filers that cite or do not cite a specific IRC section more comparable. We used the
adjusted-total-income book amount as a common-size scaling factor and compare percentages of adjusted-
total-income book to remove or minimize the impact of differences in the size of corporations from our analy-
sis. In addition, for the purposes of comparing the Schedule M-3 characteristics of Schedule UTP filers that
cite or do not cite a specific IRC section, total pretax income BTD is expressed as a percentage of total pretax
book income (see Tables 8A and 8B).

Table 8B shows that Schedule UTP filers in 2012 having SEC 10K/Public financial statements and $100
million or more in assets, and citing IRC section 263 report:

o less worldwide income scaled as a percentage of adjusted total income than similar filers not citing IRC
section 263 (15.44 percent compared to 18.01 percent);

o less scaled foreign nonincludible income (-10.80 percent versus -16.19 percent);
« more scaled book income (21.27 percent versus 13.83 percent);

« more scaled pretax book income (24.82 percent versus 17.36 percent);

« more scaled tax net income (20.85 percent versus 15.85 percent); and

» more negative scaled BTD (-3.97 percent versus -1.51 percent).

If the BTD is scaled by pretax book income, the filers citing IRC section 263 reduce pretax book income
by -15.99 percent to determine tax net income compared to a reduction of -8.71 percent by nonciters (see Table
8A, last row, last column, in each panel).

We focus on Schedule UTP filers with SEC 10K/Public financial statements and $100 million or more in assets because of the size and economic importance of
such corporations and because of the comparatively low number of Schedule UTP filers with assets of less than $100 million or with assets of $100 million or more
but with Audited (but not SEC 10K/Public) or Unaudited financial statements.

a

Negative total BTD adjustments added to pretax book income result in tax net income that is lower than pretax book income.
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TABLE 8B. 2012 U.S. Corporation 1120 Schedule M-3: M-3, Part I—IRC 263 Cited: SEC 10K/

Public: Assets $100 Million or More

Mean Amount Reported ($ Million)

IRC 263 Cited IRC 263 Not Cited Difference
Worldwide financial net income 1,004 515 490
(Foreign nonincludible income) -703 -463 -240
(U.S. nonincludible income) -35 -31 -4
Other includible income 3 1 3
Adjustments to eliminations -25 321 -346
Other adjustments 1,137 46 1,091
Book net income includible corp. 1,384 395 989
Pretax net income—book 1,615 496 1,119
Tax net income 1,357 453 904
Total BTD difference -258 -43 -215
Total assets—Schedule L 25,325 20,854 4,471
Assets—Financial statements 25,864 18,403 7,461
Assets—Foreign nonincludible 3,816 7,886 -4,070
Assets—U.S. nonincludible 722 647 75
Assets—Other includible 345 98 247

Percentage of Adjusted Total Income Book

Number of returns

IRC 263 Cited IRC 263 Not Cited Difference
Worldwide financial net income 15.44% 18.01% -2.58%
(Foreign nonincludible income) -10.80% -16.19% 5.39%
(U.S. nonincludible income) -0.54% -1.10% 0.56%
Other includible income 0.05% 0.03% 0.03%
Adjustments to eliminations -0.38% 11.24% -11.62%
Other adjustments 17.47% 1.62% 15.86%
Book net income includible corp. 21.27% 13.83% 7.44%
Pretax net income—book 24.82% 17.36% 7.46%
Tax net income 20.85% 15.85% 5.01%
Total BTD difference -3.97% -1.51% -2.46%

1,176

Share of returns

100.0%

Figure 8A compares Schedule M-3 data as percentages of adjusted total income for 2011 and 2012 Schedule

UTP filers, with SEC 10K/Public financial statements and $100 million or more in assets, citing or not citing
IRC section 263, for seven key items: worldwide financial income (PartI, line 4); foreign nonincludible income
(Part I, line 5); adjustments to eliminations (Part I, line 8); other adjustments (Part I, line 10); book income
(Part I, line 11); pretax book income; and tax net income. With the exception of worldwide income for 2012,
foreign nonincludible income for 2011 and 2012, and adjustments to eliminations for 2011 and 2012, for both
years, filers citing IRC section 263 report larger scaled amounts for the seven items than nonciters.

Figure 8B uses pretax book income for scaling 2011 and 2012 BTD, temporary, permanent, and total, for
Schedule UTP filers, with SEC 10K/Public financial statements and $100 million or more in assets, citing or not
citing IRC section 263. In 2011 and 2012, citers have more negative temporary BTD than nonciters. In 2011 cit-
ers have positive permanent BTD and in 2012 less negative permanent BTD compared to negative permanent
BTD for nonciters in both years. In aggregate, citers of IRC section 263 have more negative total BTD than
nonciters in both 2011 and 2012. Stated differently, the otherwise similar nonciters use negative total BTD to
reduce tax net income less than the citers.
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FIGURE 8A. 2011-2012 U.S. Corporation Key M-3 Data as Percentage of Adjusted Total Book
Income for SEC/10K Public Financial Statements by IRC Section 263
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FIGURE 8B. 2011-2012 U.S. Corporation M-3: BTD as Percentage of Pretax Book Income for
SEC/10K Public Financial Statements by IRC Section 263
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FIGURE 8C. 2011-2012 U.S. Corporation M-3: 2-Year Average Total BTD as Percentage of
Adjusted Total Book Income for Top 6 Lines—UTP Filers Citing/Not Citing IRC Section 263
(SEC/M0K Public Financial Statements)
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In developing filters and quantitative models for return selection it is useful to identify data items that are
effective in separating or distinguishing between otherwise similar groups of returns that, in fact, have dif-
ferent underlying characteristics of interest. These separating or distinguishing data items may, for example,
be data items with extreme absolute differences in the average values of the data items for the groups to be
separated. The final quantitative models may take many different forms in using the identified data items with
extreme absolute differences. The models would generally operate at the microdata level and generally use
both the sign and amount of the data items.

Figure 8C reports total BTD for six specific Schedule M-3 lines for Schedule UTP filers, with SEC 10K/
Public financial statements and $100 million or more in assets, citing or not citing IRC section 263.%* The total
BTD for each of the six lines are expressed as a percentage of adjusted total income and averaged for 2011 and
2012. The lines are the top (that is, the most extreme) six lines on Schedule M-3, Parts IT and III, in terms of the
absolute value of the difference in 2-year-average scaled BTD between citers and nonciters.*® The percentages
for each of these lines are provided below.

Schedule M-3 Lines Featured in Figure 8C ‘ Citers ‘ Nonciters | Difference

Partll, line 6:  Exclusion from tax income of U.S. equity method income -0.86% -1.83% 0.97%

Part I, line 7: Adjustments to U.S. dividends, not eliminated in consolidation, in tax -0.85% 0.04% -0.89%
income

Part I, line 9: Adjustmgnts tc_) U.S. partnership income to include all Schedule K-1 -0.84% 0.47% 1.31%
income in tax income

Part Ill, line 31: Adjustment to depreciation expense/deduction in tax income -3.62% -1.33% -2.29%

Part Ill, line 32: Adjustments to bad debt expense/deduction recognition in tax income | 0.34% -0.76% 1.09%

Part 1l, line 37: Adjustment to other expense/deduction with difference in tax income -2.82% -0.62% -2.21%

2 The six lines are selected from and represent approximately 10 percent of the 68 specified and other-with-difference lines on Schedule M-3, Parts II and III. See
the discussion and footnotes for Figure 3C.

& For the current study, we exclude interest income (Part II, line 13) and interest expense (Part III, line 8) as key lines because of a data anomaly in the 2011 and
2012 data. See the discussion and footnotes for Figure 3C.
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Part IV. Summary and Conclusions

The study compares 2011-2012 Schedule M-3 and Form 1120 tax return data profiles for Schedule UTP filers
and nonfilers. For Schedule UTP filers with SEC 10K/Public financial statements and $100 million or more in
assets, the study further compares Schedule M-3 profiles of corporations that cite or do not cite on Schedule
UTP any of the five most commonly cited IRC sections: 482 (transfer pricing); 41 (research credit); 162 (trade
or business expense); 199 (domestic production activities deduction); and 263 (capitalized costs). In 2012,
seventy-two percent of such filers cited at least one of the five IRC sections.

In developing filters and quantitative models for return selection it is useful to identify data items that are
effective in separating or distinguishing between otherwise similar groups of returns that, in fact, have dif-
ferent underlying characteristics of interest. These separating or distinguishing data items may, for example,
be data items with extreme absolute differences in the average values of the data items for the groups to be
separated. The final quantitative models may take many different forms in using the identified data items with
extreme absolute differences. The models would generally operate at the microdata level and generally use
both the sign and amount of the data items.

The authors conclude that Schedule UTP filers and nonfilers and Schedule UTP filers that cite frequently
cited IRC sections have Schedule M-3 data profiles that are sufficiently different that Schedule M-3 quantitative
models could be developed to detect on Schedule UTP nonfiler returns the underlying issues related to the
IRC sections cited by Schedule UTP filers. The authors believe such models may assist LB&I return selection.
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