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This report presents the results of our evaluation of Internal Revenue Service (IRS) plans,
activities, and programs to administrate the tax laws for corporate net operating losses (NOL)
and NOL carryovers. This evaluation was performed because of the increasing percentage of
corporation returns filed reporting NOLs and the potential impact of those NOLs as
carryforwards on future Federal corporation tax revenues. This evaluation was included in our
Treasury Inspector General for Tax Administration Office of Inspections and Evaluations Fiscal
Year 2015 Program Plan. This review addresses the major management challenge of Tax

Compliance Initiatives.

Synopsis

Corporate NOLs occur when a C corporation’s' allowable tax deductions exceed its gross
income for the year. The Great Recession® caused corporate income tax receipts to drop from a

! When a business incorporates, it is a C corporation for tax purposes. The IRS treats the C corporation as a separate
entity from its owners for income tax purposes.

% The Great Recession was the longest post World War 11 economic downturn lasting from December 2007 to

June 2009 corresponding to Tax and Fiscal Years 2008 and 2009 and tax returns filed in Processing Years 2009 and

2010.
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historic high of $395.5 billion in Fiscal Year (FY)? 2007 to a low of $225.5 billion in FY 20009.
The corporate income tax returns filed during this period showed more than $722 billion in
NOLs. Going forward, in Processing Year (PY)* 2012, corporate income tax returns showed that
there were more than $1.96 trillion in NOL carryforwards available to be offset against future
income tax.

The IRS has two significant responsibilities in administrating NOLs in accordance with
established tax policies. First, the IRS receives the claims for NOL carrybacks and must
expedite their processing to ensure that refunds are timely issued to avoid paying unnecessary
interest. Second, the IRS has processes and procedures to determine the validity of loss claims
and to ensure that NOL carryforwards are taken in accordance with legal guidelines.

Between PY 2007 and PY 2010, the number of carryback claims increased from 54,618 to
114,233 before declining to 44,308 in PY 2012.> Respectively, the amount of corporate
carryback claims increased from nearly $7.8 billion to $68.5 billion before declining to

$10 billion. The interest paid on corporate carrybacks rose from $10 million to a peak of

$47 million in PY 2009 before declining to $4.4 million in PY 2012. It should be noted that the
interest paid was reduced by 50 percent between PY 2009 and PY 2010. Therefore, the IRS
became more efficient in reducing the percentage of interest paid during the period of increasing
carryback return volumes.

In tax administration, the examination of income tax returns is an important tool to encourage
voluntary compliance. Several factors were considered in determining the effectiveness of the
examination program to mitigate the risks of potentially aggressive NOL positions. First, from a
revenue perspective, an analysis of examination data showed that tax return examinations in
which an NOL is present yields significantly less revenue than non-NOL returns. For example,
in FY 2013, corporate return examinations in which an NOL was not present yielded nearly
$691,833 per return in recommended assessments compared to only $128,802 per return when an
NOL was present.

Second, in the four-year period (FYs 2010 to 2013) reviewed, the overall corporate examination
coverage rate hovered around 1.5 percent. During this same period, examination coverage rates
of corporate NOLs moved from a low of 0.55 percent in FY 2010 to 0.83 percent in FY 2013.
Despite this increase, the NOL coverage rate is still significantly less than the non-NOL
coverage rate of more than 1.9 percent. Consequently, an NOL return was considerably less
likely to be selected for examination than a non-NOL return. However, from a risk mitigation

® A fiscal year is any yearly accounting period, regardless of its relationship to a calendar year. The Federal
Government’s fiscal year begins on October 1 and ends on September 30.

* The calendar year in which the tax return or document is processed by the IRS.

® Readers should keep in mind that returns processed in one year are returns reporting transactions for the prior tax
year. For example, returns processed in PY 2010 were primarily Tax Year 2009 returns reporting transactions that
took place in 2009 at the height of the Great Recession.
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viewpoint, in PY 2010, 326 Coordinated Industry Case (CIC) program® NOL corporate returns
were filed, accounting for $354 billion (49.07 percent) of the $722 billion in corporate NOLs
filed. Subsequently, in FY 2011, the IRS’s CIC program examined 77 known NOL returns of
these 326 corporate NOL returns for an examination coverage rate’ of about 23.6 percent. The
77 CIC corporation NOL returns examined represented only 1.58 percent of known corporation
NOL returns examined, but accounted for $423 million (62.4 percent) out of the $678 million of
the recommended assessments. Therefore, the IRS examined a substantial portion of the NOL
dollar amounts.

Finally to mitigate compliance risks, the U.S. tax system contains several disclosure and
anti-abuse provisions to deter aggressive NOL transactions. The disclosures are required from
the largest corporations with the most substantial NOL dollar losses. In addition, these
corporations are under constant scrutiny and are subject to examination. The very largest
corporations are examined on a constant basis.

In an ancillary issue, the IRS could provide additional disclosure to Federal financial statements
by adding a note regarding the corporate NOL carryforward amounts’ effect on Government tax
revenues. Our estimate is that the $1.96 trillion in carryforwards reported in PY 2012 have a net
present value that ranges from about $371 billion to $414 billion® in tax. However, this
information is not readily available in Government information sources and is material to future
tax revenues.

Recommendation

The Treasury Inspector General for Tax Administration recommended that the Chief Financial
Officer should include a note in other accompanying unaudited information to the IRS financial
statements listing the amount, net present value, and description of the corporate NOL
carryforward amounts’ impact on future tax revenues.

Response

The IRS disagreed with our recommendation citing the disclosure is not required by existing
Federal accounting standards; it is unclear the value of reporting the impact of the NOL
carryforward as a separate element affecting revenue collections in the financial statements; and

® The CIC program is the IRS examination program that continually examines the largest corporations using a team
approach. The number of taxpayers participating in the program ranged from 989 to 788 from 2008 to 2013,
respectively.

" The examination coverage rate is derived by dividing the number of returns examined by the total number of tax
returns filed in the previous year.

& See Appendix IV.
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the benefits of deriving a meaningful calculation would be outweighed by the burden of doing
s0. Management’s response to the draft report is included as Appendix XVI.

Office of Inspections and Evaluations Comment: The Treasury Inspector General for
Tax Administration agrees that NOL disclosures are not required; however, we continue to
believe that due to the material impact of NOL carryforwards on future corporate tax revenue,
disclosure is warranted. The Treasury Inspector General for Tax Administration concurs with
the IRS that any calculation of the effect of corporate NOL carryforwards will be based on
estimates and assumptions. Similarly, the IRS Tax Gap® estimate presented in the financial
statements also employs estimates and assumptions. Therefore, we are uncertain why there
would be a reluctance to use estimates and assumptions in one circumstance and not in another
where the amount is also material to future revenue. In addition, although the Government
Accountability Office performs certain limited procedures such as making inquiries to
management, it does not express an opinion or provide any assurances on the Tax Gap
information and would not be required to do so for any NOL carryover estimates.

If you have any questions, please contact me or Phil Shropshire, Director, Special Tax Matters.

° The Tax Gap is the estimated difference between the amount of tax that taxpayers should pay and the amount that
is paid voluntarily and on time.
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Background

A corporate net operating loss (NOL) occurs when a

C corporation’s* allowable tax deductions exceed its The purpose of the NOL
provisions 1s ...to ameliorate

gross incor_ne for_ the year. When_a re_fund of previously the unduly drastic

paid taxes is available, a corporation is generally consequences of taxing income
allowed under the Internal Revenue Code (I.R.C.) to strictly on an annual basis.
carryback an NOL two years prior to the year the NOL They were designed to permit a
is generated. The carryback results in a refund of taxpayer to set off its lean years

. . . . against its lush years, and to
income taxes previously paid. If the NOL is not strike something like an average

exhausted by the carryback, the remaining NOL can be taxable income computed over a
carried forward for up to 20 years. A corporation can period longer than one year.”
make an election to waive the carryback period and use
only the 20-year carryforward period.

The underlying objective of permitting a NOL carryover® is to allow a business to calculate
taxable profit by averaging its income - including negative income - over several years. The
purpose of the NOL provisions are summarized from the case Lisbon Shops, Inc. v. Koehler,
353 U.S. 382, 386 (1957).

...to ameliorate the unduly drastic consequences of taxing income strictly on an
annual basis. They were designed to permit a taxpayer to set off its lean years
against its lush years, and to strike something like an average taxable income
computed over a period longer than one year.*

Income averaging recognizes that start-up businesses often incur years of losses before
profitability and that many established businesses experience temporary losses in the course of
an economic downturn.

! When a business incorporates, it is a C corporation for tax purposes. The Internal Revenue Code treats the

C corporation as a separate entity from its owners for income tax purposes.

2 For a corporation to waive the carryback period, it must select the box on Schedule K, Other Information,

Form 1120, U.S. Corporation Income Tax Return. Consolidated tax return filers making the election must also
attach a statement to the original return, filed by the due date (including extensions) for the NOL year.

% If an NOL is more than the taxable income for the year to which it is carried (figured before deducting the NOL),
there may be an NOL carryover. Certain modifications to taxable income may be made to determine how much
NOL will be used up in that year and how much can be carried over to the next tax year. The carryover is the excess
of the NOL deduction over the modified taxable income for the carryback or carryforward year.

* Graetz, Michael J. and Deborah H. Schenk, Federal Income Taxation, Principles and Policies, Fourth Edition,
Foundation Press, 2002 (pg. 679).
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For a historical viewpoint, the NOL provision was first enacted at the close of World War I in
the Revenue Act of 1918.° The provision anticipated that businesses would have losses as the
war work ended and factories retooled for the return to a peacetime economy. The act
temporarily allowed for an NOL to be carried back one year and then forward one year. Over
the decades there have been several changes, including omitting the provision entirely in the
National Industrial Recovery Act of 1933° during the Great Depression. The NOL provision was
reenacted in 1939 as a two-year carryforward in the 1.R.C. of 1939 and a two-year carryback was
added to the provision in 1942. Further changes were made in the 1950s to extend the carryback
to three years. The carryover period was changed to five years in 1962. Then in the 1970s, the
carryover was again extended, this time to seven years. The Economic Recovery Tax Act of
19817 further increased the carryover period to 15 years. In the Taxpayer Relief Act of 1997,
the carryback was reduced to two years and the carryover period was increased to 20 years.
Various subsequent changes have been made to I.R.C. Section (8) 172, the NOL deduction rules,
including the types of losses covered and the carryover periods.

As designed, the NOL provisions provide two primary benefits. First, the NOL provision,
specifically the NOL carryback, allows businesses to make higher risk investments than
otherwise possible because the majority of the tax burden falls on higher risk investments.® In
essence, the Government acts as a partner with taxpayers when losses are allowed to be carried
back, sharing both the return of investment (tax revenue) and the risk of investment (revenue
loss). Because the Government can spread risk better than the private markets, NOL provisions
may encourage higher risk activities that can increase technological innovation and economic
efficiency.

Second, the NOL carryback provision may also provide a modest amount of economic stimulus
during a period of economic downturn.”® Businesses experiencing large current losses can carry
their losses back two years for a refund of taxes previously paid. In the two most recent
economic downturns, Congress temporarily extended the NOL carryback provision. For
instance, taxpayers were allowed to carryback Tax Years 2008 and 2009 NOLs for up to five
years. This extension enabled some businesses to recover more of their previously paid taxes.

®Pub. L. No. 65-254, Section 204 or 40 Stat. 1060. See also Federal Revenue Act of 1918, Complete Text with
Reference Notes, Tables and Index, National Bank of Commerce in New York, p. 12-13 (Feb. 1919).

® Pub. L. No. 73-67, 48 Stat. 195.

"Pub. L. No. 97-34, Section 207(a)(1), 95 Stat. 172.

8 pub. L. No. 105-34 Section 1082(a), 111 Stat. 788.

® Domar, Evsey D. and Richard A. Musgrave, Proportional Income Taxation and Risk-Taking, The Quarterly
Journal of Economics, Vol. 58 (May 1944).

19 The Congressional Budget Office has attempted to quantify the stimulative effect on the Nation’s gross domestic
product of extending the NOL carryback period. The Congressional Budget Office estimates that every $1.00 in
NOL carrybacks translates into a gross domestic product increase of between $0 and $0.40. In contrast, the
Congressional Budget Office estimates that every $1.00 increase in Federal Government purchases increases gross
domestic product by between $1.00 and $2.50, while a well-targeted temporary $1.00 reduction in individual taxes
increases gross domestic product by between $0.50 and $1.70.
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The refund could provide businesses that are unable to raise sufficient capital in the financial
markets with an additional financing source in order to continue operations.

To discourage the abuse of NOL provisions, there are several administrative and tax policy
backstops. These include administrative disclosure requirements; designation of abusive,
loss-generating transactions as reportable transactions; statutory and regulatory anti-abuse
provisions; and the corporate Alternative Minimum Tax (AMT).

For perspective, the treatment of operating losses is not exclusive to the Federal income tax
system of the United States. The tax codes of many industrialized countries and States within
the United States also contain NOL provisions. The NOL provisions can provide significant
challenges to a revenue system. For administration purposes, a loss carryback requires
reopening a taxpayer’s assessment or tax return for a prior tax period(s). Furthermore, for some
governments, the NOL carryback can create revenue challenges because the refunds are paid
from current year receipts. This is especially true during a general economic downturn when tax
revenues decline and demand for NOL carryback refunds increases. Figure 1 provides an
overview comparison of the NOL provisions from around the globe.

Figure 1: Country-by-Country Comparison of NOL Provisions

Country Loss Carryback Loss Carryforward Restrictions
Australia No Indefinite Change of ownership and
activity
Austria No Indefinite Change of ownership and
activity
Canada 3 years 20 years Change of ownership and
activity
Denmark No Indefinite Change of ownership and
other criteria
France 3 years Indefinite Change of activity
Germany 1 year Indefinite Change of ownership
Ireland 1 year Indefinite Change of ownership and
activity
Italy No 5 years Change of ownership and
activity, mergers
Mexico No 10 years Change of ownership and
activity, mergers
Netherlands 1 year 9 years Change of ownership and
activity
New Zealand No Indefinite Change of ownership
Norway No Indefinite Change of ownership
Spain No 15 years Change of ownership
Sweden No Indefinite Change of ownership
Switzerland No 7 years Change of ownership and
restart of activity
United Kingdom 1 year Indefinite (against profits of Change of ownership and
the same trade) activity
United States 2 years 20 years Change of ownership

Source: Organisation for Economic Cooperation and Development (OECD), Corporate Loss Utilization Through
Aggressive Tax Planning, August 2011.
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The Internal Revenue Service (IRS) has two significant responsibilities in administrating NOLs
in accordance with established tax policies. First, the IRS receives the claims for NOL
carrybacks and must expedite their processing to ensure that refunds are timely issued to avoid
unnecessarily paying interest. Second, the IRS needs to determine the validity of loss claims to
ensure that NOL carryforwards are used in accordance with legal guidelines.

This evaluation was performed at the IRS National Headquarters in Washington, D.C., in the
Large Business and International (LB&I) Division, the Small Business/Self-Employed (SB/SE)
Division, the Wage and Investment Division, and the Office of the Chief Financial Officer
during the period of August 2013 to May 2014. We conducted this evaluation in accordance
with the Council of the Inspectors General for Integrity and Efficiency Quality Standards for
Inspections. Detailed information on our objective, scope, and methodology is presented in
Appendix I. Major contributors to the report are listed in Appendix II.
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Results of Review

The Great Recession*! caused corporation income tax receipts to drop from a historic high of
$395.5 billion in Fiscal Year (FY)* 2007 to a low of $225.5 billion in FY 2009. The corporate
income tax returns filed for this period showed more than $722 billion in NOLs. Going forward,
in Processing Year (PY)* 2012, corporate income tax returns showed more than $1.96 trillion in
NOL carryforwards available to be offset against future income tax. From a tax administration
perspective, the IRS is charged with timely processing carryback refunds to avoid unnecessary
interest payments, and to ensure that corporate income tax returns with NOLs are compliant with
applicable tax laws.

The IRS processed the high volume of carryback claims* with efficiency and effectiveness. For
example, the number of carryback claims increased from 54,618 for nearly $7.8 billion in

PY 2007 to more than 114,233 for $68.5 billion in PY 2010. A 109 percent increase in the
number of claims and a nearly 778 percent increase in the amount of claims. The interest paid
on corporate carrybacks rose from $10.2 million in PY 2007 to $34.9 million in PY 2010, a

243 percent increase. However, the interest as a percentage of carryback amounts fell more than
50 percent during this period from 0.13 percent ($10.2 million/$7.8 billion) in PY 2007 to

0.05 percent ($34.9 million/$68.5 billion). Therefore, the IRS became more efficient in reducing
the percentage of interest paid during the period of increasing carryback return volumes.

To encourage voluntary compliance, the IRS requires the largest corporations®™ to include
additional disclosures with their income tax returns regarding transactions that could create
NOLs. These requirements, coupled with statutory anti-abuse provisions and continual
examinations of the largest corporations, help mitigate the risks associated with identifying
aggressive tax transactions that create losses.

In an ancillary issue, the IRS could provide additional disclosure to Federal financial statements
by adding a note regarding the corporate NOL carryforward amounts’ impact on Government tax
revenues. Our estimate is that the $1.96 trillion in carryforwards reported in PY 2012 have a net

1 The Great Recession was the longest post World War 11 economic downturn lasting from December 2007 to

June 2009 corresponding to Tax and Fiscal Years 2008 and 2009 and tax returns filed in Processing Years 2009 and
2010.

12 A yearly accounting period, regardless of its relationship to a calendar year. The Federal Government’s fiscal
year begins on October 1 and ends on September 30.

3 The calendar year in which the tax return or document is processed by the IRS.

1 All sources of corporate carrybacks are included in our statistics because NOLs cannot be separately identified
without examining the source documents. Carrybacks arise primarily from three sources: an NOL or a loss from
operations of a life insurance company; net capital losses; and unused general business credit.

1> Corporations with assets of $10 million or more.
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present value that ranges from about $371 billion to $414 billion* in tax. However, this
information is not readily available in Government information sources and is material to future
tax revenues.

The Rate and Dollar Amount of Net Operating Losses Peaked in
Processing Year 2010

The Great Recession officially began in December 2007. Corporate NOLs attributable to the
Great Recession peaked at $722.4 billion on Forms 1120 filed in PY 2010 (see Figure 2). Of the
1,991,336 corporate returns filed in PY 2010, 45.3 percent reported an NOL.

Figure 2: Corporate NOLs Reported
(PYs 2007 to 2012)
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Source: Treasury Inspector General for Tax Administration (TIGTA) analysis of the corporate Business Return
Transaction File (BRTF)Y for PYs 2007 to 2012.

To provide context, in PY 2007, 39.5 percent of 2,197,233 corporate returns® filed reported
NOLs of $225.5 billion. In contrast with PY 2007, PY 2010 showed a 14.7 percent increase

16 See Appendix IV.

" The BRTF is a computer file of the transcribed or transmitted line items on all business returns and their
accompanying schedules or forms.

18 Corporations filing Form 1120 have been in a long-term decline since the 1990s as businesses have moved to
other forms of entities such S corporations, partnerships, limited liability companies, limited liability partnerships,
and others. During the period of our study, PY 2007 to PY 2012 corporate filings declined from 2,197,233 to
1,909,303.
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((45.3 percent — 39.5 percent)/39.5 percent) in the rate of returns reporting NOLs and a

220 percent increase (($722.4 billion — $225.5 billion)/$225.5 billion) in the amount of NOLSs.
Then two years later in PY 2012, the rate of returns with NOLs declined to 42.6 percent out of
1,909,305 corporate returns filed, while the amount of NOLSs reported declined to $396.8 billion.
Therefore, return volume fell by 6 percent ((42.6 percent — 45.3 percent)/45.3 percent), while the
NOLs dollar amount fell by 45 percent (($396.8 billion - $722.4 billion)/$722.4 billion). It is
noteworthy that after the Great Recession, the percentage of returns with NOLs and the overall
amounts of NOLs remain at a higher level than prior to the Great Recession. These results have
an effect on tax administration through increased use of the IRS’s resources in processing
applications for NOL carryback refunds and on compliance activities related to NOL returns.

The Internal Revenue Service Processed the Increase in Corporate
Carryback Volume in Processing Year 2010 in an Efficient Manner

As previously stated, generally a corporation will carry an NOL back two years prior to the year
the NOL is generated to receive a refund of previously paid taxes. A corporation can elect to
waive the carryback period and use only the 20-year carryforward period. This can be beneficial
when the corporation did not pay taxes in the carryback period or the taxes paid in the carryback
period were previously refunded.”

A corporation carries the NOL back to the prior two years by filing Form 1139, Corporation
Application for Tentative Refund (see Appendix VI), or Form 1120X, Amended U.S. Corporation
Income Tax Return (see Appendix V). Generally, the corporation must file Form 1139 within

12 months of the end of the tax year® in which an NOL arose. The corporation must file its
income tax return for the tax year containing the NOL no later than the date it files the

Form 11309.

The IRS will process this application within 90 days of the later of:
e The date the corporation files the complete application, or

e The last day of the month that includes the due date (including extensions) for filing the
corporation’s income tax return for the year in which the loss or credit arose.

By law, an application for a tentative refund, Form 1139, is not treated as a claim for credit or
refund.” It may be disallowed if there are any material omissions or math errors that are not
corrected within the 90-day period. If the application is disallowed in whole or in part, no court

19 For a corporation to waive the carryback period, it must select the box on Schedule K, Form 1120. Consolidated
tax return filers making the election must also attach a statement to the original return, filed by the due date
(including extensions) for the NOL year.

0 The 12-month accounting period for keeping records on income and expenses used as the basis for calculating the
annual taxes due.

21| .R.C. § 6411(a) and Treas. Reg. § 1.6411-3(c).
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suit challenging the disallowance may be filed. But the corporation can file a regular claim,
Form 1120X, for credit or refund. Generally, the corporation must file an amended return within
three years after the date the return was due for the tax year in which an NOL arose.
Corporations must file Form 1120X instead of Form 1139 to carryback:

e A prior year foreign tax credit released due to an NOL, or

e A prior year general business credit released because of the release of the foreign tax
credit.

It should be noted that the processing procedures for an amended return, Form 1120X, and
Form 1139 are different. The IRS is not required to process an amended return within 90 days.
However, if the IRS does not process it within six months from the date a corporation files the
amended return, the corporation can file suit in court. If the IRS disallows a claim on an
amended return and the corporation disagrees with that determination, the corporation must file
suit no later than two years after the date the IRS disallows it.

Corporate NOL carrybacks received are processed by the Accounts Management unit.?? Within
the IRS, corporate NOL carrybacks filed on Form 1139 are referred to as tentative carryback
refunds and those filed on Form 1120X are referred to as restricted interest claims. The tax year
in which the loss occurred is the loss year, and the tax year the loss is applied, carryback, is the
gain year. Joint Committee Cases must be expedited to the Examination function due to interest
considerations, if the combined refund amount is $2 million or more.?

Generally, the IRS must pay interest if the carryback overpayment is not refunded within 45 days
of the later of:

e The due date of the loss year return;

e The received date of the delinquent loss year return;

e The date the loss year return is filed in processible form;
e The application or claim received date; or

e The application or claim processible date.

22 The Accounts Management unit is in the Wage and Investment Division. Internal Revenue Manual 21.5.9
Carrybacks — provides the detailed procedures for processing carrybacks. The Internal Revenue Manual is the IRS’s
primary official source of instructions to staff relating to the administration and operations of the IRS. It contains
the directions employees need to carry out their operational responsibilities.

23 ***-k*****-k*************************2**-k-k****-k-k****-k-k****-k-k*****-k********************

********************2**********************
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Between PY 2007 and PY 2010, the number of carryback claims increased from 54,618 to
114,233 before declining to 44,308 in PY 2012 (see Figure 3).* Respectively, the amount of
corporate carryback claims increased from nearly $7.8 billion to $68.4 billion before declining to
$10 billion. The interest paid on corporate carrybacks rose from $10 million to a peak of

$47 million in PY 2009 before declining to $4.4 million in PY 2012. It should be noted that the
percentage of interest paid was reduced by 50 percent between PY 2009 and PY 2010.
Therefore, the IRS became more efficient in reducing the percentage of interest paid during the
period of increasing carryback return volumes.

Figure 3 shows the IRS-reported corporate carryback refunds® and the corresponding interest
amounts paid in PY 2007 to 2012.

Figure 3: Corporate Carrybacks and Interest Due to Taxpayers
(PYs 2007 to 2012)

2007 2008 2009 2010 2011 \ 2012 |
Corporate Carrybacks Processed
Form 1139 43,619 47,631 86,959 99,859 55,564 34,528
Form 1120X 10,999 10,415 12,431 14,374 13,199 9,780
Total 54,618 58,046 99,390 114,233 68,763 44,308

Corporate Carryback Amounts Processed
Form 1139 $7,142,709,387 | $13,456,626,852 | $47,382,785,795 | $67,718,220,587 | $15,090,210,360 $9,406,444,556
Form 1120X 656,900,690 767,667,989 509,745,885 747,703,709 670,066,489 613,565,614

Total $7,799,610,077 | $14,224,294,841 | $47,892,531,680 | $68,465,924,296 | $15,760,276,849 | $10,020,010,170

Interest Paid on Corporate Carrybacks
Return Volume 7,742 10,814 29,360 37,629 18,285 8,386
Amount $10,195,431 $9,992,948 $47,449,131 $34,945,922 $5,324,541 $4,417,934
Interest As

Percentage of
Carryback 0.13% 0.07% 0.10% 0.05% 0.03% 0.04%
Amounts

Source: TIGTA analysis of the corporate Business Master File (BMF)® for PYs 2007 to 2012.

% Readers should keep in mind that returns processed in one year are returns reporting transactions for the prior tax
year. For example, returns processed in PY 2010 were primarily Tax Year 2009 returns reporting transactions that
took place in 2009 at the height of the Great Recession.

2 While NOLs comprise a large portion of corporate carrybacks, it should be remembered that corporate carrybacks
can also be composed of net capital losses and unused general business credits. The IRS Business Master File data
used in Figure 3 to illustrate IRS carryback results do not differentiate between the transactions’ sources.

% The BMF is the IRS database that consists of Federal tax-related transactions and accounts for businesses. These
include employment taxes, income taxes on businesses, and excise taxes.
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The Internal Revenue Service Encountered Significant Increases in
the Rate of Net Operating Loss Returns Received

In tax administration, the examination of income tax returns is an important tool to encourage
voluntary compliance. The IRS corporate examination program is managed in two separate
operating divisions. The SB/SE Division is responsible for corporations with assets $10 million
and below, and the LB&I Division is responsible for all corporations with assets exceeding

$10 million. The SB/SE Division examination program is responsible for approximately

98 percent? of corporate returns filed. On the other hand, the LB&I Division is responsible for
the examination program for approximately 88 percent® of the NOL dollar losses filed in

PY 2010.

To effectively administrate the NOL provisions, the IRS must identify the compliance risk
presented by NOL returns and identify methods to mitigate those risks. The Great Recession
created significantly more compliance risks because of the dramatic losses reported on corporate
income tax returns. An analysis of the corporate return filing information gives insight into the
changes in the NOL returns from PY 2007 through the Great Recession.

In PY 2007, prior to the effects of the Great Recession, all asset classes reported positive net
income (see Figure 4). Total net income reported that year was about $1.1 trillion while NOLs
totaled about $225 billion. Returns claiming an NOL were about 39.5 percent of the corporate
return population, versus 60.5 percent that did not claim an NOL.

27 Calculated from returns $10 million and below in assets equaling 2,149,197 divided by the total corporate return
population of 2,197,233 for PY 2007.

8 NOLs filed on returns more than $10 million in assets, $638.9 billion divided by the total corporate NOLs of
$722.4 billion for PY 2010.
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Figure 4. PY 2007 Income and NOLs Reported by Ending Assets

Returns
Filed

Returns Net Income/ With
Ending Assets Filed Loss Reported NOL NOL Amount

Less Than $250,000 1,575,282 $20,120,708,017 660,368 $-19,134,177,845
$250,000 to < $1 Million 364,646 771,961,537 127,636 -11,836,569,734
$1 Million to < $5 Million 179,083 494,899,705 56,344 -21,578,106,741
$5 Million to < $10 Million 30,186 332,171,328 9,722 -11,963,110,612
2149197  $21719,740587 854,070  $-64,511,964,932
$10 Million to < $50 Million 29,197 5,429,332,606 9,893 -31,013,296,519
$50 Million to < $100 Million 5,785 6,521,556,333 1,875 -13,394,839,820
$100 Million to < $250 Million 5,472 22,403,388,570 1,505 -15,388,873,516
$250 Million to < $500 Million 2,755 25,083,026,097 660 -13,627,250,962
$500 Million to < $1 Billion 1,887 41,099,649,623 422 -11,880,844,668
$1 Billion to < $5 Billion 2,044 160,935,970,669 426 -38,580,738,755
$5 Billion to < $20 Billion 612 213,395,430,232 97 -21,920,160,477
$20 Billion or More 284 597,722,357,899 27 -15,164,237,994
LB&I Division Subtotal 48,036 $1,072,590,712,029 14,905  $-160,970,242,711

Total 2,197,233  $1,094,310,452,616 868,975  $-225,482,207,643
Source: TIGTA analysis of the corporate BRTF for PY 2007.

By PY 2010, when the effect of the Great Recession was reported to the IRS on corporate
income tax returns, significant changes had occurred. Specifically, only two asset classes of
corporations showed positive net income that year (see Figure 5):

e $1 billion to less than $5 billion reported net income of $44 billion.
e  $20 billion or more reported net income of $330 billion.

All the remaining asset classes showed losses. The net income reported for PY 2010 was

$247 billion while the NOL amounts reported were nearly $722 billion. The volume of returns
with NOLs reached 45 percent while returns without NOLs were 55 percent of the corporate
population. Between PY 2007 and PY 2010, net income reported by corporations shrank

77 percent. Additionally, the NOL dollar percentage shifted between the SB/SE Division and the
LB&I Division dramatically between PY 2007 and PY 2010. In PY 2007, SB/SE Division
corporations accounted for about 29 percent of the $225 billion NOL dollars; whereas, in

PY 2010, SB/SE Division corporations accounted for only about 11.6 percent of the $722 billion
NOL dollars.
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Figure 5: PY 2010 Income and NOLs Reported by Ending Assets

Returns
Filed

Returns Net Income/ With
Ending Assets Filed Loss Reported NOL NOL Amount

Less Than $250,000 1,428,584  $-13,551,081,214 661,245 $-24,939,951,096
$250,000 to < $1 Million 327,537 -6,026,749,697 141,906 -14,943,278,837
$1 Million to < $5 Million 162,348 -13,441,439,576 67,028 -28,013,614,511
$5 Million to < $10 Million 27,215 -7,596,418,314 11,624 -15,627,484,830
1045684  $-40,615,688,801 881,803  $-83,524,329,274
$10 Million to < $50 Million 26,862 -19,557,766,773 12,362 -43,421,141,127
$50 Million to < $100 Million 5,750 -10,339,720,793 2,698 -24,397,630,759
$100 Million to < $250 Million 5,365 -5,743,290,709 2,339 -30,450,358,686
$250 Million to < $500 Million 2,761 -6,882,851,804 1,166 -32,210,613,669
$500 Million to < $1 Billion 1,863 -430,631,436 756 -35,640,459,290
$1 Billion to < $5 Billion 2,069 44,353,287,494 799 -82,138,182,844
$5 Billion to < $20 Billion 656 -43,758,790,207 236  -206,666,915,943
$20 Billion or More 326 330,239,849,719 102 -183,950,912,601
LB&I Division Subtotal 45,652  $287,880,085,491 20,458  $-638,876,214,919

Total 1,991,336  $247,264,396,690 902,261  $-722,400,544,193
Source: TIGTA analysis of the corporate BRTF for PY 2010.

In PY 2012, with the Great Recession over, corporate net income still had not recovered to its
pre-recession levels. Net income reported was still negative in the five lowest asset classes from
less than $250,000 to $50 million in corporate assets (see Figure 6). Overall, net income in

PY 2012 was nearly $675 billion, an increase from a low of $247 billion in PY 2010, but still
considerably below the pre-recession level of $1.1 trillion reported in PY 2007. NOLSs declined
to about $397 billion from $722 billion in PY 2010, but still exceeded the pre-recession level of
$225 billion in PY 2007. The percentage of corporate income tax returns with NOLs declined to
42.6 percent in PY 2012 from 45.3 percent in PY 2010, but again was still above the
pre-recession level of 39.5 percent.
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Figure 6: PY 2012 Income and NOLs Reported by Asset Class

Returns
Ending Assets Filed
Less Than $250,000 1,369,047
$250,000 to < $1 Million 308,706
$1 Million to < $5 Million 157,059
$5 Million to < $10 Million 27,041

Returns
Filed

Net Income/ With
Loss Reported N[e] NOL Amount
$-9,739,260,673 604,358  $-23,473,763,535
-2,844,381,348 122,436 -12,360,020,285
-6,551,506,342 57,781 -22,270,001,533
-4,978,619,538 10,293 -13,904,376,853

SB/SE Division Subtotal 1,861,853

$-24,113,767,901 794,868  $-72,008,162,206

$10 Million to < $50 Million 27,714
$50 Million to < $100 Million 5,978
$100 Million to < $250 Million 5,687
$250 Million to < $500 Million 2,947
$500 Million to < $1 Billion 1,948
$1Billion to < $5 Billion 2,161
$5 Billion to < $20 Billion 700
$20 Billion or More 317

-7,429,121,723 11,447 -34,560,067,158
162,242,295 2,566 -16,865,836,497
5,572,326,212 2,214 -23,122,992,076
6,684,306,965 1,119 -23,390,711,468

17,159,781,531 707 -22,396,997,379
83,793,932,701 704 -56,880,578,944
138,689,649,310 218 -65,462,543,601
454,446,357,314 67 -82,104,937,544

LB&I Division Subtotal 47,452

$699,079,474,605 19,042  $-324,784,664,667

Total 1,909,305

$674,965,706,704 813,910 $-396,792,826,873

Source: TIGTA analysis of the corporate BRTF for PY 2012.

Several risk management strategies need to be analyzed to determine whether the IRS effectively
mitigated the compliance risks associated with NOL returns. First, one measure of the IRS’s
overall examination program is the “examination coverage rate,” which is calculated by dividing
the number of returns examined by the total number of tax returns filed in the previous year.
Accordingly, the corporate examination coverage rate is determined by dividing the number of
corporate returns examined by the total number of corporate tax returns filed in the previous
year. (It follows that the examination coverage rate of returns with and without corporate NOLs

is calculated in the same manner.)

For clarity, the IRS has no special policy pertaining to the selection of NOL returns for
examination. NOL returns are selected under the same general examination policy as all other
returns. The IRS policy statement on the selection of returns for examination describes both the
purpose of tax return examinations and the concept of coverage:

The primary objective in selecting returns for examination is to promote the
highest degree of voluntary compliance on the part of taxpayers. This requires
the exercise of professional judgment in selecting sufficient returns of all classes
of returns in order to assure all taxpayers of equitable consideration, in utilizing
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available experience and statistics indicating the probability of substantial error,
and in making the most efficient use of examination staffing and other resources.”

In the four-year period (FYs 2010 to 2013) reviewed, the overall corporate examination coverage
rate hovered around 1.5 percent (see Figure 7).* More specifically, examination coverage rates
of corporate NOLs moved from a low of 0.55 percent in FY 2010 to 0.83 percent in FY 2013.
Despite this increase, the NOL coverage rate is still significantly less than the non-NOL
coverage rate of more than 1.9 percent.®® Consequently, an NOL return was considerably less
likely to be selected for examination than a non-NOL return.

Figure 7: Corporation Income Tax Examination Coverage
(FYs 2010 —-2013)
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1,800 T T T 0.00%
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Fiscal Year

Source: TIGTA estimate based on computer analysis of the Audit Information Management System (AIMS)* for
FYs 2010 to 2013 and the BRTF for PYs 2009 to 2012.

A more detailed approach is to analyze the coverage data by asset level for a single fiscal year.

In FY 2011, the overall coverage rate, NOL coverage rate, and non-NOL coverage rate, all
increased as the asset level of the corporate tax returns also increased (see Figure 8). These same
patterns were present for other years (FYs 2010 to 2012) in our analysis. The NOL coverage rate
starts at a low of 0.33 percent for corporate returns with assets less than $250,000 and peaks at

2% Internal Revenue Manual 1.2.13.1.10 P-4-21.

% See Appendix XV for a detailed explanation of how the FY 2011 corporation examination coverage rates were
estimated and calculated.

®! See Figure 8 for a detailed example of how the FY 2011 corporation coverage rates were calculated.

% The AIMS is the computer system used by IRS examination functions to control returns, input
assessments/adjustments to Master File, and provide management reports.
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38.24 percent for corporate returns with assets of $20 billion or more. The comparable non-NOL
coverage rates range from 1.06 percent to 174.55 percent,* again indicating that an NOL return
was considerably less likely to be selected for examination than a non-NOL return that reported a
profit.

Figure 8: FY 2011 Total, NOL, and Non-NOL
Corporate Examination Coverage Rate by Asset Class

Total NOL Non-NOL
Returns Returns Returns RE
Examined Filed Examined Filed

Ending Assets FY 2011 PY 2010  Coverage @ FY 2011  PY 2010 | Coverage Coverage

A B C D=BI/C E F G=E/F H = (B-E)/
(C-F)

Less Than $250,000 10,344 1,428,584 0.72% 2,195 661,245 0.33% 1.06%
$250,000 to < $1 Million 5,363 327,537 1.64% 626 141,906 0.44% 2.55%
$1 Million to < $5 Million 3,169 162,348 1.95% 426 67,028 0.64% 2.88%
$5 Million to < $10 Million 762 27,215 2.80% 187 11,624 1.61% 3.69%
SB/SE Division Subtotal 19,638 1,945,684 1.01% 3,434 881,803 0.39% 1.52%
$10 Million to < $50 Million 4,049 26,862 15.07% 707 12,362 5.72% 23.05%
$50 Million to < $100 Million 1,441 5,750 25.06% 482 2,698 17.87% 31.42%
$100 Million to < $250 Million 1,287 5,365 23.99% 431 2,339 18.43% 28.29%
$250 Million to < $500 Million 796 2,761 28.83% 233 1,166 19.98% 35.30%
$500 Million to < $1 Billion 681 1,863 36.55% 166 756 21.96% 46.52%
$1 Billion to < $5 Billion 1,191 2,069 57.56% 240 799 30.04% 74.88%
$5 Billion to < $20 Billion 570 656 86.89% 72 236 30.51% 118.57%
$20 Billion or More 430 326 131.90% 39 102 38.24% 174.55%
LB&I Division Subtotal 10,445 45,652 22.88% 2,370 20,458 11.58% 32.05%
Grand Total 30,083 1,991,336 1.51% 5,804 902,261 0.64% 2.23%

Source: TIGTA estimate based on computer analysis of the AIMS for FY 2011 and the BRTF for PY 2010.

An analysis of the filing and examination data for FY 2013 shows the composition of returns
with NOLs within that data (see Figure 9). One observation from the data is that the percentage
of corporate returns examined in which an NOL is present is considerably below the percentage
of the population of corporate returns filed claiming an NOL, 24.5 percent versus 42.6 percent.
Again, this same pattern exists for other years (FYs 2010 to 2012) in our analysis. This also
accounts for the lower coverage rate seen for corporation return examinations in which an NOL
is present.

* The coverage rate 174.55 percent results when return examinations from multiple years are closed and exceed the
returns filed for a single year.
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Figure 9: FY 2013 Corporate Examination Coverage of Returns With NOLs

Description
Returns
SEIIED
Returns Filed
(PY 2012)

Examination

Compared With Non-NOL Returns
Returns With

Returns

All Returns
27,518

Percentage
100%

NOLs
6,747

Percentage
24.5%

Without NOLs
20,771

Percentage
75.5%

1,909,305

100%

813,910

42.6%

1,095,395

57.4%

1.44%

0.83%

1.90%

Coverage
Rate

Source: TIGTA analysis of the AIMS for FY 2013 and the BRTF for PY 2012.

This apparent imbalance in coverage required further analysis. The issue to be analyzed was
whether the rate of the examination of NOL returns was commensurate with the compliance risk.
There are several possible measures to consider in determining whether the coverage rate is

sufficient for the compliance risk. These include the average revenue yield per return examined
and the no-change rate.

The second risk management strategy for analysis is from a revenue perspective. An analysis of
examination data showed tax return examinations where an NOL is present yield significantly
less revenue than non-NOL returns. For example, corporate return examinations in which an
NOL was not present yielded nearly $691,833 per return in recommended assessments in

FY 2013 compared to only $128,802 per return when an NOL was present (see Figure 10).

Figure 10: Corporate Income Tax Examination Dollars Per Return
(FYs 2010 — 2013)

$3,000,000
\
$2,500,000 \
$1,500,000 ——
$1,000,000
i — /
$500,000 — o
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2010 2011 2012 2013
Fiscal Years
e Returns with NOLs e Returns without NOLs == Jnable to Determine

Source: TIGTA analysis of the AIMS for FYs 2010 to 2013.
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Also, a factor to be considered is the no-change rate.* The corporation income tax return
examination no-change rate indicates similar results for NOL and non-NOL returns (see
Figure 11).

Figure 11: Corporate Income Tax Examination No-Change Rate
(FYs 2010 — 2013)
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Source: TIGTA analysis of the AIMS for FYs 2010 to 2013.

From a risk management approach, the lower examination coverage rate for NOL returns appears
appropriate. Examining a substantially larger number of returns with NOLs would result in a
slightly higher no-change rate and substantially less revenue. Figure 12 shows the examination
results of corporation income tax returns for FY 2013.

% It should be noted that corporation income tax return examinations in general have a high no-change rate. The
no-change rate is one indication that tax returns are in compliance. The higher the no-change rate, the higher the
level of compliance in the tax return class. The lower the no-change rate, the less compliance in the tax return class.
This is because the no-change rate recognizes when an examination takes place and the tax examiner either
determined the tax return was acceptable as filed or was unable to find any discrepancies and accepted it as filed.
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Figure 12: FY 2013 Actual Examination Results

Recommended

Description Returns Examined Assessments Dollars Per Return®

With NOLs 5,553 $715,235,797 $128,802

Without NOLs 17,250 11,934,116,397 691,833

Unable to Determine® 4,715 6,328,995,326 1,342,311

27,518 $18,978,347,520 $689,670
Source: TIGTA analysis of the AIMS for FY 2013.

For comparison, if the IRS maintained ratable coverage based on the presence of NOLs in the
return population, the revenue effect would have been substantial. If it is assumed that dollars
per return would remain the same,*” there would have been about $3.5 billion less in
recommended assessments (see Figure 13). More specifically, the number of return
examinations with NOLs would have increased by 6,170 ((27,518 x 42.6 percent) — 5,553) while
a corresponding number of return examinations without NOLs would have decreased. This
would have had the effect of reducing corporation recommended assessments by nearly

$3.5 billion (6,170 x ($128,802 gained on returns with NOLs - $691,833 lost on returns without
NOLSs)) in FY 2013.

Figure 13: FY 2013 Theoretical Results If Examinations
Mirrored Filing Population

Recommended

Description Returns Examined Dollars Per Return® Assessments
With NOLs $128,802 $1,509,942,212
Without NOLs 11,080 $691,833 7,665,507,756
Unknown 4,715 $1,342,311 6,328,995,326

Total 27,518 $15,504,445,294
Less: Actual 18,978,347,520

Lost Revenue ($3,473,902,226)

Source: TIGTA computation based on analysis of the AIMS for FY 2013 and the BRTF for PY 2012 assuming ratable
coverage based on the presence of NOLs in the return population and return productivity remaining constant.

% Amounts rounded to nearest dollar for display purposes.

% The 4,715 return examinations described as unable to determine described older return examinations for which we
were unable to determine the NOL status of the examination because the tax returns were primarily filed prior to

PY 2007, prior to Tax Year 2006, and therefore could not be matched because the data were not readily available
and were outside the scope of our review. See Appendix XV.

¥ This is a conservative assumption. It is more likely that the yield per return for NOL returns would actually
decline because those additional returns would be selected from lower down on the yield curve than the present
NOL returns, assuming that the IRS is already working the highest yielding NOL returns. This would have the
effect of decreasing revenue even more than our $3.5 billion estimate.

%8 Amounts rounded to the nearest dollar.
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Finally, from a compliance risk management perspective, the IRS continually examines the
largest corporations in the Coordinated Industry Case (CIC) program.* In PY 2010, 326 CIC
corporation returns were filed, accounting for $354 billion (49.07 percent) of the $722 billion in
NOLs filed on 902,261 corporation returns. Subsequently, in FY 2011, CIC program revenue
agents examined 77 corporation NOL returns for an examination coverage rate* of about

23.6 percent (77 CIC corporate NOL returns examined/326 CIC corporate returns filed). This
compares to a coverage rate of 0.64 percent (5,804 estimated corporate NOL returns examined*/
902,261 corporate NOL returns filed) for all corporate NOL returns examined by the IRS.

The 77 CIC corporation NOL returns examined in FY 2011 represented only 1.58 percent
(77 CIC corporate NOL returns examined/4,870 corporation NOL returns examined) of the
corporation NOL returns examined, but accounted for $423 million (62.4 percent) out of the
$678 million of the recommended assessments. The CIC program had a no-change rate on
corporation NOL returns of 26 percent (20 CIC corporate NOL no-change returns/77 CIC
corporate NOL returns examined) compared with 33.5 percent (1,632 no-change
returns/4,870 corporate NOL returns examined) for all corporation NOL returns.

The CIC program also accounted for $913 million (95.7 percent) out of the $954 million of the
corporation NOL carryforwards disallowed in FY 2011.“ From these results, it is likely that
most NOL returns are not abusive and are reporting actual economic losses. Contrast this with
the activities of the same CIC program revenue agent cadre that examined a total of

1,330 returns, including NOLs, and made recommended assessments of $22.5 billion

(88.5 percent) out of the $25.4 billion for the entire IRS corporate program. Therefore, a
significant portion of NOL loss amounts are examined by the IRS. From a revenue perspective,
the risk seems to be addressed.

However, from an overall compliance risk perspective, further attention may be required. The
IRS examination risk assessment process includes identifying large, unusual, or questionable
items, including corporate taxpayers who may be overly aggressive in generating NOLs. Also,
anti-abuse provisions in the I.R.C. and Treasury Regulations severely restrict or limit the use of
acquired losses and act as a legal backstop to discourage abusive use of the NOL provisions.
However, the IRS has no separate program or process to identify these issues. The specifics of
this compliance risk and the potential mitigating factors are discussed in the following section.

% The CIC program is the IRS examination program that continually examines the largest corporations using a team
approach. The number of taxpayers participating in the program ranged between 989 and 788 from PY's 2008 to
2013, respectively. In PY 2011, it consisted of approximately 844 taxpayers.

“% The examination coverage rate is derived by dividing the number of returns examined by the total number of tax
returns filed in the previous year.

*! The 5,804 estimated corporate NOL returns examined consists of 4,870 corporate NOL returns examined plus
934 unknown returns allocated to NOL. See Appendix XV for details regarding the estimate.

*2 Internal Revenue Manual 4.4.12.4.58 paragraph (1) describes that “This item is used if you made adjustments to a
credit that was carried forward but did not pick-up the carryforward year return.” Therefore, the amount reflected is
only NOL carryforwards when the subsequent year return was not picked up and examined.
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Organisation for Economic Cooperation and Development Report on
Aggressive Tax Planning Practices Utilizing Corporate Losses and the
Potential Internal Revenue Service Risk Mitigation Factors

The OECD® issued a report, Corporate Loss Utilisation Through Aggressive Tax Planning,* in
August 2011. The report described seven forms of tax schemes encountered by participating
countries using aggressive tax planning and losses. The schemes included:

e Loss-shifting intended to transfer losses to profit-making operations, thus allowing the
recipient to use the losses against its taxable income. Schemes encountered are based on
the use of complex financial instruments such as swaps and after-tax hedges, non-arm’s-
length transfer pricing, and the acquisition of a loss-making company with no assets other
than the tax losses carried forward.

e Shifting profits to a loss-making party to shift profits to loss-making operations so as to
allow an upfront use of the losses.

e Circumventing time restrictions on the carryover of losses are schemes that rely on the
use of financial instruments to “refresh” losses that would otherwise be lost due to the
application of time restrictions in participating countries.

e Circumventing change of ownership/activity restrictions on the carryover of losses
involve, for example, the injection of income into a loss-making company immediately
prior to a major shareholding change which would result in the loss-making company
forfeiting its loss carryforwards.

e Circumventing rules on the recognition or treatment of losses aimed at eluding the rules
on the use of losses for group taxation (consolidation) purposes, the deductibility of
foreign losses, or the carryover of losses.

e Creating artificial losses are those where the taxpayer seeks to generate losses for tax
purposes with no economic loss incurred anywhere by anyone.

3 The OECD is an international organization whose mission is to promote policies that will improve the economic
and social well-being of people around the world. The OECD provides a forum in which governments can work
together to share experiences and seek solutions to common problems. Member nations of the OECD are:
Awustralia, Austria, Belgium, Canada, Chile, Czech Republic, Denmark, Estonia, Finland, France, Germany, Greece,
Hungary, Iceland, Ireland, Israel, Italy, Japan, Korea, Luxembourg, Mexico, Netherlands, New Zealand, Norway,
Poland, Portugal, Slovak Republic, Slovenia, Spain, Sweden, Switzerland, Turkey, the United Kingdom, and the
United States.

“ OECD, Corporate Loss Utilisation Through Aggressive Tax Planning (Aug. 2011).
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e Dual/multiple use of the same loss that can be achieved through different means. One
method is deducting capital losses on the shares of a subsidiary while the subsidiary’s
loss can also be deducted in future years.

A February 2011 OECD report highlighted the importance of disclosure initiatives in identifying
aggressive tax planning schemes to tax authorities:

Disclosure initiatives can help to fill the gap between the creation/promotion of
aggressive tax planning schemes and their identification by tax authorities.
Mandatory early disclosure rules, for example, have proven to be very effective in
providing governments with timely, targeted and comprehensive information on
aggressive tax planning schemes, thus allowing timely policy and compliance
responses.”

In order to identify the use of aggressive tax planning, the IRS administrative return filing
requirements and the I.R.C. contain disclosure and anti-abuse provisions. Beyond this, the IRS
also has various information-sharing channels with other countries. Together, these provisions
provide the framework to deter and detect the types of schemes identified by the OECD.

First, in recent years, the IRS has implemented a number of disclosure provisions applicable to
large corporate income tax returns to increase transparency and to help identify uncertain and
aggressive tax issues. The disclosures are used to identify, select, and plan income tax
examinations. The OECD report describes a variety of potential abuses using NOLs. The IRS
examination risk assessment process includes identifying large, unusual, or questionable items,
including corporate taxpayers that may be overly aggressive in generating NOLs. With the
anti-abuse provisions in the I.R.C. and Treasury Regulations severely restricting or limiting the
use of acquired losses and acting as a legal backstop to discourage abusive use of the NOL
provision, the IRS has not found widespread systemic or organized NOL abuses. The IRS
disclosure forms include:

e Form 1120, Schedule M-3, Net Income (Loss) Reconciliation for Corporations With
Total Assets of $10 Million or More (see Appendix VII). Schedule M-3 can provide
valuable information to the IRS. The purpose of the schedule is to disclose a detailed
reconciliation between financial accounting and taxable income that may assist the IRS in
identifying tax issues. However, Schedule M-3 was not designed to directly disclose all
material issues to the IRS.

** OECD, Tackling Aggressive Tax Planning Through Improved Transparency and Disclosure: Report on
Disclosure Initiative (Feb. 2011).
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e Form 1120, Schedule UTP, Uncertain Tax Position Statement* (see Appendix VIII).
The concept behind Schedule UTP is that in a self-assessment tax system, taxpayers
should disclose uncertain tax positions at the time they file their tax return. Specifically,
if a corporation (or related party) records a “reserve” for a tax position in its audited
financial statements, Schedule UTP requires the corporation to make a “concise
description” of the tax position. In addition, disclosure on Schedule UTP is also required
when a reserve is not recorded in the audited financial statements but in arriving at such
conclusion, there was an assumption that there is a greater than 50 percent probability the
tax position will be litigated.

e Form 8275, Disclosure Statement (see Appendix XI). Form 8275 is used to disclose
items or positions, except those taken contrary to a regulation, that are not otherwise
adequately disclosed on a tax return in order to avoid certain penalties.

e Form 8275-R, Regulation Disclosure Statement (see Appendix XII). Form 8275-R is
used to disclose positions taken on a tax return that are contrary to Treasury Regulations.
The form is filed to avoid the portions of the accuracy-related penalty due to disregard of
regulations or to a substantial understatement of income tax for non-tax-shelter items if
the return position has a reasonable basis. It can also be used for disclosures relating to
the economic substance penalty and the preparer penalties for tax understatements due to
positions taken contrary to regulations.

e Form 8886, Reportable Transaction Disclosure Statement (see Appendix 1X).
Form 8886 is used to disclose information for each reportable transaction and generally a
separate Form 8886 is required for each reportable transaction. Loss transactions over a
certain amount, among other reportable transaction categories, have to be disclosed on
Form 8886. In addition, certain abusive loss-generating transactions that are designated
by the IRS as reportable transactions, such as Distressed Asset Trust transactions
(Notice 2008-34), also have to be disclosed on Form 8886.

One of the clear motivations behind the disclosure regime was to address the practical difficulties
the IRS has in examining large corporations. The IRS spends substantial time identifying issues,
and, in some cases, likely fails to identify all the issues.

Given the complex nature of tax law in general, coupled with the complexity
inherent in modern corporations’ business operations, it has become increasingly
difficult for the IRS as a practical matter to efficiently audit large corporations.
This issue has been exacerbated by the efforts of tax lawyers, accountants, and

“® A complete and accurate disclosure of a tax position on Schedule UTP will be treated as if the corporation filed
Form 8275, Disclosure Statement (see Appendix XI), or Form 8275-R, Regulation Disclosure Statement (see
Appendix XII), regarding the tax position. A separate Form 8275 or Form 8275-R need not be filed to avoid certain
accuracy-related penalties with respect to that tax position.
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investment bankers to (1) identify grey areas in the tax law that could be
exploited, and (2) once exploited, make it an art form to minimize red flags in the
corporate tax return that might arouse the IRS’s interest.”

These disclosures increase the transparency of certain transactions that could be prone to
aggressive tax planning. For example, the LB&I Division provided information that NOL
transactions represented about 1 percent of the concise descriptions* being made on
Schedule UTP in Tax Years 2010 and 2011 (see Figure 14).

Figure 14: Concise Descriptions of NOL Activity on Schedule UTP
(Tax Years 2010 and 2011)

Tax Year 2010 Tax Year 2011
Description Number Percent Number Percent
I.R.C. Section 172 Concise Descriptions 6 0.12% 15 0.27%
I.R.C. Section 382 Concise Descriptions 36 0.72% 57 1.02%
Total NOL Concise Descriptions 42 0.84% 72 1.29%
Total Concise Descriptions 5,002 100.00% 5,582 100.00%

Source: IRS, LB&I Division, Planning Analysis Inventory and Research.
The LB&I Division also provided information that its Financial Data and Risk Assessment team:

...has done some limited review of NOL’s with respect to the deferred tax asset
and associated valuation allowance accounts reflected in the tax footnote of
financial statements. A partial or full valuation allowance offsetting the deferred
tax asset is an indication that the company’s ability to utilize the deferred asset
(NOL, credit carryforwards, for example) is limited. However, this information is
not utilized to identify potential abusive transactions, but as a possible factor to
consider a company for exam deselection...

" Harvey, J. Richard “Dick”, Schedule UTP: An Insider’s Summary of the Background, Key Concepts, and Major
Issues, DePaul Business and Commerce Law Journal (Spring 2011).

“8 A concise description of the tax position includes a description of the relevant facts affecting the tax treatment of
the position and information that reasonably can be expected to apprise the IRS of the identity of the tax position
and the nature of the issue. In most cases, the description should not exceed a few sentences.
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While the IRS is requesting this disclosure information under its general authority for

Schedule M-3 and Schedule UTP, there are currently no specific civil or criminal penalties for
not providing them. (Although there is a requirement to disclose information, the benefits of
more specific disclosure penalty provisions should be considered, but further analysis is beyond
the scope of this evaluation.)®

Statutory and Regulatory Anti-Abuse Limitations for Net Operating
Losses

In addition to the disclosures, anti-abuse provisions in the 1.R.C. and Treasury Regulations
severely restrict or limit the use of acquired losses and act as a legal backstop to discourage
abusive use of the NOL provision. These provisions include:

e |.R.C. Section 382 Limitations on NOL carryforwards and certain built-in losses
following ownership change. An ownership change occurs, generally, if there is an
equity structure shift or an ownership shift involving a 5 percent shareholder and the
percentage of stock of the loss corporation owned by one or more 5 percent shareholders
has increased by more than 50 percentage points over the lowest percentage of stock of
the loss corporation owned by those shareholders during the testing period. The
limitation results in an annual maximum limit upon the amount of the NOL carryover that
may be used in any tax year. To the extent the annual limitation exceeds taxable income,
the excess amount carries forward to increase the next year’s limitation.

e Other Limitations:

o |.R.C. Section 381 carryovers in certain corporate acquisitions govern the carryover
of tax attributes in tax-free reorganizations and liquidations of controlled subsidiaries.

o L.R.C. Section 383 special limitations on certain excess credits impose limits on the
extent to which credits and net capital losses which arose before a change in corporate
ownership can be used to offset income earned after the change.

o |.R.C. Section 384 after an acquisition generally prevents for a five-year period the
recognized built-in gain of one corporation from being offset by pre-acquisition
losses of a different corporation.

9 Towery, Erin M., How do disclosures of tax aggressiveness to tax authorities affect reporting decisions?
Evidence from Schedule UTP (Dec. 2012). The study postulates that firms could be modifying their financial
reporting behavior for tax aggressiveness to avoid disclosing positions on Schedule UTP, thus affecting how tax
authorities interpret both financial statement disclosures of tax aggressiveness and tax return disclosures of tax
aggressiveness. Specifically, the research suggests: i) financial statement tax reserves could be less informative
about tax aggressiveness under the Schedule UTP regime than in the recent past and ii) some aggressive positions
are not disclosed on Schedule UTP.
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o |.R.C. Section 269 acquisition made to evade or avoid income tax denies all of the tax
benefits of an acquisition if its principal purpose is tax avoidance.

e Consolidated Return Regulations (Separate Return Limitation Year (SRLY Rules))
provide a limitation when a loss corporation joins in a consolidated return filing of
another corporation. The loss corporation’s NOLSs generated in a year when the
corporation filed a separate return — a Separate Return Limitation Year — can only offset
income generated by the loss corporation in the future consolidated return.

e Corporate Equity Reduction Transactions Rules issued under I.R.C. Section 172(b)(1)(E)
and (h) were enacted in response to the use of NOL carrybacks to finance leveraged
buyout transactions and are intended to limit a corporation’s ability to obtain tax refunds
that result from an interest deduction from financing used to facilitate those transactions.

Each of these provisions also requires additional recordkeeping related to the use of losses that
may act as an additional disincentive.

Next, another provision that limits corporate losses is the AMT. The AMT is designed as a
parallel tax system to the normal Federal income tax system. The AMT ensures that no taxpayer
with substantial economic income can avoid significant tax liability by using exclusions,
deductions, and credits. The corporate AMT is computed on Form 4626, Alternative Minimum
Tax—Corporations (see Appendix XIII).

In addition to the disclosure provisions, the anti-abuse provisions, and the AMT, the IRS also
acquires intelligence regarding tax-motivated transactions through several other sources:

e The Office of Tax Shelter Analysis (OTSA);*

e The Exchange of Information (EOI) provisions of income tax conventions/treaties via
headquarters operations, Joint International Tax Shelter Information Centre (JITSIC),*
and IRS Attachés;

e Meetings and forums of international tax administrators; and

* The OTSA creation was announced in March 2000 in IRS Announcement 2000-12. The OTSA was created to
ensure that the IRS has the information necessary to properly manage abusive tax shelters and issues of significant
compliance risk to tax administration. This task is accomplished by collecting accurate and complete information
from both internal and external sources that is timely analyzed and shared with officials in a position to take action.
> The JITSIC was created in Calendar Year 2004 and is comprised of the following member countries: Australia,
Canada, China, France, Germany, Japan, Republic of Korea (South Korea), the United Kingdom, and the United
States with offices in Washington, D.C., and London, UK. The objective of the JITSIC is to enhance each revenue
authority’s enforcement efforts through coordination and real-time exchanges of tax information consistent with the
provisions of our bilateral income tax conventions. Representatives from member countries work together to
supplement the ongoing work of member tax administrations in identifying and curbing abusive tax avoidance
transactions, arrangements and schemes and to enhance activities against cross-border transactions involving tax
compliance risks.
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e IRS Technical Specialist of Pre-Filing and Technical Guidance that gather information on
tax avoidance transactions, arrangements, and schemes identified by examiners and alert
and disseminate that information to management and to other tax examiners.

The IRS reported to us that the IRS JITSIC team has not received inbound spontaneous or sent
outbound specific referrals pertaining to NOLs in the period of our review between Calendar
Years 2007 and 2012 (see Figure 15). The IRS also reported to us that other JITSIC countries
could be doing work on NOLs and the IRS would not be privy to that information due to treaty
secrecy between the other countries.

Figure 15: JITSIC Inbound and Outbound Activity
(Calendar Years 2007 to 2012)

Calendar Inbound Outbound
Year Spontaneous Cases Specific Cases
2007 No Information Available* 70
2008 No Information Available* 48
2009 No Information Available* 66
2010 2 41
2011 3 70
2012 9 52

Source: IRS, LB&I Division, International. *The JITSIC did not differentiate between
Specific and Spontaneous exchanges until Calendar Year 2010.

Similarly, the EOI program controls spontaneous exchanges and specific requests for
information sent to or received from a treaty or Tax Information Exchange Agreement partners.*
However, the EOI system did not capture the underlying issue that was the subject of the specific
request or spontaneous exchange. Therefore, LB&I Division officials were unable to identify
cases involving NOLs. However, the IRS canvassed the Headquarters EOI team and the
overseas posts for anecdotal information regarding the inappropriate use of NOLs and received
negative responses. Figure 16 reflects the total EOI program exchanges.

*2 In 2010, a new tracking system was implemented and modeled on the LB&I Division’s Issue Management
System.
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Figure 16: EOI Outbound and Inbound Exchange Activity
(Calendar Years 2007 to 2012)

Outbound Transaction Exchange Inbound Transaction Exchange
U.S.-Initiated Foreign-Initiated
Calendar U.S.-Initiated Spontaneous Foreign-Initiated Spontaneous
Year Specific Request Exchanges Specific Request Exchanges
2007 197 10t 1,088 300t
2008 236 10t 797 3007
2009 203 10t 914 300t
2010 165 9 843 309
2011 221 16 964 415
2012 238 7 1,029 249

Source: IRS, LB&I Division, International. fInformation was unavailable to the IRS based on Government
Accountability Office (GAO)™ report estimate.

When specifically asked about the OECD-identified transaction, the IRS responded:

****************************************2***********************************
****************************************2***********************************
****************************************2***********************************
****************************************2***********************************
****************************************2***********************************
****************************************2***********************************
****************************************2***********************************
****************************************2***********************************
****************************************2***********************************
****************************************2***********************************
****************************************2***********************************
****************************************2***********************************
****************************************2***********************************
****************************************2***********************************
****************************************2***********************************
****************************************2***********************************

****************************************2***********************************

In summary, the U.S. tax system contains several disclosure and anti-abuse provisions to detect
and deter aggressive NOL transactions. Furthermore, the IRS participates in information sharing
with other countries. The disclosure provisions are required from the largest corporations with
the most substantial NOL dollar losses. These corporations are under constant scrutiny and are

¥ GAO, GAO-11-730, IRS’s Information Exchanges with Other Countries Could Be Improved through Better
Performance Information, p. 24 (Sep 2011).
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subject to examination. In fact, the very largest corporations are examined on a constant basis.
The combined effect is that the IRS has safeguards in place to deter and detect aggressive tax
planning for the largest dollar risks.

The Internal Revenue Service Could Improve the U.S. Government
Financial Statements by Disclosing the Net Present Value of Net
Operating Loss Carryforwards

In 1993, the GAO estimated the NOL carryforward for more than two-thirds of corporations>
when analyzing an IRS proposal to require NOL carryforward amounts on corporate tax returns.
The GAO described its estimate as (please note the GAO discussion is using the term NOL
carryover when actually referring to the NOL carryforward only):

Our estimate of NOL carryovers applies to over two-thirds of all corporations.
The estimated carryover of $160 billion in 1985 increased to $246 billion in
1989—or 54 percent in current dollars. Over this time, total receipts (i.e., the
amount of gross receipts and other forms of positive income before deductions)
for the corporations covered by our estimate grew from $0.95 trillion to

$1.25 trillion (32 percent).

This is in contrast with what we found from PY 2007 to PY 2012. The NOL carryforward of
$1.686 trillion in PY 2007 increased to $1.963 trillion in PY 2012—16.4 percent in current
dollars. During this time, total receipts for all corporations filing Form 1120 grew from
$17.5 trillion to $46.3 trillion (164.98 percent), while corporate net income contracted from
$1.1 trillion to $675 billion (-38.32 percent).

In 1994, the IRS changed Form 1120 to include the NOL carryforward amount.>® The change
allowed tax policy decision makers to determine with greater certainty the future fiscal effect of
the carryforward. However, a search for the NOL carryforward showed that the amounts are not
commonly available in U.S. Government publications.

The importance of the nearly $2 trillion in corporate NOL carryforwards is that it represents a
future reduction to the Federal Government’s corporate income tax revenues. As a corporation
with an NOL carryforward earns net income in future years, that net income will be offset by the
NOL carryforward taken as a Net Operating Loss Deduction (NOLD), which will reduce or
eliminate the corporation’s future taxable income and income tax. We estimate that the net
present value of the stock of nearly $2 trillion in NOL carryforward will reduce future Federal
Government corporation income tax revenues in a range between approximately $371 billion to

* GAO, GAO/GGD-93-131, Corporate Net Operating Losses (Sep. 1993).
*® Form 1120, Schedule K Other Information, Item 15 that states: “Enter the available NOL carryover from prior tax
years (Do not reduce it by any deduction on line 29a (NOLD)).”

Page 28



The Internal Revenue Service Administered Corporate Net
Operating Losses Efficiently and Effectively;, However, Financial
Reporting Could Be Improved

$414 billion.*® This reduction in the Federal Government’s future corporation income tax
revenues is not reflected in Federal financial reporting statements.

More specifically, the Financial Report of the U.S. Government treats presentations of very
material amounts inconsistently. The Statement of Federal Financial Accounting Standard
(SFFAS) 7: Accounting for Revenue and Other Financing Sources and Concepts for
Reconciling Budgetary and Financial Accounting requires that other accompanying information
to the annual Financial Report of the U.S. Government include available information on the size
of the Tax Gap.*” Therefore, the $450 billion Federal Tax Gap® is presented in the FY 2013
Financial Report of the U.S. Government. In contrast, there is no specific disclosure requirement
for the nearly $2 trillion in corporation NOL carryforwards or its potential effect to reduce future
U.S. Government tax revenues in the same manner as the Tax Gap.

For background, several concepts of Federal financial accounting are important to understand.
First, revenue is an inflow of resources that the Government demands, earns, or receives by
donation. Revenue comes from two sources: exchange transactions and non-exchange
transactions. Exchange revenue arises when a Government entity provides goods and services to
the public or to another Government entity for a price comparable to the private sector’s accrual
accounting for earned revenue. In contrast, non-exchange revenues include income taxes, excise
taxes, employment taxes, duties, fines, penalties, and other inflows of resources arising from the
Government’s power to demand payments, as well as voluntary donations. Non-exchange
revenue is recognized when a reporting entity (the IRS, etc.) establishes a specifically
identifiable, legally enforceable claim to cash or other assets. It is recognized to the extent

that the collection is probable, i.e., more likely than not, and the amount is measurable,

i.e., reasonably estimable.”

The second concept is when revenue is recognized. For taxes and duties, inherent and practical
limitations on the assessment process delay the time when the power to demand payment
becomes a legally enforceable claim. For this reason, the method of accounting for taxes and
duties can best be characterized as a modified cash basis of accounting, rather than an accrual
basis. The result is that it is unnecessary to set up accrual accounts to reflect the Tax Gap or the
tax effect of corporations’ NOLSs as a sacrifice of revenues because on a cash basis these
reductions would already be included.*®

%6 See Appendix IV for details on how this estimate was calculated.

> The Tax Gap is the estimated difference between the amount of tax that taxpayers should pay and the amount that
is paid voluntarily and on time.

%8 The $450 billion Tax Gap is an estimate of the 2006 Tax Gap.

% As explained in paragraph 44 of SFFAS Number 1, Accounting for Selected Assets and Liabilities, “More likely
than not” means more than a 50 percent chance. “Not probable” means the converse, i.e., 50 percent or less.

% |n theory, under a full accrual accounting system, both the Tax Gap and the NOL carryforward would be accrued
as contra-revenue accounts and the associated contingent liabilities would be disclosed under the SFFAS 5, but this
is not applicable due to the modified cash basis of accounting used for taxes and duties.
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The third concept pertains to claims against the Government. Specifically, SFFAS 7 issued in
May 1996, contains a discussion about unasserted claims for refunds. This states that unasserted
claims for refund are not recognized for financial accounting purposes because they have not
been filed. However, in a footnote to the discussion, NOL carryforwards are explicitly excluded
from being classified as an unasserted claim. The footnote states:

Future income taxes from corporations may be reduced by more than $100 billion
dollars as a result of net operating loss carryforwards and tax credit
carryforwards. Information in returns filed by corporations and in their financial
statements appear to provide the basis for a reasonable estimate of the amount of
potential reduced future income tax revenue attributable to these provisions of tax
law. Information about net operating loss carryforwards is not an unasserted
claim as described here.

For clarification, the NOL carryforwards are not a claim on future revenue. Rather, the NOL
carryforwards are a reduction of future revenue. The taxpayer files no claim for refund to take
an NOL carryforward. All they will do is file their future tax returns and take a NOLD equal to
the lower of their NOL carryforward or net income before the NOLD.

Without question, a fundamental principle of accounting is the full disclosure principle of
material information. The Government financial reporting requirements already consider the
$450 billion Tax Gap and its impact on Federal tax revenues important enough to disclose in the
Financial Report of the U.S. Government. However, the Tax Gap is a static estimate from a Tax
Year 2006 estimate,** whereas, the NOL carryforward is an actual amount from filed tax returns.
Both amounts are significant to overall Government revenue. However, disclosure of similar
items with similar impacts is inconsistent. The nearly $2 trillion corporate NOL carryforward
also continues to grow, but is not disclosed. In fact, as stated previously, we estimate the present
value of the corporate NOL carryforward ranges from about $371 billion to $414 billion for

PY 2012.

Recommendation

Recommendation 1: The Chief Financial Officer should include as a note in other
accompanying unaudited information to the financial statements the amount, net present value,
and description of the corporate NOL carryforward amounts’ impact on future tax revenues.

Management’s Response: The IRS disagreed with our recommendation citing:

e The disclosure is not required by existing Federal accounting standards;

. TIGTA, Ref. No. 2013-1E-R008, The Internal Revenue Service Needs to Improve the Comprehensiveness,
Accuracy, Reliability, and Timeliness of the Tax Gap Estimate (Aug. 2013).
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e Itis unclear the value of reporting the impact of the NOL carryforward as a separate
element affecting revenue collections in the financial statements; and

e The benefits of deriving a meaningful calculation would be outweighed by the burden
of doing so.

Office of Inspections and Evaluations Comment: TIGTA agrees that NOL
disclosures are not required; however, we continue to believe that due to the material
impact of NOL carryforwards on future corporate tax revenue, disclosure is warranted.
TIGTA concurs with the IRS that any estimates of the effect of NOL carryforwards will
be based on estimates and assumptions. However, the IRS currently presents in its
financial statements unaudited information on the IRS Tax Gap, which is also based on
estimates and assumptions. Thus excluding similar disclosures on NOL because it is
based on estimates and assumptions is not consistent with other financial statement
disclosures. Although the GAO performs certain limited procedures such as making
inquiries to management, it does not express an opinion or provide any assurances on the
Tax Gap information and would not be required to do for any NOL carryforward
estimates.
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Appendix |

Detailed Objective, Scope, and Methodology

Objective

The objective of our evaluation was to evaluate the IRS plans, activities, and programs to
administrate the tax laws for corporate NOLs and NOL carryovers.

This evaluation was performed because of the increasing percentage of corporation returns filed
reporting NOLs and the potential impact of those NOLSs as carryforwards on future Federal
corporation tax revenues.

Scope

Our evaluation relied on IRS data that are the product of IRS management and were secured
from TIGTA'’s Data Center Warehouse* and consisted of the following files:

e The BRTF? for PYs 2007 to 2012 used to evaluate on an annual basis the corporation
return volume and the amount of net income/loss reported for all corporation returns filed
and those with NOLs, NOL carryforwards, and NOLDs.

e The BMP for PYs 2007 to 2012 used to evaluate the volume and amount of carryback
refund transactions, and the related interest paid on an annual basis.

e Closed corporation AIMS* for FY's 2010 to 2013 used to evaluate the volume of
corporate return examinations closed and examination returns results for returns with and
without NOLs on an annual basis.’

As part of our data verification process for the AIMS and the BRTF, we checked the total
number of corporation returns examined or corporation returns filed each year against agency
totals reflected in the appropriate IRS Data Book to determine if the numbers were similar.

L TIGTA’s Data Center Warehouse is a collection of IRS databases containing various types of taxpayer account
information that is maintained by TIGTA for the purposes of analyzing data for ongoing projects.

% The BRTF is a computer file of the transcribed or transmitted line items on all business returns and their
accompanying schedules or forms.

® The BMF is the IRS database that consists of Federal tax-related transactions and accounts for businesses. These
include employment taxes, income taxes on businesses, and excise taxes.

* The AIMS is the computer system used by the IRS examination functions to control returns, input
assessments/adjustments to the Master File, and provide management reports.

® Closed AIMS for FYs 2010 to 2013 were modified by adding an indicator showing an NOL was present on the
return by matching the BRTF for PYs 2007 to 2012 using the common fields of Taxpayer Identification Number,
Master File Transaction, and Tax Period.
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We also received information from IRS officials with respect to the JITSIC and EOI forums. We
reviewed the information as to reasonableness and accepted it, but no extensive verification or
testing of the information was conducted.

Methodology

To determine the size, amount, and rate of occurrence of NOLs, NOL carryforwards, and
NOLDs in the corporation filing population, obtained copies of the corporation BRTF for
PYs 2007 to 2012 from the TIGTA Data Center Warehouse. We added identifiers that
split each processing year file into NOL and non-NOL returns, NOL carryforward and
non-NOL carryforward returns, and NOLD and non-NOLD returns. We also added an
identifier to the filing population for the Asset Level based on its total ending assets. We
then analyzed each processing year by asset class and NOL returns and non-NOL returns,
NOL carryforward returns and non-NOL carryforward returns, or NOLD returns and
non-NOLD returns to determine the number of returns, the amount of net income/loss
reported, and the percentage of corporation returns filed.

To determine the present value of NOL carryforwards, we started out to treat it as the
present value of an annuity recovered over a 20-year life. We started our analysis using
the amount of NOL carryforwards reported to the IRS in PY 2012 on Schedule K, Other
Information, Form 1120, U.S. Corporation Income Tax Return. We then reduced the
amount of NOL carryforwards by those amounts that are lost or never used, based on
academic research. The remaining NOL carryforward was then split into a high and low
estimate for the amount recoverable in years one to 10 and years 11 to 20 based on
academic research. Economists with the Department of the Treasury’s Office of Tax
Policy upon reviewing our preliminary computation directed our attention to additional
academic research that pointed out that historically most of the NOL carryforward
recovery takes place in the first four years following the NOL. Based on this
information, we adjusted our approach to computing the net present value for an uneven
series of recoveries for years one to 10 based on the percentage of historical recoveries
found in the academic research rather than using a simple annuity. Therefore, for each
year in years one to 10, we multiplied the high estimate by the historical recovery
percentage to determine the annual recovery amount. The annual recovery amount for
each year was then multiplied by the Present Value Interest Factor (PVIF) for that year to
determine the net present value. The net present values for the high estimate of years one
to 10 were then summed to determine the net present value of the high estimate for years
one to 10. The process was then repeated for the low estimate. For years 11 to 20, the
high and low estimates were each divided by 10 to determine the average annual recovery
amount. The average annual recovery amount for the high estimate for years 11 to 20
was then multiplied by the Present Value Interest Factor of an Annuity (PVIFA) to
determine the net present value of the high estimate recovery for years 11 to 20. The
process was then repeated for the low estimate. The net present values for the high
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VI.

estimate for years one to 10 and 11 to 20 were summed to determine the net present value
of the high estimate of NOL carryforwards reported in PY 2012. The process was
repeated to determine the low estimate.

To determine the number of transactions and cost to the Federal Government of
carrybacks and related interest, obtained copies of the IRS’s corporation BMF for

PYs 2007 to 2012 from the TIGTA Data Center Warehouse. We then analyzed each
processing year to determine the number and amount of carrybacks by cycle period and
the related interest paid, if any, on those carrybacks, also based on cycle period.

To determine the policy considerations and legal issues for present tax treatment of
allowing NOLs and NOL carryovers in the tax code, reviewed legal, economic, and
historical articles describing the origin and purpose of the NOL provisions; reviewed
economic articles describing the importance of NOL policy and provisions in economic
stabilization and in reducing risk and fostering research and technological advance;
reviewed the legal provisions restricting the use of losses to the entity that economically
incurred the losses and the AMT that attempts to restrict the use of non-economic losses;
and reviewed Office of Tax Policy and IRS 2012-2013 and 2013-2014 Priority Guidance
Plans with respect to NOLSs.

To determine how NOLSs can be exploited improperly through aggressive tax planning to
reduce corporate income taxes and what the IRS has in place to combat the problem,
reviewed the Organisation of Economic Cooperation and Development’s reports
Corporate Loss Utilisation Through Aggressive Tax Planning (August 2011) and
Tackling Aggressive Tax Planning Through Improved Transparency and Disclosure:
Report on Disclosure Initiative (February 2011); reviewed the various IRS disclosure
forms and instructions that may be required of large corporations; and reviewed the legal
and academic literature available on the IRS large corporation disclosure initiatives. We
solicited information from the IRS regarding its experience with the various schemes
using operating losses identified by the OECD and the use of the JITSIC and EOI forums.

To determine the examination coverage and examination results of returns filing NOLs
whose examinations were closed, obtained copies of the closed corporation AIMS for
FYs 2010 to 2013 from the TIGTA Data Center Warehouse. For each fiscal year, we
added an NOL indicator that indicated if the return was filed with an NOL by matching
the NOL returns filed in PYs 2007 to 2012 to the fiscal year using the common fields of
the Taxpayer Identification Number, Master File Transaction Code, and Tax Period. We
then analyzed each fiscal year by asset class and NOL and non-NOL returns to determine
the number of return examinations, number of no-change return examinations, and
examination results. We were also able to compute the coverage rates by asset class and
NOL and non-NOL status by taking the number of returns examined and dividing it by
the number of returns filed in Step 1. in the prior processing year.
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VII.  To determine disclosure requirements for the financial statements of the United States
and the possible need to disclose the corporate NOL carryforward in the financial
statements, reviewed the disclosures appearing in the Financial Report of the U.S.
Government. We also reviewed SFFAS 7 Accounting for Revenue and Other Financing
Sources and Concepts for Reconciling Budgetary and Financial Accounting, SFFAS 1
Accounting for Selected Assets and Liabilities, and SFFAS 5 Accounting for Liabilities of
the Federal Government.

VIIIl. To validate our Estimated Cost in Tax Revenue of Processing Year 2012 Net Operating
Loss Carryforwards of $1.963 Trillion (Appendix V), consulted with the Department of
the Treasury Office of Tax Policy.
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Appendix IV

Estimated Cost Iin Tax Revenue of
Processing Year 2012 Net Operating
Loss Carryforwards of $1.963 Trillion

The future impact on the Federal Government’s corporate tax revenues of the NOL carryforward
can be analyzed as an annuity payable over a 20-year period (the carryforward period), provided
we know two factors: the cost of money and the amount of NOLs that will expire unused.
Because the Federal Government self-finances, the best reflection for a long-term liability such
as the NOL carryforward would be the 30-year Treasury Bond rate.

To estimate the amount of NOLs that will expire, we employed the concepts presented in an
academic paper “Partial Loss Refundability: How Are Corporate Tax Losses Used?” in which
the authors describe the breakdown of how NOLs are used:

...Using corporate tax return data for tax years 1993-2003 we construct a unique
dataset to measure how quickly corporations use tax losses. For most tax years,
we find that approximately 10-15 percent of losses generated in a given year are
carried back for an immediate tax refund. Carryback firms suffer no inherent
penalty from the partial refund regime. Over a ten-year window, we find that
approximately 40-50 percent of losses are used as a loss carryforward deduction,
approximately 25-30 percent are lost (i.e., the firm no longer exists) and

10-20 percent remain unused....!

In addition to providing information regarding the amount of NOLSs that expire unused, the
authors also state that 40 to 50 percent is used as an NOL carryforward during the first 10 years.
Furthermore, 10 to 20 percent remains unused at the end of the first 10 years, presumably to be
used in years 11 to 20, or to expire. This permitted us to split our analysis into two periods rather
than one to get a more precise measurement.

! Cooper, Michael and Matthew Knittel, Partial Loss Refundability: How Are Corporate Tax Losses Used?,
National Tax Journal Vol. LIX, No. 3 September 2006.
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Figure 1. Disposition of NOLs (Billions)

| Carryback NOL Used as Carryforward Deduction, Number of Years Until Used Final NOL Disposition
NOL ‘ Refund 10 11 12 | Used Lost® = Remain
2

262.7 273 25.3 25.7 19.6 17.7 111 9.0 7.0 4.7 25 1.8 15 | 1532 91.6 17.9

162.7 14.0 16.5 11.9 13.1 7.0 4.8 2.7 2.0 0.7 0.5 0.2 0.0 734 46.7 42.6
Source: The Implications of Tax Asymmetry for U.S. Corporations by Michael Cooper and Matthew Knittel.®

Figure 2: NOLDs (Billions)

Tax Year NOLD
Year 2004 2003 2002 2001 2000 1999 1998 1997 1996 1995 1994 1993 Average @ Percent
1 5.6 5.1 8.0 5.4 11.1 5.8 2.6 2.1 2.1 3.9 2.8 27.3 6.82 16%
2 11.4 8.3 5.4 5.6 7.9 3.2 2.6 3.0 2.5 6.4 25.3 7.42 17%
3 7.6 5.9 3.9 3.7 5.3 3.1 2.0 3.1 3.7 25.7 6.40 15%
4 8.8 5.4 3.2 2.2 3.7 2.3 2.5 5.4 19.6 5.90 14%
5 6.8 3.9 1.9 1.9 1.7 1.8 2.3 17.7 4,75 11%
6 3.5 1.6 1.8 2.2 1.9 1.7 11.1 3.40 8%
7 1.5 1.5 1.4 1.4 2.2 9.0 2.83 6%
8 1.8 14 1.1 1.2 7.0 2.50 6%
9 1.3 0.7 0.8 4.7 1.88 4%
10 1.0 0.6 2.5 1.37 3%
Total 49.3 34.4 30.0 28.3 40.8 26.9 23.1 31.3 27.9 36.0 28.1 27.3 43.26 100%

Source: TIGTA analysis of the use of NOL carryforwards as NOLDs from data in The Implications of Tax
Asymmetry for U.S. Corporations by Michael Cooper and Matthew Kanittel.

In a subsequent paper “The Implications of Tax Asymmetry for U.S. Corporations,”” the authors
provide additional detail regarding the usage of the NOL carryforward in the first 10-year period.
The table from their paper (reproduced in Figure 1) shows the usage of NOL carryforward over
time. This allows additional precision in our computation. This means that NOLDs taken in Tax

2 Used NOLs equal to the sum of carryback refunds and loss carryforward deductions.

¥ Lost NOLSs are stocks of NOLSs that disappear due to firm termination or a merger/acquisition.

* Pre-existing NOL stock brought forward into Tax Year 1993. Carryback refunds are not observable.

® Pre-existing NOL stock for firms that first appear in our dataset after Tax Year 1993. Carryback refunds are not
observable.

® Cooper, Michael and Matthew Kanittel, The Implications of Tax Asymmetry for U.S. Corporations, National Tax
Journal Vol. LXIII, No. 1 March 2010, p 41.

" Cooper, Michael and Matthew Kanittel, The Implications of Tax Asymmetry for U.S. Corporations, National Tax
Journal Vol. LXIII, No. 1 March 2010.
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Year 2004 will use NOL carryforwards of $5.6 billion in Tax Year 2003, $11.4 billion in Tax
Year 2002, $7.6 billion in Tax Year 2001, and so on as illustrated in Figure 2. As a
consequence, about 24 to 30 percent ((16 percent + 17 percent + 15 percent + 14 percent) x

(40 to 50 percent))) of the NOL is used as a carryforward in the first four years immediately after
the loss.

To compute the present tax value of the PY 2012 NOL carryforward, we used the formula for the
PVIF where (k) is the cost of money and (n) is the period the sum is due. The formula is:

PV”:, k%,n = m

We also used the formula for the PVIFA where (K) is the cost of money and (n) is the number of
annuity periods. The formula is:

1
1- 1+

PVIFA jon = —C

For the purposes of our calculation, we made the following assumptions and adjustments:

e We assumed the relationships described in the NOL data from the papers from Cooper
and Knittel for Tax Years 1993 through 2004 are also present in the PY 2012 data. We
acknowledge that these relationships are subject to change over time due to changes in
technology, changes in the business cycle, the impact of changing weather patterns on
business activities, and changes due to the recent impact of the Great Recession, among
other things. Therefore, some uncertainty exists surrounding our calculation of the
present value of the NOL carryforwards. However, we believe this represents the best
descriptive data available to us to make such a calculation.

e We know that Total NOL carryovers = NOL carryforwards + NOL carrybacks. To
“gross up” the $1,963 trillion NOL carryforwards to the total NOL carryovers, we
selected 10 percent for the NOL carryback number due to work with NOL carrybacks
also discussed in this report.® Grossing up the number of NOL carryforwards to total
NOL carryovers allows us to use the same percentages described in the paper “Partial
Loss Refundability: How Are Corporate Tax Losses Used.” Thus, to gross up NOL
carryforwards to NOL carryovers, we created the algebraic formula:

x = $1.963 trillion + 0.1x
where: x represents total NOL carryovers

& During our work with NOLs, we looked at the number of returns and the amount of NOLs that would be subject to
carryback because the NOL return did not have a pre-existing NOL carryforward. Between PYs 2007 to 2012, only
about 3.8 percent of returns with NOLs could carryback their NOLs, and only about 16.4 percent of the NOLs could
be carried back. However, this does not mean that 16.4 percent were carried back. These NOL carrybacks would
have been reduced due to the available tax for refund and the remainder would have become NOL carryforwards.
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0.1x represents NOL carryback and
$1.963 trillion is the amount of NOL carryforwards
Solving for x, we get $2.182 trillion total NOL carryovers as follows:
X = $1.963 trillion + 0.1x
0.9x = $1.963 trillion
X = $1.963 trillion/0.9
X = $2.182 trillion

e To estimate the high end of the range for the present value of NOL carryforwards, we
used the marginal corporate tax rate of 35 percent and assumed that, based on the paper
Partial Loss Refundability: How Are Corporate Tax Losses Used?, 25 percent of the
total NOL carryovers were lost or expired, 50 percent of the NOL carryovers were used
as loss carryforward deductions in years one through 10, and 15 percent of the NOL
carryover losses were used in years 11 to 20 with no additional losses.’

e To estimate the low end of the range, we used the marginal corporate tax rate of
35 percent™ and assumed, based on the same paper, that 30 percent of total NOL
carryovers were lost or expired, 40 percent of NOL carryovers were used as loss
carryforward deductions in years one through 10, and 20 percent of NOL carryover losses
were used in years 11 to 20 with no additional losses.

e We assumed the cost of money (k) for our PVIFA computation was equal to the average
yield of a 30-year Treasury Bond in Calendar Year 2012 of 2.92 percent.

e We followed the conclusions presented in the academic paper™ and split our present
value computation into two periods: years one to 10 and years 11 to 20. For years one to
10, we computed the PVIF for each year using the formula (1/(1+k)") and multiplied it
against the NOL carryover used in each of those years based on historical averages we

® The assumption that there would be no additional NOL carryforwards that would be lost or would expire in years
11 to 20 is unlikely. However, we have no data on which to base such an estimate. It is likely that some percentage
of NOL carryforwards during that period would be lost or expire unused, having the effect of reducing the present
value of the NOL carryforward calculation.

191t was suggested during discussion of this report that we should consider using the effective tax rate rather than
the maximum statutory tax rate; however, inclusion of the effective tax rate would have had the effect of double
counting NOLs because their inclusion as NOLDs is one of the reasons for the difference between the statutory and
effective tax rates.

1 Cooper, Michael and Matthew Knittel, Partial Loss Refundability: How Are Corporate Tax Losses Used?,
National Tax Journal Vol. LIX, No. 3 September 2006.
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computed in Figure 2. For years 11 to 20, we computed the PVIFA for a 10- and
20-year period using the formula (1-(1/(1+k)")/k and derived the PVIFA formula for
years 11 to 20 by subtracting PVIFA 2.92%,10 from PVIFA 2.92%,20 as shown:

PVIFA 2.92%,20 14.98811348
Less: PVIFA2.92%,10 8.56513525
PVIFA 2.92%,20-10 6.42297823

Based on this information and assumptions, our computation follows: Figure 3 shows how the
PY 2012 NOL carryforward is grossed up to the original amount of the total NOL carryover to
allow for allocation into the categories NOLs never used, NOL carryforwards (NOL C/Fs) used
in years one to 10, and NOL C/Fs used in years 11 to 20, based on the academic paper Partial
Loss Refundability: How Are Corporate Tax Losses Used?

12 Cooper, Michael and Matthew Knittel, The Implications of Tax Asymmetry for U.S. Corporations, National Tax
Journal Vol. LXIII, No. 1 March 2010, p 41.
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Figure 3: Allocation of PY 2012 NOL Carryforwards

Descriptions Low Range High Range
Tax Value of NOL Carryovers
NOL Carryforwards $1,963,465,082,345
Divided by: Gross Up Rate to Include Carrybacks 90%
NOL Carryovers 2,181,627,869,272 2,181,627,869,272 2,181,627,869,272
Corporate Tax Rate 35% 35%
Tax Value of NOL Carryover 763,569,754,245 763,569,754,245
Tax Value of NOLs Never Used (Expired)
Tax Value of NOL Carryover 763,569,754,245 763,569,754,245
Portion of NOLs Never Used (Expired) 30% 25%
Tax Value of NOLs Never Used (Expired) 229,070,926,274 190,892,438,561
Tax Value of NOL C/Fs Used in Years 1 to 10
Tax Value of NOL Carryover 763,569,754,245 763,569,754,245
Portion of NOL C/Fs Used in Years 1 to 10 40% 50%
Tax Value NOL C/Fs Used in Years 1 to 10 305,427,901,698 381,784,877,123
Tax Value of NOL C/Fs Used in Years 11 to 20
Tax Value of NOL Carryover 763,569,754,245 763,569,754,245
Portion of NOL C/Fs Used in Year 11 to 20 20% 15%
Tax Value NOL C/Fs Used in Years 11 to 20 152,713,950,849 114,535,463,137

Source: TIGTA computation. Assumptions: NOL carrybacks were 10 percent of total NOL carryovers, statutory
corporate tax rate of 35 percent, and the application of NOL carryforwards based on percentages in Partial Loss

Refundability: How Are Corporate Tax Losses Used? by Michael Cooper and Matthew Kanittel.

In Figure 4, we compute the low and high range of the present value of the NOL C/Fs allocation
for years one to 10 computed in Figure 3. The annual NOL C/Fs used is computed by
multiplying the tax value by the historical percentage for the specific year. The NOL C/Fs used
is then multiplied by the PVIF,, 9200 n t0 Obtain the present value. The present values for each

year are then summed.
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Figure 4. Present Value Calculation of NOL Carryforwards Years One to 10

Low Range

Tax Value of
NOL C/F Used Historical NOL C/Fs

Year (n) in Years 1 to 10 Percentage13 Utilized PVIF,2.920 Present VValue
Year 1 $305,427,901,698 48,868,464,272 0.9716 47,480,599,886
Year 2 305,427,901,698 17% 51,922,743,289 0.9441 49,020,261,939
Year 3 305,427,901,698 15% 45,814,185,255 0.9173 42,025,352,134
Year 4 305,427,901,698 14% 42,759,906,238 0.8913 38,111,904,430
Year 5 305,427,901,698 11% 33,597,069,187 0.8860 29,767,003,299
Year 6 305,427,901,698 8% 24,434,232,136 0.8414 20,558,962,919
Year 7 305,427,901,698 6% 18,325,674,102 0.8175 14,981,238,578
Year 8 305,427,901,698 6% 18,325,674,102 0.7943 14,556,082,939
Year 9 305,427,901,698 4% 12,217,116,068 0.7718 9,429,170,181
Year 10 305,427,901,698 3% 9,162,837,051 0.7499 6,871,211,505

Total Years 1 to 10 305,427,901,698 272,801,787,811

High Range
Tax Value of
NOL C/F Used Historical NOL C/Fs

Year (n) in Years1to 10  Percentage™ Utilized PVIF,2.920 Present Value
Year 1 $381,784,877,123 61,085,580,340 0.9716 59,350,749,858
Year 2 381,784,877,123 17% 64,903,429,111 0.9441 61,275,327,424
Year 3 381,784,877,123 15% 57,267,731,568 0.9173 52,531,690,168
Year 4 381,784,877,123 14% 53,449,882,797 0.8913 47,639,880,537
Year 5 381,784,877,123 11% 41,996,336,483 0.8860 36,368,827,395
Year 6 381,784,877,123 8% 30,542,790,170 0.8414 25,698,703,649
Year 7 381,784,877,123 6% 22,907,092,627 0.8175 18,726,548,223
Year 8 381,784,877,123 6% 22,907,092,627 0.7943 18,195,103,674
Year 9 381,784,877,123 4% 15,271,395,085 0.7718 11,786,462,727
Year 10 381,784,877,123 3% 11,453,546,314 0.7499 8,589,014,381

Total Years 1 to 10 381,784,877,123 340,162,308,034

Source: TIGTA computation. Tax value of NOL C/Fs used in years one to 10 computed from Figure 3, historical
percentage utilized computed from Figure 2, and PVIF 5 gy00. ™

In Figure 5, we compute the low and high range of the present value of the NOL C/Fs for years
11 to 20 computed in Figure 3. Unlike Figure 4 where the NOL C/Fs utilization was computed
on an annual basis, in Figure 5, we compute the present value as an annuity spread evenly over a

13 The historical percentages were computed in Figure 2 of this appendix and are based on data from academic paper
The Implication of Tax Asymmetry for U.S. Corporations by Michael Cooper and Matthew Knittel.

1 The historical percentages were computed in Figure 2 of this appendix and are based on data from academic paper
The Implication of Tax Asymmetry for U.S. Corporations by Michael Cooper and Matthew Knittel.

1> The numbers presented may be slightly off due to rounding.
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10-year period. The annual NOL C/Fs used is computed by multiplying the tax value of NOL
C/F used in years 11 to 20 (obtained in Figure 3) by 10 percent. The annual NOL C/Fs used is
then multiplied by the PVIFA 2920 11-20 t0 Obtain the present value.

Figure 5: Present Value Calculation of NOL Carryforwards Years 11 to 20

Tax Value of PVIFA,
NOL C/F Used Use Over Annual NOL 2.92%,
Description in Years 11 to 20 10 Years C/Fs Utilized 11-20 Present Value

Low Range
Years 11 to 20 152,713,950,849 10%  15,271,395,085 6.42297823  98,087,838,172
High Range
Years 11 to 20 114,535,463,137 10%  11,453,546,314 6.42297823  73,565,878,629

Source: TIGTA computation. Tax value of NOL C/Fs used in years 11 to 20 computed from Figure 3, assumed
straight line usage of 10 percent NOL C/Fs used each year, and PVIFA, 5620 11-20-

In Figure 6, we computed the stated tax value based on the assumptions and the low and high
range of the estimated cost (present value) of the PY 2012 NOL carryforwards by summing
present values of NOL C/Fs not used from Figure 3 (because they expire unused, they have no
present value), NOL C/Fs used in years one to 10 from Figure 4, and NOL C/Fs used in years 11
to 20 from Figure 5. The sum results in a low range estimate of the present value of about

$371 billion and a high range estimate of about $414 billion with a stated tax value of

$687 billion. That means the Department of the Treasury will pay between 54 cents

($371 billion/$687 billion) and 60 cents ($414 billion/$687 billion) on the stated tax value of
NOL carryforwards or between 19 cents ($371 billion/$1.963 trillion) and 21 cents

($414 billion/$1.963 trillion) for each dollars of NOL carryforward in reduced taxes.

Figure 6: Estimated Cost of PY 2012 NOL Carryforwards

Low Range High Range
Description Tax Value Present Value Tax Value Present Value
NOL C/Fs Not Used (Expired) $229,070,926,274 $0 $190,892,438,561 $0
NOL C/Fs Used in Years 1 to 10 305,427,901,698  272,801,787,811  381,784,877,123  340,162,308,034
NOL C/Fs Used in Years 11 to 20 152,713,950,849 98,087,838,172  114,535,463,137 73,565,878,629

Total $687,212,778,821  $370,889,625,983 $687,212,778,821 $413,728,186,663

Source: TIGTA computation. Tax value information from Figure 3, present value information for NOL C/Fs used in
years one to 10 from Figure 4, and present value information for NOL C/Fs used in years 11 to 20 from Figure 5.

Economists with the Department of the Treasury’s Office of Tax Policy agreed with our
methodology after recommending changes that we incorporated. While the Office of Tax Policy
agreed with our methodology, it expressed no opinion regarding our final results. With respect
to our final result, TIGTA believes this is an informative estimate that illustrates the cost to the
Federal Government of the corporate NOL carryforwards at a given point in time, based on a set
of assumptions and the best available data we had access to. As we described in our
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assumptions, changes in technology, the business cycle, the weather, and other things could
affect our estimate positively or negatively.
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Appendix V

Form 1120X, Amended U.S. Corporation Income
Tax Return
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Erfer riameand addness Used on origins | retum (If same as 3bove, wr it "Same. )

Internal Revenue Service Cerer
where origing return was filed }

Fillin applicabla itams and use Part |l on tha back to axplain any changes

- - - A= crigral b] Net charce —
Income and Deductions (ses instructions) [E] rbadgm g 'ncr[Ea]sE crti:d;:rg;asej - (o) Comestamournt
pre ey acsted escphan 1 Part I
1 Tetaincome. . . . PP PP 1
2  Total deductions . . PR PR 2
3 Taxable income. Subtract line 2 fromline 1. 3
4 Total tax PP PP PP 4
Payments and Credits (see instructions)
5a  Cwerpayment in prior year alowed as a credit . 5a
b Estimated tax payments . 5b
« Refund applied foron Form4485 . . ]
d Subtract line & from the sumof Ilressaand sb 5d
e Taxdeposited with Form 7004 H)
T Credit from Form 243% . o
a Credit for federal tax on fuels and other refundable
Gredits 50
8  Taxdeposited or paid with for after) the filing of the original retum 5]
T Add lines 5d through 6, column @) 7
B Owerpaymment, if any, as shown on original retum OFas \aﬁer ad usted 2
9 Subtractline &fromline7 . . . e e e e ]
Tax Due or Dverpayment (s instructions)
10 Tax due. Subtract line 3 from line 4, column @) If paying by check, make it payable to the
“United States Treasury” . . . » | 10
11 Owerpayment. Subtract line 4, column ), from ling 9 P P A
12 Enterthe amount of ling 11 you want: Cradited to 20 Estimated tax » Refunded p» | 12
Unider perialties of perjury, | decfare that | Fave filed an original retum and that | Feve esamned this amended retom, ield g ascompa
e s 2P TR 1EMETE, 3 1 the best T My Hrwierge and balf, iz amenlod rEIT & T, FOTact, and copiste. Doshrs den Q’prepara-
Sign {other than taxpayer] is based onall Fformation of which preparer bas any knowled
Hare |
} Signatire of officer Tate } Tt
Paid Frint/Type praparer's rame Freparer's signatre Dak cheok g | FTM
Preparer seltemployed
Use Onl Fm'sreme b [Frm= Em -
Y [Pz adaes [ Prerenc.
For Paperwork Reduction Act Notice, ses instuctions. Cat. Mo, 11502 Formn 1120 {Rev. 1-2011;
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Formn 11200 { Rev. 1-200 1) Fage 2

Part Il Explanation of Changes to fems in Part 1 Enter the line number from page 1for the items you are
changing, and give thereason for each change. Show any computation 1n detail. Also, see What To Attach

in the instructions.)
If the change iz due to a net operating loss carrvbeck, a capital bes carrvback, or a general business credit carvback, see

Camyback Chims in the instructions, and cheskhere . . . . . . . . . . . . . . . . . . . . . ..

Formn 1 120X i Fen . 1-2011)

Source: Internal Revenue Service.
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Appendix VI

Form 1139, Corporation Application for
Tentative Refund

1 139 Corporation Application for Tentative Refund
Form » Information about Form 1139 and its separate instructions is atwww irs.gow/form7 729, OME No. 1545-0582
(e De"e“;::;f;zw » Do notfile with the corperation’s incem e tax retum—file separataly.
temal F\a)s’\uaSe'\ncew - Koop a copy of this applicalien for your records.
Wame Ernploye ride rtification number
Hurn ber, sireet, and room or suite o, Fa P.O. box, sse nstructions. Dateot neorporation
Gityor o, state, ard ZIP code Daytrne phone nomber
1 Reasonis) forfiling. € Unusad ganaral
See insthuctions— a Netoperating lossiMOL) . . | ¢ businass credt b| g
attach computation b Netcaptalkbss . . . . M[g d Cthar L
2 Retum for yearof boes, unused cradit, or a Tax year anded b Tate fax returnfied| ¢ Sarvice canter where filed
overpayment undersection 1241001

If this application is foran unused ceditc eated by another carryback, enterending date for the tar year of the first camybec ke

Did a logs result in the mieass of a foreign tax credit, or & the copomtion camying back a general business credit that

was ekased because of the mlkease of 2 fomrign tax credit (gee instructions)? K "es " the corporation must file an

amended retum tocarry back the measedcmedits . . . . [Yes []He

ba  Was aconsolidsted retum filad for any canyback year or did the corporation jpin a consolidated gmoup (see instructions)? [ Yes O He
b If "Ves,"enter the fax yearending date and the name of the common parent and its EIN, if differant from abowe (s2e instructions) w

=

Ga If Form 1128 has been fikd, was an extension of time granted for filing the mturn for the tax vear of the NOL? . [ Yes [ No
b If"es," enter the date fo whic h exdension uwas granted ¢ Enter the date Form 1128 was fied . W
d  Unpaid tax forwhich Form 1138 s in effect . . . R )
7 If the corporation changed s accounting period, enhertre date permission tochange WAS grantaj . -
8 If thiz iz an application for a dissoled corporation, enter date of dissolution . . o>
S Has the corporation filed a petition in Tax Court forthe yearoryears towhich the can’y'ban:klstcv be app\led° . [ ves O no
10 Iz any part of the decease in tax due 0 a loss or credit resulting from 2 reporable transaction required o be
disclased? If Yas, attach Form 808 [O¥es []He
Gomputation of Decrease in Tax precoding preceding precaeding
Sea instructions. tax yoor eivdod & tax yoar ended b fax yoar ended k-
Mote: /Fondy filing for an vnused genersl Businass {a) Bafor b} Atter () Baione idy After i) Before ify After
cradit flina ), skip lhas 77 through 5. carryback carryback carryback camyback camyback carryback

" Tarcable income from tax retum .

12  Capitalloss camyback (see |nshuchon§
13 Subtract line 12 from line 11

14 NOLdeduction (sea instructions)

156 Taxabk inzome. Subtract line 14 from line 13
16 Income tax

17 Altemative minimum tax .

18 Addlines 1&and 17

19  Geneml business credit (see \nsﬁructnns]
20  Othercredis (see instructions) .

Pal Total cedits. Add ines 19and 20
2

23

24

25

26

Subtract line 21 from lina 18

Perscnal holding company tax (Sch. PH (Fom 11200
Othertaxes (zee instructions) . .

Total tax lability. Acd lines 22 through 24
Enter amount from  “Ather  carmyback"
column on line 25 for each year .

27 Decraass in tar. Subtract line 25 from line 25
28 Ouerpayment of tax due toa claim of rght adjustme nt under chtDn 13 {bii) (attach computation)

Sign rder ofperhry, | detae tel et s, it teeyre U, conet, 7 conpleR
Hare b= : 3 3
Signatre cfoficer Tate Titke

Paid PRI Ty pe prepare s name Freparars sgnahos Tate R
Preparer saff-emplyed
Use Only [ Fmsreme_» [ Fims &0 -

Fimn's addness k- Phioos o
For Paporwork Reduction Act Notics, sea saparate instructions. Cat. Wo. 11170F Fom 1139 (Rev 1222

Source: Internal Revenue Service.
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Appendix VII

Form 1120, Schedule M-3, Net Income (Loss)
Reconciliation for Corporations With Total Assets of
$10 Million or More

SCHEDULE M-3 Net Income (Loss) Reconciliation for Corporations | OMEMa 1550123
(Form 1120) With Total Assets of $10 Million or More 2013
Depariment of the Treasury » Attach 5 Form 1120 or 1120-G. » Information about Schedule M-3 (Form 1120 and its

Irtermal Reveriue Senvice separate instruc ons is available at www.irs.gov/form 20

Mame of cor peration fecrmon parent, ff consa lideted retum) Emplayer ide mtification numbar
Check applicable bosesl (1) L1 Mon-consolidated retum 12) [ Gonzolidated return [Farm 1120 onky
= [ Wi 112000 group ) [ Dormant subsidiaries schedule sttached

IEETAN Financial Information and Net Income (Loss) Reconciliation (see instru ctions)

1a  Did the cotpotation Tile SEC Form 104K for its income statement period ending with of within this tax year?
O¥es Skip lines 1kand 1o and complete lines 2a through 11 with respect to that SEC Form 10-K.
One.  Gotoline 1k Ses instrustions if multiple non-tax-basis income statermnants are prapared
b Did the corperation prepare a cenified audited non-tax-basis income staternent for that peried?
[ ¥as Skip line 16 and complete lines 2a through 11 with tespect to that insorne staterment
Oho. Gotoline 1c.
Did the corporation prepare a non-tad-basis income statement for that peried?
[¥es Complete lines 2a through 11 with respect to that insome statermnent.
I ne.  Skip lines 2a through 3 and enter the corperation' s net income Joss) per its books and resords on line da.
Enter the income stafement period:  Beginning Endirg
Has the corporation's income staterment been restated for the income statement period on line 2a7
Cyes (If "fes," attach an explanation and the amount of eash itemn restated )
O he.
©  Has the cotperation's incorme staterment been testated for any of the five insome statament periods preceding the petiod on line 2a?
Oves (If "fes" attach an explanation and the armount of each iterm restated.)
O ne.
B |sanyof the corporation's voting cornrmon stoc k publishy traded?
[ ¥es
Ohe. 11"M0," go to line da.
b Enter the .syrnbol of the corporamon s primary L3, pub\lc\y traded \rotmg GOSN
stock
©  Enterthe nine- d\gn CUSIP nurnier of the corporatlon s primary publlclyr traded votlng
common stock ... [T 111 [T 11
‘Worldwide consolidated net income (Ioss)from income statement source identified in Part |, line 1 . 4a
Irdicate ascounting standard usad for line 4a [sa instrustions)
0 Gear @ OFRS @ O Statutory (@) O Tax-basis 5 O Other fspecify)
Met incetme from nenincludible forsign entities (attach state ment) 5a
Net ks from noning ludible forsign entities (sttach statement and enter 25 & positie amount) . 5b
Net inceme from nenincludible L.3. entities (attach staterment) . . . Ga
Net ks from noning ludible LS. entities (attach statement and enter as & posnme amount) . . &b
. Ta
b
Tc

o

o i

- &

MNet inceme (oss) of other includible foreign disregarded entities (aHac h statemant)
Net incorme (oss)of other includible LS. disregarded entities (attas h staterment)

Met income (osg) of other includible entities Ettach slatement) .

Adjustment to eliminations of transactions between includicle entities and norinalidile emtites [atta: h
statement) . Lo . 3

Adjustrnent to resons le insorme staterment perlod to ta year [aﬂach staien'ent) 9

Irtercormparny dividend adjiustments to reconzile to line 11 @ttach staterment) . . . . . . . 10a
Other statutory ascounting adjustments to recencile to line 11 [attach statement) 10b
Other adjustments to reconcile o amount on line 11 @attach statement) . 10c
Net income (loss) per ncome statement of includib ke corporations. Combme Imes 4 through 10 11

Note. Part |, line 11, must equal the arnount on Part 1l, line 30, column (8), and Schedule M-2, line 2.

12 Enter the total armount hot just the corporation's share) of the assets and liabilties of all entities inc luded or removed on the
Tollowirg lines,

Peecdclcd

- -
“aocBR®

Total Assels Total Lighilities
a Included oh Part |, line 4 L4
b Removed on Part |, lines . »
& Rernoved on Part |, ine & >
d Included on Part |, line 7. »>
For Papenwork Reduction Act Notice, ses the Instructions for Form 11200 Gat. Mo, 37951 G Sezhid ule M-3 (Form 1120) 2043
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Schedule W-3 (Fomn 11200 2013

Pagez

Warneof cor poration feormmon parent, if conso lidated retom)

Ernplowe ridentification numbear

Checkapplieable bozges): (1) ] Consolidated group ) [ Farentecrp
Checkif 3 sub-corsalidsted: (&) [C] 1120 goup (7] ] 1120elminations

) []Sonso lidted el nations

(9 []subsidirycorp (5] [ W bed 11206L/PC group

Warneof subsid&ny | if consolidated netum)

Ernplove ridentification nurnber

Reconciliation of Net Income {Loss) per Income Statement of Includible Corporations With Taxable

Income per RBeturn (zee instructions)

Income (Lo=e=) Remes
(Attac h statermerts for lines 1 through 113

h:ome
oo

leaen

Taﬂ[gémry
Differerce

[E]
Pemnanent Imame égLDSSJ
D iffererine per Tz

Income fles) from equity method foreign comporations

Gross forgign dividends not previoushy taxed

Subpart F, QEF, and similar income inc lusions
Section 78 gross-up .

Gross forsign distributions pre\.rlous.r:,r taxed

Incorme Jose) from equity methed U.S. corpotations

3. dividends not eliminated in taw consolidation

Minarity interest for inc ludible corporations

L=

Income (oss) from LS. partnerships

10 Income (ozs) from forgign partnerships

11 Income (oss) from other passthrough entities

12 ltems relating to reportable transactions (31th
staterment) Lo A

13 Inferest incorme [tach Form 8916- PJ

14 Total accrual to sash adjustment

15 Hedging transactions

16 Mark-to-market income oss) |

17 Oostofgoodssold[attachForma‘mGR) T

18 Saleversus lease for sellers andsor lessors) |

19 Section 4816 adjustrments

20 Unearned/deferrad ravenue

21 Insome fesognition fram lohg-term contra:ts

22 Original izsue discount and other imputed interest .

Zaalncome  staterment gainfloss on sale, exchange,
abandenrment, worthlessness, or other dispostion of
assets ether than imventory and pass-through entities

b Gross capital gains from Schedule D, excluding
amaunts from pass-through entities

G Gross capital lesses from 3ohedule D, emludlng
areunts from pass-through entities, abandonment
ksses, and worthless stock ezes . R

dhet gaindozs reported on Form 4797, line 17,
exsluding amounts from pass-through  entities,
abandonment bazes, and worthless stook losses

e pbandonment losses .

T Worthless stock losses (aita:h staten'e nt) .

4 Cthergaindoess on disposition of as5ets otherthan invento

24 Capital loss limitation and carndonvard used

25 Otherincome (loes) remswith ditfere ncas(attach statement)

26 Tota income Joss) itens. Combine lines 1 through 25

27 Tota expensesdeduction items (from Part [, line 28)

2B Cther items with ne differences

203 Mixed groups, see instructions. Al others combme
lines 25 through 28 .

b PC insurance subgroup reconciliation totals .

¢ Life insurance subgaroup reconciliation totals |

30 Reconcliaton totas. Combing lines 234 thiough 2%c

Mote. Line 30, column &), must equal the amount on Part |, line 11, and column {d) must equal Form 1120, page 1, line 28

Schedule M-3 (Form 14 2002042
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Schedule M-3 {Form 11200 2013 Page 3
Marmeof cor poration (zormrmon parent, if conso ideted retum) Ernploe ridentification number

Checkapplicable bosges): (1) []Gorselidted group ) [|Farenteorp B[] Gonsolideted elminations (4] [] Subsidmrycorp  (5) [ M bed 11200L/PS group
Checkif 2 sub-corsolidated: (8) []1120 group (7] []11202liminations
Mamneof subs idiary | if consolidated retum) Employe ridentificstion number

N Recongiliation of Net Income {Loss) per Income Statement of Includible Gorporations With Taxable
Income per Return —Expense/Deduction ltems [see instructions)

e i = ] L] )]
Expe {Deduction ltems Experse per Term porary Permnarent Deduction per
Imaorne Stabernent D iflEreroe Differerce Tax Fetum

1 LS current income tax expense

2 L5 deferred income tax expaenze

A State and local current income tax expense
4

5

State and local deferred income taxexpense . . .
Forsign current incorme tax expense other than
foreign withheolding taxes) | Lo
& Forasigh deferred income tax expenze
T Foreign withholding tanes .
B Interest expense @ttach Form 8916 A)
O Stock option expenze . .
10 Cther equity-hased compensailon
11 Meals and entertainment
12 Fines and penalties .
13 Judgrments, damages, awards and 5|m|larcce.ts
14 Parachute payments . . . . .
15 Compensation with saction 162(mj I|mrtat|on .
16 Pension and profit-sharing .
17 Cther post-retirement benefits
18 Leferred compensation . . .
19 Charitabe contribution of cash and tang|ble
property .
20 Charitable contribution of |ntang|b|e proper‘(\,r
21 Charitable contribution limitationdc armorward
22 Domestic produstion activities dedustion
Z3 Currert vear  asquisition  or reorgamzanon
imiestiment banking fees
24 Current vear acquisition or reorganlzat|on bgaJ and
accounting fees
25 Current vear acq U|5|t|onfreorgan ization othercosts |
26 Ameorizationdimpairment of goodwill
27 Armotization of acguistion, reorganlzatbn and
start-up costa .
28 Cther amertization or |mpaurmerrt write-offs
29 Resarved
30
al
<)
33
a4

Cepletion

Depres iation

Bad debt expenssa .

Corporate owned life insurance premiums
Purchase wersus lease for purchasers andfor
kesseas) | .

A5 Research and de\.relopment costs

6 Section 118 excluzion (attach staterment) . .

A7 Cther expense/deduction items with dlfferemes
[attac h statermnent)

3% Total expensefdeduction ftems. Combine lines 1
through 37 Enter here and on Part 1l line 27,
reporting  positive  amounts as  negative  and
negative amounts as positive R

Schedule M-2(Form 1120 20413

Source: Internal Revenue Service.
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Appendix VI

Form 1120, Schedule UTP. Uncertain Tax
Position Statement

SCHEDULE UTP Uncertain Tax Position Statement | OMB N 13502
(Form 1120)
W Filo with Form 1120, 1120-F, 1120-L, or 1120-PG. 2013
Wmfﬁnggfs;ﬁiw - Infomation about Scheduke UTP [Form 1120 and its separste instructions is at wime irs.govischadn ke tp.
Wame of entity s shown on page of e retum EIN ofe ity
This Part |, Schedule UTP (Form 1120) is page ot Part | pages.
Part | Uncertain Tax Positions for the Current Tax Year. See instructions for how to complate selumns @@ threugh @)
Enter, in Part lll, adescription foreach uncertain fax position (UTF).
Chec bk this box if the corporation was unable fo obtain information from related parties sufficient to determine whether a
tax position iz a UTP (see instructions) m |:|
Primary |é=hc]> Sections Timin [gc]oudg R [ﬂ
MO8, "R d
UT[;]NO (=g, T I08", AT, e ) ploreskt Dass—%r}mugh Ma][oegTaxRam::gmHeseEv]edfor
: Prirary IRG Sub sections Tarm parary, o Entity EIN Pasition | p S | Futur Us
(=g iR both)
<
(SIS ] 1L L ] 1S T )D D - D
<
0 b1 T I HE e g )D D - D
<
o b i b L I L1 ST L% )D D - D
<
0o b I Hi g )D D - D
<
a0 b e J1 S L I L1 ST TS )D D - D
<
0o b I Hi g )D D - D
<
O b1 T T I HE e g g )D D _ D
G
0 b e b1 IO I L1 ST T I§ )D D - D
<
O b1 T T I HE e g g )D D _ D
G
0 ok o b IS L1 SIS TR I§ )D D - D
c
O b1 T T I HE e g g )D D - D
G
0 ok o b IS L1 SIS TR I§ )D D - D
c
O b1 T T I HE e g g )D D - D
<
0 ok o b IS L1 SIS TR I§ )D D - D
<
O b1 T T I HE e g g )D D - D
<
0 ok o b IS L1 SIS TR I§ )D D - D
<
Ca b1 I L1 ST LIS )D D - D
<
oo ok e J S IO I L1 SIS LIS )D D - D
<
Ca b1 I L1 ST LIS )D D - D
<
0 b1 T I HE e g )D D - D
c
(G TS ] 1L L ] L1 ST T )D D - D
For Paporwork Reduction Act Notice, seo e Instructions for Form 1120, Gat. Mo, 546580 Setedule UTP [Form 442012042
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Schredule UTP {Fomn 1120 2013 Fage 2
Marme of ertity as shownon page 1 of taxretum EIM ofe ntity
This Part Il, Schedule UTP Form 11 20) is page of Part Il pages.
Uncertain Tax Positions for Prior Tax Years.
Fee instructions for how to complete columns (@) through (). Enter, in Part [, adescription foreash uncertain tax
postion LJTP).
Ches k this box if tha corporation was unable to obtain information from related parties sufficient to determine whether a
tax poaition is a TP (ze2 instrustions) = [
] 3]
Pritary IRG Sectians Tming @ B[ om ia) "
b e T ek | passTivougn | V07 | e | Fustned) s ot e
. Primar;rlF!GSubsfections EnTnT Entity EIN Position| Position (1) Pasitian
(g, AN p L‘h?‘-
Fl
L0 3 0 i MO ]DD - D
p
T e oot Mg JDD - D
Fl
LI e a0 g ] IR JDD - D
Fl
a0 a0 0 e i M g ]DD - D
P
a0 a0 e e e g Moo g JDD - D
Fl
LI e e g ] IR JDD - D
Fl
30 a0 e e i M g ]DD - D
p
a0 a0 e e g Moo g JDD - D
Fl
LI e a0 g ] IR JDD - D
Fl
a0 a0 0 e i M g ]DD - D
P
a0 a0 e e e g Moo g JDD - D
Fl
LI e e g ] IR JDD - D
Fl
30 a0 e e i M g ]DD - D
p
a0 a0 e e g Moo g JDD - D
Fl
LI e a0 g ] IR JDD - D
Fl
a0 a0 0 e i M g ]DD - D
P
a0 a0 e e e g Moo g JDD - D
Fl
LI e e g ] IR JDD - D
Fl
30 a0 e e i M g ]DD - D
p
a0 a0 e e g Moo g JDD - D
Fl
LI [ LRI ] IR JDD ~ D
Schedule UTF (Form 1120) 2013
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Sehedule UTF {Form 11 200 201 3 Fage 3
Mame of ertity as shown on page1 of fax retum EIMN of & ntity

Thiz Part |1l Schedule UTP (Form 11207 is page of Part 11l pages.
EURUl  Concise Descriptions of UTPs. Indicate the cormesponding UTP number from Part |, column (@) &g G1)or Part |1

column (@ Ed. PA. Use as many Part 11l pages as necessary [sea instructions).

uTp

Mo Goncize Descrption of Unca rain Tax Position

Seheduke UTP [Form 44 20) 2042

Source: Internal Revenue Service.
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Appendix IX

Form 8886, Reportable Transaction
Disclosure Statement

Formn 88 86 Reportable Transaction Disclosure Statement |_OME o 15e51000
(Fiew. March 2011) »- Attach to your taxrelum ducrart
Depariment of e Treaaury b 500 separate insiructions. Sequence Mo.
Mame(s) shownon return {individuaks entet kst name, fitst name, middle initial) ‘ Hentifying num ber
Mumber, streat, and room ar suite no. City ortown |Slate |ZIP code
A If you are filing more than one Form 8885 with yourtad eturn, saquentially number

each Fom 8805 and enter the statement numbarfor this Form 8805 ... ... P Statement number of
B Enterthe form number of the tax return fo which this form i attached orrelated . . ..o o0 >

Enter the year of the tax rturn dentified above [ g

Iz this Fomn 0804 being filed with an amendedtasretum? . ..o P ez [lHa
G Check the box(es) that apply (see instructions). [ initial yearfiler [ Protective disciosura

1a Mame of epotable transaction

1b  Initialyear participated in transaction 1¢  Reportable trangaction ortax shatter registration number (see insttuctions)

2  Identify the type of reportable transaction. Check all boxes that apply (see instructions)
a [Jugted ¢ [Dcontractual protection o [ Transaction of int2mest
b [Jcanfidential d Oloss

3 If you checked box 2a or 22, enterthe published guidance number for the listed transaction or trnsaction
of inerest ... »>
4 Enterthe number of "same 2= or substantialy similar" transactions reporled on thisform ... ... ... ... W
5 If you participated in this reporable transaction through a partnership, S corporation, trust, and foreign entity, check the applicable boees and
prowvide the information bakow fortha entitys) (see instructions). (Attach additional sheats, if necaszary.)
a Typeofentity ... .......... ... ........... K |:|Partnersn|p DTrust DPannevsmp |:|Trust
O Scorporation [ Fore icn Os oo rporation O Foi=ign

b Mama. ...

< Employeridentification number (EIN), if known »

d Date Schedule K-1 received from entity
(@ntar "none" if Schedula K-1 not ecahed) . ... .. »

6 Enter below the name and address of each individual or entity towhom vou paid a fee with regard to the transaction if that individual or entity
promoted, solizited, or rcommendzd your participation in the trnsaction, or provided tax advice mhkated to the transaction. (Attach addtional
sheats, i necessary )

a Mame dentifying numbar(if known) ‘ Fees paid
%
Mumber, street, and om or suite no, ‘ ity of town ‘Slate ‘ZIP code
b Mama Hantifying numbar(if known) ‘ Faes paid
§
Mumber, street, and mom or suite no. | City or town |Slal2 |ZIP code
For Paparwork Reduction Act Notice, seo separate instructions. Cat. o, 246545 Frm BEH0 (Rev. 3-2m1)
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Formn 855 (Rev. 3-20711) Fage 2
7 Facts
a |dentify the type of tar benefit genemtad by the transaction. Check all the bowes that apply (zee instructions).
[ ceductions [ Exclusions from gross income [ absence of adjustments to basis [ Tax Gradits
O Capital loss O Monmecognition of gain O befenal
O ominary oes [ adjustments to basis O cthar

b Further describe the amount and nature of the expected tax treatment and expected tax benefits genambed by the trnsaction for all affected
vears. Include facts of each step of the transaction that mlate to the expacted ta: banefits including the amount and nature of your investrment.
Include in wour description your participation in the transaction and all related transactions regardiess of the year inwhich they wee entered
into. Ak, include a description of any tax result protection with respect to the tranzaction.

B Idantify all individual: and entities inwohved in the transaction that are tac-exempt, foreign, or elatked. Check the approphate boxes) (zee
ingtructions). Include their namgs), identifying numbers), addressies), and a brief descrhption of their inohwement, For sach foreign entity,
idantify itz country of incorporation or existence. For each individual or related entity, explain how the individual or entity = related. Attach
addtional sheets, if necessary.

a Type of individual or entity: O Tax-sampt O Foraign [ Pelated
Marne Ide ntifying nurmbar

Addmss

Dezcription

b Type of individual or entity: [ Tasx-axampt ] Foraign [ Fekted
Marr Identifying number

Addmess

Description

Formn SO06 (Fev. 3-2m1)

Source: Internal Revenue Service.
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Form 8886, Reportable Transaction Disclosure Statement, is used to disclose information for
each reportable transaction and generally a separate Form 8886 is required for each reportable
transaction. However, one form may be used for transactions that are the same or substantially
similar. A reportable transaction is a transaction described in one or more of the following
categories:

e A listed transaction is a transaction that is the same as or substantially similar to one of
the types of transactions that the IRS has determined to be a tax avoidance transaction.*

e A confidential transaction is a transaction that is offered to a corporation or a related
party under conditions of confidentiality and for which a corporation or a related party
paid an advisor a minimum fee of $250,000.

e A transaction with contractual protection is a transaction for which the corporation
has, or a related party has, the right to a full refund or partial refund of fees if all or part
of the intended tax consequences from the transaction is not sustained.

e A loss transaction is a transaction that results in the corporation claiming a loss under
I.R.C. Section 165 if the amount of the I.R.C. Section 165 loss for a corporation
(excluding S corporations) is at least $10 million in any single tax year or $20 million in
any combination of tax years.

e Atransaction of interest is a transaction that is the same as or substantially similar to
one of the types of transactions that the IRS has identified by notice, regulation, or other
form of published guidance as a transaction of interest. It is a transaction that the IRS
and Department of the Treasury believe has a potential for tax avoidance or evasion, but
for which there is not enough information to determine if the transaction should be
identified as a tax avoidance transaction.

Corporate taxpayers required to file Form 8886 must attach it to their income tax return,
including amended returns, for each tax year in which they participated in a reportable
transaction. Form 8886 must also be attached to Form 1139, Corporation Application for
Tentative Refund, if a reportable transaction results in a loss or credit carried back to a prior year.
Also, if this is an initial year of filing Form 8886 for a transaction, an exact duplicate must be
filed with the OTSA in Ogden, Utah.

Failure to file Form 8886 can have serious repercussions for a corporation:

1. Failure by a corporation to disclose a listed transaction will result in the period to assess
any tax with respect to the listed transaction being extended beyond the normal three-year
assessment period until one year after the earlier of either:

! These transactions are identified by notice, regulation, or other forms of published guidance as a listed transaction.
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e The date the corporation discloses the transaction by filing Form 8886 in the manner
prescribed, or

e The date that a material advisor provides the information required (investor list) under
I.R.C. Section 6112 in response to a request by the IRS under I.R.C. Section 6112.

2. Generally, the penalty for failure to include information with respect to a reportable
transaction for a corporation taxpayer is 75 percent of the reduction in the tax reported on
the income tax return as a result of participation in the transaction or that would result if
the transaction were respected for Federal tax purposes, but not less than $10,000. The
maximum annual penalty for failure to disclose a reportable transaction, other than a
listed transaction, cannot exceed $50,000. The maximum annual penalty for failure to
include information with respect to a listed transaction is $200,000.

Each Form 8886 disclosure received by the OTSA at the Ogden Campus is reviewed by an
analyst for completeness and to determine which disclosures have large, unusual, or questionable
items or listed transactions requiring further action or review. Each disclosure is then assigned a
specific tax shelter-type identification number. The disclosures and any supporting documents
are then scanned and saved into a repository. Data from certain fields on the disclosure are then
transcribed into a database for further review. Additional data from the associated tax return and
the AIMS, such as the business operating division Examination Status Code and Examination
Group Code, are added to the database for disclosure requiring further action. These disclosures
are then re-sorted by the business operation division and disseminated.

For LB&I Division disclosures, if the associated return is under examination, the OTSA analyst
notifies the team manager controlling the return of the disclosure and requests a review of the
transaction. If the associated return is not currently under examination, the OTSA analyst sends
the disclosure to the appropriate workload identification team for further risk assessment and
possible assignment to an examination team. If the OTSA has identified the disclosure as
potentially incomplete, the notification will also request consideration of a potential penalty
under I.R.C. Section 6707A. For disclosures with associated returns in other business units, the
OTSA makes available its database and the disclosures to the other business units to aid further
review and assist the other units in determining whether to examine the return.

Besides the disclosures required of the corporate taxpayer, the IRS also requires material
advisors to any reportable transaction to disclose certain information about the transaction on
Form 8918, Material Advisor Disclosure Statement (see Appendix X). A reportable transaction
has the same definition as previously described for Form 8886. A material advisor can be an
individual, trust, estate, partnership, or corporation. A material advisor is anyone who:

e Provides any material aid, assistance, or advice with respect to the organizing, managing,
promoting, selling, implementing, insuring, or carrying out any reportable transaction;
and
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e Directly or indirectly receives or expects to receive gross income in excess of the
threshold amount, $250,000, or in the case of a listed transaction $25,000, for the
material aid, assistance, or advice.

The material advisor’s disclosure statement must be filed with the OTSA in Ogden, Utah by the
last day of the month that follows the end of the calendar quarter in which the advisor became a
material advisor with respect to the reportable transaction or in which circumstances occur to
require an amended disclosure statement. Failure to file Form 8918 on or before the due date or
filing false or incomplete information about a reportable transaction can result in a penalty of
$50,000 for reportable transactions other than listed transactions. The penalty for a listed
transaction is the greater of:

e $200,000; or

e 50 percent of the gross income from providing aid, assistance, or advice about the listed
transaction before the date the return is filed. If the failure is intentional, the percentage
IS 75 percent.

Material advisors who file a Form 8918 will receive a reportable transaction number from the
IRS. Material advisors must provide the reportable transaction number to all taxpayers and
material advisors for whom the material advisor acts as a material advisor.
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Appendix X

Form 8918, Material Advisor
Disclosure Statement

Form 891 8 Material Advisor Disclosure Statement P —

[P, Decernber 201 1)

Deparimentot he Treaar ~ N y @
Pl Pz anize » Saa separateinstructions. FOR IRS USE ONLY
Note. The reportable tranzaction numberwill ba sant to the material advieor's addess below.

Wateral AdvECr's Name Ees neruetions) T9eniying namber TeEphore nmber

N ber | street, and room or suite no.

Sty o town, state, and ZIF code

A Corfact parson rame (Retmame, frst rame, middie mital T Tekprere rmber

B |5 this & protestive disslosure? (see instrustions) [ ves [ ko If "es," s2e line Ba instructions.
€ & this the original Form 8518 for this reportable transaction?  [ves [ Mo
If *ves," goto line 1. If "Mo," enter the mportable transaction num ber previously Esued forthis reportable transaction or tax shelter.
Reportable Transaction Murmber ke
1 Mame of eportable ransaction(zee instructions]

2 Idantify tha type of reportable transaction. Chack allthe boxjes) that apphy (sea instructions).
a[] Listad e[Jcontractual profoction. o [ Transaction of interast
b caontidential d[]Loes
3 Ifyou checked box 2a0r 2e, entar the publizhad guidance number far the listed transaction ortransaction of intamast w
4 Enter thadata the M aterial Advisor bacame a matarial advizor with respact to the mpottable tansaction (Fee instructions) w

5 liyou are a party to adesignation ag | antify the other parties {see instructions)
Name

Harfifyng romber [ kocn]

Address (Mamber, srest, ard rocm or sufenad)

Sity or town, sate, and ZIP code

Cortact rame Telkephone umber

Ga Provide a brief description of the type of matehial aid, assistance, or advice you provided (zee instructions).

b Describe the rake of any other entity(izs) or individual=) who you know or have feason to know providad m aterial aid, assietance, or advice o
this transaction and include each entity's and individual's complete name, identifving number(if known), and address.

Ta Toobtain the intended tax benefits generated by the transaction:

Is 2 related entitylies) or individuals) needed? Oves OMNo
s a forein entitylies] or individuals) needed? Oves OMNo
|z & tax-exempt entityizs) needed? ves e

b If ywou answeed "Yes" to any of the abowe questions, dascribe the mle of each individual arentity. Also idantify the individual's or entihy's country
of exiztence if a particularcountry is eguited to obtain the intended tas benefits.

8a To obtain the intended tax benefits generated by the transaction, & income or gain from the transaction allocated direct ly or indirectly o an
individual(s) orentityies) that has anet operating loss andfor unused oss or credits? [ ves ko

b If "Yas," desctibe the mle of each individual orentity in the transaction.

For Privacy ct and Paperwork Reduction Act Notice, see sepsrate instructions Cat. ho. ZE3A Form BO18 (Fev. 12-2011)
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Forrn 8918 (Rew. 12-2001) Pagez
9 Identify the typas of financial instruments usad in thiz transaction (see instructions).

10 Estimated Tax Banefitz— [dantify the ty pa of tax banefit genemted by the transaction that you expact the taxpayartoclaim in each year.
Check all bowes that apply (sae instructions).

[ beductions O Exclusions from OICEE income [ Tax credits [ other
DCapi‘taI loss O Monrecognition of gain [ efarral
O odinary ioss [ adjustments o basis [ sbsence of adjustrments to basis

1 Timing of Ta: Banefitz— f you checked ane or more boves on line 10, checkthe applicable boges) below to identify the period in which such
tae banefits awe claimed. Cheskeach bow that applies.
[ Tax benefits oenerabed by the transaction ar mguired to be climed in the fist year of paticipation by the taxpayer.
[ Tax banefits may ba claimad in anotheryear by the fapayer.

12  Enferthe Internal Fewenue Code sectionis) used to chim tax benefitis) genrerated by the transaction. (Attach additional sheets if necessary.)

12 Describe the mpotabke transaction for which you provided material aid, assistance or advice, including but not limited to the following: the
natura of the expactad tax treatment and expacted tax benefits ogenerated by the transaction for all affected years, the years the tax banafts
are expectad to be chimed, the rolke of the entities or individuals mentioned in lines 7aor 8a (i any) and the ok of the financial instrumants
mentionzed in line 9 (if any). Ecplin how the Intemal Bevenue Code sections listed in line 12 are applied and how thay allow the taspayer to
obtain the desired tax treatment. Alko, include a description of any tax result protection with res pect tothe tmnsaction.

Under penalties of perjony, | declne that | havwe eamined this retum, and 1o e best of rmy mowledgeand belief, # k& oe, comest, and complete.
Please
Sbn } Sigratureof Materzl Advisor Date Titke
Here

} Frirt rarne

Forn BO18 (Rev. 12-2011)

Source: Internal Revenue Service.
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Appendix Xl

Form 8275, Disclosure Statement

om B2T9 Disclosure Statement OME N 1545083

Do not uso this form 2 dischese itoms or podfions that are confrary to Treasury
Fev. Augest 200
(Fex. Augus & requlations Instead, use Form 8275-R, Requla’ isclosure Staty it

%S00 soparate instrucions. Attachiment

Deparmentol he Teaary Senuence No. 92
nErmal Revenue Sadce - Attach to your tax refum
Marne(s) shown on retum Identifying nurnbe r shown on eturn

General Information (5ee instructions)

= Hem ors — ot Fom i A
mor Group etaile: gscnption arm or e
Fev. Fiul, Fav. Proc., etc. e A s | Amaunt
1
2
3
4
5
11

BN Detailed Explanation (sze instructions)
1

Information About Pass-Through Entity. Te be completed by partners, shareholders, beneficiaries, or
residual interest holders

Complete this part only if you are making adequate disclosure for a pass-through item.

Hota: A pass-through entity s apartnarship, 5 corporation, astate, trust, reguiated nvaestment comp any (RIC), real estate investmant
trust (REIT), or real estate mortgage invastment condiuit (REANC]

1 Mame, address, and ZIP code of pass-through ertity 2 Identifving number of pass-through entity

B Tax vear of pass-through entity

! ! to ! !
4 Internal Revenue Service Center where the pass-through entity filed
its return
For Paperwork Reduction Act Hotice, sea saparate instructions. Cat. Mo, G15E5M Form B2 D (Rew. &g
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Formn &27 5 (Fev. S-2008) Page 2
Explanations [continued friam Parts | andiar 1]

Forn B2T5 (Fee. 52005

Source: Internal Revenue Service.
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Appendix XII

Form 8275-R, Regulation Disclosure Statement

fom B2 151 Regulation Disciosure Statoment
(Fira, s bt G508 User bk forrn oy o fisclomsm ibems o positions Bat os conliay b Tieasary
RS, g varpdations For olhoy dischrsures, use Forn 3275, Disclesurs Stakamant
S separ ol inslucions ﬁ_\t’zc?—me—é
D Faend of 1 Temany Serueren ric. OFA
nrral e Do b Atlach to your tax retm
Marnefs) shonn o nzhm Vdentilying AuInEe I chowen o0 nrbn

General Information (zes instruciions)

pa hern o — - i
- . e Braup Zatale riptiar Farraer | Line i
Reguiaticn Section . . Sebeak | He. Aaunt

i
z
o
4
5
=1

Detailed Duplanation 2

inztructicns)

i

Information Aboul Pass-Through Eolity. To be complaled by parlneis, shareholdars, beneficiarissg,
o residual interest hoiders.

Complate BHs park only i yoeu are making sdeguste disciosure Tor 3 pass-theaigi s

ety is 2 parts
tata

MG, 3 COpORstion:
Jviastiment

1 Mame, adarss: and I cods o B il antily 2 dentitving number of pass-ihrouah entity

o vedr of pass-through entity
i ! 6] ! i/
i Bemvice Center wheles the tass-through

For Paparwerit Hodoelion Ack Botice, Sea separats imstruchons. 3t Blo, £S04 Form: B2F5-1 (Fev. fo00m
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(S, S STI0G: Pangs 7

Farm &

Explanations oontinvsd o Paris §andior i)

Foan BEFR - thew 880300

Source: Internal Revenue Service.
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Form 4626, Alternative Minimum Tax—Corporations

Form 4626 Alternative Minimum Tax—Corporations
Department of the Treasune » Attach to the coporafion's axretum
Intermal

Fevenue Service » Information about Form 4626 and ite separate insructions is at www.irs o wiorm4636.

OME b 15450175

2013

hame

Ermployer ik mtfication number,

* Yosg-m—-sop=sacco®™

o

9
10
1
i1z
13
14

Note: Ses the instructions o find out if the corporation s & small camaration exempt from the
aitarmativa minimum tax (A T) undar section 55(a)
Taxablke income or loss) kefore net operating loss deduction .

Adpstments and preferences:

Depreciation of post-1986 property

Amertization of certified polution control facnltnes

Apnortization of mining explorstion and developrment costs

Arnortization of cire ulation expenditures (personal holding cormpanies only)

Adjusted gain of kbas

Long-term contracts

Merchant marine capital constructlon funds .

Section §33(b) deduztion Blue Cross, Blus Sheld and 5|m\|ar typeorganlzailons only)
Tax shelter farm activities (personal service corporadlons only) .

Passie activities [ losely held corporations and persohal serice corporatlons only)
Losas limitations .

Depletion

Tax-exampt |ntere.st income Trom specmed prwaie a:tlulty bonds

Intangible driling costs

Other adjustrnents and preference.s

Pre-adjustment alternative minimum taxakbie income (AN, Cormbing lines 1 through 20

Adjusted cument earnings (ACE) adjustment:
ACE from line 10 of the ACE workshest in the instructions .. . da

-

R EEERS

Subtract line 3 from line 4a. If line 3 exceeds line da, enter the d\fference asa
hegative armeunt (see instrustions)

=&

Multiphy line 4 by 78% (75). Enter the result as a pesttive amount .

Enter the excess, if any, of the corporation's total increasas in AMTI from prier
vear ACE adjustments over its total redustions in ANITI from prior year ACE
adjustments (see instructionz) Note: You must enler an amount on line 40
(even If [ine 4 Iz positive) ad

ACE adjustment.

+ [T line 4k is Zero of more, enfer the amount from line 4c

+ [fline 4b is lessthan zero, enter the smaller of line 4c or line 4d as anegative amount
Combine lines 3 and de. If zero or less, stop here; the corparation doss not owe any AMT
Alternative tax net operating bes deduction fzes instructions)

Alfternative minimum taxable come. Subtract line § from line 5. If the corpotation held a residual
interest in a REMIC, =2e instructions .

Exenption phase-out (f line 7 is $310,000 or more, skip lines 8a and 8k and enter -0- on line 8}
Subtract $150,000 from line 7 {f completing this line for a member of a
corntrolled group, ses instructions). If zero or Bss,enter-0- . . . . . . . | @

o

Muttiphs line 8a by 25% (25). . . . . &b

Exernption. Subtract line 8k from $40,000 (f completlng thls I\ne for a memberof acontrolied group,
= instructions). If 2ero or less, enter -0- . Lo
Subtract line 8 from line 7. If Zero of lkas, enter - EI-

Multiphy line 2 by 20% (200 . .

Alternative minimurm tax foreian tax o redlt LF\MTFTC) [eee \nstructlons)

Tertative minimum tax. Subtract ling 11 from line 10, .

Reqular tax liability before spphving all credits except the forelgn taoc credrt A

Alternative minimum tax. Subtract line 13 from line 1 2. If zero or kess, enter -0-. Enter here and on
Form 1120, Sehedule J, line 3, of the appropriate line of the corpotation's inc orme tax return

©|F

10

1

12

13

14

For Paperwork Reduction Act Notice, see separate instructions. Gat. Mo, 129551

Form 4626 (o 3)

Source:

Internal Revenue Service.
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Appendix XIV

The Alternative Minimum Tax and
Net Operating Losses

The AMT affects the NOL in two ways. For AMT purposes, an Alternative Tax Net Operating
Loss Deduction (ATNOLD) is allowed instead of the regular tax NOLD. In general, the
ATNOLD is the same as the NOLD except that:

1. The amount of the ATNOLD is limited to 90 percent of the Alternative Minimum
Taxable Income (AMT]I) determined without regard to the ATNOLD and the
I.R.C. Section 199 production activities deduction. But the 90 percent of AMTI
limitation does not apply to carrybacks and carryforwards of: Tax Years 2001 and
2002 NOLs, qualified disaster losses, or qualified GO Zone losses which can offset
100 percent of the AMTI; and

2. The ATNOLD is determined with the AMT adjustments and reduced by the AMT
preferences.

The AMT also creates additional recordkeeping for taxpayers. Certain items of income,
deductions, credits, and tax preferences receive different tax treatment for the AMT than for the
regular tax as previously noted. Therefore, the corporation should maintain adequate records to
support items refigured for the AMT. For example:

e Tax forms used for regular tax purposes that are completed a second time to refigure
items of income, deductions, etc., for the AMT,;

e The computation of a carryback or carryforward to other tax years of certain deductions
or credits (for example, net operating loss, capital loss, and foreign tax credit) if the AMT
amount is different from the regular tax amount;

e The computation of a carryforward of a passive loss or tax shelter farm activity loss if the
AMT amount is different from the regular tax amount; and

e “Running balance” of the excess of the corporation’s total increases in the AMTI from
the prior year, adjusted current earnings, adjustments over the total reductions in the
AMT]I from the prior year, and adjusted current earnings adjustments.
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Figure 1. Computation of the Corporation AMT

1. Taxable income or (loss) before the NOLD
Plus or Minus: 2. Adjustments and preferences!

Equals: 3. Pre-adjustment AMT income

Plus: 4. Adjusted current earnings adjustment
Equals: 5. Post adjustment AMT income

Less: 6. ATNOLD?
Equals: 7. AMTI

Less: 8. AMT Exemption

Equals: 9. AMTI after AMT Exemption
Multiply by 20 percent: 10. Tentative minimum tax before AMT Foreign Tax Credit
Less: 11. AMT Foreign Tax Credit

Equals: 12. Tentative minimum tax.
Less: 13. Regular tax liability (Form 1120, Schedule J, Line 2)

Equals: 14. AMT (if zero or less enter zero).

Source: IRS Form 4626, Alternative Minimum Tax—Corporations.

! AMT adjustments differ from preferences. Adjustments involve a substitution of AMT treatment of an item for the
regular tax treatment. A preference involves the addition of the difference between the AMT treatment and the
regular tax treatment. Some but not all adjustments can be negative amounts. Tax preferences cannot be negative
amounts. Corporate AMT adjustments and preferences include: depreciation of post-1986 property; amortization of
certified pollution control facilities; amortization of mining exploration and development costs; amortization of
circulation expenditures; adjusted gain or loss; long-term contracts; merchant marine capital construction funds;
Section 833(b) deduction; tax shelter farm activities; passive activities; loss limitations; depletion; tax-exempt
interest income from specified private activity bonds; intangible drilling costs; income eligible for the American
Samoa economic development credit; income from the biofuel producer, biodiesel, and renewable diesel fuels
credits; income as the beneficiary of an estate or trust; net AMT adjustment from an electing large partnership;
patron’s AMT adjustment; cooperative’s AMT adjustment; domestic production activities deduction; installment
sales; and accelerated depreciation of real property and certain leased personal property (pre-1987).

% The amount of the ATNOLD is generally limited to 90 percent of the AMTI determined without regard to the
ATNOLD.
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Appendix XV

Method Used to Estimate Corporation Examination
Coverage of Net Operating Loss and
Non-Net Operating Loss Returns

To estimate the corporation examination coverage of NOL and non-NOL returns, we defined net
income/loss as line 28 of the Form 1120, U.S. Corporation Income Tax Return, minus the
dividend-received deduction. This measure reflects income minus deductions available to the
firm before any losses are applied from the previous years. For multinational corporations, this
measure of income includes any foreign income or loss.

We obtained the BRTF for PY 2007 to 2012 using the definition of net income previously
discussed and created an indicator NOL_Rtn that we attached to each return record equal to one
when net income was less than zero, indicating the existence of an NOL, or zero when net
income was zero or positive. We then matched the BRTF information for PYs 2007 to 2012
using Taxpayer Identification Number, Master File Transaction code, and Tax Period to the
closed Corporation AIMS for FYs 2010 to 2012 to append the NOL indicator on to the
examination records.

The result of the match segmented the close corporation return examinations into three segments
for each fiscal year as shown in the example for FY 2011 in Figure 1. These segments were
NOL Returns Examined, Non-NOL Returns Examined, and Returns Examined in which NOL
Status is Unknown. The Returns Examined in which NOL Status is Unknown consists primarily
of returns closed that were in the examination stream prior to PY 2007, essentially returns filed
for Tax Year 2005 and prior. The Returns Examined in which NOL Status is Unknown also
consists of a number of duplicate filed returns from PY's 2007 to 2012 (Tax Years 2006 and
later) in which NOL treatment was inconsistent. For example, one return filed would have an
NOL whereas the duplicate would have no NOL or vice versa.
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Figure 1. Corporation Returns Examined for FY 2011 After BRTF Data Match

Identified Identified
AIMS NOL Non-NOL Returns Examined
Activity Returns Returns Returns NOL Status
Description Code Examined Examined Examined Unknown
A B C D E F

No Balance Sheet 203 1,930 368 870 692
Under $250,000 209 8,414 1,510 6,099 805
Subtotal 10,344 1,878 6,969 1,497
$250,000 to < $1 million 213 5,363 575 4,346 442
$1 million to < $5 million 215 3,169 388 2,497 284
$5 million to < $10 million 217 762 159 486 117
$10 million to < $50 million 219 4,049 651 3,073 325
$50 million to < $100 million 221 1,441 418 831 192
$100 million to < $250 million 223 1,287 329 653 305
$250 million to < $500 million 226 796 165 397 234
$500 million to < $1 billion 227 681 109 338 234
$1 billion to < $5 billion 228 1,191 143 566 482
$5 billion to < $20 billion 229 570 38 259 273
$20 billion or more 230 430 17 169 244
Total 30,083 4,870 20,584 4,629

Source: TIGTA computer analysis of the AIMS for FY 2011 matched to the BRTF for PY 2007 to 2012.

To permit us to compute the examination coverage rates of NOL and non-NOL returns, we were
required to allocate the Returns Examined in which NOL Status was Unknown. Therefore, we

assumed that the Unknown return examinations would have the same ratio of NOL and

non-NOL return examinations as the known return examinations in each asset class and allocated
them accordingly as shown in Figure 2.

Figure 2: Allocation of Returns Examined With Unknown Status

to NOL and Non-NOL Returns

Returns Returns
Identified Examined Examined Allocation Allocation
NOL NOL NOL to NOL to Non-NOL
Description Returns Status Allocation Status Examined Examined
Asset Class Examined Known Ratio Unknown Returns Returns
From Figure 1 Col.D Col.D+E Col. F

A B C D =B/C E F=DxE G=E-F
No Balance Sheet 368 1,238 0.297254 692 205 487
Under $250,000 1,510 7,609 0.198449 805 159 646
Subtotal 1,878 8,847 1,497 317 1,180
$250,000 to < $1 million 575 4,921 0.116846 442 51 391
$1 million to < $5 million 388 2,885 0.134489 284 38 246
$5 million to < $10 million 159 645 0.246512 117 28 89
$10 million to < $50 million 651 3,724 0.174812 325 56 269
$50 million to < $100 million 418 1,249 0.334668 192 64 128
$100 million to < $250 million 329 982 0.335031 305 102 203
$250 million to < $500 million 165 562 0.293594 234 68 166
$500 million to < $1 billion 109 447 0.243849 234 57 177
$1 billion to $5 < billion 143 709 0.201693 482 97 385
$5 billion to < $20 billion 38 297 0.127946 273 34 239
$20 billion or more 17 186 0.091398 244 22 222
Total 4,870 25,454 4,629 934 3,695

Source: TIGTA computation.

Page 71




The Internal Revenue Service Administered Corporate Net

Reporting Could Be Improved

Operating Losses Efficiently and Effectively;, However, Financial

We then added our allocation of unknown returns to the identified NOL and non-NOL returns to
determine our estimates of NOL and non-NOL returns examined as shown in Figure 3.

Figure 3. Estimation of Returns Examined - FY 2011

Unknown Unknown
Return Return
Identified Examinations Estimated Identified Examinations Estimated
NOL Allocated NOL Non-NOL Allocated Non-NOL
Description Returns To Returns Returns to Returns Returns

Ending Assets Examined NOL Examined Examined Non-NOL Examined Examined

From Figure 1 Col. D Col. E

From Figure 2 Col. F Col. G

A B C D=B+C E F G=E+F H=D+G
Under $250,000 1,878 317 2,195 6,969 1,180 8,149 10,344
$250,000 to < $1 million 575 51 626 4,346 391 4,737 5,363
$1 million to < $5 million 388 38 426 2,497 246 2,743 3,169
$5 million to < $10 million 159 28 187 486 89 575 762
$10 million to < $50 million 651 56 707 3,073 269 3,342 4,049
$50 million to < $100 million 418 64 482 831 128 959 1,441
$100 million to < $250 329 102 431 653 203 856 1,287
million
$250 million to < $500 165 68 233 397 166 563 796
million
$500 million to < $1 billion 109 57 166 338 177 515 681
$1 billion to < $5 billion 143 97 240 566 385 951 1,191
$5 billion to < $20 billion 38 34 72 259 239 498 570
$20 billion or more 17 22 39 169 222 391 430
Total 4,870 934 5,804 20,584 3,695 24,279 30,083

Source: TIGTA computation.

We then computed the overall examination coverage by dividing FY 2011 Returns Examined by
PY 2010 Returns filed. We repeated the process for NOL and non-NOL returns to compute the
FY 2011 NOL and non-NOL Coverage Rates as shown in Figure 4.

Page 72




The Internal Revenue Service Administered Corporate Net

Reporting Could Be Improved

Operating Losses Efficiently and Effectively;, However, Financial

Figure 4. Corporation Examination Coverage - FY 2011

FY 2011 FY 2011

Estimated | PY 2010 FY 2011 Estimated FY 2011

FY 2011 PY 2010 FY 2011 NOL NOL NOL Non-NOL Non-NOL

Description Returns Returns Coverage Returns Returns Coverage Returns Coverage

Ending Assets Examined Filed Rate Examined Filed Rate Examined Rate
From Figure 3 Col.H Col.D Col. G
From Report Figure 5 Col. 2 Col. 4
A B Cc D=B/C E F G=E/F H I = H/(C-F)
Under $250,000 10,344 | 1,428,584 0.72% 2,195 | 661,245 0.33% 8,149 1.06%
$250,000 to < $1 million 5,363 327,537 1.64% 626 141,906 0.44% 4,737 2.55%
$1 million to < $5 million 3,169 162,348 1.95% 426 67,028 0.64% 2,743 2.88%
$5 million to < $10 million 762 27,215 2.80% 187 11,624 1.61% 575 3.69%
$10 million to < $50 million 4,049 26,862 15.07% 707 12,362 5.72% 3,342 23.05%
$50 million to < $100 million 1,441 5,750 25.06% 482 2,698 17.87% 959 31.42%
$100 million to < $250 1,287 5,365 23.99% 431 2,339 18.43% 856 28.29%
million
$250 million to < $500 796 2,761 28.83% 233 1,166 19.98% 563 35.30%
million

$500 million to < $1 billion 681 1,863 36.55% 166 756 21.96% 515 46.52%
$1 billion to < $5 billion 1,191 2,069 57.56% 240 799 30.04% 951 74.88%
$5 billion to < $20 billion 570 656 86.89% 72 236 30.51% 498 118.57%
$20 billion or more 430 326 131.90% 39 102 38.24% 391 174.55%
Total 30,083 | 1,991,336 1.51% 5,804 | 902,261 0.64% 24,279 2.23%

Source: TIGTA computation.
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Appendix XVI

Management’s Response to the Draft Report

DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
WASHINGTON, DC 20224

COMMISSIONER
LARGE HBUSINESS AND

INTERNATIONAL DIVISION August 14, 2014

MEMORANDUM FOR DEPUTY INSPECTOR GENERAL FOR |[NSPECTIONS AND
EVALUATIONS

FROM: ~ 2 Heather C. Maloy ﬁl»%u
Y2 ~Commissioner, Lartge Busiridss and 1ntamational Division
SUBJECT: Response to Draft Audit Report, The Infernal Revenue Service

Administered Corporate Net Operating Losses Efficiently and
Effectively; However, Financial Reporting Transparency Could
Be Improved” (# IE-13-015)

Thank you for sharing the Treasury Inspector General for Tax Administration (TIGTA}
draft report “The Internal Revenue Service Administered Corporate Net Operating
Losses Efficiently and Effectively; However, Financial Reporting Transparency Could Be
Improved” (#1E-13-015).

Your overall objective was to evaluate the IRS plans, activities and program to
administer tax laws for corporate net operating losses (NOLs) and NOL carryovers
{NOL C/0Os). To accomplish the object, you:

=y

. Determined the relative volume and size of corporate NOLs, Net Operating Loss
Deductions (NOLDs) and NOL C/Os.

. Determined the compliance risk associated with NOLs.

. Determined the IRS examination coverage and examination results of returns
filing corporate NOLs, NOLDs, and NOL C/Os.

. Determined the programs, processes, methods, and techniques the IRS employs
to correct corporate returns involving NOLs, NOLDs, and NOL C/Os that were
due to aggressive tax planning (ATP) schemes using NOLs.

W

F-

We appreciate the result of your review based on the stated objectives, especially the
findings indicating that, in spite of the significant increases in NOL filings due to
economic downturn, IRS was effective and efficient in handling this increase.

1. NOL carryback claims more than doubled between prior year (PY) 2007 and PY
2010 from 54,618 claims to 114,223 with claims increasing from nearly $7.8
billion to $68.5 billion. IRS is responsible for expeditious processing of these
claims and ensuring the validity. IRS was able to reduce interest paid by more
than 50 percent between PY 2009 and PY 2010, a clear indication of our
increased efficiency.
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2. Although our coverage rate of NOL's was on average 1.5 percent during the
audit period, our focus on CIC audits allowed us to capture a substantial portion
of NOL assessment dollars.

3. The U.S. Tax System contains several disclosure and anti-abuse provisions to
deter aggressive NOL transactions, such as Form M-3 and Uncertain Tax
Positions (UTP) along with Internal Revenue Code Sections 269, 382, 383 and
384. The M-3 and UTP disclosures are required from the largest corporations
with the most substantial NOL dollars, and IRS examines the very largest
corporations on a constant basis applying the NOL limitation rules.

We do, however, respectfully disagree with your recommendation that the Chief
Financial Officer should include a note in other accompanying unaudited information to
the IRS financial statements listing the amount, net present value, and description of the
corporate NOL carryforward amounts’ impact on future tax revenues. We outline the
reasons for the disagreement in the attachment to this memorandum.

If you have any questions, please contact Robin Canady, Chief Financial Officer, at
(202) 317-4142 or John Pekarik, Associate Chief Financial Officer, at (202) 803-8151.

Attachment
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RECOMMENDATION 1

The Chief Financial Officer should include as a note in other accompanying unaudited
information to the financial statements the amount, net present value, and description of
the corporate NOL carryforward amounts’ impact on future tax revenues.

CORRECTIVE ACTION

The IRS disagrees with this recommendation. The IRS Chief Financial Officer (CFO)
consulted with the Department of the Treasury Office of Tax Analysis (OTA) and
Deputy CFO; the IRS Office of Research, Analysis & Statistics (RAS); and the
Government Accountability Office (GAQ), and have concluded this disclosure is not
required by existing federal accounting standards as confirmed by GAO and it is very
unclear the value of reporting on the impact of the NOL carryforward as a separate
element affecting revenue collections in the financial statements.

The CFO had detailed discussions with the Treasury OTA, who commented generally
on the approach taken by TIGTA, and who would have to agree to support the
recreation of this yearly calculation because all current disclosures related to all revenue
projections or impacts must be provided by OTA to GAO for inclusion in the IRS
financial statements. OTA describes the present value calculation as a fairly rough
estimate with a very broad confidence interval and shared with TIGTA that they do not
believe the present value calculation adds value to reporting on the unused NOL, when
the TIGTA report also acknowledges not all NOLs will be used before they expire. RAS
indicated that while conceptually easy for an individual C Corporation to determine their
own NOL Net Present Value (NPV), providing an aggregate NPV would be complex and
provide little certainty, as it would be dependent on a significant number of assumptions
that, made differently, would likely lead to very different results.

While the amounts reported in other accompanying information are not required to be
fully audited, GAQ historically performs procedures on the reported amounts to validate
the methodology and to assess the accuracy of the data used. The IRS is uncertain as
to the measurability and methodology for this NPV calculation which may be too
meaningless to provide to GAO for its review. Since this disclosure is not required by
OMB A-136, we do not believe the benefit of trying to derive a meaningful calculation
would outweigh the burden of doing so.

IMPLEMENTATION DATE
Not Applicable

RESPONSIBLE OFFICIAL
Chief Financial Officer
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