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PAYROLL TAX ABUSE: BUSINESSES OWE
BILLIONS AND WHAT NEEDS TO BE
DONE ABOUT IT

TUESDAY, JULY 29, 2008

U.S. SENATE,
PERMANENT SUBCOMMITTEE ON INVESTIGATIONS,
OF THE COMMITTEE ON HOMELAND SECURITY
AND GOVERNMENTAL AFFAIRS,
Washington, DC.

The Subcommittee met, pursuant to notice, at 9:05 a.m., in Room
SD-342, Dirksen Senate Office Building, Hon. Carl Levin, Chair-
man of the Subcommittee, presiding.

Present: Senators Levin, Coleman, and McCaskill.

Staff Present: Elise J. Bean, Staff Director and Chief Counsel,;
Mary D. Robertson, Chief Clerk; Julie Davis, Counsel to Senator
Levin; Audrey Ellerbee, Congressional Fellow to Senator Levin;
Mark L. Greenblatt, Chief Counsel and Staff Director to the Minor-
ity; Jay Jennings, Senior Investigator to the Minority; Erica Flint,
Staff Assistant to the Minority; Sheldon Shoemaker (Sen.
McCaskill); John Kim, Law Clerk; and Mark Leduc (Sen. Collins).

OPENING STATEMENT OF SENATOR LEVIN

Senator LEVIN. Good morning, everybody.

Today, over 1.6 million businesses owe more than $58 billion to
Uncle Sam for unpaid Federal payroll taxes that have accumulated
over the last 10 years. Over half of this debt is now uncollectible.
That is the conclusion of a Government Accountability Office (GAO)
study requested by this Subcommittee on the problem of unpaid
payroll taxes.

Today’s Subcommittee hearing will examine what is behind this
staggering number and what can be done about it. Of the many tax
schemes this Subcommittee has investigated over the years, the
blatant cheating on the payroll tax is particularly galling because
delinquent businesses are stashing away not only the payroll taxes
that they owe Uncle Sam, but also stealing funds withheld from
employee paychecks. Employers are required to withhold from their
employees’ salaries amounts for individual Federal income taxes
and for Social Security and Medicare taxes. These businesses have
a fiduciary responsibility to hold the funds they withhold from em-
ployees “in trust” for the government. The employer must also
match the amounts withheld for Social Security and Medicare. The
willful failure to remit any of these types of payroll taxes is a fel-
ony. The fact that this problem is so widespread is a disgrace.
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Ten years ago, in 1998, the GAO conducted another study on
payroll taxes and found that unpaid payroll taxes then totaled $49
billion. In the 10 years since, the number of businesses with unpaid
payroll taxes declined from 1.8 million to 1.6 million, but the size
of the tax debt got nearly $10 billion worse, not better. Part of the
reason appears to be ineffective IRS payroll collection efforts, de-
spite the fact that IRS has continued to deem collection of payroll
taxes “one of its highest priorities.” The GAO report identifies a
host of problems with those efforts, and here are just three of them.

The first is the fact that many payroll tax cheats have been al-
lowed to repeatedly violate the law for years at a time, accumu-
%atinégl massive payroll tax debts that cannot ultimately be col-
ected.

GAO’s report discloses that 70 percent of all unpaid payroll taxes
are owed by businesses that have failed to remit payroll taxes for
more than 1 year. This means the business has at least four viola-
tions since payroll taxes are supposed to be remitted quarterly.
Over 25 percent have failed to remit their taxes for more than 3
years. Nine percent have payroll violations stretching back 5 to 10
years. In addition, thousands of businesses are involved. GAO re-
ports that the number of firms with more than 5 years of payroll
tax debt has nearly tripled, from 5,000 in 1998 to 14,000 in 2007.
And those with more than 10 years of payroll tax debt went from
68 in 1998, to 490 businesses in 2007. That is a 500-percent in-
crease.

One case study highlighted in GAO’s report involves a business
with payroll violations dating back to 1994. As of July 2007, that
buiiness had accumulated unpaid payroll taxes totaling almost $1
million.

And IRS data shows that as unpaid payroll taxes get older, the
likelihood of collecting the amounts owed declines dramatically.
The result, according to the GAO, is that 52 percent of existing
payroll tax debt is now uncollectible.

But that is not all. Tax delinquent businesses allowed to operate
for years with impunity gain an unfair advantage over honest com-
petitors. By shirking their taxes, these businesses incur lower oper-
ating costs and may drive out honest firms. In one case study in
the GAO report, a business used $2.5 million that should have gone
for payroll taxes to subsidize its underbidding of contracts.

Next, how is it that payroll tax cheats are able to continue oper-
ating with impunity for years at a time? That gets us to the second
major problem: The IRS’ failure to make effective use of available
enforcement tools.

Current law provides the IRS with several powerful collection
tools, but often the IRS has failed to make effective use of them.
As the GAO points out, “Having a reticence to use enforcement
tools may, over time, actually diminish voluntary compliance and
collections.” In other words, when honest taxpayers see tax cheats
getting away with blatant misconduct, it not only undermines con-
fidence in the tax system as a whole, it could encourage cheating.

The IRS has two primary enforcement tools to stop payroll tax
cheats: Filing liens against the business and filing personal claims
against the business’ officers or owners. The GAO found that tax
liens were not filed against businesses with unpaid payroll taxes in
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over 30 percent of all payroll tax cases assigned to the field for col-
lection effort. That is nearly one-third of the payroll cases being
“worked on” by a revenue officer, or 140,000 delinquent businesses.

GAO also found that the IRS often failed to assess penalties
against the individual officers and owners of the business charged
with collecting payroll taxes. Current law states that these individ-
uals can be held personally liable for the portions of the payroll tax
withheld from an employee if they willfully failed to collect or pay
the tax. GAO describes multiple cases of business owners with pay-
roll tax debt using business funds to pay for their own lavish life-
styles.

To collect the missing money from individual business officers or
owners, the IRS can file a trust fund recovery penalty (TFRP).
GAO determined that it took the IRS an average of 40 weeks to
determine whether a TFRP should be assessed and then an addi-
tional 40 weeks to actually assess it. Now, that adds up to nearly
2 years, or over a year and a half, to start collection on a TFRP.

In addition, a 2005 study by the Treasury Inspector General for
Tax Administration revealed that 43 percent of people who received
a TFRP never made a payment on it, and that the IRS only col-
lected 8 percent of the amount for which the TFRPs were issued.
In one example reported by the GAO, the IRS assessed a business
owner with a TFRP, but failed to file an accompanying tax lien.
Therefore, the owner was able to sell a vacation home in Florida,
and the IRS missed the opportunity to collect any of the unpaid
taxes from the proceeds of the sale.

Still another problem is the IRS’ practice of assigning a new rev-
enue officer to assess a TFRP in cases where another revenue offi-
cer has already initiated enforcement action against a business
with unpaid taxes. GAO found that in 75 percent of the cases it re-
viewed, the TFRP was either not assigned or was assigned to a dif-
ferent revenue officer than the one already taking action against
the business for unpaid taxes. Doubling up revenue officers on a
single business makes little sense when there are too few revenue
officers to go around.

In addition to finding that the IRS made ineffective use of tax
liens and TFRPs in many payroll cases, GAO determined that the
IRS failed to take timely enforcement action in half of the cases in
which tax debtors missed specific deadlines. That means one out of
two tax cheats missed payments they were required to make with
no immediate consequences. Now, that shocking statistic sure has
to change.

Finally, the Subcommittee has discovered that the majority of
businesses with unpaid payroll taxes do not get immediate enforce-
ment attention. Instead, following a 15-week notification process,
many cases are assigned to a so-called queue where they languish
until a revenue officer is assigned to them. Right now, of the $28
billion in unpaid payroll taxes still deemed collectible, about $9 bil-
lion is sitting in the queue awaiting assignment to a revenue offi-
cer. That so many cases sit unproductively before any enforcement
action is taken is inexcusable.

Now, here are three actions that could be taken to strengthen en-
forcement action against payroll tax cheats.
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First, the IRS should develop an expedited process for filing liens
and assessing TFRPs against businesses with unpaid payroll taxes.
These tax liens and TFRPs should be automatically imposed after
a business has missed a specified number of quarterly payroll tax
payments, unless a revenue officer provides written justification
why those actions should not be taken. Also, the business tax case
and the TFRP assessment should, when possible, be treated as a
single, unified, and coordinated collection effort assigned to a single
revenue officer, instead of the current practice, which most often
has TFRP collections assigned to a different revenue officer, if they
get assigned at all.

Second, Congress should enact S. 1124—the Levin-Coleman Tax
Lien Simplification Act, to streamline the tax lien system. Right
now, tax liens have to be filed on paper in 4,000 locations across
the country, each with its own forms and filing requirements. The
process is wasteful, burdensome, and inefficient. Our bill would re-
quire the Treasury to establish an electronic tax lien registry at the
Federal level, which would not only make filing liens easier and
more transparent, but would also, according to the IRS’ own esti-
niates, save $570 million over 10 years from improved efficiencies
alone.

Third, the IRS should develop payroll tax collection performance
measures. It is baffling that, with respect to this “high-priority”
issue, the IRS currently does not have a single performance meas-
ure to assess its progress in combating payroll tax cheats. When we
asked IRS how long the average payroll tax case is open, we were
told they do not track this data. Moreover, neither IRS managers
nor revenue officers are currently evaluated on their efforts to col-
lect payroll taxes or prevent the accumulation of payroll tax debt.
These types of agency-level and personnel performance measures
should be developed on an urgent basis.

Finally, it is ridiculous that one of this Administration’s top tax
enforcement efforts has been to go after the small-dollar claims
under the Earned Income Tax Credit Program, the EITC Program,
which is a refundable tax credit available to workers with low in-
comes. We should be using our limited number of revenue agents
to catch the biggest fish—including payroll tax cheats who are mis-
using billions of dollars of employee and taxpayer money to benefit
themselves.

I commend Senator Coleman for initiating the Subcommittee’s
request for the GAO study on this important problem, I commend
his staff, and I now turn to him for his opening remarks.

OPENING STATEMENT OF SENATOR COLEMAN

Senator COLEMAN. Thank you, Mr. Chairman, and let me, if I
may, return the compliment. I was reflecting on where we are with
this hearing and the work that we did together on sham tax
schemes, I think “Flips” and “Blips,” and looking at literally bil-
lions of dollars that were not being put into the Federal Treasury,
and we focused on those. And you, Mr. Chairman, and your staff
have been a champion of targeting the offshore tax havens, clean-
ing those up. I have joined you with full force and vigor, and it has
been a tremendous effort. We focused on Federal contractors, and
they are being paid Federal dollars at the same time that they owe
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tax dollars. It was actually during the course of that investigation
that we noticed a commonality of payroll taxes not being forwarded
to IRS. These are cases in which we were actually paying Federal
dollars to folks who owed tax dollars.

I think we have reached a point now with payroll taxes where
this is the mother of all tax gaps, $58 billion. And clearly it needs
to be addressed. Payroll taxes are an essential part of our tax sys-
tem. As the Chairman has indicated—and GAO will go through
it—employers withhold taxes from their employees’ paychecks and
are required to forward that money to the IRS. These funds include
income taxes, as well as other taxes that go directly to fund Social
Security and Medicare. The employers handle these in trust for
their employees and, clearly, that trust is being violated, and in
many cases has been violated for years. The loss ultimately is to
all taxpayers.

According to the GAO study, more than 1.6 million of those
businesses are breaching that trust and are simply keeping their
employees’ taxes. The amount over the past 10 years that those
businesses have failed to pay is a whopping $58 billion of their em-
ployees’ payroll taxes.

But, again, I think it is important to stress that they are not just
breaching their employees’ trust; they are shortchanging all honest
American taxpayers by forcing more of the weight on the sagging
shoulders of hard-working Americans. This is not a theoretical ex-
ercise. As a direct result of these unpaid payroll taxes, the govern-
ment must transfer up to $4 billion in taxes from the general fund
to pay for Medicare and Social Security. The IRS estimates that,
over the past 10 years, $44 billion has been transferred from gen-
eral tax revenues to Social Security and Medicare.

These are difficult times, as stressful as certainly any in my 32
years of public service as I have seen. And so when we look at the
challenge of the times that the average taxpayer is facing and we
have these deadbeats and billions of taxpayer dollars being used to
cover the shortfalls, clearly something must be done.

If you look at the cases, it is enough at times to make your blood
boil—cases in which business owners have failed to pay payroll
taxes, while purchasing luxury cars, planes, mansions, properties
in tropical islands and other far-flung countries. In several case
studies, the owners made massive withdrawals from business ac-
counts, pocketing $20,000, $50,000, and even hundreds of thou-
sands of dollars in cash. It is clear that tax cheats are living the
high life at the expense of hard-working American taxpayers.

The GAO report identifies case after case in which the businesses
owe millions upon millions in payroll taxes. Even worse, these tax
cheats appear to be stringing the IRS along, refusing to submit
their taxes for 8, 9, and even 10 years. And after 10 years, because
of the statute of limitations the case falls over the edge and we lose
any ability to proceed. Some play a shell game to avoid paying
taxes, moving money between multiple entities, shifting assets to
family members, and even claiming bankruptcy to avoid obliga-
tions.

So let’s step back and put this in perspective: Our tax gap, which
is the difference between the taxes that are owed and the amount
that is actually paid, approaches $300 billion. And this, by the way,
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is just taxes that we know of. It does not include underreported
taxes. It does not include unreported income. And so it is actually
understating the nature of the problem. Unpaid payroll taxes are
the single largest business component of that gap, making up more
than 20 percent of the tax gap itself. And to make matters worse,
the GAO will indicate that the problem is growing and growing.
Over the past few years, the amount of unpaid payroll taxes has
increased just under 20 percent.

While the problem is expanding, our ability to address the prob-
lem is shrinking. The IRS’ backlog of payroll tax cases dwarfs the
number of cases actually being pursued. As cases languish in the
backlog and the statute of limitations expires, billions of dollars in
unpaid payroll taxes are written off every year. I believe more than
$4 billion in unpaid tax debt will be completely written off this
year. By 2012, the write-off of unpaid tax debt is expected to reach
$5 billion each year, and within a couple of years, the write-offs of
taxes that simply cannot be collected will grow another 20 percent
to $6 billion. So what is clear is that we have a problem and we
have to fix it.

Is it a $58 billion problem? Is it a $28 billion problem if half of
the $58 billion is uncollectible? Is it uncollectible because we did
not move quickly enough? Whether it is $28 billion or $58 billion,
even for government this is real money. This is big money.

How do we move forward? The report identifies a number of con-
cerns with the IRS’ current collection procedures and offers numer-
ous recommendations to improve its enforcement regime. If we are
going to make any inroads in collecting unpaid payroll taxes, we
have to consider substantial changes to IRS’ collection policies and
procedures.

A specific concern here is that when we are dealing with scoff-
laws and egregious cases, the IRS may have overemphasized
getting taxpayers to comply with the law voluntarily. Getting vol-
untary compliance is a desirable goal. I want to stress that. We un-
derstand that. And it would appear to be the right strategy in most
circumstances.

But GAO cites examples in which the tax cheats are simply
stringing the IRS along for years and years, even though they show
no inclination to comply voluntarily. The voluntary measures are
not increasing compliance in these egregious cases. The time for
talk in these cases, in the egregious cases, beyond-the-pale cases,
the time for talk and voluntary compliance has passed, and it is
time for action.

The report is chock full of case studies in which the IRS revenue
officers appear to treat the worst of the worst with kid gloves. Per-
haps we should reconsider the broad discretion given to those rev-
enue officers when dealing with the worst tax cheats and encour-
age the use of more stringent enforcement tools for these extreme
cases.

Mr. Chairman, I would note that I would add my voice and asso-
ciate myself with your comments in terms of some of the specific
recommendations that should be adopted.

As a former prosecutor, I know the threat of prosecution and ag-
gressive enforcement are powerful deterrents. I call upon the IRS
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to ratchet up its efforts to recover these billions in back taxes and
hold these tax cheats accountable.

The good news is that there is hope. The States have been devel-
oping creative and effective mechanisms for collecting taxes, such
as identifying tax cheats on the Internet. The State of Minnesota
is one of those States that publishes the names of tax cheats, and
these are not folks who are working out the problem, these are not
folks who are in bankruptcy. So you can identify the specific class
of folks who deserve to have their name out there, and as a result,
it serves as a deterrent. In addition, the IRS has also acknowledged
the problem and has indicated a positive attitude and a willingness
to take necessary steps to address the issue.

If the issue is more legislation, we need to know what that is.
If the issue is a change in process, then the IRS has to do that.
The bottom line is that the problem is real and has to be ad-
dressed, and hopefully this hearing will be a step in that direction.

Mr. Chairman, I look forward to exploring these issues with you
and our witnesses today.

Senator LEVIN. Thank you very much, Senator Coleman.

Let me now welcome our witnesses for today’s hearing: Steve Se-
bastian, the Director of the Financial Management and Assurance
Unit at the Government Accountability Office; and Linda Stiff, the
Deputy Commissioner for Services and Enforcement at the Internal
Revenue Service. We appreciate very much both of you being with
us today. You have appeared before this Subcommittee in the past.
We welcome you back.

I think you will remember that, pursuant to Rule VI, all wit-
nesses who testify before the Subcommittee are required to be
sworn. So at this time, I would ask you to please stand and raise
your right hand. Do you swear that the testimony you are about
to give will be the truth, the whole truth, and nothing but the
truth, so help you, God?

Mr. SEBASTIAN. I do.

Ms. STIFF. I do.

Senator LEVIN. We will be using our usual timing system today
so that about a minute before your time is up—a minute before the
red light will come on, you will see the light change from green to
yellow, which then gives you an opportunity to conclude your re-
marks, and your written testimony, for which we are grateful, will
be printed in the record in its entirety. And we ask that you limit
your oral testimony to no more than 5 minutes.

Mr. Sebastian, we will have you go first, followed by Ms. Stiff,
and then we will turn to questions. Mr. Sebastian.

TESTIMONY OF STEVE J. SEBASTIAN,! DIRECTOR, FINANCIAL
MANAGEMENT AND ASSURANCE, U.S. GOVERNMENT AC-
COUNTABILITY OFFICE

Mr. SEBASTIAN. Mr. Chairman and Senator Coleman, thank you
for the opportunity to discuss the results of our review of unpaid

1The prepared statement of Mr. Sebastian appears in the Appendix on page 27.
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payroll taxes. Our report,! which is being released today, was pre-
pared at the request of this Subcommittee and the Senate Com-
mittee on Finance in response to previous work we have done on
Federal contractors with tax debt. The bottom line of my testimony
this morning is that unpaid payroll taxes are substantial and rep-
resent a significant enforcement challenge for the IRS.

Before I begin, it is important to remember that payroll taxes are
comprised of individual income tax withholdings and employee
withholdings for Social Security and Medicare, as well as the em-
ployer’s matching amounts. As the posterboard illustrates, employ-
ers withhold amounts from employees’ paychecks, hold them in
trust for the Federal Government, and periodically are required to
remit them and the matching amounts.

My testimony this morning will discuss two main aspects from
our review: First, the significance of unpaid payroll taxes and, sec-
ond, issues impacting IRS’ ability to collect payroll taxes owed and
to prevent the further accumulation of such taxes.

First, our study found that, as of September 30, 2007, 1.6 million
businesses owed over $58 billion in unpaid payroll taxes, including
penalties and interest. As such, payroll taxes comprise over half of
IRS’ inventory of delinquent business taxes. Much of this debt is
owed by repeat offenders. In fact, the number of more egregious of-
fenders has grown significantly since our last review in 1998.

As the posterboard illustrates, the number of businesses with
over 5 years of unpaid payroll taxes has increased nearly three-
fold, and the number with over 10 years of unpaid payroll taxes
has increased five-fold. Equally disturbing is that over 9,000 indi-
viduals were responsible for not paying the payroll taxes at mul-
tiple businesses, over a dozen for some.

Second, our study found that while payroll taxes are considered
a high priority, IRS does not always utilize its existing collection
tools to collect the payroll taxes owed and to prevent the further
accumulation of such taxes.

IRS has a powerful tool to hold business owners and officers per-
sonally responsible for the non-payment of payroll taxes: The trust
fund recovery penalty (TFRP). However, IRS is not always assess-
ing the TFPRs timely, and once assessed, the IRS is not always
moving to take aggressive action against these TFRPs. Further, the
TFRP is treated as a separate collection effort from the business
case when, in essence, it is essentially the same tax debt.

Liens are another powerful tool in IRS’ enforcement arsenal.
However, IRS does not always file liens to protect the government’s
interest, and when it does, it does not always do so timely. Iron-
ically, because of certain IRS policies, lower-priority cases may ac-
tually have tax liens filed while higher-priority cases, such as pay-
roll taxes, may not. Eighty percent of payroll tax cases in IRS’
queue awaiting assignment did not have a tax lien filed.

Driving these issues is IRS’ emphasis on gaining voluntary com-
pliance. While this approach is consistent with IRS’ mission state-
ment and is appropriate for the vast majority of generally compli-
ant taxpayers, such an approach for egregious payroll tax offenders

1The GAO report entitled “Tax Compliance, Businesses Owe Billions in Federal Payroll
Taxes,” July 2008, GAO-08-617, submitted by Mr. Sabastian appears in the Appendix on page
59.
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appears to do little to collect what is already owed and to prevent
businesses from further accumulating payroll tax debt.

There is a point at which efforts to continue to work with the
business to gain voluntary compliance may need to cease and more
aggressive enforcement efforts commence. State collection officials
we spoke with seemed to have recognized this. After a certain
point, they changed their focus to one of stopping the bleeding.

In summary, businesses that withhold money from their employ-
ees’ paychecks and fail to remit these monies to the Federal Gov-
ernment are breaching their fiduciary responsibility to the govern-
ment and to their employees. Additionally, such businesses have a
competitive advantage over those businesses that comply with the
tax laws.

There is a lot at stake. As the posterboard illustrates, the $58
billion in unpaid payroll taxes currently on the books will expire
over the next several years. To the extent IRS’ efforts are unsuc-
cessful in collecting such taxes prior to their expiration, and in pre-
venting the further accumulation of such taxes, the compliant tax-
payer is left to pick up the tab.

We believe implementation of the recommendations contained in
our report will assist IRS in strengthening enforcement and im-
proving the collection of payroll taxes.

Mr. Chairman, this concludes my statement. I would be pleased
to answer any questions you or Senator Coleman may have at this
time.

Senator LEVIN. Thank you so much, Mr. Sebastian. Ms. Stiff.

TESTIMONY OF LINDA STIFF,! DEPUTY COMMISSIONER FOR
SERVICES AND ENVIRONMENT, INTERNAL REVENUE SERV-
ICE, U.S. DEPARTMENT OF THE TREASURY

Ms. STiFF. Chairman Levin, Ranking Member Coleman, and
Members of the Subcommittee, thank you for the opportunity to
testify today on the status of IRS efforts to collect Federal employ-
ment taxes. I appreciate the contribution this Subcommittee has
made over the last 4 years with its investigations of Federal con-
tractors who are delinquent and of efforts by unscrupulous pro-
moters and taxpayers to avoid taxation in the United States. The
IRS has found the opportunity to work with you and your staffs
very valuable in each instance.

We look forward to working with you to improve our efforts in
the collection of Federal employment taxes. While we have made
great progress over the last 5 years, as the GAO report released
this morning demonstrates, we can and we must do better.

Employment taxes represent the largest portion of total tax dol-
lars collected by the IRS. In fiscal year 2007, of the $2.7 trillion
that came in through taxes, $1.7 trillion was payroll taxes. Accord-
ingly, the collection of delinquent employment taxes is a critical
priority for us at the Service.

In 1998, Congress passed the IRS Restructuring and Reform Act,
which provided a sweeping realignment of the IRS workforce, par-
ticularly in the area of collection. In addition, it significantly raised
the bar on taxpayer rights. As we at the IRS sought to respond to

1The prepared statement of Ms. Stiff appears in the Appendix on page 133.
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these sweeping changes, our enforcement presence suffered. There
was uncertainty over when and how certain enforcement tools
should be applied; and as a result, over the next 4 years, there was
an erosion in the use of those tools, including liens.

The findings in the GAO report reflect the lingering results of
this drop-off. As the GAO reported, more than 60 percent of the un-
paid payroll taxes are owed for periods 2002 and prior. By 2003,
the IRS had managed to reset the workforce, and we are beginning
to restore the balance between services and enforcement. We once
again began utilizing our full arsenal of enforcement tools, includ-
ing liens, without sacrificing the gains we had made in improving
taxpayer rights.

For example, in fiscal year 2002, we resolved just over 3 million
delinquent accounts. By last year, that number had grown to over
58 percent, with more than 5.2 million delinquent accounts being
resolved. This gain occurred despite the fact that we have been op-
erating with a relatively flat budget and while ensuring the protec-
tion of taxpayer rights.

Part of our success in this turnaround can be credited to re-
search. Since 2003, 19 research projects have been conducted to
help improve IRS employment tax efforts. These projects have fo-
cused on selecting the right cases, routing those cases to the IRS
staff with the right skills, and enhancing our ability to choose the
right enforcement tools to resolve cases as efficiently as possible.

Further complicating our collection efforts is the overall environ-
ment in which many businesses operate. It is important to note
that the Small Business Administration has found that more than
a third of all small businesses do not survive 2 years. Sixty percent
do not survive 6 years. Unpaid payroll taxes reflect this reality. Of
the $58 billion in total reported unpaid employment taxes reported
by GAO, 34 percent of that is attributable to firms in bankruptcy
or out of business.

I also want to note that historically the IRS succeeds in collecting
99.8 percent of all employment taxes owed. Over the last 10 years,
that means more than $11 trillion in payroll taxes was collected.
Clearly, when you are dealing with net numbers this size, even a
decimal point represents a significant amount.

I want to report to you that, after reviewing the findings in the
GAO report, I have charged a service-wide task force on collections
to refocus its efforts to concentrate solely on the more effective use
of enforcement tools in employment tax cases.

To support that effort, we are launching a series of research
studies to determine—and I think they go right on point to the rec-
ommendations that the two of you have made for us today—to look
at the effective use of the Trust Fund recovery penalty; earlier con-
sideration of the filing of liens; greater use of automated collection
tools throughout the collection process; and to determine if there is
a “point of no return” where we need to take a different position
with the taxpayers we are dealing with.

The task force met last week and has begun an aggressive plan
for completing its review of these areas. We think these efforts will
result in continued improvements.

Mr. Chairman, Senator Coleman, let me assure you that the col-
lection of employment taxes is a core mission of the IRS and that,
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like you, we believe leaving $58 billion on the table is unacceptable.
I pledge to you today that we can and we will do better. I look for-
ward to working with you and other Members of the Subcommittee
as we move forward.

Thank you, and I will be happy to respond to any questions.

Senator LEVIN. Thank you very much, Ms. Stiff.

Why don’t we start with about an 8-minute round, whoever is
keeping track of this.

I was intrigued by the report that talked about 15 weeks of no-
tices when there is a failure to remit the payroll tax. Is that the
traditional period of notices that go out to businesses?

Ms. STIFF. Actually, it is a little bit more complex than the way
you have described it. Taxpayers receive a notice—I think you were
talking about the application of the trust fund recovery penalty no-
tice?

Senator LEVIN. No, just the business—I guess you call it the
business case.

Ms. STirr. OK. On a business case, taxpayers are entitled to re-
ceive two notices with an attempt to collect, and let me add that
80 percent of taxpayers actually self-correct through that notice
stream. And each of those notices offer up to about 45 days, so you
quickly accrue into a period of weeks to let taxpayers resolve that
debt. And it works because 80 percent of them participate.

Senator LEVIN. So then it is two 45-day periods, so that is about
12 to 13 weeks.

Ms. STIFF. Right.

Senator LEVIN. So at the end of the 13 weeks, about 20 percent
typically have not responded; 80 percent have responded. That is
worth doing, obviously. Then why not an automatic lien for the 20
percent?

Ms. STIFF. There are a couple of instances where our practices
provide for, if taxpayers get to that point in the process and there
is a dispute over whether or not the liability is correct or whether
the amount of the liability is in question

Senator LEVIN. Putting those aside.

Ms. Stirr. OK. Taxpayers are entitled to due process. In other
instances, there is another exception where taxpayers are actually
in the process of securing financing to pay off the debt.

Senator LEVIN. OK. What does that leave left?

Ms. STIFF. I don’t know what the number is that is left

Senator LEVIN. Well, 10 or 15 percent, would you guess?

Ms. STIFF. Let me bottom-line it. I agree with you that in those
instances, once we have exhausted those two exceptions, we should
be looking to apply the lien.

Senator LEVIN. And how many weeks would you estimate it
takes to exhaust those two exceptions? A month? Two months?

Ms. STIFF. Depending on the

Senator LEVIN. What should your target be? You have got to
have targets here? What is your target?

Ms. STIFF. I don’t know that I could give you a number of days,
but certainly I would expect that once we have made contact with
the taxpayer, we make a request for financial information to help
us make the assessment. We provide taxpayers an opportunity to
get that information, provide it back. We work with them. In some
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instances, 30 days might be adequate. In other instances, tax-
payers with complex financial information may need 90 days. But
I think the important thing is at the point where we have deter-
mined that they are no longer acting in good faith with us, that is
the point when we need to be applying that lien. And that is sooner
than we are doing it today in many instances.

Senator LEVIN. All right. So at the point when you have made
that determination, which you should begin to make that deter-
mination, would you agree immediately after those two 45-day peri-
ods are over? Is it 30 days or 45?

Ms. STirr. They get the notice process, and then we contact them
and start soliciting their financial information. Once we have
ascertained that either the information they have leads us to be-
lieve that filing the lien is correct.

Senator LEVIN. OK.

Ms. Stirr. We should do it.

Senator LEVIN. And, on the average, should that take 2 months
more? Does that sound about right on the average? Give me some
number.

Ms. STIFF. Sir, I don’t have a number.

Senator LEVIN. A range. How about 30 to 90 days?

Ms. Stirr. I will say that I would like to think that in 30 to 90
days that taxpayers would have had an opportunity to provide the
information to us that they need to.

Senator LEVIN. All right. And then you agree that the lien should
automatically be filed.

Ms. STIFF. I don’t know that I can say in every instance because
it will be fact and circumstance driven. But as a general rule, I
would expect that we would take the action at that time.

Senator LEVIN. And when you file a lien, do you have to have a
precise number of dollars on that lien?

Ms. STIFF. Yes.

Senator LEVIN. There has to be a precise number of dollars
on——

Ms. STiFF. No. I think the lien is on the property, and it is for
the amount that is owed the government.

Senator LEVIN. But it has to be for a specific amount? It cannot
be for a range here?

Ms. STIFF. It is a specific amount on the lien.

Senator LEVIN. All right. GAO has found that tax liens were not
filed at any point against these businesses with unpaid payroll
taxes in over 30 percent of all payroll tax cases assigned to the
field for collection effort. And we have introduced a bill called the
Tax Lien Simplification Act, S. 1124, which would create a central-
ized electronic registry that would be more efficient, less burden-
some. And according to estimates provided by the IRS itself, tax-
payers would save about $570 million over 10 years just from the
simplification, the efficiency of an electronic system instead of what
you do now.

Do you believe that the creation of that electronic system would
help raise the percentage of cases in which liens are filed? Ms.
Stiff, do you want to start?
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Ms. STIFF. Sure. I don’t know that the creation of the system
itself will increase the number of liens, but I think it certainly will
enable and facilitate our ability to do it.

Senator LEVIN. Mr. Sebastian.

Mr. SEBASTIAN. I believe it expedites the process and could result
in an increase in the number of lien filings. Also very important,
it may address an issue, a longstanding issue GAO has on the back
end of the process. When taxpayers have actually resolved their tax
debt, it may lead to more timely release of those tax liens. So it
really serves two purposes.

Senator LEVIN. Now, is the Treasury aware that the IRS has es-
timated that our tax lien bill would save the taxpayers $570 mil-
lion just due to lower administrative costs, Commissioner Stiff? Are
they aware of the fact that you have made that estimate?

Ms. STIFF. I don’t know that they are, and I have to say that I
actually have not seen all those numbers myself. I believe those
numbers were estimates that were done sometime back when this
was a gleam in someone’s eye. But I do believe that there is defi-
nitely cost savings to be had and would want an opportunity to up-
date those.

Senator LEVIN. Well, would you make the Treasury aware?

Ms. STIFF. Yes, sir.

Senator LEVIN. And would you let us know what you tell them
in terms of your estimate?

Ms. STIFF. Yes, sir.

Senator LEVIN. The IRS has told the Subcommittee also that if
the tax lien bill were enacted, it would free up a couple hundred
persons from the Tax Lien Division to do other tax collection work.
Are you familiar with that estimate that the IRS has given our
Subcommittee?

Ms. STIFF. No, sir, I have not seen that myself. But we do have
a group of people that are dedicated to this full-time, and I have
no doubt that with the implementation of new technology, those
numbers might be less than they are today.

Senator LEVIN. Has the IRS taken a position on our bill?

Ms. STIFF. As you know, the IRS does not take a position on pol-
icy or on legislation. That is the role of the Treasury.

Senator LEVIN. Do you ever make a recommendation to the
Treasury about policy?

Ms. STIFF. Let me say this, that we appreciate the work of your
staff on putting forward this proposal. We find it thoughtful, and
we actually would like the opportunity to flesh it out a little bit
more with you and the staff, because there are a number of admin-
istrability issues, one being that it would require appropriated
funds for funding. Second, it is going to take time to build. Three,
there are a number of issues of State law, State rights, State rev-
enue streams, I think security, identity theft protection issues. And
so we welcome the opportunity to talk through with your folks how
to address those administrability issues.

Senator LEVIN. OK. And, Mr. Sebastian, have you looked at our
bill?

Mr. SEBASTIAN. We have read through the bill, and I cannot give
you a comprehensive analysis, but on the surface, it appears to re-
solve several issues. As I just indicated, I think it would streamline
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the lien process of assigning liens. It might also help deal with
some problems IRS has experienced over the years on the back
end, and that is releasing tax liens.

Senator LEVIN. One of you—I think, Ms. Stiff, you talked about
using electronic capability a lot more than you use now in terms
of using your lien process, which is obviously not used to its fullest
extent and it is complicated. You have got thousands of different
jurisdictions that you have got to figure out. So this is a way of
using an electronic capability that is not now being used, and I
would hope that you could let us know within 30 days, if you
would, what suggested changes you would make in the language to
address any problems that you see?

Ms. STirF. OK. We will work with the Department to do that.

Senator LEVIN. Thank you. Senator Coleman.

Senator COLEMAN. Thank you, Mr. Chairman.

Mr. Sebastian, if I can ask that question about the scope of the
problem, we are talking about $58 billion, I think I noted in my
opening statement. That is based on reported income. We have a
$300 billion tax gap based on reported income. Do we have any es-
timates on the size of the actual tax gap?

Mr. SEBASTIAN. You mean amounts not currently on

Senator COLEMAN. Yes, is there any way to figure out what we
are really—what the Treasury is really losing here?

Mr. SEBASTIAN. Well, the IRS has estimated, based on a study
done several years ago, that the gross tax gap is about $345 billion,
and when all is said and done, their enforcement efforts collect
about, I think, $55 billion of that, which leaves a net of maybe
$290 billion.

In looking at some of the detail behind that study, we have iden-
tified a minimum of about $15 billion annually attributed to payroll
taxes, and I am not including self-employed here because the num-
ber would grow to maybe $54 billion. But just with respect to pay-
roll taxes, employee withholding, about $15 billion annually that is
included in that estimate.

Now, some portion of that may ultimately be identified by the
IRS through its various enforcement programs, including matching
return information with W—2s, etc., and some small portion of that
may ultimately be collected. But roughly $15 billion is what the
IRS would estimate annually in payroll taxes associated with the
tax gap.

I would also add that in looking at some of the data on IRS’ in-
ventory over the years, it looks as though they add roughly $5 to
$5.5 billion in new unpaid payroll taxes to the inventory of delin-
quent tax debt each year.

Senator COLEMAN. Let me step back. If we did nothing, if we
made no changes, what would happen to the outstanding payroll
tax debt?

Mr. SEBASTIAN. My concern is that it would ultimately grow and,
to some extent, be offset by amounts that hit their statutory expi-
ration date and are written off. So 9 years ago, we were looking at
a balance of $49 billion. Now we are looking at a balance of $58
billion, roughly $5.5 billion being added into the inventory annu-
ally, and roughly $4 billion and growing at $5 billion and even $6
billion being written off over the next several years.
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Senator COLEMAN. Are we also seeing larger amounts that have
to be transferred from the general revenue fund into the Social Se-
curit% and Medicare funds because of the failure to pay these
taxes?

Mr. SEBASTIAN. To the extent that the balance grows, yes, you
would see more in the way of transfers from the general fund to
subsidize the Social Security and Medicare trust funds.

Senator COLEMAN. Let me turn to you, Ms. Stiff. And, by the
way, first, I appreciate the good relationship we have had with the
IRS on so many of these matters, and I appreciate your candor,
both in discussing the historical perspective and some of the con-
cerns where the IRS did step back from enforcement. We under-
stand that. And the concern is that as we look at these egregious
cases, is there a line that needs to be drawn?

Let me first go back to the filing of a lien. The report indicated
that $9 billion, I believe, was in the queue—in other words, there
is $9 billion in debt that is kind of lined up awaiting action. Now,
those cases that are assigned to revenue agents, are those past the
point where we have sent a notice and it has been determined that
there is some debt out there? Where does that fit in with Chairman
Levin’s—he talked about the timeline of notice, and then you indi-
cated that some of those cases have perhaps some specific concerns
that would have us not move forward. When something is assigned,
what ?is the determination point you assign something over to an
agent?

Ms. STIFF. Well, I think you have hit the nail on the head. These
cases that are sitting there in the queue, in all candor, I would say
are the cases, as GAO reported, that I think we have got to in the
coming weeks identify actions. We can get those assessed and liens
filed whether or not they end up in the hands of a RO. So that we
can protect the government’s interest during whatever period they
are there. We are going to be back with some steps that we are
talking through right now as to how to address those cases in the
qu(fue that both you and the Chairman have brought up here
today.

Senator COLEMAN. I appreciate that. That is what struck me,
that $9 billion in the queue, obviously these are cases in which
folks are not making payments, they are going to be assigned to
an agent. You have a backlog, and there are other issues that we
have to address in terms of funding enforcement, and this Sub-
committee has been very supportive of that. But I appreciate the
candor, it would appear that the first thing you want to do is pro-
tect the government’s interest. That is what the lien does. And
when you do that, then you have time to do some other things. So
I appreciate the focus on that.

I am not sure if this is for Mr. Sebastian or Ms. Stiff. Can I go
back to other cases? One of the things we looked at was the Finan-
cial Management Service, the levying process. It appears—and this
goes back to some earlier reports that have been done, I think per-
haps in 1999, there were cases in which the government paid over
$211 million annually to folks who owed $2 billion in outstanding
trust fund recovery penalties. In other words, we have folks who
are identified as having trust fund recovery penalties, but at the
same time, they are getting Federal payments along the way. Have
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we looked at that recently? Is that still a possibility to use the lev-
ying process with the FMS to ensure that we are getting a return
from folks who have trust fund penalty obligations?

Mr. SEBASTIAN. We did not look at that as part of this study. In
previous work that we have done for this Subcommittee, looking at
contractors with tax debt, we have looked into that whole issue of
how much of IRS tax debt actually gets into the levy program and
is turned on and is then subject to levy of Federal payments.

I have some conflicting information, quite frankly, on whether or
not individuals that have been assessed a trust fund recovery pen-
alty are or are not included. But what I will point out is a signifi-
cant number of businesses do not have associated trust fund recov-
eries. So to the extent that the IRS has not assessed responsible
businesses and officers, those accounts would not be subject to levy
in the first place.

Senator COLEMAN. So we start off first with, I think, the need to
look at moving on a more accelerated basis with the lien process,
to at least protect the government’s interest, and then the next
focus would be at what point can we move more aggressively on the
trust fund recovery process. And then if you do that, there is an-
other step to look at, and that is to say are there, in fact, payments
being made to these folks that we could then use for the levy proc-
ess.

So, Ms. Stiff, I appreciate your forward-looking approach here to
say you have a task force, you have identified some of the concerns
the Chairman and I have raised. For me, it becomes pretty logical:
Protect the government’s interest and move more effectively to be
in a position to levy. We have not even talked about some of the
stronger actions you could take such as the injunctive process.
There are some very strong actions here that I would think in the
most egregious cases may be warranted. The report indicates that
those are very rarely used. Very rarely did you take the toughest
steps. And we are dealing with folks who may be involved in crimi-
nal activity, 10 years of simply ignoring their tax responsibilities,
records of using these funds for personal gain, personal use. So I
would hope you would take another look at that.

Perhaps this is too big a question to respond in the time I have,
but is there a possibility of drawing a bright line about when get-
ting voluntary compliance ceases and more aggressive action is
needed—or is this something that requires discretion plus how do
we get to that point where we move from voluntary to more aggres-
sive, more forceful, more dictated, more mandated action on the
part of the IRS?

Ms. StiFr. I don’t think that over our history that we have ar-
rived at a bright-light test that applies in each and every instance.
But one of the things I commit to you is that is an area that the
task force is going to look at, because even if you cannot have a
broad, sweeping rule that applies to everything, it would seem that
we can begin testing application of some rules and see where they
work and what the outcome is for both the taxpayers and the gov-
ernment, and then where it works, apply it more broadly. So we
are going to be doing some work in that area.

Senator COLEMAN. Mr. Chairman, could I ask just Mr. Sebastian
to respond?
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Senator LEVIN. Sure.

Senator COLEMAN. Mr. Sebastian, would you respond to that,
please?

Mr. SEBASTIAN. I would tend to agree with what I just heard.
Right now, it would be hard to tell what is the fine line. Clearly,
when we get to 40, 50 quarters of outstanding tax debt, these cases
have gone on much too long. Whether the magic number is 10, 15,
20 quarters, I don’t know. I think that is information that the IRS
could actually look at through some detailed analysis and then set
up what may be the rule with exceptions that should apply in cer-
tain cases.

Senator COLEMAN. Thank you, Mr. Sebastian.

Senator LEVIN. Thank you. Senator McCaskill.

OPENING STATEMENT OF SENATOR MCCASKILL

Senator MCCASKILL. Thank you, Mr. Chairman.

I am going to follow up a little bit on Senator Coleman’s line of
questioning. We have had a Treasury Inspector General for Tax
Administration study from 8 years ago, another study in 2005 that
basically says that voluntary compliance is not working. We are
here today because voluntary compliance is not working. This prob-
lem is not getting better. It is getting worse.

I understand a little bit about deterrence. There are crimes you
can deter, and there are crimes you cannot deter. There are many
crimes that, even if you do the toughest prosecutions imaginable,
people are still going to go and commit those crimes. I think some-
times politicians like to think deterrence works in every instance
if you have tough criminal penalties.

But I will tell you where deterrence does work. It works in the
business community. When businesspeople see other business-
people on the courthouse steps on the evening news, it works. And
I would like Mr. Sebastian and Ms. Stiff to discuss the failure of
any meaningful criminal prosecution. If someone has gotten notice
after notice after notice and they continue to engage in this behav-
ior for years, the reason they are doing it is they know nothing is
going to happen to them. And I don’t know why we need a task
force, honestly. I mean, if you have gotten notice and you have not
paid your payroll taxes and you have gotten notices every quarter
for 2 or 3 years, we need a task force to tell us that we need to
put people in jail for that? They are purposely not paying what
they owe. It is so unfair to people who pay taxes.

Mr. Sebastian, what did your report specifically say about the
likelihood of criminal prosecution in any of these cases?

Mr. SEBASTIAN. We did not do a detailed review of that looking
at past cases. I do know that the IRS has prosecuted payroll tax
cases, and the Deputy Commissioner could probably elaborate on
that. I can tell you that in discussions that we have had with rev-
enue officers—and this really mirrors what we found in 1998 when
we did the earlier study. The IRS and, in particular, the Criminal
Investigation Division and the Department of Justice are somewhat
reluctant to pursue prosecution for employment tax offenses. They
cite the process is very labor intensive, laborious. There is a tre-
mendous amount of burden on the part of the IRS to actually pro-
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vide the Department of Justice with the information they need to
successfully prosecute a case.

Again, these are discussions that we had with revenue officers,
but it has served as a deterrent to moving forward, taking more ag-
gressive enforcement action in a number of cases.

Senator MCCASKILL. Could you address that in terms of the like-
lihood of criminal prosecution for repeat offenders who have been
noticed and noticed and noticed and obviously voluntary is not in
their dictionary?

Ms. STirr. Well, first—and I know that the three of you are fa-
miliar with that—the bar for criminal prosecution is certainly a
higher bar than what we have in the civil arena. And many of the
cases outlined in this report actually would be very difficult for the
Department of Justice to prosecute successfully because many of
these taxpayers are not out—they are part in, part out. They come
in, they make good-faith efforts for a couple of years, and then it
recurs again. And so there are a number of difficulties, I believe,
for the Justice Department in trying to prosecute that.

Having said that, in the last 4 years our criminal investigations
in the employment tax arena have increased by 55 percent. We
made a conscious effort in 2003, after the drawdown of enforcement
that occurred after RRA 1998 to work with the Justice Department
and to work with our criminal investigators and our fraud special-
ists to reinvigorate that program and the referrals. And I think I
outlined in my testimony several strong examples of where we have
been effective and successful in actually getting criminal prosecu-
tions and having offenders actually serve time.

Senator MCCASKILL. And how many criminal prosecutions oc-
curred last year for failure to pay payroll taxes in the whole coun-
try?

Ms. STIFF. I do not have the number right off the top of my head.
I want to say roughly 200.

Senator MCCASKILL. So we are talking about an average of four
cases per State?

Ms. STIFF. It probably was not that, but yes.

Senator MCCASKILL. And how many offenders do you think we
have in the country right now?

Ms. STIFF. I do not have that number. I know that the GAO re-
port says that we have 1.6 million businesses known to us that we
are talking about here today.

Senator MCCASKILL. Well, I think the standard in the criminal
law here is “knowingly,” and having a great deal of experience
bringing criminal cases in my life, you have to convince 12 people
beyond a reasonable doubt that somebody did not pay the money
knowingly. And, trust me, there are going to be taxpayers on that
jury. They are going to be offended because they are paying their
taxes every year. A lot of small businesspeople at their own—they
iElI'e cutting their take of the business in order to comply with the
aw.

I just have a hard time—I run into this all the time, where peo-
ple say, well, what you have to do to bring a criminal case at Jus-
tice, or maybe what we have to do is ask some questions at the
Justice Department as to what they are requiring in order to bring
a criminal case. But if somebody walked into my office when I was
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a prosecutor and said, “Here is a stack of letters that this business-
man signed for or businesswoman signed for, quarter after quarter
after quarter—I am assuming a lot of these are return receipt re-
quested, correct? These notifications?

Ms. STIFF. I actually do not know the answer to that. I would
have to check.

Senator MCCASKILL. I am assuming bad news from the IRS is
usually return receipt requested. Usually that green card is some-
thing that comes with it. And you have a pile of those in front of
a jury and say how many times this employer has been notified to
pay their payroll taxes and they failed to do it again? That is know-
ingly. It is not complicated. It is not hard.

I just think that we need to really stay focused on criminal pros-
ecution for repeat offenders. And I think you would see a miracu-
lous turnaround in this country. I think they all know out there
that when it comes to the end of the month and they cannot pay
anything, the one that they can get away with is not paying the
IRS. And I think that is why they do it. I do not think it is that
complicated.

This task force that you are referring to, how long do you think
the task force is going to take to come up with recommendations?

Ms. STiFF. Well, I suspect that within 90 days we will have a
suite of recommendations. I suspect that sooner than that we will
begin doing some of the more obvious and easier things to do.

But on the criminal investigation side, I mean, we do not dis-
agree. We believe we need to have a strong criminal investigation
presence where the circumstances warrant that.

Senator McCASkILL. Well, I think repeat offenders, that is the
circumstance. And I think the bright line is just deciding if you do
it for longer than 2 years, you are up. And you know what is going
to happen? These people are not going to take a chance at rolling
the dice in front of a jury. They are going to pay for probation. That
is what happens in the criminal justice system all the time with
white-collar crime. They pay for probation. But that is better than
them not paying.

I think that the efficacy of taking a much more aggressive ap-
proach on criminal prosecution is going to make a real difference
in this area. And I guess, Mr. Sebastian, my frustration is: How
many times has there been a report issued about this subject? And
how many times has something actually happened meaningful to
change things?

Mr. SEBASTIAN. I can only say I have been involved in multiple
reports over the last 10 years looking at payroll taxes, either as the
subject or peripherally. And you are absolutely right. We continue
to see the same thing. We continue to see multiple offenders fla-
grantly violating the tax laws.

Senator MCCASKILL. I guess we can go back here another 10
years, another five or six reports, or we can get busy and try to put
some people in jail. And I think it will work, Mr. Chairman. Thank
you.

Senator LEVIN. Thank you. We have focused also—in addition to
what Senator McCaskill has talked about in terms of criminal en-
forcement—we have also talked about a lien system which is func-
tional, which is easily worked, and how much money would be
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saved by doing that. And we would ask you if you would take a
look—and I had the staff give you copies of this analysis.

This analysis was prepared by the IRS at our request. We asked
the IRS to take a look at an electronic system for lien filing. If you
look at the right, the bottom at the right over the 10-year period,
the cost of the current system is $679 million, and the cost of doing
this electronically would be $107 million. That is where our figure
comes from. Are you familiar with that, Ms. Stiff?

Ms. STIFF. I cannot say that I have seen this before.

Senator LEVIN. I am kind of surprised.

Ms. STIFF. I have no doubt that my staff and folks worked on
this, and I do not challenge that, but I have not personally had a
chance to review this.

Senator LEVIN. Well, I hope you will take a look at this.

Ms. STIFF. I certainly will.

Senator LEVIN. Now, there was a chart that the staff put up, in-
creases in number of businesses with multiple payroll tax debts. I
am wondering if somebody could put that chart up again.!

The number of businesses with unpaid payroll taxes has declined
although the number of payroll taxes owing has increased. The de-
crease in the number of businesses is down from 1.8 to 1.6 mil-
lion—that is not on the chart. That is the number we have re-
ceived. I guess the GAO can confirm that.

Mr. SEBASTIAN. That is correct.

Senator LEVIN. And yet we see on this chart that there is a vast
increase in the number of businesses with over 5 years of debt, and
even a bigger percentage increase in the number of businesses with
over 10 years of debt. That is a striking chart to me.1

What is the explanation for that? Why don’t we go after the ones
that have the longest owing debt?

Ms. Stirr. Well, I think that collection experts, private sector
and public sector, maintain that the earlier you get to the debt, the
greater the likelihood of recovering the amounts owed.

Senator LEVIN. Sure.

Ms. STIFF. Or a higher percent of it.

Senator LEVIN. I can understand that. What I am intrigued by
is the percentage has gone up. The numbers have gone up. Do you
see what I am saying?

Ms. STIFF. Yes, sir. And I do not know that I can nail the num-
bers, but basically, as I said in my oral statement, we had a period
from 1998 to 2002 where the number of delinquent accounts that
we touched decreased significantly.

Senator LEVIN. All right. Does the GAO have the numbers for
2002 to 2007? Do you happen to have those numbers handy?

Mr. SEBASTIAN. In terms of?

Senator LEVIN. If we looked at just 2002, what the numbers were
that had over 5 years of debt, instead of 1998?

Mr. SEBASTIAN. No, I do not. It is a snapshot of a certain point
in time.

Senator LEVIN. Would you just for the record give us a different
snapshot to take care of the point that Ms. Stiff is making?

1The chart referred to appears as an attachment to the GAO Statement in the Appendix on
page 56.



21

Mr. SEBASTIAN. We will do what we can, but the reason that I
hesitate on that is because, as accounts hit their statutory expira-
tion date and fall off, they are no longer in the inventory. So to be
able to construct this analysis, I would need to know what the in-
ventory was comprised of in 2002, 2003, and 2004. We may not be
able to get that information. We will do what we can.

Senator LEVIN. Fine. But you do know what it was in 1998.

Mr. SEBASTIAN. Yes, and that was based on the fact we had done
this analysis and reported out in 1998.

Senator LEVIN. Got you. If it is not too much trouble, if you could
get that for us, it would be helpful.

Now, Senator Coleman read from the top of page 32 of the GAO
report, and I want to pursue that: “Our analysis found that for the
$9 billion of payroll tax cases in the queue awaiting assignment as
of September 30, 2007, over 80 percent of the cases did not have
a lien filed.” And I am trying to understand why it should not be
automatic at that point. Why should not a lien be automatically
filed if somebody is in the queue awaiting assignment?

Ms. STiFr. Well, I think that was the question that I answered
earlier, that we actually—I agree that queue is a weakness in the
system and that will be one of the first areas that we are looking
at, is to see what analysis can be done there and which cases the
lien filing would be appropriate.

Senator LEVIN. Automatically. If you are assigned and you are
waiting in a queue, why would that not automatically result in a
lien? That is my question.

Ms. STirr. Well, automatically, I guess it may be semantics here.
We do not have an automatic lien-filing system, so someone has got
to

Senator LEVIN. Why should it not be automatic?

Ms. STIFF. You mean the decision to apply the lien.

Senator LEVIN. Yes. If someone is in a queue for enforcement,
they have ignored all your notices.

Ms. STIFF. I am agreeing with you.

Senator LEVIN. All right. I want to just get back to the taxes
owing issue. The taxes that we are talking about in terms of crimi-
nal enforcement are taxes which were withheld from the employee.
Is that correct? Those are the ones that are put in trust.

Ms. STIFF. Yes.

Senator LEVIN. So that when we are talking criminal enforce-
ment, it is for failure to send to the government the tax money of
the employee that was withheld from the employee’s pay. Is that
correct?

Ms. STIFF. Yes.

Senator LEVIN. It is not a felony for failing to pay your own
taxes. It is a felony for withholding taxes from an employee and
then not sending those to the government.

Ms. STIFF. Yes, sir.

Senator LEVIN. OK, because I think there could be some confu-
sion. We do not throw people in jail in this country for failing to
pay their taxes. It is only if there is fraud, if there is misrepresen-
tation, or if there is a specified crime such as not sending to the
government trust fund monies which do not belong to you. It is
someone else’s money that is being stolen or cheated here. I get a
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little nervous here when I hear about not paying your taxes result-
ing in criminal enforcement. And I think I am right on this. I hope
I am.

Ms. STIFF. Well, it is further compounded by the fact that in all
too many cases, these individuals have little or nothing that the
government can recover at that time.

Senator LEVIN. I understand that.

Ms. STIFF. They have exhausted all their finances.

Senator LEVIN. Yes, but I am just talking about criminal law en-
forcement here. I want to have the record—if I am correct, which
I hope I am.

I would like to talk about this earned income tax credit (EITC).
This Administration has put a great deal of emphasis on going
after the poorer folks who are somehow or other not entitled to an
earned income tax credit, which allegedly they have taken, and
comparing that to the big fish who get away with not paying other
people’s taxes which they have withheld and put in trust, and some
of the other abuses that this Subcommittee has seen.

How many IRS personnel are involved in the EITC delinquency
program, do you know?

Ms. STIFF. I do not have the number off the top of my head.

Senator LEVIN. Do you know how that would compare to the
number of personnel who are in the——

Ms. STIFF. In collection, we probably have between 8,000 and
10,000 individuals working here, and I am guesstimating off the
top of my head—I will get you a better number—a couple thousand
working on the EITC.

Senator LEVIN. The EITC, would you get us those numbers?

Ms. STIFF. Sure thing.

Senator LEVIN. Thanks. Senator Coleman.

Senator COLEMAN. Thank you, Mr. Chairman. I want to just fol-
low up on the trust fund recovery program, the idea that criminal
charges were being focused on monies that you were supposed to
forward, held in trust, and the issue I talked about earlier, monies
from the general fund coming in at the end of the year, that is for
the trust fund recovery program, right? In other words, we have
got to take general fund money to pay for what employers do not
send in. Is that correct, Mr. Sebastian?

Mr. SEBASTIAN. That is correct. What they withhold from employ-
ees’ paychecks and do not remit to the Federal Government.

Senator COLEMAN. And when we are talking about levy programs
and liens, we are talking about going after the TFRP funds? What
about the monies that you are owed? Any levies apply to that? Do
the liens apply to that, or we are just dealing with trust fund re-
covery money?

Ms. STIFF. No, levies and liens apply to individual income taxes
as well when there is a delinquency and we believe it is appro-
priate.

Senator COLEMAN. I talked before about whether we would be re-
ferring any cases to the FMS for levying. Do you know if any of
the cases in the queue, that $9 billion, is there any referral to FMS
for levying possibilities with those dollars?

Ms. STIFF. All of these cases are in the FMS levy program, so if
there is a match, the levy will be applied against them.
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Senator COLEMAN. Let me just ask one question—because Sen-
ator McCaskill was talking about deterrence. One of the ways in
which the State has found what they believe to be an effective de-
terrence is publishing the names of individuals who have these ob-
ligations or repeat scofflaws—again, not cases in which they are
contesting, not cases in which there is a bankruptcy, etc., but those
cases which establish that you have a problem here and there has
been no response. Why doesn’t the IRS do that?

Ms. STIFF. Any number of reasons. First of all, probably a matter
of policy and a matter of practice, and the fact that the lien-filing
process—I forget which one of you described earlier—is very local-
ized and very decentralized across all States. And I do not know
that we even have a master database.

Senator COLEMAN. Would it be something that the IRS would
look at, this idea of publishing names? Is that something that is
within the realm of possibility? And if so, is it something that you
need legislative authority to do?

Ms. Stirr. I think we need legislation, absolutely, because we
would probably be barred from sharing that under the current stat-
utes.

Senator COLEMAN. I would like you to get back to the Sub-
committee with something very specific, in fact, if there is legisla-
tive authority that is needed, and also

Ms. STIFF. I am confident it requires legislation.

Senator COLEMAN. The other area where the States have been
apparently more effective is in being able to track down dollars
that have been shifted between financial institutions. Oftentimes,
we see in these cases somebody emptying out one account and then
creating another one, and it is kind of a difficult trail to follow. At
least in the States they apparently have been able to cut that.

Mr. Sebastian, did you track that at all? And are there specific
things that we could be doing to be as effective on the Federal
level?

Mr. SEBASTIAN. Well, in fact, it is one of our recommendations
that the IRS take a look at what some of the States are doing. I
think we looked at maybe five States, five or six States that actu-
ally are working to better perfect their levying process, either
through legislation or agreements with financial institutions, so
you are not spending a tremendous amount of resources trying to
find the bank account of a particular individual and then levying.
That process has already been established through agreements
with financial institutions.

Senator COLEMAN. And, Ms. Stiff, has this been a problem for
IRS—do you have these agreements with financial institutions? Is
this something that the agency looks to do in order to more effec-
tively trace where some of the dollars are?

Ms. STIFF. We are going to be looking at everything we are doing
and see what opportunities there are to improve. Let me just say—
and at the risk of sounding a little bit defensive, when we charac-
terize what the States are doing or what we are doing, I just feel
compelled to remind that we succeed in collecting 99.8 percent of
all employment taxes owed; over the last 10 years, IRS collected
more than $11 trillion in payroll taxes. And so it is not as if our
processes are not robust and rigorous in terms of getting employ-
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ment tax collections. I think that both the GAO and the Sub-
committee have just highlighted on where the weaknesses are and
where there is the most opportunity.

Senator COLEMAN. And we are not arguing about that, but as
you indicated in your testimony, when you are talking about tril-
lions, a decimal point is a big number.

Ms. StiFF. It is a lot.

Senator COLEMAN. And if the States are doing something that is
seemingly more effective, my question is simply: Is it something
that the IRS can do? Is it something you have considered? And if
the problem is legislative authority, we would like to know. In
other words, if it is something that makes sense

Ms. STIFF. OK.

Senator COLEMAN [continuing]. I need to know whether you need
more authority to do that or whether you simply refuse to do it or
whether it is something you would like to do but you can do admin-
istratively. Again, does it make sense? Is it another tool in your ar-
senal? And then if it is not, you have to get back to us and say,
Senator, we need legislative authority. If you legislate it, we are
prepared to do it.

Ms. STIFF. Absolutely. We will do a review of the best practices,
look at what we are doing versus what is being done, and come
back to you where we need assistance.

Senator COLEMAN. And I appreciate that. Mr. Sebastian.

Mr. SEBASTIAN. Yes, Senator Coleman, I just wanted to mention,
when Ms. Stiff talks about the $1.7, $1.9 trillion, it is important
to remember that the vast majority of taxpayers are compliant. So
those monies, much of those monies are actually coming in almost
on autopilot. These are compliant taxpayers. They understand.
They make their timely tax deposits, file their returns, etc.

I think the bigger measure would be for those that initially are
not paying their taxes when due, how much is IRS collecting on
those through the notice process, through its enforcement actions,
and compare that against some of the issues that we have identi-
fied in our study.

Senator COLEMAN. I think that is fair, and, again, I think what
makes this so outrageous and so irritating is that the average tax-
payer is doing what they should be doing.

Mr. SEBASTIAN. Absolutely.

Senator COLEMAN. And as a result, certainly the burden then is
back to us to say, OK, for those scofflaws and tax cheats, we are
going to be very aggressive to ensure that they live up to the obli-
gations because it is an affront to the average taxpayer when they

o not.

Thank you, Mr. Chairman.

Senator LEVIN. I just have a couple more questions. Going back
to the lien issue again, in terms of the question of if the lien is
automatic, how could some businesses then be able to pay their
back taxes or stay in business to pay back taxes. If you made it
automatic after a certain period of time, then it could be removed,
obviously, if the business carries their burden of persuading one of
your employees that removal of the lien will lead to greater collec-
tion than maintaining the lien. But at least it would create some
pressure on that company to pay their back taxes.
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Ms. STIFF. I do not disagree with that.

Senator LEVIN. All right. Now, do you have performance meas-
ures for employees in the collection area as to how well they are
doing that goes into their employment record?

Ms. Stirr. OK. After RRA 1998, we were statutorily prohibited
from the use of many of what you would consider common-sense
kinds of collection measures in terms of how many dollars you col-
lect, how many cases you close. But we use a variety of other types
of measures, proxy measures to how long it takes them to do their
cases, are they following up timely. And I think you certainly saw
in some of these examples that was not happening as well.

But the issue of measures in the collection arena is, frankly, very
dicey in light of the statutory prohibitions and a risk of—I mean,
in an area where managers particularly out in the field with rev-
enue officers working for them, there is an abundance of caution
and a high degree of angst.

Senator LEVIN. Is there a clear direction as to what can be done
and what cannot be done?

Ms. STIFF. Yes, sir. Every year we go out and we do an annual
reorientation, a retraining of managers and of ROs about what can
be done. But the kinds of things that you talked about earlier are
probably going to fall under the statutory prohibition.

Senator LEVIN. But in terms of what can be done, clarity as to
that, there is a clear instruction to your managers as to what per-
formance criteria, can be used?

Ms. STIFF. Yes, sir.

Senator LEVIN. All right. Any other questions?

Senator COLEMAN. I have nothing further, Mr. Chairman.

Senator LEVIN. We appreciate again your testimony. It has been
very helpful.

Ms. STIFF. Thank you.

Mr. SEBASTIAN. Thank you.

Senator COLEMAN. Thank you.

Senator LEVIN. The hearing is adjourned.

[Whereupon, at 10:25 a.m., the Subcommittee was adjourned.]
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Businesses Owe Billions in Federal Payroll Taxes
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RS records show that, as of September 30, 2007, over 1.6 million
businesses owed over $58 billion in unpaid federal payroll taxes, including
interest and penalties. Some of these businesses took advantage of the
existing tax enforcement and administration system to avoid fulfilling or
paying federal tax obligations—thus abusing the federal tax system. Over a
quarter of payroll taxes are owed by businesses with more than 3 years (12
tax quarters) of unpaid payroll taxes. Some of these business owners
repeatedly accurulated tax debt from multiple businesses. For example,
IRS found over 1,500 individuals to be responsible for non-payment of
payroll taxes at three or more businesses, and 18 were responsible for not
remitting payroll taxes for a dozen different businesses.

Although IRS has powerful tools at its disposal to prevent the further
accumulation of unpaid payroll taxes and to collect the taxes that are
owed, IRS's current approach dees not provide for their full, effective use.
IRS's overall approach to collection | primarily on gaining voluntary
compliance—even for egregious payroll tax offenders--a practice that can
result in minimal or no actual collections for these offenders. Additionally,
IRS has not always promptly filed liens against businesses to protect the
government's interests and has not always taken timely action to hold
responsible parties personally Hable for unpaid payroll taxes.

GAOQ selected 50 businesses with payroll tax debt as case studies and
found extensive evidence of abuse and potential criminal activity in
relation to the federal tax system. The business owners or officers in our
case studies diverted payroll tax funds for their own benefit or to help
fund business operations.
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Mr. Chairmen and Members of the Subcommittee:

Thank you for the opportunity to discuss unpaid federal payroll taxes. Our
related report, released today and developed at the request of this
subcormittee and the Senate Committee on Finance, describes issues we
identified in the collection and prevention of unpaid payroll taxes. It builds
on alarge body of work over the last several years that identified tens of
thousands of federal contractors with unpaid taxes, most often unpaid
payroll taxes, who abused the federal tax system.' This testimony also
builds on your concern regarding the almost $300 billion annual tax gap.

One of the elements of this tax gap is unpaid payroll taxes. Payroll taxes
are amounts employers withhold from employee’s wages for federal
income taxes, Social Security, and Medicare, as well as the employer’s
mandatory matching contributions for Social Security and Medicare taxes.
When businesses do not remit payroil taxes, they are using employees’
money to fund business operations or the personal lifestyle of the
businesses' owners/officers, and causing shortfalls in funding for Social
Security and Hospital Insurance. If left to accumulate unpaid payroll taxes,
businesses can gain an unfair business advantage over their tax-paying
competitors at the expense of the government. The Internal Revenue
Service (IRS) acknowledges that unpaid payroll taxes are a major
compliance problem. The willful failure to remit payroll taxes is a felony
under federal law.”

Today’s testimony focuses on (1) the magnitude and composition of
unpaid payroll taxes, (2) factors affecting IRS’s ability to enforce

'GAO, Fi il Me t: Some DOD C s Abuse the Federal Tax System
with Little Consequence, GAO-04-95 (Washington, D.C.: Feb. 12, 2004); GAO, Financial
Management: Some DOD Contractors Abuse the Federal Tax System with Little
Consequence, GAO-04-414T (Washington, D.C.: Feb. 12, 2004); GAOQ, Financial
Management: Thousands of Civilian Agency Contractors Abuse the Federal Tax System
with Litile Consequence, GAO-05-637 (Washington, D.C.: June 16, 2005); GAO, Financial
Management: Thousands of Civilian Agency Contractors Abuse the Federal Tax Systems
with Little Consequence, GAQ-05-683T (Washington, D.C.: June 16, 2005); GAO, Financial
Management: Thousands of GSA Contractors Abuse theFedeml Tax System,

GAO-06-492T (Washington, D.C.: Mar. 14, 2006); GAOQ, icare: Th of Medi
Part B Providers Abuse the Federal Tax System, GAD 07-587T (Washmgton, D.C.: Mar. 20,
2007); GAO, Tax Compli Th ds of Federal G Abuse the Federal Tax

System, GAO-07-742T (Washington, D.C.: Apr. 18, 2007); and GAQ, Medicaid: Thousands of
Medicaid Providers Abuse the Federal Tax System, GAO-08-239T (Washington, D.C.: Nov,
14, 2007).

%96 U.S.C. § 7202.

Page 1 GAO-08-1034T
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compliance or pursue collection of unpaid payroll taxes, and (3)
businesses with unpaid payroll taxes that are engaged in abusive® or
potentially criminal activities with regard to the federal tax system.

To determine the magnitude and composition of unpaid payroll taxes and
to identify owners or officers who repeatedly abused the federal tax
system by not remitting withheld payroll taxes, we analyzed IRS’s
database of unpaid taxes as of September 30, 2007. We also performed a
macro-analysis of IRS's overall inventory of unpaid tax debts. To
determine IRS's procedures to prevent the accumulation of unpaid payroll
taxes and to collect such taxes, we reviewed IRS's policies as laid out in its
Internal Revenue Manual and discussed those policies and procedures
with cognizant IRS officials and revenue officers. We reviewed a sample of
76 businesses whose owners IRS found personally liable for the failure to
remit payroll taxes withheld from employees’ paychecks and whom IRS
assessed a Trust Fund Recovery Penalty (TFRP)* to identify the timeliness
of IRS's collection actions.® We also interviewed tax officials from several
states concerning collection tools and techniques they used. Finally, to
determine whether businesses with unpaid payroll taxes were engaged in
abusive or potentially criminal activities involving the federal tax system,
we reviewed documentation on IRS’s collection actions and discussed the
appropriateness of those actions or the absence of actions with IRS

*We considered activity to be abusive when a business's :mhons or inactions, though not
illegal, took advantage of the existing tax enfc and ion system to avoid
fulfilling federal tax obligations and were deficient or improper when compared with
behavior that a prudent person would consider reasonable.

*Under section 6672 of the Internal R Code, indivi who are ined by IRS
1o be responsible for collecting, accounting for, and paying over payroll taxes who wilifully
fail to collect or pay these taxes can be assessed a TFRP, Thls penalty, typlcally assessed
against owners or officers of a corp ion, suchasa ! or d for
the amount of taxes the business th.hheld from its employees’ salaries but dld not remit to
the federal government, the so-called trust fund portion of payroll taxes. The business itself
is still liable for the entire amount of the unpaid payroll taxes, but IRS can seek collection
from the responsible owner/officers for the trust fund portion of the unpaid taxes when
they are assessed this penalty.

*The sample was originally selected as part of our audit of IRS's financial statements; see
GAQ, Financial Audit: IRS's Fiscal Years 2007 and 2006 Financial Statements,
GAQ-08-166 (Washington, D.C.: Nov. 9, 2007). The primary purpose of the sarple was to
determine whether IRS was properly recording payments to all related parties. However,
we also performed other tests of IRS’s controls using this same sarple. Although we
identified issues related to IRS's assignment of cases among revenue officers and the
timeliness of certain collection actions based upon that sample, we are unable to project
these results because the sampling unit used for the financial statement audit was
payments rather than accounts.

Page 2 GAO-08-1034T
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revenue officers for 50 businesses selected as case studies. We performed
a more in-depth review of 12 of those cases and presented the results in
table 3.

The work supporting the report on which this testimony was based was
performed from April 2007 through May 2008 in accordance with generally
accepted government auditing standards. Those standards require that we
plan and perform the audit to obtain sufficient, appropriate evidence to
provide a reasonable basis for our findings and conclusions based on our
audit objectives. We believe that the evidence obtained provides a
reasonable basis for our findings and conclusions based on our audit
objectives.

Summary

Qur analysis of IRS's records showed that, as of September 30, 2007, over
1.6 million businesses owed over $58 billion in unpaid payroll taxes,
including interest and penalties. As such, payroll taxes comprise over 20
percent of IRS’s $282 billion inventory of outstanding taxes, penalties, and
interest owed by businesses and individuals at September 30, 2007, and
over 50 percent of the total amount owed by businesses in IRS’s inventory.
Our analysis showed that 70 percent of all unpaid payroll taxes are owed
by businesses with more than a year (4 tax quarters) of unpaid federal
payroll taxes. In addition, over a quarter of payroll taxes are owed by
businesses that have tax debt for more than 3 years (12 quarters). Because
unpaid payroll taxes include amounts owed for Social Security and
Hospital Insurance (Medicare Part A) taxes,’ the federal government raay
have to transfer higher amounts from the General Fund to the Social
Security and Hospital Insurance trust funds to make up for the amounts
businesses fail to remit. IRS estimated that for the tax debt it had in its
inventory of unpaid assessments as of November 1, 2007, the General
Fund had transferred $44 billion to the trust funds over what IRS collected
because employers failing to remit withheld taxes on employee wages.

IRS has a number of powerful tools at its disposal to prevent the
accumulation of unpaid taxes and to collect the taxes that are owed.
However, IRS acknowledges that its traditional collection methods do not
always bring taxpayers into compliance and that there is a major
compliance problem with the large number of businesses that repeatedly

© These amounts are collected pursuant to the Federal Insurance Contributions Act,
26 U.S.C.ch. 21

Page 3 GAO-08-1034T



32

do not remit payroll taxes, In reviewing IRS'’s collection actions for these
egregious payroll tax offenders, we identified several issues that limit the
effectiveness of IRS's current approach, including:

» IRS'’s overall approach to collection focuses primarily on gaining
voluntary compliance, which can allow egregious payroll tax offenders
to continue to accumulate payroll tax debt for years that may never be
collected.

« IRS is not timely filing tax liens against the property of payroll tax
debtors to protect the government’s interest. For over a third of all
businesses with unpaid payroll taxes assigned to the field for collection
efforts, IRS had not filed a lien and over 80 percent of payroll cases in
the queue awaiting assignment to a revenue officer did not have a lien
filed.

« IRS is not timely assessing penalties to individuals responsible for not
remitting business’s payroll tax debts, In a sample of 76 TFRP
assessments, it took IRS over 40 weeks on average to decide to pursue
collection against responsible owners/officers and an additional 40
weeks to assess the TFRP. Delays in assessing a TFRF can result in lost
opportunities to collect unpaid payroll tax debts from the
owners/officers while allowing them to continue to use the business to
fund a personal lifestyle through the non-remittance of payroll taxes.

+ RS does not place as high a priority on collection efforts against the
responsible owners/officers as it does the related business and treats
the TFRP as a separate collection effort unrelated to the business.

« IRS actions do not always prevent egregious payroll tax offenders from
accumulating additional unpaid payroll tax debt.

» IRS does not have performance measures to establish goals related to
the collection and prevention of unpaid payroll taxes and to track its
actual performance against these goals.

Further, some states have additional tools that help prevent the further
accumulation of unpaid payroll taxes. These include:

« Publishing tax debtor names: An increasing number of states—
currently around 19 and the District of Columbia--now publish the
names of tax debtors on Web sites as a means of both collecting unpaid
taxes and stopping the further accumulation of these taxes.

Page 4 GAO-08-1634T
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« Identifying levy sources: Several states have initiated legislation or
entered into agreements with financial institutions to match account
information against tax debts, allowing states to more easily identify
levy sources to aid in the collection of unpaid taxes.

Our analysis and data mining of IRS tax records indicated that some
businesses were involved in abusive or potentially criminal activity related
to the tax system, Some of these business owners repeatedly accumulated
tax debt from multiple businesses. For example, IRS found over 1,500
individuals responsible for non-payment of payroll taxes at three or more
businesses. Qur analysis of 50 case study businesses showed some
owners/officers abuse the tax system, willfully diverting amounts withheld
from their employees’ salaries to fund their business operations or their
own personal lifestyle. For example, the owner of one of our case study
businesses owed almost $2.5 million, was under reporting personal
income, and was involved in possible check kiting and money laundering.
Another had accurmulated $2.5 million in unpaid payroll taxes and made
large cash withdrawals prior to filing bankruptcy multiple times. A third
had accumulated $500,000 in unpaid payroll taxes over a 10-year period as
well as another $500,000 in personal taxes. The owner had put property in
a spouse’s name and sold property to children for less than market value
to avoid IRS collection action.

Our companion report, released today, contains six recommendations to
IRS to address issues identified in the report, including (1) developing a
process and performance measures to monitor collection actions taken by
revenue officers against egregious payroll tax offenders and (2) developing
procedures to more timely file liens against egregious businesses and
assess penalties to hold responsible parties personally liable for not
remitting withheld payroll taxes. In coramenting on a draft of the report,
IRS agreed to our recommendations.

Magnitude and

Composition of
Unpaid Federal
Payroil Taxes

While the majority of businesses pay the taxes withheld from employees’
salaries as well as the employer’s matching amounts, a significant number
of businesses do not. Our review of IRS tax records showed that over 1.6
million businesses owed over $58 billion in unpaid payroll taxes to the
federal government as of September 30, 2007, and over 100,000 businesses
currently owe for more than 2 years (8 quarters) of payroll taxes. This total
includes amounts earned by employees that were withheld from their
salaries to satisfy their tax obligations, as well as the emaployer’s matching
amounts, but which the business diverted for other purposes. Many of
these businesses repeatedly failed to remit amounts withheld from
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employees' salaries. For example, 70 percent of all unpaid payroll taxes
are owed by businesses with more than a year (4 tax quarters) of unpaid
payroll taxes, and over a quarter of unpaid payroll taxes are owed by
businesses that have tax debt for more than 3 years (12 tax quarters).
Figure 1 shows the total dollar amount of payroll tax debt summarized by
the number of unpaid payroll tax quarters outstanding.

Figure 1: Summary of Payroll Tax Debt Categorized by Number of Tax Quarters
Quistanding {dollars in billions)

21-40 quarters, $5 (9%)
More then 40, < §1 {1%}

-4 quarters, $18 {30%)

5-8 quarters, $15 {25%}

812 guarters, $10 (17%)
13-20 quarters, $10 (18%)

Bource: GAD analysis of INS data as of Seplembar 30, 2007,
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Using IRS’s database of unpaid taxes, we were able to identify many of the
industry types associated with businesses owing payroll taxes. ' The top
industries with unpaid payroli tax debt included construction ($8.6
billion), professional services ($4.4 billion), and healthcare ($4 billion).

Unpaid Payroll Taxes
Result in the General Fund
Subsidizing Social Security
and Hospital Insurance
Trust Funds

When businesses fail to remit taxes withheld from employees’ salaries, the
payroll tax receipts are less than the payroll taxes due, and the Social
Security and Hospital Insurance Trust Funds have fewer financial
resources available to cover current and future benefit payments.
However, the trust funds are funded based on wage estimates and not
actual payroll tax collections. Therefore, the General Fund transfers to the
trust funds amounts that should be collected but are not necessarily
collected, resulting in the General Fund subsidizing the trust funds for
amounts IRS is unable to collect in payroll taxes from employers. As of
November 1, 2007, IRS estimated that the amount of unpaid taxes and
interest attributable to Social Security and Hospital Insurance taxes in
IRS’s $282 billion unpaid assessments balance was approximately $44
billion, This estimate represents a snapshot of the amount that needed to
be provided to the Social Security and Hospital Insurance Trust Funds
based on the outstanding payroll tax debt on IRS's books at the time. It
does not include an estimate for tax debts that have been written off of
IRS's tax records in previous years because of the expiration of the
statutory collection period.® Recent IRS data indicate that the cumulative
shortfall increases by an additional $2 billion to $4 billion annually
because of uncollected payroll taxes.”

Collection Status of
Payroll Tax Debt

Although IRS has taken a number of steps to itaprove collections by
prioritizing cases with better potential for collectibility, the collection of
payroll taxes remains a significant problem for IRS. From 1998, when we

"We analyzed IRS's database of unpaid taxes and the information on the North American
Industry Classification (NAIC) system codes in that database. The NAIC system is used by
federal statistical jes in ifying busi blish Using those codes, we
were able to identify the industry type for about 70 percent of the payroll tax debt.

#26 U.S.C. § 6502. IRS has a statutory Jimitation on the length of time it can pursue unpaid
taxes, generally 10 years from the date of the assessment. The 10-year period can be
extended or suspended under a variety of circurnstances, such as agreements by the
taxpayer to extend the collection period in ion with an install

bankruptcey litigation, and court appesals.

Because of the statutory limitation, this amount represents an estimate of the subsidy
provided over an approximately 10-year period.
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performed our last in-depth review of payroll taxes,” to September 2007,
we found that while the number of businesses with payroll tax debt
decreased from 1.8 million to 1.6 million, the balance of outstanding
payroll taxes in IRS’s inventory of tax debt increased from about $49
billion to $58 billion. Our analysis of the unpaid payroll tax inventory
shows that the number of businesses with more than 20 quarters of tax
debt (5 years of unpaid payroll tax debt) more than doubled between 1998
and 2007. The number of businesses that had not paid payroll taxes for
over 40 quarters (10 years or more) increased almost 500 percent; from 86
businesses to 490 businesses. These figures are shown in table 1.

Table 1: Changes in Payroll Tax Debt, 1998 fo 2007

As of Sep As of September P
30,1998 30, 2007 increase
Businesses with over 20
quarters of payroll tax debt 5,367 14,681 174
Businesses with over 40
quarters of payroll tax debt 86 480 470

Source: GAD analysis of IRS data as of Ssplember 30, 2007,

Of the $58 billion in unpaid payroll taxes as of September 30, 2007, IRS
categorized about $4 billion (7 percent) as going through IRS’s initial
notification process. Because IRS has made the collection of payroll taxes
one of its highest priorities, once a case completes the notification
process, it is generally sent to IRS’s field collections staff for face-to-face
collection action, However, IRS does not have sufficient resources to
immediately begin collection actions against all of its high-priority cases.
As a result, IRS holds a large number of cases in a queue awaiting
assignment to a revenue officer in the field. About $7 billion (12 percent)
of the unpaid payroll tax amount was being worked on by IRS revenue
officers for collection, and about $9 billion (16 percent) was in a queue
awaiting assignment for collection action. Most of the unpaid payroll tax
inventory--$30 billion (52 percent)—was classified as currently
uncoliectible by IRS. IRS classifies tax debt cases as currently not
collectible for several reasons, including (1) the business owing the taxes
is defunct,' (2) the business is insolvent after bankruptcy, or (3) the

YGAO, Unpaid Payroll Tazes: Billions in Detinquent Taxes and Penalty Assessments Are
Owed, GAO/AIMD/GGD-99-211 (Washington, D.C., Angust 2, 1999).

RS defines a defunct business as one that is inactive and with no leviable assets.
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business is experiencing financial hardship. Of those unpaid payroll tax
cases IRS has classified as currently not collectible, almaost 70 percent
were as a result of a business being defunct.

Much of the uppaid payroll tax debt has been outstanding for several
years. As reflected in figure 2, our analysis of IRS records shows that over
60 percent of the unpaid payroll taxes was owed for tax periods from 2002
and prior years.”

Figure 2: Summary of Payroil Tax Debt by Tax Year (dolars in billions)

- Prior to 1997, 36 {10%)
e TN yORY RO0T, 52 (4%}

I
i

L 2003 to 2008, 321 {35%)

1 | §28 (51%)

Boures: GAQ analysis of IRS data as of September 30, 2007,

Prompt collection action s vital because, as our previous work has shown,
as unpaid taxes age, the likelihood of collecting all or a portion of the
amount owed decreases,” Further, the continued accrual of interest and
penalties on the outstanding federal taxes can, over time, eclipse the

Phe tax period may not always correspond to the age of the tax debt, For example, tax
debt may be fairly new even if it is for an earlier tax period when a taxpayer files a tax form
years affer the due date or when IRS assesses additional taxes for an earlier tax period.

NGAC, F sl Manas ds of O
Federal Tax System with Little Consequence, GAG-G
2005).

an Ageney Conltraciors Abuse the
$37 {Washington, D.C.: June 18§,
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original tax obligation. Additionally, as discussed previously, IRS is
statutorily limited in the length of time it has to collect unpaid taxes—
generally 10 years from the date the tax debt is assessed.™ Once that
statutory period expires, IRS can no longer attempt to collect the tax. IRS
records indicate that over $4 billion of unpaid payroll taxes will expire in
each of the next several years because of the expiration of their statutory
collection period.™

IRS’s Collection
Approach Does Not
Always Prevent the
Accumulation of
Unpaid Payroll Taxes

Our audit of payroll tax cases identified several issues that adversely affect
IRS's ability to prevent the accumulation of unpaid payroll taxes and to
collect these taxes. Foremost is that IRS’s approach focuses on getting
businesses—even those with dozens of quarters of payroll tax debt—to
voluntarily comply. We found that IRS often either did not use certain
collection tools, such as liens or TFRPs, or did not use them timely, and
that IRS’s approach does not treat the business's unpaid payroll taxes and
responsible party’s penalty assessments as a single collection effort.
Additionally, although unpaid payroll taxes is one of its top collection
priorities, IRS did not have performance measures to evaluate the
collection of unpaid payroll taxes or the related TFRP assessments.
Finally, we found some state revenue agencies are using tools to collect or
prevent the further accumulation of unpaid taxes that IRS is either legally
precluded from using or that it has not yet developed.

IRS’s Approach Focuses on
Voluntary Compliance,
Even for Egregious Payroll
Tax Offenders

We have previously reported that IRS subordinates the use of some of its
collection tools in order to seek voluntary compliance and that IRS’s
repeated attempts to gain voluntary compliance often results in minimal or
no actual collections. Our audit of businesses with payroll tax debt and
our analysis of businesses with multiple quarters of unpaid payroll taxes
again found revenue officers continuing to work with a business to gain
voluntary compliance while the business continued to accumulate unpaid

Y26 U.S.C. § 6502.

A certain percentage of unpaid payroll taxes that will expire include taxes due on
accounts that have been investigated and determined to be uncollectible. Specifically, the
unpaid payroll taxes of an out-of-business and defunct corporation will be reported as
currently not collectible and allowed to expire as prescribed by law, IRS may use a TFRP to
collect from the responsible individuals.

¥GAD, Financial Management: Some DOD Contractors Abuse the Federal Tax System
with Little Consequence, GAD-04-95 (Washington, D.C.: Feb. 12, 2004).
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payroll taxes. For example, our analysis of IRS's inventory of unpaid
payroll taxes found that over 14,000 businesses owed payroll taxes for 20
or more quarters——5 years or more.

Failing to take more aggressive collection actions against businesses that
repeatedly fail to rerit payroll taxes has a broader impact than on just a
single busi If left to ace: late unpaid payroll taxes, businesses can
gain an unfair business advantage over their competitors at the expense of
the government. As we have found previously,” in at least one of our case
study businesses, IRS determined that the non-compliant business
obtained contracts through its ability to undercut competitors in part
because the business’s reduced costs associated with its non-payment of
payroll taxes. Similarly, in another case the revenue officer noted that the
business was underbidding on contracts and was using unpaid payroll
taxes to offset the business’s losses.

Failure to take prompt actions to prevent the further accumulation of
unpaid payroll taxes can also have a detrimental impact on the business
and the associated owners/officers. As we have reported in the past, non-
compliant businesses can accumulate substantial unpaid taxes as well as
associated interest and penalties.” Qver time, these unpaid balances may
corpound beyond the business’s ability to pay-—ultimately placing the
business and responsible officers in greater financial jeopardy.

IRS is legally precluded from taking collection actions during certain
periods, such as when a tax debtor is involved in bankruptcy proceedings.
During those periods, even though IRS may not be able to take collection
actions, tax debtors may continue to accumulate additional tax debt.
However, IRS's focus on voluntary compliance has negatively affected
IRS’s collection efforts for years. Our current findings on IRS's focus on
voluntary compliance are similar to those of a study performed by the
Treasury Inspector General for Tax Administration (TIGTA) 8 years ago.
In that study, TIGTA found that revenue officers were focused on IRS’s
customer service goals and therefore were reluctant to take enforcement

YGAO, Financial My Th ds of GSA Contractors Abuse the Federal Tax
System, GAO-06-492T (Washington, D.C.; Mar. 14, 2006).

BGAQ, Tax Administration: IRS's Efforts to Improve Compliance With Employment Tax
Requirements Should Be EBvaluated, GAO-02-92 (Washi D.C.: Jan. 15, 1992).
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actions.” In another study performed 3 years ago, TIGTA reported that IRS
allowed tax debtors to continue to delay taking action on their tax debt by
failing to take aggressive collection actions.” TIGTA found that IRS did not
take timely follow-up action in half of the cases for which tax debtors
missed specific deadlines.

One official from a state taxing authority told us that the state benefited
from IRS’s approach because it allowed the state to collect its unpaid
taxes from business tax debtors before IRS. In one of our case study
businesses, although IRS successfully levied some financial assets, a
mortgage holder and state and local officials seized the business’s assets
to satisfy the business’s debts. IRS has recently strengthened its
procedures to include some specific steps for dealing with businesses that
repeatedly fail to remit payroll taxes and to stress the importance of
preventing the further accumulation of such payroll taxes.

IRS Does Not Always File
Tax Liens Timely

We found that for payroll tax debt, one of IRS's highest collection
priorities, IRS does not always file tax liens o protect the government's
interest in property, and when IRS does so, it does not always do so
timely. Our analysis of IRS's inventory of unpaid payroll taxes as of
September 30, 2007, found that IRS had not filed liens on over one-third of
all businesses with payroll tax debt cases assigned to the field for
collection efforts—over 140,000 businesses. IRS guidance states that filing
a lien is extremely important to protect the interests of the federal
government, creditors, and taxpayers in general, and that the failure to file
and properly record a federal tax lien may jeopardize the federal
government’s priority right against other creditors.” A 2005 IRS study of
TFRP cases found that cases where a lien had been filed had more average
payments—about a third more—than where a lien had not been filed.”

‘“Freasury Inspector General for Tax Administration, Improvements Are Needed In
i Trust Fund Deli ies to Prevent Tax Liabilities from
Pyramiding, 2000-30-111 (Washington, D.C.: Aug. 2000).

Preasury Inspector General for Tax Administration, The Collection Field Function Needs
to Improve Case Actions to Prevent Employers From Incurring Additional Trust Fund
Tax Liabilities, 2006-30-142 (Washington D.C.: Sept. 21, 2005).

“The Internal Revenue Service noted that there are a number of factors that serve to delay
the filing of a Ben, including cases being placed in the queue for extended periods of time,

22Imemal Revenue Service Small Busmess /Self Employed (SB/SE) internal research report,
h Report on the C ibility of Trust Fund Recovery Penalty (TFRP)
Assessments, 03.01.001.05 (Denver proJect, Aug. 31, 2005).
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Failure to file a lien can have a negative impact on tax collections. For
example, IRS assessed the business owner in one of our case studies a
TFRP to hold the owner personally liable for the withheld payroll taxes
owed by the business. However, IRS did not assign the assessment to a
revenue officer for collection and thus did not file a lien on the owner’s
property. Because there was no len filed, the owner was ableto sellia
vacation home in Florida, and IRS did not collect any of the unpaid taxes
{rom the proceeds of the sale.

As in the case above, IRS’s case assignment policy can delay the filing of
liens for payroll tax cases. Because payroll tax cases are one of IRS's top
collection priorities, once the notification process is complete, IRS routes
these cases to revenue officers for face-to-face collection action instead of
being routed to the Automated Collection System (ACS)® for telephone
contact. However, IRS generally places cases in a queue of cases awaiting
assignment until a revenue officer is available to work the cases. Cases
can be in the queue for extended periods of time awaiting assignment to a
revenue officer. For the period that a case is in the queue, revenue officers
are not assigned to file liens and take other collection actions.” Our
analysis found that for all payroll tax cases in the queue awaiting
assignment as of September 30, 2007, over 80 percent did not have a lien
filed. As a result, lower priority tax cases that go through the ACS process
may have liens filed faster than the higher priority payroll tax cases.

IRS Does Not Always
Assess Trust Fund
Recovery Penalties Timely

IRS has a powerful tool to hold responsible owners and officers personally
liable for unpaid payroll taxes through assessing a TFRP. However, we
found that IRS often takes a long time to determine whether to hold the
owners/officers of businesses personally liable and, once the decision is
made, to actually assess penalties against ther for the taxes. In reviewing
a sample of TFRP assessments selected as part of our audit of IRS’s fiscal
year 2007 financial statements, we found that from the time the tax debt
was assessed against the business, IRS took over 2 years, on average, to

“The ACS is a telephone contact system through which telephone assistors collect unpaid
taxes and secure tax returns from delinquent taxpayers who have not complied with
previous notices.

*Cases may move in and out of the queue several times, 50 some cases may have liens filed
even though the business or owner/officer case is currently in the queue.
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assess a TFRP against the business owners/officers.” We found that
revenue officers, once assigned to a payroll tax case, took an average of
over 40 weeks to decide whether to pursue a TFRP against business
owners/officers and an additional 40 weeks on average to formally assess
the TFRP.” For 5 of the 76 sampled cases, we found that IRS took over 4
years to assess the TFRP. We did not attempt to identify how frequently
IRS assesses a TFRP against responsible owners/officers, However, in
TIGTA’s 2005 report on its review of IRS’s collection field function, it
noted that revenue officers did not begin the TFRP process in overa
quarter of the cases it reviewed.”

The timely assessment of TFRPs is an important tool in IRS's ability to
prevent the continued accumulation of unpaid payroll taxes and to collect
these taxes. Once a TFRP is assessed, IRS can take action against both the
owners/officers and the business to collect the withheld taxes. For
egregious cases, such as some of those in our case studies, taking strong
collection actions against the owners' personal assets may be the best way
to either get the business to become tax compliant or to convince the
owners to close the non-compliant business, thus preventing the further
accumulation of unpaid taxes. Failure to timely assess a TFRP can result
in businesses continuing to accumulate unpaid payroll taxes and lost
opportunities to collect these taxes from the owners/officers of the
businesses. For example, one business we reviewed had tax debt from
2000, but IRS did not assess a TFRP against the business’s owner until the
end of 2004. In the meantime, the owner was drawing an annual salary of
about $300,000 and had sold property valued at over $800,000. Within 1

25'I’axpayers have 60 days from the date of proposed assessment to make an appeal of the
TFRP assessment. According to IRS, durmg the period July 10, 2007, through July 11, 2008,
approximately 6 percent of individual TFRP recc ‘were sent to Appeals. IRS
stated that, on average, its process took 236 days to resolve the appeal. IRS's lengthy
appeals process also contributes to long delays in making some TFRP assessments.

*The results of this sample, while statistically selected, are not projectible to the universe
because the sample was not specifically designed to assess the timeliness of collection
actions.

TIGTA’s sample included 166 businesses for which a TFRP interview was applicable.
TIGTA 2005-30-142.
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month of IRS’s assessing the TFRP, the owner closed the business, which
by then had accumulated about $3 million in unpaid taxes.®

In September 2007, IRS implemented new requirements to address the
timeki of TFRP ts. Under the new policy, IRS is now
requiring revenue officers to make the determination on whether to
pursue a TFRP within 120 days of the case’s being assigned and to
complete the assessment within 120 days of the determination. However,
the revised policy maintains a provision that allows the revenue officer to
delay the TFRP determination. Additionally, the policy does not include a
requirement for IRS to monitor the new standards for assessing TFRPs.

IRS’s Approach for
Businesses and
Responsible Parties Is
Inconsistent

IRS assigns a higher priority to collection efforts against the business with
unpaid payroll taxes than against the business’s responsible
owners/officers. Further, it treats the TFRP assessments as a separate
collection effort unrelated to the business tax debt, even though the
business payroll tax liabilities and the TFRP assessments are essentially
the same tax debt. As a result, once the revenue officer assigned to the
business payroll tax case decides to pursue a TFRP against the responsible
owners/officers, the TFRP case does not automatically remain with this
revenue officer. Accordingly, IRS often does not assign the TFRP
assessment to a revenue officer for collection, and when it does, it may not
assign it to the same revenue officer who is responsible for collecting
unpaid taxes from the business. In reviewing the sample of TFRP
assessments selected as part of our audit of IRS's fiscal year 2007 financial
staterments, we found that half of the TFRP assessments had not been
assigned to a revenue officer by the time of our audit.” Of those that had
been assigned, over half of the TFRP assessments had not been assigned
to the same revenue officer who was working the related business case.

Assigning the collection efforts against the business and the TFRP
assessments to different revenue officers can result in the responsible

28'I‘hxs example was ongmally reported in our prior report on GSA contractors, GAO,

Is of GSA Contractors Abuse the Federal Tax System,
GAO—()6492T (Washmgton D.C.: Mar. 14, 2006). For this report, we performed additional
analysis of the business.

*The sample consisted of 76 TFRP payments in 2067. We were able to obtain sufficient

data to perform our analysis for 60 percent of the cases in the sample (45 of the 76 cases).

‘We were unable to project these results because the samphng units used for the financjal
audit were rather than
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owners/officers being able to continue to use the business to fund a
personal lifestyle while not remitting payroll taxes. For example, in one of
our case studies the owner was assessed a TFRP, but continued to draw a
six-figure income while not remitting amounts withheld from the salaries
of the business’s employees. For egregious cases, taking strong collection
actions against the owner’s personal assets may be a more effective means
of either getting the business to be compliant or convincing the owner to
close the non-compliant business to prevent the further accumulation of
unpaid payroll taxes.

IRS collection officials stated that attempting to assign the same revenue
officer both the TFRP ts and the busi payroll tax case for
collection would overload the revenue officers with work and result in
fewer high-priority payroll tax cases being worked. This view, however,
stems from separating the collection efforts of the business and the
individual and not considering the business’s unpaid payroll taxes and the
TFRP assessment as a single case. In essence, the TFRP assessment is the
same tax debt as the business’s payroll tax debt; the assessment is merely
another means through which IRS can attempt to collect the monies
withheld from a business’s employees for income, Social Security, and
Hospital Insurance taxes that were not remitted to the government.” This
view that the payroll tax debt and the TFRP assessment are essentially the
same tax debt is reinforced by IRS’s practice of crediting all related
parties’ accounts whenever a collection is made against either t

Prior studies have found that IRS’s practice of assigning TFRP
assessments a lower priority than business cases has not been very
successful for collecting the unpaid taxes. In its own 2005 study of TFRP
cases, IRS reported that it had assessed over $11.9 billion in TFRP
assessments (including interest) between 1996 and 2004, yet had collected
only 8 percent of those assessments.

®nder the law, TFRP assessments, while equal to the total amount of the employee’s
withheld portion of the unpaid payroll taxes, constitute a separate lability from the payroll
taxes. However, it is IRS's policy to collect only the amount of the unpaid payroll tax debt,
whether from the business, in the form of a TFRP, or a combination of both.
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IRS’s Approach Does Not
Prevent Egregious
Accumulation of Unpaid
Payroll Taxes

IRS policies have not resulted in effective steps being taken against
egregious businesses to prevent the further accumulation of unpaid
payroll taxes. Our audit found thousands of businesses that had
accumulated more than a dozen tax quarters of unpaid payroll tax debt.
IRS policies state that revenue officers must stop businesses from
accumulating payroll tax debt and instructs revenue officers to use all
appropriate remedies to bring the tax debtor into compliance and to
immediately stop any further accumulation of unpaid taxes. IRS policies
further state that if routine case actions have not stopped the continued
accurnulation of unpaid payroll taxes, revenue officers should consider
seizing the business’s assets or pursuing a TFRP against the responsible
parties. However, IRS successfully pursued fewer than 700 seizure actions
in fiscal year 2007. We were unable to determine how many of those
seizure actions were taken against payroll tax debtors. Regarding TFRPs,
as discussed previously, IRS does not always assess the TFRPs timely, and
IRS does not prioritize the TFRP assessment against the owner as highly
as it does the unpaid payroll taxes of the business. This can result in little
collection action being taken against the parties responsible for the failure
to remit the withheld payroll taxes.

When a business repeatedly fails to comply after attempts to collect, IRS
policies state that the business should be considered an egregious
offender and IRS should take aggressive collection actions, including
threats of legal action that can culminate in court-ordered injunctions for
the business to stop accumulating unpaid payroll taxes or face closure.
However, IRS obtained less than 10 injunctions in fiscal year 2007 to stop
businesses from acc lating additional payroll taxes. Revenue officers
we spoke to believe the injunctive relief process to be too cumbersome to
use effectively in its present form.* One revenue officer stated that
because of the difficulty in carrying out the administrative and judicial
process to close a business through injunctive relief, he had not attempted
to take such action in over a decade. IRS is taking some action to attempt
to address this issue by piloting a Streamline Injunctive Relief Team to
identify cases and develop procedures to quickly move a case from
administrative procedures to judicial actions. These procedures will be
used for the most egregious taxpayers when the revenue officer can
establish that additional administrative procedures would be futile.

*IRS's policies place a high standard for seeking an injunction against a business, The
policies state that the revenue officer must be able to show irreparable harm and that IRS
has no adequate remedy at law other than the injunction.

Page 17 GAO-08-1034T



46

Similar to IRS, all of the state tax collection officials we contacted told us
that their revenue department’s primary goal was to prevent businesses
from continuing to flaunt tax laws and to stop them from accumulating
additional tax debt. These officials said that after a business had been
given a period of time to comply with its current tax obligations and begin
paying past taxes, state tax collection officials changed their focus to one
of “stopping the bleeding.” As such, some have made the policy decision to
seek to close non-compliant businesses. To the extent IRS is not taking
effective steps to deal with egregious payroll tax offenders that repeatedly
fail to comply with the tax laws, businesses may continue to withhold
taxes from employees’ salaries but divert the funds for other purposes.

IRS’s Approach Does Not
Measure Effectiveness

Although IRS has made the collection of unpaid payroll taxes one of its top
priorities, IRS has not established goals or measures to assess its progress
in collecting or preventing the accurulation of payroll tax debt.
Performance measurement and monitoring, however, support resource
allocation and other policy decisions to iraprove an agency's operations
and the effectiveness of its approach. Performance monitoring can also
help an agency by measuring the level of activity (process), the number of
actions taken (outputs), or the results of the actions taken (outcomes).

Although IRS does have a broad array of operational management
information available to it, we did not identify any specific performance
measures associated with payroll taxes or TFRP assessments. While IRS
has caseload and other workload reports for local managers {(to measure
process and outputs), these localized reports are not rolledup to a
national level to allow IRS managers to monitor the effectiveness or
efficiency of its collection and enforcement efforts. These operational
reports do contain information about unpaid payroll and TFRP case
assignments, but they are used primarily to monitor workload issues, not
program effectiveness. For example, IRS has developed some reports that
identify “over-aged” cases (those that have not been resolved within a
certain length of time) and that identify businesses that continue to accrue
additional payroll tax debt, but these reports are designed for workload
raanagement.

To report on its outcomes or the effectiveness of its operations, IRS

reports on overall collection statistics and presents that inforation in the
Management Discussion and Analysis section of its annual financial
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statement and in its IRS Data Book.™ However, IRS does not specifically
address unpaid payroll taxes as a part of this reporting. IRS officials stated
that they do not have specific lower-level performance measures that
target collection actions or collection results for unpaid payroll taxes or
TFRP ts. Such performance measures could be useful to serve
as an early warmning system to management or as a vehicle for improving
IRS's approach or actions.

IRS’s Approach Could
Benefit from Additional
Tools

In our discussions with IRS revenue officers concerning some of the
egregious payroll tax offenders included in our case studies, the officers
noted that having certain additional tools available to them could allow
them to more effectively deal with recalcitrant businesses. In discussions
with a number of state tax collection officials, we found that several states
had already developed and were effectively using the types of tools IRS
revenue officers said would be beneficial to them.

For example, while the Internal Revenue Code prohibits IRS from publicly
disclosing federal tax information without taxpayer consent,“an
increasing nurober of states—at least 19, including New Jersey,
Connecticut, Indiana, Louisiana, and California—are seeking to increase
tax collections by publicizing the names of those with delinquent tax bills.
In California, a recent law mandates the state to annually publish the
names of the top 250 personal and corporate state tax debtors with at least
$100,000 in state tax debt.* Public disclosure of tax debtors can be very
effective. Just threatening to publish the names of tax offenders can bring
some into compliance, while actually appearing on a tax offender list can
bring about societal pressure to comply. In California, 26 tax debtors
threatened with public disclosure stepped forward to settle their tax debts
and thus avoided appearing on the list; in Connecticut, the state claims the
public disclosure of tax debtors has resulted in over $100 million in
collections from the first 4 years of the program. The potential public
disclosure of tax debtors may also encourage greater tax compliance
among the general population of taxpayers to avoid potentially being on
the list.

*IRS Data Book 2007, Publication 558 (Washington, 1D.C.: March 2008).
P26 US.C. § 6103
¥¢al. Rev. & Tax. Code § 19195. The listing does not include those who are fighting the tax

bills in courts, have sought bankruptey protection, or have set up payment plans with the
state.
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As another examaple, while IRS has the authority to levy a tax debtor’s
income and assets when there is a demand for payment and there has been
a refusal or an inability to pay by the taxpayer subject to the levy,” IRS
officials stated that they often have difficulty using levies to collect unpaid
payroll taxes. They noted that the levy may be made against funds in a
bank account at a certain point in time when little or no funds are
available. They also noted, and in our case studies we found, that IRS
sometimes has difficulty identifying which banks or finaneial institutions a
tax debtor is using. This is the case because tax debtors will often change
financial institutions to avoid IRS levies. However, several states use legal
authorities to assist in identifying levy sources. States such as Kentucky,
Maryland, Massachusetts, Indiana, and New Jersey have enacted
legislation for matching programs or entered into agreements with
financial institutions to participate in matching bank account information
against state tax debts. This matching allows states to more easily identify
potential levy sources and simplifies the financial institution’s obligations
to respond to multiple levies. IRS is working with af least one state to
investigate the potential for this matching, but in our discussions with IRS
collection officials they stated that IRS has not sought legislation or
agreements with financial institutions.

Businesses Engaged
in Abusive and
Potentially Criminal
Activity Related to the
Federal Tax System

Our analysis of unpaid payroll tax debt found substantial evidence of
abusive and potentially criminal activity related to the federal tax system
by businesses and their owners or officers. We identified tens of thousands
of businesses that filed 10 or more tax returns acknowledging that the
business owed payroll taxes, yet failed to remit those taxes to the
government. While much of the tax debt may be owed by those with little
ability to pay, some abuse the tax system, willfully diverting amounts
withheld from their employees’ salaries to fund their business operations
or their own personal lifestyle.

In addition to owing payroll taxes for multiple tax periods and
accumulating tax debt for years, many of the owners and officers of these

®Levy is the legal seizure of the taxpayer's property to satisfy a tax debt. IRS may order a
third party to turn over property in its possession that belongs to the delinquent taxpayer
named in a notice of levy. IRS levies against bank accounts, brokerage accounts, or

busi account receivables are one-time levies of arounts in the account at the
time the levy is served. However, IRS can also use a “continuous” levy against wages or
certain federal payments. IRS officials stated that finding an account with money in it is
often a “hit or miss” proposition since they are one-time levies,
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businesses are repeat offenders. We identified owners who were involved
in multiple businesses, all of which failed to remit payroll taxes as
required. In total, IRS records indicate that over 1,500 owners/officers had
been found by IRS to be responsible for non-payment of payroll taxes at 3
or more businesses and that 18 business owners/officers were found by
IRS to be responsible for not paying the payroll taxes for over 12 separate
businesses. It should be noted that these numbers represent only those
responsible individuals who IRS found acted willfully in the non-payment
of the businesses’ payroll taxes and who were assessed TFRPs-—these
figures do not represent the total number of repeat offenders with respect
to non-payment of payroll taxes, Table 2 shows the number of individuals
with TFRPs for two or more businesses.

0ttt el
Table 2: Number of Individuals with Trust Fund Recovery Penalties for Two or More

Businesses

Number of busil d with fficer of indivi
2 7,716
3 1,011
4 290
5 101
[ 60
7-12 72
Over 12 18
Total 8,268

Source: GAQ analysis of IRS data as of September 30, 2007

Our audits and investigations of 50 case study businesses with tax debt
found substantial evidence of abuse and potential criminal activity related
to the tax system. All of the case studies involved businesses that had
withheld taxes from their employees’ paychecks and diverted the money
to fund business operations or for personal gain. Table 3 shows the results
of 12 of the case studies we performed.®

%IRS noted that in half of the 12 case studies presented here IRS was stayed from
collection action for various lengths of time because of factors such as bankruptey filings.
1RS noted that during those periods in which IRS collection action was stayed, some

busi i to ddi ! unpaid payroll taxes.
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Table 3: Businesses That Fail To Remit Payroli Taxes

Case  Nature of
study  business

Unpald payrolt
tax

Comments

1 Automotive

QOver $3.5 mitlion
for almost 40
quarters

« Business also owes non-payroii tax debt of almost $70,000.

« Widely advertised business with dozens of employees.

For fast decade the business has not remitted the payrolf taxes withheld from its
employees, paying less than a quarter of the payroll taxes owed.,

For the last 2 years the owner reported making about $100,000 in salary.
Owner transferred $1.5 ruillion in property after being assessed a trust fund
recovery penalty.

Recently the owner's personal residence sold for over $600,000.

IRS filed a lien against the business for unpaid taxes.

IRS found owner willful and responsible for not remitting taxes withheld from
employses and assessed a TFRP.

.

.

.

2 Health care

Aimost $2.5
million for over
30 quarters

Business also owes almost $500,000 in non-payroll tax debt,

Currently in business with over 100 employees,

« IRS stated that the officers consistently avoided IRS action by filing bankruptcy.
Business filed for bankrupicy three times, two of which were dismissed.

Around the time of bankruptey filings, officers made large cash withdraws from the
business of about $700,000.

IRS found two officers of business were paying personal expenses through the
business.

One officer purchased luxury vehicles and personal property while business was
not remitting payrolf taxes.

IRS filed a tien against the business for unpaid taxes.

1RS found three officers willful and responsible for not remitting taxes withheld
from employees and assessed them a TFRP,

.

.

.

.

3 Janitorial

Almost $500,000
for almost 30
quarters

- Business also owes over $10,000 in non-payroll tax debt.
. 1 is ly in busil
Owner has an extensive criminal history.

RS agreed to aliow business to pay via an installment agreement, but the
payments will cover only a small percentage of the payroll tax debt owed.

Qwner owns multiple rental properties and a $500,000 personal residence.
RS noted that owner had the ability to pay the tax liability.
RS filed a lien against the business for unpaid taxes,

IRS found owner willful and responsible for not remitting taxes withheid from
employees and assessed a TFRP.

.

.

.
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Case
study

Nature of Unpaid payrolf
business tax

Comments

Legal services Over $500,000
for over 50
quarters

+ Business also owes almost $10,000 in non-payroll tax debt.

Owner is currently in business as a lawyer, but continues to gccumulate unpaid
payroli taxes.

Owner owes more than $600,000 on over 10 years of personal taxes, and did not
file most recent years' personal tax returns.

Owner has muitiple real estate properties, including property on a fropical island.
IRS filed a lien against the business for unpaid taxes.

IRS notes that owner has the ability to pay, but refuses.

.

.

.

.

Dentist Qver $500,000
for over 40
quarters

Business also owes over $7,000 in non payroll tax debt,

Business is still operating with employees, but for over 15 years it has not remitted
all required payroll taxes to IRS.

Owner lives in a large home with acreage valued at over $700,000. The house is
deeded undsr spouse’s name, but spouse’s income is insufficient to pay the
interest on the morigage. Owner admits to paying the mortgage.

Qwner sold real estate to children for less than market value.

Owner drives a later model luxury vehicle registered under wife's name.
Owner stated he would pay all the business’s expenses before paying taxes.
Owner is not compliant with personal taxes, owing over $500,000.

IRS filed a lien against the business for unpaid taxes.

1RS found owner willful and responsible for not remitting taxes withheld from
employees and assessed a TFRP.

.

.

.

Consuilting Almost $1.5
mitlion for over
30 quarters

.

Business also owes over $500,000 in non-payroll tax debt.

Business gave owner cash loans.

1RS found that business monies flowed into owner's personal accounts.

Owner has not filed personal tax returns since early 1990s and owss $400,000 in
personal taxes.

Owner has multiple businesses that have not filed returns since 1894,

According to IRS, owner kept changing legal representatives to stall collection
efforts with repeated requests for the same information.

%néner sold assets 1o relative after receiving notice of potential TFRP issued by
IRS filed a lien against the business for unpaid taxes.

RS found owner willful and responsible for not remitting taxes withheld from
smployees for this and another business and assessed a TFRP for this and
another business.

.

.

.

.
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40 quarters

Case Nature of Unpaid payroll

study business tax Comments

7 Manufacturing Almost $1.5 « Business also owes non-payroll tax debt of aimost $70,000.
million for over . |RS revenue officer notes indicate business monies may have been flowing into
40 quarters owner's personal accounts while withheld payroll taxes were not being remitied.

+ RS found owner hid business assets in personal name, keeping {RS from seizing
them.

« Owner is also definquent on personal taxes.

« IRS officials stated that owner used appeals and offers in compromise {OIC) to
delay RS collection efforts.

» Owner defaulted on OIC for TFRPs,

« RS found owner had underreported tax kabilities for at least one tax quarier.

« Business assets given o relative, who used them to start a new business.

« RS filed a lien against the business for unpaid taxes.

« RS found owner willful and responsible for not remitting taxes withheld from
employees for both this business and assessed a TFRP for both this business
and at least two previous businesses.

8 Construction Almost $2.5 « Business also owes non-payroll tax debt of almost $10,000.
millionforover . RS found business was underbidding contracts while using unpaid payroll taxes
20 quarters to subsidize its losses.

« Business claimed that if it paid payroll taxes, it would be unable 1o pay employees
or other business expenses and would have to close.

« Business has not filed taxes for all tax quarters.

« IRS considered, but did not pursue, business for fraud charges.

+ Business/owners have received four civil judgments against it/them and aimost 20
fiens.

+ Revenue officer notes state that the owners have repeatedly taken steps to avoid
RS collection action including the following: filed bankruptcy (which was
dismissed), filed appeals against liens, requasted abatements of penalties (which
were denied), appealed the denial (which was sustained by Appeals}, submitted &
request for instaliment agreement (which was denied as being insufficient), then
appealed the denial of the installment agreement {which was upheld by Appeals},
“and every other conceivable action to delay or hinder iRS's collection efforts,”

« IRS filed a lien against the business for unpaid taxes.

« 1AS found three owners willful and responsible for not remitting taxes withheld
from employees and assessed them TFRPs.

9 Manufacturing Almost §1 + Business also owes over $400,000 in non-payroll tax debt.
million for almost . Owners and business investigated for bankruptey fraud.

« Revenue officer stated the business was a “sweat shop.”

IRS found owner had closed several businesses with tax debt when investigated
by IRS and opened new ones.

Business has not filed payroll returns since late 2005,
IRS filed a fien against the business for unpaid taxes.

1RS found two owners wiliful and responsible for not remitting taxes withheld from
employees and assessed them TFRPs,

B
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Case  Nature of Unpaid payroll
study business tax

Comments

10 Health care Qver $8 miltion
for nearly 30
quarters

« Business also owes almost $20,000 in non-payroll tax debt.

+ Although owner has luxury cars and a multimilfion dollar home, he claimed
inability to pay taxes due to financial hardship.

Qwner also owed city and state government agencies for taxes.
One commercial creditor seized and sold some of owner's assets to satisfy debts.

QOwner has pied guilty to and was incarcerated for fraud and the business and
owner together have almost 100 judgments and liens filed against them.

Owner evaded IRS levies by using check cashing businesses and continued to
write checks out to himself.

A relative purchased a commercial building that had been sold to satisfy owner’s
debts, and the owner has since set up another business therein,

IRS filed a lien against the business for unpaid taxes.

IRS found the owner willful and responsible for not remitting taxes withheld from
employees and assessed a TFRP,

.

.

.

.

11 Construction Almost $2.5
million for over
50 quarters

Business also owes non-payroli tax debt of almost $70,000,

Owners owe multimillion dollar tax debt for multiple businesses since the early
2000s, and IRS records indicate that the owners have also under reported
personal income.

Financial records indicate business may be guilty of ilflegal check kiting and
money laundering.

Owners have several judgments outstanding and at least 10 lawsuits pending or
settled.

iRS officials indicated that the owners consistently stalled collection efforts
through such means as using multiple rep! ives and filing for iptey,
which has kept IRS from seizing assets.

IRS filed a lien against the business for unpaid taxes.

IRS found two owners willful and responsible for not remitting taxes withheld from
employses and assessed them TFRPs.

.

.

12 Transportation Almost $1.5
million for over
20 quarters

Business also owes non-payroll tax debt of almost $100,000.

Business has not filed taxes for all tax quarters.

Business has 17 judgments and state and federal tax liens, while one officer has
over 50 such judgments and liens.

Another officer has unpaid personat taxes and IRS has investigated the officer for
potential criminal activity.

IRS records indicate the officers commingled business and personal funds and
that they consistently evaded p by refusing to cooperate.
Officers misrepresented tax definquencies to a potential lender,

Officers investigated by IRS for establishing networks of short-lived corporations
that accrue significant tax liabifities and then close, leaving a large amount of
uncollectible payroll taxes.

IRS filed a fien against the business for unpaid taxes.

IRS found three officers willfui and responsible for not remitting taxes withheld
from employees and assessed them TFRPs.

Source: GAQ anaiysis of IRS dala, including unpaid federal tax debt as of September 30, 2007.
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Concluding
Comments

Businesses that withhold money from their employees’ salaries are
required to hold those funds in trust for the federal government. Wiliful
failure to remit these funds is a breach of that fiduciary responsibility and
is a felony offense. A business’s repeated failure to remit payroll taxes to
the government over long periods of time affects far more than the
collection of the unpaid taxes. First, allowing businesses to continue to
not remit payroll taxes affects the general public’s perception regarding
the fairness of the tax system, a perception that may result in lower overall
compliance. Second, because of failure of businesses to remit payroll
taxes, the burden of funding the nation's commitments, including Social
Security and Hospital Insurance Trust Fund payments, falls more heavily
on taxpayers who willingly and fully pay their taxes. Third, the failure to
remit payroll taxes can give the non-compliant business an unfair
competitive advantage because that business can use those funds that
should have been remitted for taxes to either lower overall business costs
or increase profits. Businesses that fail to remit payroll taxes may also
under bid tax-compliant businesses, causing them to lose business and
encouraging them to also become non-compliant. Fourth, allowing
businesses to continue accumulating unpaid payroll taxes has the effect of
subsidizing their business operations, thus enriching tax abusers or
prolonging the demise of a failing business. Fifth and last, in an era of
growing federal deficits and amidst reports of an increasingly gloomy
fiscal outlook, the federal government cannot afford to allow businesses to
continue to accumulate unpaid payroll tax debt with little consequence.

For these reasons, it is vital that IRS use the full range of its collection
tools against businesses with significant payroll tax debt and have
performance measures in place to monitor the effectiveness of IRS's
actions to coliect and prevent the further accumulation of unpaid payroll
taxes. Businesses that continue to accumulate unpaid payroll tax debt
despite efforts by IRS to work with them are demonstrating that they are
either unwilling or unable to comply with the tax laws. In such cases,
because the decision to not file or remit payroll taxes is made by the
owners or responsible officers of a business, IRS should consider strong
collection action against both the business and the responsible owners or
officers to prevent the further accumulation of unpaid payroll taxes and to
collect those taxes for which the business and owners have a legal and
fiduciary obligation to pay.

IRS faces difficult challenges in balancing the use of aggressive collection
actions against taxpayer rights and individuals’ livelihoods. However, to
the extent IRS does not pursue aggressive collection actions against
businesses with multiple quarters of unpaid payroll taxes, thereis a
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significant concern as to whether IRS is acting in the best interests of the
federal government, the employees of the businesses involved, the
perceived fairness of the tax system, or overall compliance with the tax
laws. Therefore, it is incumbent upon IRS to revise its approach and
develop performance measures that include the appropriate use of the full
range of available enforcement tools against egregious offenders to
prevent their busi frorm acc lating tax debt. It is also incumbent
upon IRS to proactively seek out and appropriately implement other tools
(particularly those with demonstrated success at the state level) to
enhance IRS's ability to prevent the further accumulation of unpaid payroll
taxes and to collect those taxes that are owed. Although IRS does need to
work with businesses to try to gain voluntary tax compliance, for
businesses with demonstrated histories of egregious abuse of the tax
system, IRS needs to alter its approach to include focusing on stopping the
accumulation of additional unpaid payroll tax debt by egregious
businesses.

Our companion report being released today contains six recommendations
to IRS to address issues regarding its ability to prevent the further
accumulation of unpaid payroll taxes and collect such taxes. The
recommendations include (1) developing a process and performance
measures to monitor collection actions taken by revenue officers against
egregious payroll tax offenders and (2) developing procedures to more
timely file notice of federal tax liens against egregious businesses and
assess penalties to hold responsible parties personally liable for not
remitting withheld payroll taxes.

Mr. Chairmen and Members of the Subcommittee, this concludes my
statement. I would be pleased to answer any questions that you or other
merbers of the committee and subcommittee have at this time.

Contacts and
Acknowledgment

(196191)

For fature contacts regarding this testimony, please contact Steven J.
Sebastian at (202) 512-3406 or sebastians@gao.gov. Contact points for our
Offices of Congressional Relations and Public Affairs may be found on the
last page of this testimony.
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TAX COMPLIANCE

Businesses Owe Billions in Federal Payroll Taxes

What GAO Found

IRS records show that, as of September 30, 2007, over 1.6 million busines
owed over $58 billion in unpaid federal payroll taxes, including interest and
penalties. Some of these businesses took advantage of the existing tax
enforcement and sdministration system to avoid fulfilling or paying federal
tax obligations——thus abusing the federal tax system. Over a quarter of payroll
taxes are owed by busir s with more than 8 years (12 tax quarters) of
unpaid payroll taxes. Some of these business owners repeatedly accumnlated
tax debt from multiple businesses. For example, IRS found over 1,500
individuals to be responsible for nonpayment of payroll taxes at three or more
busins 5, and 18 we sponsible for not remitting payroll taxes for a
dozen different busine

35

Although IRS has powerful fools at it
accurmudation of unpaid payroll taxes and to collect the taxes that are owed,
IRS's current approach does not provide for their full, effective use. IRS's
overall approach to collection focuses primarily on gaining voluntary
compliance—even for egregious payroll tax offenders——a practice that can
result in minimal or no actual collections for these offenders. Additionally,
IBS has not ab s prompltly fled liens against businesses to protect the
government's interests and has not always taken timely action to hold
responsible parties personally liable for unpatd payroll taxes.

sposal fo prevent the further

GAO selected 50 businesses with payroll tax debt as case studies and found
extensive evidence of abuse and potential criminal activity in relation to the
federal tax systera. The business owners or officers in our case studies
diverted payroll tax funds for thelr own benefit or to help fund business
operations.

Examples of Tax-Related Abusive and Polentially Criminal Activity

Activity

Putential Hegal check kiting
and maney taundering
Aimos( 52,5 mitlion over 7 Qfficers took Jarge cash
years withdrawais prior to filing
bankruptey multip
Owner owed over
personal taxes, put property in
spouse’s name, and sold
property to children for less
than market value

“Construction

Health care

Dentist Qver $500,000 over 10 years

responsible partie 5 PR

Tiable for ot Yeinitting: w}thh@id
payrolltaxes. IRS agreed t6 our
recommendations;

Toy vigw thie Tall praduct; inclbding the scopé
and methodology, click on GAO08-817.
For mars information, contact Steven J.
Setiastan af{202) 51 08
sehastabs @gav.dov.
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Congressional Committees

The operations of the Internal Revenue Service (IRS) potentially impact
the lives of every American and are critical to the fiscal well being of the
federal government. IRS’s taxpayer service and enforcement efforts
generate 96 percent of the federal revenue for the United States
government. In 2007, IRS processed over 230 million tax returns and
collected over $2.7 trillion in taxes. Although the majority of businesses
and individuals voluntarily comply with the nation’s tax laws, many do not.
For those that do not, IRS's enforcement programs collected over $40
billion in taxes from businesses and individuals in 2007. In spite of these
efforts, IRS has a significant gap between what taxpayers should pay and
what IRS actually collects. IRS estimates that the annual net tax gap—the
amount of taxes that go unidentified and uncollected each year—amounts
to nearly $300 billion.

One of the elements of this tax gap is unpaid payroll taxes. Payroll taxes
are amounts employers withhold from employee's wages for federal
income taxes, Social Security, and Medicare, as well as the employer's
mandatory matching contributions for Social Security and Medicare taxes.
In our previous reports and in related testimonies on federal contactors
with tax debt,' we reported that tens of thousands of federal contractors
were not paying billions of dollars in taxes owed and that most of those
contractors had failed to remit to the government amounts they had

*GAO, Fi ial M t: Some DOD Contractors Abuse the Federal Tax System
with Little Consequence, GAG-04-95 (Washington, D.C.: Feb, 12, 2004); GAO, Financial
Management: Some DOD Contractors Abuse the Federal Tax System with. Little
Consequence, GAG-04-414T (Washington, D.C.: Feb. 12, 2004); GAO, Financial
Management; Thousands of Civilian Agency Contractors Abuse the Federal Tax System
with Little Consequence, GAO-05-637 (Washington, D.C.: June 16, 2005); GAO, Financial
Management: Thousands of Civilian Agency Contractors Abuse the Federal Tax Systems
with Little Consequence, GAQ-05-683T (Washington, D.C.: June 16, 2005); GAO, Financial
M Th ds of GSA C Abuse the Federat Tax System,
GAO-06-492T (Washington, D.C.: Mar. 14, 2006); GAQ, Medicare: Th ds of Medicare
Part B Providers Abuse the Federal Tax System, GAQ-07-587T (Washington, D.C.: Mar. 20,
2007); GAO, Tax Compliance: Thousands of Federal Contractors Abuse the Federal Tax
System, GAO-07-742T (Washington, D.C.: Apr. 19, 2007); and GAO, Medicaid: Thousands of
Medicoid Providers Abuse the Federal Tax System, GAD-8-239T (Washington, D.C.: Nov.
14, 2007).
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withheld from their employees’ salaries to satisfy their tax obligations. The
willful failure to remit payroll taxes is a felony under federal law.” Due to
the continuing significance of this issue, you asked us to review IRS's
overall approach to the prevention and collection of unpaid payroll taxes.

The specific objectives of this report were to determine (1) the magnitude
of unpaid federal payroll tax debt, (2) the factors affecting IRS’s ability to
enforce compliance or pursue collections against businesses with unpaid
payroll taxes, and (3) whether some businesses with unpaid payroll taxes
are engaged in abusive® or potentially criminal activities with regard to the
federal tax system.

To meet our objectives, we analyzed IRS’s database of unpaid taxes as of
Septerber 30, 2007, to determine the magnitude of unpaid payroll taxes
and to identify, to the extent possible, owners or officers who repeatedly
abused the tax system by not remitting withheld payroll taxes. To
determine IRS's procedures to prevent the accumulation of unpaid payroll
taxes and to collect such taxes, we reviewed IRS's policies as laid out in its
Internal Revenue Manual (IRM) and discussed those policies and
procedures with cognizant IRS officials and revenue officers. We reviewed
a sample of 76 businesses whose owners IRS found personally liable for
the failure to remit payroll taxes withheld from employees’ paychecks.*
Although the saraple was selected as a part of our audit of IRS’s fiscal year
2007 financial statements, for the purposes of this report we reviewed

926 U.S.C. § 7202.

*We considered activity to be abusive when a business's acuons or inactions, though not
lllegal took advantage of the existing tax enfc t and istration syscam to avoid

federal tax obligations and were deficient or i when compared with
behavior that a prudent person would consider reasonable.

*Under section 6672 of the Internal Revenue Code {IR(), individuals who are determined
by IRS to be responsible for collecting, accounting for, and paying over payroll taxes who
willfully fail to collect or pay these taxes can be assessed a Trust Fund Recovery Penalty
(TFRP) Thls penalty, typlcally assessed against owners or officers of a corporation, such

) is d for the amount of taxes the business withheld from
ms employees salanes but did not remit to the federal government, the so-called trust fund
portion of payroll taxes. The business itself is still able for the entire amount of the unpaid
payroll taxes, but IRS can seek colk from the ible owner/officers for the trust
fund portion of the unpaid taxes when they are assessed this penalty.
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those cases to identify the timeliness of IRS’s collection actions.* To
further review IRS’s collection actions, we also performed a macro-
analysis of IRS's overall inventory of unpaid tax debts. Finally, to
determine whether businesses with unpaid payroll taxes were engaged in
abusive or potentially criminal activities with regard to the federal tax
system, we reviewed documentation on IRS's collection actions and
discussed the appropriateness of those actions or the absence of actions
with IRS revenue officers for 50 businesses selected as case studies. See
appendix I for more detailed information on the scope and methodology of
our work. The resulis of 12 of the 50 case studies we audited are shown in
table 3. The results of the other 38 case studies are included in appendix I

We condueted this performance audit from April 2007 through May 2008 in
accordance with generally accepted government auditing standards. Those
standards require that we plan and perform the audit to obtain sufficient,
appropriate evidence to provide a reasonable basis for our findings and
conclusions based on our audit objectives. We believe that the evidence
obtained provides a reasonable basis for our findings and conclusions
based on our audit objectives.

Results in Brief

‘While most businesses fulfill their fiduciary responsibility to the
government to withhold taxes from their employee’s salaries, make
matching contributions, and remit these sums to the government, 2
significant number do not. As of September 30, 2007, IRS’s records showed
that over 1.6 million businesses owed over $58 billion in unpaid payroll
taxes, including interest and penalties. Of that amount, 70 percent of all
unpaid payroll taxes are owed by businesses with more than a year (4 tax
quarters) of unpaid federal payroll taxes, and over a quarter of unpaid
payroll taxes were owed by businesses that accumulated tax debt for more
than 3 years (12 tax quarters). Because unpaid payroll taxes include
amounts owed for Social Security and Hospital Insurance (Medicare

®The sample was originally selected as part of our audit of IRS’s financial statements, see
GAQ, Financial Audit: IRS’s Fiscal Years 2007 and 2006 Financial Statements,
GAO-08-166 (Washington, D.C.: Nov. 9, 2007). The primary purpose of the sample was to
determine whether IRS was properly recording payments to all related parties. However,
we also performed other tests of IRS's controls using this same sample. Although we
identified issues related to IRS's assignment of cases among revenue officers and the
timeliness of certain collection actions based upon that sample, we are unable to project
these results because the sampling unit used for the financial statement audit was
payments rather than accounts.

Page 3 GAO0-08-617 Unpaid Payroll Taxes



66

Part A taxes,” the federal government may have to transfer higher
amounts from the General Fund to the Social Security and Hospital
Insurance Trust Funds to make up for the amounts businesses fail to
remit. IRS estimated that for the tax debt it had in its inventory of unpaid
assessments as of Noverber 1, 2007, the General Fund had transferred $44
billion to the trust funds over what IRS collected.

IRS has a number of powerful tools at its disposal to prevent the
accumulation of unpaid taxes and to collect the taxes that are owed.
However, IRS acknowledges that its traditional collection methods do not
always bring taxpayers into compliance and that there is 2 major
compliance problem regarding the large number of businesses that
repeatedly do not remit payroll taxes. In reviewing IRS’s collection actions
for egregious payroll tax offenders, we identified several issues that limit
the effectiveness of IRS’s current approach.

IRS's overall approach to collection focuses primarily on gaining voluntary
compliance, which can allow egregious payroll tax offenders to continue
to accumaulate payroll tax debt for years that may never be collected.

IRS is not timely filing liens. Our analysis of IRS's inventory of unpaid
payroll tax cases as of September 30, 2007, found that for over a third of all
businesses with unpaid payroll taxes assigned to the field, IRS had not
filed a lien. Over 80 percent of payroll cases in the queue awaiting
assignment did not have a lien filed. Circumstances may not warrant a lien
being filed in all cases, such as when businesses are highly leveraged or
have few tangible assets. However, for cases in which IRS has not filed a
len, the government’s interest in the tax debtor’s property is not
protected.

IRS is not timely assessing penalties to individuals responsible for not
remitting business’s payroll tax debts. IRS has a powerful tool to hold
responsible owners and officers personally liable for withheld payroli
taxes—a Trust Fund Recovery Penalty (TFRP). We found that, in a sample
of 76 TFRP assessments, it took IRS over 40 weeks, on average, to decide
to pursue collection against responsible owners/officers and an additional
40 weeks to actually assess the TFRP. Delays in assessing a TFRP can
result in lost opportunities to collect unpaid payroll tax debts from the
owners/officers while allowing them to continue to use the business to

“These are collected to the Federal Insurance Contributions Act.
26 US.C ch. 2L

Page 4 GAO-08-617 Unpaid Payroll Taxes



67

fund a personal lifestyle through the non-remittance of payroll taxes. We
also found that IRS does not place as high a priority on collection efforts
against the responsible owners/officers as it does the business, and treats
the TFRP as a separate collection effort unrelated to the business.

IRS actions do not always prevent egregious payroll tax offenders from
accurmulating additional unpaid payroll tax debt.

IRS does not have performance measures to establish goals related to the
collection and prevention of unpaid payroll taxes and to track its actual
performance against these goals.

Further, we found that some states have additional tools they use to
collect unpaid taxes at the state level and to help prevent the further
accuraulation of these unpaid taxes,

Publishing tax debtor names: An increasing number of states—currently
around 19 and the District of Columbia—now publish the names of tax
debtors on Web sites as a means of both collecting unpaid taxes and
stopping the further accumulation of these taxes. Currently, IRS is
prohibited by law from publicly disclosing names of tax debtors in this
manner.

Identifying levy sources: Several states have initiated legislation or entered
into agreements with financial institutions to match account information
against tax debts, allowing states to more easily identify levy sources to
aid in the collection of unpaid taxes.

Our analysis and data mining of IRS tax records indicated that some
businesses were involved in abusive or potentially criminal activity related
to the tax system. Some of these business owners repeatedly accumulated
tax debt from multiple businesses. For example, IRS found over 1,500
individuals to be responsible for non-payment of payroll taxes at 3 or more
businesses, and 18 had been found responsible for not reraitting payroll
taxes for 12 different businesses. We selected 50 businesses with payroll
tax debt as case studies. Our analysis of those businesses showed some
owners/officers abuse the tax system, willfully diverting amounts withheld
from their employees’ salaries to fund their business operations or their
own personal lifestyle. For example, the owner of one of our case study
businesses that owed almost $2.5 million was under-reporting their
personal income and was involved in possible check kiting and money
laundering. Another had accomulated almost $2.5 million in unpaid payroll
taxes and made large cash withdrawals prior to filing bankruptcy multiple
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times. A third had accumulated over $500,000 in unpaid payroll taxes over
a 10-year period as well as another $500,000 in personal taxes. The owner
had put property in a spouse’s name and sold property to children for less
than market value to avoid IRS collection action.

To address the issues identified in this report, we are making six
recommendations to the Commissioner of IRS. Five of those
recommendations are for IRS to review or revise its collection policies to
provide better monitoring or more detailed guidance on collection actions
to be taken against egregious payroll tax offenders and to strengthen its
existing collection tools. We are also recommending that IRS work with
states to develop ways of more effectively identifying potential levy
sources. In comments on a draft of this report, IRS concurred with all six
of our recommendations and agreed that all appropriate tools must be
used to bring payroll tax offenders into compliance. Specifically, IRS
agreed to evaluate its existing practices and determine appropriate
changes. IRS also said it would work with the states that are matching
financial institution accounts to tax debt to identify levy sources to
determine whether a similar program in IRS would be cost effective and
consistent with privacy laws.

See the “Agency Comments and Our Evaluation” section of this report for
amore detailed discussion of agency comments. We have reprinted IRS's
written comments in appendix L

Background

In its role as the nation’s tax collector, IRS is responsible for collecting
taxes, processing tax returns, and enforcing the nation’s tax laws. Since
1990, we have designated IRS’s enforcement of tax laws as a
governmentwide high-risk area’” In attempting to ensure that taxpayers
fulfill their obligations, IRS is challenged on virtually every front. IRS’s
enforcement workload~-measured by the number of tax returns filed—
has continually increased, while the number of staff dedicated to
collections has niot.

7Addicionally, we dest d IRS's fi ial and syst: modernization as
high-risk areas in 1995, GAO, High-Risk Series: An Overview, GAO/HR-95-1 (Washington,
D.C.: February 1985). In 2005, two of IRS's high-risk areas—collection of unpaid taxes and
eamed income credit non- SH Were ¢ lidated to make a single high-risk area
called enforcement of tax laws. Also in 2005, IRS's high-risk areas of business systeras
modernization and financial management were merged into a single high-risk area called
business systems modernization. GAO, High-Risk Series, An Update, GAO-05-207
{Washington, D.C.: January 2005).
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As of September 30, 2007, IRS's master file database of taxpayer accounts
reflected about $282 billion in outstanding taxes owed by businesses and
individuals.® This amount understates the true cumulative amount of
unpaid taxes. For example, IRS has a statutory limitation on the length of
time it can pursue unpaid taxes, generally 10 years from the date of the
assessment.® After that period, IRS removes the tax debt from its records.
Additionally, the amount of unpaid taxes is understated because many tax
debts go unidentified and unrecorded on IRS’s tax records due to non-
filing or underreporting of tax liabilities. These unidentified and
uncollected taxes are part of IRS’s estimate of the annual tax gap,
Therefore, the true cumulative amount of unpaid taxes would be far higher
than $282 billion.

The amount of unpaid taxes ranges from small amounts owed by
individuals for a single tax period” to millions of dollars owed by
businesses over multiple periods. For businesses, the taxes owed include
corporate income, estate, excise, and payroll taxes, as shown in figure 1.

®For fi ial reporting , IRS rep d $263 billion for the total amount of unpaid
taxes. IRS's financial statements reflect a lower amount of tax debt for a number of
reasons, including the removal of duplicate tax assessments for multiple officers of a
business assessed 2 TFRP.

s26 U.S.C. § 6502. The 10-year period can be extended or suspended under a variety of

such as by the taxpayer to extend the collection period in
connectxon with an installment agreement, bankruptey litigation, and court appeals.
Consequently, some tax can and do remain on IRS’s records for decades.

17 “tax period” varies by tax type. For example, the tax period for payroll and excise taxes
is one quarter of a year. The taxpayer is required to file quarterly returns with IRS for these
types of taxes, although payment of the taxes occurs throughout the quarter. In contrast,
for income, corporate, and unemployment taxes, a tax period is 1 year.
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Figure 1: Types of i Taxes Qwed in biflions}

84 (4%}

Excise, $3 {3%)
s e G167, $13 (12%)

@t Payroll, $58 (53%)

/

Lorporate ingome, $24 (22%}
Estate, $§ {8%)

Boures: BAQ analysls of (RS data as of Septemtzer 30, 2007,

The total amount of tax debt includes interest and penalties that are added
to or accumulate on the original taxes owed.

Payroll Taxes

Employers are required to withhold from thelr employees’ salaries
amounts for individual federal income taxes and for Federal Insurance
Contribution Act (FICA) taxes, which includes Old-Age, Survivors and
Disability Insurance (Social Security) and Hospital Insurance (Medicare
Part A) taxes. In 2007, the FICA taxes to be withheld consisted of 6.2
percent of an employee’s gross salary up to $97,500 for Social Security
taxes and an additional 145 percent of the gross salary for hospital
insurance. Employers are also required to match the amounts withheld
from an employee's salary for Social Security and hospital insurance taxes.
Taken together, the amounts withheld from an employee's salary for
federal individual income and FICA taxes, along with the employer's
matching portion of FICA taxes, comprise the business’s payroll taxes."

MPederal unemployment taxes ave also paid by employers. However, these taxes are not
included in the unp: vroll taxes discussed in this report.
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Employers are generally required to remit payroll taxes periodically
through the Federal Tax Deposit system. The frequency of those deposits
depends on the amount of taxes due and the frequency of the employer’s
payroll. Employers must remit payroll taxes either (1) semiweekly if their
total tax Hability is more than $50,000 during a 12-month period ending
June 30 of the prior year or (2) monthly if their total tax lability is $50,000
or less during this same 12-raonth period. The business tax liability is
reported to IRS either quarterly on Form 941 or annually on Form 944,
Additionally, emaployers are required to report employees’ earnings to the
Social Security Administration annually.

IRS’s Payroll Tax
Collection Process

When a business files a tax return indicating that it owes more in payroil
taxes than it has deposited, IRS records or assesses the tax liability in its
systems. IRS can also identify and assess tax liabilities through its
enforcement efforts, such as its examination or nonfiler programs.” Once
payroll tax debt is assessed and recorded in its database of unpaid taxes,
IRS has a number of collection tools at its disposal to attempt to collect
from tax debtors who do not voluntarily comply with the tax laws. Each
case has unique aspects and therefore may require varying collection
methods. However, for payroll tax cases, IRS generally follows a three-
step collection process.

Step 1—Notification of tax debt—Once a business fails to remit taxes
owed, IRS sends the business a series of notice letters. Business tax debt
typically stays in the notification phase about 15 weeks.

Step 2—Assignment for collection—After tax debt leaves the notice
phase, it may be placed in a queue awaiting assignment to collection
personnel. If a tax debtor already has tax debt being worked on by
collections personnel, it will generally bypass the queue and be assigned
directly to the collection officer already working to collect the other tax
debt. When a case leaves the queue and is assigned to the field for
collections, it is first assigned to a manager. The manager has a waiting list
of cases held for assignment to individual revenue officers. A case may be
assigned to the field, but not be actively worked on because it is awaiting
assignment by the manager.

“Jnder the nonfiler program (26 U.S.C. § 6020(b)) IRS contacts businesses that have not
filed tax retumns. If they do not respond, for enforcement purposes, IRS mdependently
prepares their tax returns and makes a proposed tax Thest are
generally based on very limited information.
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Step 3—Collection actions—IRS pursues collection of taxes owed either
through direct contact by revenue officers in the field (referred to as the
collection field function) or through calls and correspondence by IRS’s
Automated Collection System (ACS).

IRS's ACS process consists primarily of telephone calls to the tax debtor
through IRS’s nationwide network of call centers. ACS generally handles
less complex and lower priority taxes. Because IRS has designated the
collection of payroll taxes as one of its top priorities, payroll tax cases
generally do not go through the ACS process. Also, although cases may
move through the steps sequentially, it is not necessary that they do so.
Cases begin in the notice phase, but they may enter the queue or field
collection repeatedly.

IRS’s Tax Collection Tools

IRS has numerous enforcement tools that it can use when businesses fail
to remit payroll taxes as required. IRS’s tools begin with a series of letters
sent to the business in the notice phase to encourage voluntary
compliance, which, if not accomplished, can lead to the use of increasingly
more aggressive or invasive tools, including filing liens or seizing business
assets, and filing for court-ordered injunctive relief.

Once assigned a tax debt for collection, the revenue officer will seek to get
full payment from the tax debtor. If the tax debtor is unable to pay in full,
the revenue officer will seek to get the debtor to agree to a repayment
plan, either an installment agreement or an offer-incompromise.” In
general, the revenue officer will seek to get the tax debtor to become
compliant and voluntarily pay the tax debt without IRS having to take
more intrusive collection actions, In fiscal year 2007, IRS collected over
$17 billion of all types of taxes from almost 3 million tax debtors through
installment agreements.

If, however, a tax debtor fails to agree to voluntarily pay the tax debt, the
revenue officer can increase the invasiveness of their collection efforts
and use its three primary tools to achieve compliance and tax collection:
lien, levy, or seizure. If those are not successful at bringing a tax debtor
into compliance, in certain circumstances, IRS can seek injunctive relief to
close a non-compliant business or seek criminal prosecution for failing to

15, 1

allow for on the debt in smaller, more manageable
amounts. An offer-in-compromise approved by IRS allows a tax debtor to settle unpaid tax
debt for less than the full amount due.
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Liens

Levies and Seizures

pay payroll taxes, particularly if there are indications of fraud. An
overview of each of these tools follows.

Among IRS's tools to collect outstanding taxes is its ability to use the
property of a taxpayer as security for an outstanding tax debt. This is
accomplished by filing a notice of federal tax lien. The lien serves to
protect the interest of the federal government and as a public notice to
current and potential creditors of the government's interest in the
taxpayer's property.” Although the tax lien exists under the law even
before a notice is filed, the lien is perfected when IRS provides notice of
its interest by filing the lien with a designated office, such as a local
courthouse in the county where the taxpayer's property is located. If the
Service does not file a Notice of Federal Tax Lien (NFTL) with a state or
local recording office where the taxpayer’s property is situated, the
Government will have a more junior position to other creditors who have
perfected their judgments or security.®

iRS reported filing more than 680,000 tax liens in fiscal year 2007.” Since a
lien encurnbers taxpayer property and because federal tax liens appear on
commercial credit reports, IRS’s ability to file a lien is a powerful tool in
enforcing the tax laws. Filing a lien prevents the taxpayer from selling an
asset, with clear titie, without first paying off the outstanding tax debt.”

Levies are legal seizures of tax debtors’ assets to satisfy tax
delinquencies.” A levy is different from a lien in that a lien is a claim used
as security for the tax debt, while a levy actually takes the property to
satisfy the tax debt. Generally, IRS is authorized to levy property of the tax
debtor in the possession of a third party, such as bank accounts, federal

*Under IRC sections 6321 and 6322, a federal tax lien arises by operation of law when the
IRS assesses the tax debt and the taxpayer neglects or refuses to pay the liability upon

receiving notice and derand for The tax lien bers the taxpayer's property
or rights to property.
*The federal tax lien is not valid against purchasers, holders of security interests,

h Henors, and jud; lien creditors until 2 NFTL has been filed
(26 US.C. § 6323(2)).

*IRS can file multiple liens against a taxpayer to cover property the taxpayer owns in
different geographical locations.

”F‘iling a federal tax lien makes it much more difficult for a taxpayer to sell or otherwise
dispose of an asset because of the cloud on title created by the notice.

®26 US.C. § 6331.
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Injunctive Relief

payments, and wages.” IRS records indicate that it filed over 3.7 million
levy actions against tax debtors for property held by third parties in fiscal
year 2007. IRS also may seize and sell real or personal property held
directly by the tax debtor, such as bust assets like busi

equipment, cars, or paintings. However, under reforms put in place under
the Internal Revenue Service Restructuring and Reform Act of 1908
(RRA),” IRS cannot seize assets before determining whether the tax
debtor has equity in the property subject to seizure. For example, if an
asset is fully encumbered with commercial loans, IRS may not seize the
asset, Although IRS records indicate that the number of actions to seize
and sell assets held by the tax debtor has been steadily rising over the past
several years, reaching 676 seizure actions in fiscal year 2007, the number
is far below the over 10,000 seizure actions taken in 1997 prior to the
enactment of RRAY

In addition to actions it can take to collect unpaid taxes, IRS can also take
action to atterapt to stop businesses from continuing to accumulate unpaid
taxes. One tool IRS has is injunctive relief.” Injunctive relief is a court
ordered “prohibition of an act.” If the act, or practice covered under the
court order continues, the business can be found in contempt of court, and
IRS can force it to cease operations. The IRM states that injunctive relief is
an “extraordinary remedy” used only if previous actions have either been
exhausted or it would have been futile to continue. Injunctive relief can be
an important tool for IRS when businesses have no equity and therefore
are impervious to sejzure actions.

'QBy law, some property cannot be levied or seized. For example, IRS may not seize any of
the taxpayer's property when the expense of selling the property would be more than the
fair market value of the property. 26 U.S.C, § 6331(f). Other items IRS may not levy or seize
include: unemployment benefits; certain annuity and pension benefits; certain service-

d disability workmen's p ion; salary, wages, or income
included in a judgment for court-ordered child support payments; and certain public
assistance payments. 26 U.S.C. § 6334(a).

#pub. L. No. 105-206, 112 Stat. 685 (July 22, 1998) (pertinent section codified at 26 US.C. §
6331())-

HSection 1203 of RRA required the IRS Commissioner to terminate the employment of
employees for misconduct in the seizure of taxpayers’ property.

22Ix\imnctive relief is a judicial remedy for non-cornpliance that requires a party either to
refrain from certain actions or to perform certain actions. Federal courts have jurisdiction
to issue injunctions when necessary to enforce internal revenue laws under section 7402(a)
of the IRC.
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Criminal Investigations

To obtain an injunctive relief order, IRS must demonstrate to the court the
(1) tax debtor’s persistent failure to comply with the law despite IRS's
repeated efforts to bring the tax debtor into compliance and (2) likelihood
of future violations (i.e., the tax debtor will continue to accumulate tax
debt). To gain an injunction, IRS first issues a letter to the fax debtor that
includes strong language, including threats of criminal prosecution for
failure to comply.” The IRM notes that before seeking injunctive relief, the
revenue officer should require the business to (1) file monthly
employment tax returns (instead of quarterly), (2) establish a separate
bank account for payroll taxes withheld, and (3) make all payroll tax
deposits to that account within 2 days of paying employees.

Although the willful failure to remit payroll taxes is a felony, IRS generally
does not pursue a criminal prosecution unless fraud can be determined. In
the past, we have reported that some IRS employees believe IRS and the
District Counsel are reluctant to pursue prosecution against even
egregious offenders.”

Trust Fund Recovery
Penalty

When businesses withhold funds from an employee's salary for federal
income taxes and the employee’s FICA obligations, they are deemed to
have a fiduciary responsibility to hold these amounts “in trust” for the
federal government. To the extent that the business does not forward
withholdings to the federal government, it is liable for these amounts, as
well as its matching FICA contribution. Officials of the business can also
be held personally liable for payment of the withheld amounts.

Under section 6672 of the IRC, individuals who are determined by IRS to
be responsible for collecting, accounting for, and paying over payroll taxes
who willfully fail to collect or pay this tax can be assessed a TFRP. To
show willfulness, IRS must show that the responsible individual was
aware of the outstanding taxes and either deliberately chose not to pay the

PThis letter, known as the 903 Letter, says in pari: “We may file a public notice (federal tax
lien) showing that the government has a right to the interest in your property or seize (levy)
your property or rights to property to enforce collecting taxes we've determined you owe
based on information available to us. Under the Jaw we may charge you criminal penalties,
such as a fine up to $100,000 and up to one year in jail upon conviction, if you don't comply
with the special bank deposit requireraents. We encourage you to comply with the
ermployment tax deposit rules.”

#GAO, Payroll Taxes: Billions in Delinquent Tazes and Penalties Due But Unlikely to Be
Coliected, GAO/T-AIMD/GGD-99-256 (Washington, D.C.: Aug. 2, 1999).
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taxes or recklessly disregarded an obvious risk that the taxes would not be
paid. It should be noted that the deliberate intent or desire to defraud the
federal government is not necessary for IRS to assess a TFRP. For
example, an individual, in a business, who is responsible for collecting
payroll taxes who decides to pay the business’s monthly rent payment
instead of remitting employee withholdings to the federal government, can
be found to be acting willfully and thus assessed a TFRP. Typically, these
responsible individuals are owners or officers of a corporation, suchas a
president or treasurer.

More than one person may be a “responsible individual” under section
6672, and thus multiple people in the business may be assessed a TFRP.
The amounts assessed against each individual can vary depending on an
individual’s responsibility to collect payroll taxes and the extent of the
willful failure to pay over this tax for muitiple periods; however, each
responsible individual can be assessed a TFRP for the total amount of the
withholdings not paid. Additionally, the business itself is still liable for the
entire amount of the unpaid payroll taxes. However, it has long been IRS’s
policy to only collect the unpaid tax once. For example, if, after IRS
assesses a TFRP against an officer of a corporation, the business pays the
entire balance of the unpaid payroll taxes, the officer would no longer be
liable for the TFRP assessment. Similarly, if two officers are each assessed
TFRPs related {o their business covering the same period of unpaid payroll
taxes and one of the officers makes a partial payment, the liabilities of
both officers, as well as the Hability of the business, are to be reduced by
the amount of the payment.

IRS uses the TFRP as a tool to hold owners and other officials associated
with a business individually liable for the business's failure to remit
withheld payroll taxes. As such, the TFRP provides a means for IRS to
seek collection from those responsible for failing to remit the withheld
payroll taxes even if the business closes. The TFRP may also be used as a
compliance tool to deter future non-payment of taxes by the business.
TFRP assessments are also subject to the 10-year statutory collection
limitation.
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A Significant Number
of Businesses Are Not
Paying Billions of
Dollars of Payroll
Taxes

Employers are required to withhold from their employees’ salaries
amounts for both individual federal income taxes and FICA taxes, which
include Social Security and Hospital Insurance taxes.” While the majority
of businesses pay the taxes withheld from employees’ salaries as well as
the employer’s matching amounts, a significant number of businesses do
niot. Our review of IRS tax records showed that over 1.6 million businesses
owed over $58 billion in unpaid payroll taxes to the federal government as
of September 30, 2007. The failure by businesses to remit payroll taxes
results in the loss of revenues to the federal government. In addition, it
creates a situation in which the general revenue fund subsidizes the Social
Security and Hospital Insurance trust funds to the extent that Social
Security and Hospital Insurance taxes owed are not collected. Over time,
the amount of this shortfall, or subsidy, is significant. IRS estimated that
the General Fund has transferred to the trust funds $44 billion® over what
IRS collected in self employment and payroll taxes for the inventory of
total unpaid taxes on record as of November 1, 2007. The estimate does
not include an estimate for tax debts that have been written off of IRS’s
tax records in previous years due to expiration of the statutory collection
period. As a result of the failure of these businesses to pay payroll taxes,
the compliant taxpayer bears an increased burden to fund the nation’s
commitments, Although IRS has made the collection of unpaid payroll
taxes one of its top priorities, most of the unpaid payroll tax inventory (52
percent, equal to $30 billion) was classified as currently uncollectible by
IRS. While IRS has assigned about $7 billion to revenue officers for
collection, about $9 billion of unpaid payroll taxes are in a queue awaiting
assignment. Our analysis of the unpaid payroll tax inventory shows that
the number of businesses with more than 20 quarters of tax debt (5 years
of unpaid payroll tax debt) more than doubled between 1998 and 2007.
Because IRS is statutorily limited in the length of time it has to collect
unpaid taxes—generally 10 years from the date the tax debt is assessed—

*Amounts transferred by the Depanment of the Treasury to these trust funds are an
estimate of taxes received by licable tax rates to wage amounts
certified by the Commissioner of Social Security (42 U.S.C. §§ 401, 13951). Because wage
information is provided only quarterly to IRS and only annually to the Social Security
Administration, initial distributions to the trust funds are based on estimates prepared by
Treasury’s Office of Tax Analysis and the Social Security Administration's Office of the
Chief Actuary, with adjustments subsequently made as a result of the Commissioner's
certifications, Consequently, the amounts distributed to the Social Security and Hospital
Insurance trust funds are based on the wages an individual earns, not the amount the
employer actually forwards to the government,

*Accrued interest is included in this amount because assessments distributed to the trust
funds earn interest at Treasury-based interest rates, similar to IRS's interest accruals.
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the federal government will lose its right to collect billions of dollars in
payroll taxes each year if IRS does not obtain payment from tax debtors
before the statutory period for collection expires.

Magnitude of Unpaid Of the $282 billion in cumulative, identified, unpaid taxes owed to the

Payroll Tax Debt federal government as of September 30, 2007, IRS records show that over
$58 billion (over 20 percent) is owed for unpaid payroll taxes. This total
includes amounts, earned by employees, that were withheld from their
salaries to satisfy their tax obligations, as well as the employers’ matching
amounts, but which the business diverted for other purposes. Over 1.6
maillion businesses have unpaid payroll tax debt. Many of these businesses
repeatedly failed to remit amounts withheld from employees’ salaries. For
example, 70 percent of all unpaid payroll taxes are owed by businesses
with more than a year (4 tax quarters) of unpaid payroll taxes, and over a
quarter of unpaid payroll taxes are owed by businesses that have tax debt
for more than 3 years (12 tax quarters). Figure 2 shows the total doliar
amount of payroll tax debt suramarized by the nuraber of unpaid payroll
tax quarters outstanding.
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Figure 2: Summary of Payroll Tax Dabt ©: ized by of Tax Quarters
Cutstanding (dollars in biltions}

29-40 quarters, $5 (9%
— Wore than 40, < $1 {1%)

- 3~ quarters, $1& (30%)

v B8 quiariers, $15 (25%)

812 quarters, $10 (17%}
1320 quarters, $10 (18%)

Sourca: GAQ analysis of IS data a5 of Seplernber 30, 2007,

Much of the wnpaid payroll tax debt has been cutstanding for several
years. As reflected in figure 3, our analysis of IRS records shows that aver
60 percent of the unpaid payroll taxes was owed for tax periods from 2002
and prior years.”

“"The tax perind may not always correspond {0 the age of the tax debt, For example, tax
debt may be fairly new even if it is for an earlier tax period when a taxpayer files a tax form
years after the doe date or when IRS assesses additional taxes for an earlier tax period.
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Figure 3: Summary of Payroll Tax Debi by Tax Year (dellars in billions)

e Prioy to 1997, §6 (0%}
S Tax year 2007, $2 (4%)

2003 to 2008, §21 {35%)

, $29 (51%)

Saurce: GAD analysis of IRS data as of September 30, 2007,

Prompt collection action is vital because, as our previous work has shown,
as unpald taxes age, the likelihood of collecting all or a portion of the
amount owed decreases,” Further, the continued acerual of interest and
penalties on the outstanding federal taxes can, over time, eclipse the
original tax obligation. Figure 4 shows that over half of the nopaid payroll
taxes owed is for interest and penalties on the original tax debt.

BGAO, Finantt ! ¢ Is of Civ

Fedeval Tax System with Little Conseguence, GAD:
2005).

Agency Contractors Abuse the
637 (Washington, D.C.: June 18,
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Figure 4: Breakdown of Components of Payroll Taxes by the Amount of Unpaid
interest, Tax, and Penalties {dollars in bilfions)

— Interest, §18 {36%)

Taxes, $28 {46%)

Ponaities, §14 (24%)

Source: GAQ analysis of IRG data 25 of Segtember 30, 2007,

Using IRS’s database of unpaid taxes, we were able to identify many of the
industry types associated with businesses owing payroll taxes. Figure b
presents the major industries with outstanding unpald payroll taxes
according to IRS records.”

FWe analyzed IRS's database of unpaid taxes and the information on the North American
industry Classification (NAIC) system codes in that database. The NAIC system is used by
federal statistical agencies in classifying business establi Using those codes, we
were able to identify the industry type for abont 70 percent of the payroll tax debt.
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]
Figure 5: Summary of Unpaid Payroll Taxes by Related Industry (dolfars in billions)
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Source: GAG analysis of IRS data as of Septermber 30, 2007.

Unpaid Payroll Taxes
Result in the General Fund
Subsidizing Social Security
and Hospital Insurance
Trust Funds

When businesses fail to remit taxes withheld from employees’ salaries, the
payroll tax receipts are then less than the payroll taxes due, and the Social
Security and Hospital Insurance trust funds will have less financial
resources available to cover current and future benefit payments.
However, the trust funds are funded based on wage estimates and not
actual payroll tax collections. Therefore, the Generat Fund transfers to the
trust funds amounts that should be collected but are not necessarily
collected, resulting in the General Fund subsidizing the trust funds for
amounts IRS is unable to collect. As of November 1, 2007, IRS estimated
that the amount of unpaid taxes and interest attributable to Social Security
and hospital insurance taxes in IRS’s $282 billion unpaid assessments
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balance was approximately $44 billion.” This estimate represents a
snapshot of the amount that needed to be provided to the Social Security
and Hospital Insurance trust funds based on the outstanding tax debt on
IRS’s books at the time. It does not include an estimate for tax debts that
have been written off of IRS's tax records in previous years due to
expiration of the statutory collection period.” Recent IRS data indicate
that the shortfall is about $2 billion to $4 billion annually due to
uncoliected payroll taxes.

Collection Status of
Payroll Tax Debt

Of the $58 billion in unpaid payroll taxes as of Septermber 30, 2007, IRS
categorized about $4 billion as going through IRS’s initial notification
process. The notification process results in significant collections,
particularly with respect to generally compliant taxpayers who respond to
the notices by paying off the outstanding taxes owed or entering into
installment agreements to pay off the tax debt over time. IRS records
indicate that over half of all unpaid tax collections result from the
notification process. Because IRS has made the collection of payroll taxes
one of its highest priorities, once a case completes the notification
process, it is generally sent to IRS’s field collections staff for faceto-face
collection action. However, IRS does not have sufficient resources to
immediately begin collection actions against all of its high-priority cases.
As a result, IRS holds a large number of cases in a queue awaiting
assignment. Of the $54 billion in unpaid payroll taxes that had completed
the notification process, about $7 billion was being worked on by IRS
revenue officers for collection and about $9 billion was in a queune
awaiting assignment for collection action. Most of the unpaid payroll tax
inventory was classified as currently uncollectible by IRS. As shown in
figure 6, IRS considered $30 billion—52 percent of all payroll tax debt—to
be currently not collectible.

IRS's $262 billion in unpaid are as of Sep 30, 2007. Although the dates
of IRS’s estimate of total unpaid Social Security and hospital insurance taxes, and IRS's
total unpaid assessments, are about 1 month apart, we believe that for comparison
purposes it is appropriate. About $21 billion of the $44 billion was due to businesses’
unpaid payroll taxes, while $23 billion was the result of unpaid individual self-eraployment
taxes.

¥Because of its statutorily limitation, this amount represents an estimate of the subsidy
provided over approximately al0-year period.
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Figure 6: Summary of Payroll Tax Debt by Coflection Status {dollars in billions)
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Souree: GAQ anatysis of IAS data as of September K, 2007,

IRS classifies tax debt cases as currently not collectible for several
reasons, including (1) the business owing the taxes is defunct,” (2) the
business is insolvent after bankruptey, or (3) the business is experiencing
financial hardship. As shown in figure 7, of those unpaid payroll tax cases
IRS has classified as currently not collectible, almost two-thirds were as a
result of a business being defunct.

52 o . o . I 1 . :
IRS defines a defunct business as one that is inactive with no leviable assets.
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S R R
Figure 7: Summary of Payroll Taxes Considered Currently Not Collectible {dollars in
billions}

Hardship, $2 (7%)
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Source: GAO analysis of iRS data as of September 30, 2007,

Note: Ths category “J iness” refers to a bush that IRS deems does not have the
sasourees 1o pay laxes owed and therefora no further colfection witt be Simitarty, primarily
for sole propristors, if IRS d inas the owner is fi iafly unable to pay taxes, it calegorizes both

the owner's parsonal account and the related business as being in financial bardship so that no
further coliection action is taken against them until their financial condition Improves. The “other”
designation includes cases in which IRS has been unable 1o locate or contact the business owing the
payroll tax debl.

Although IRS has taken a number of steps to improve collections by
prioritizing cases with better potential for collectibility, the collection of
payroll taxes remains a significant problem for IRS. From 1998, when we
performed our last in-depth review of payroll taxes,” to September 2007,
we found that while the number of businesses with payroll tax debt
decreased from 1.8 million to 1.6 million, the balance of outstanding
payroll taxes in IRS's inventory of fax debt increased from about $49
billion to $568 hillion. Our analysis of the unpaid payroll tax inventory
shows that the number of businesses with more than 20 quarters of tax
debt (5 years of unpaid payroll tax debt) more than doubled between 1998

$GA0, Unpaid Payroll Taxes: Billions in Delinguent Taxes and Penuity Assessments Ave
Owed, GAQ/AIMIVGGD99-211 (Washington, D.C.: Aug. 2, 1999).
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and 2007, from just over 5,000 businesses in 1998 to over 14,000 as of
September 30, 2007. The number of businesses that had not paid payroll
taxes for over 40 quarters (10 years or more) during this period increased
almost 500 percent, from 86 busi to 490 bust These figures
are shown in table 1.

Table 1: Changes In Payroll Tax Debt, 1998 to 2007

As of Sep As of Septemb P g
30, 1998 30, 2007 increase
Businesses with over 20 5,367 14,681 174
quarters of payroll tax debt
Businesses with over 40 86 490 470

quarters of payroll tax debt

Source: GAQ analysis of RS dala as of September 30, 2007.

As discussed previously, IRS is statutorily limited in the length of time it
has to collect unpaid taxes-~generally 10 years from the date the tax debt
is assessed.* Once that statutory period expires, IRS can no longer atterapt
to collect the tax. IRS records indicate that over $4 billion of unpaid
payroll taxes will expire in each of the next several years due to this
statutory period. Figure 8 shows the amount of unpaid payroll taxes that
will statutorily expire and be written off by IRS over the next several years
if IRS is unable to collect the taxes.

26 1.8.C. § 6502,
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e e T o)
Figure 8: Summary of Outstanding Payroll Tax Debt by Year of Statutory Collection

Period Expiration {dollars in billions)
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Source: GAQ analysis of IRS data as of Seplermber 30, 2007,

As figure 8 indicates, the federal government will lose its right to collect
billions of dollars in payroll taxes each year if IRS does not obtain
payment from tax debtors before the statutory period for collection
expires.®

IRS’s Collection
Approach Does Not
Always Prevent the
Accumulation of
Unpaid Payroll Taxes

Our audit of payroll tax cases identified several issues that adversely affect
IRS’s ability to prevent the accumulation of unpaid payroll taxes and to
collect these taxes. Foremost is that IRS's approach focuses on getting
businesses—even those with dozens of quarters of payroll tax debt—to
voluntarily comply. We found IRS often either did not use certain
collection tools, such as liens or TFRPs, or did not use them timely, and
that IRS's approach does not treat the business’s unpaid payroll taxes and
responsible party’s penalty assessments as a single collection effort,

®A certain percentage of unpaid payroll taxes that will expire include taxes due on
accounts that have been investigated and ined to be uncollectible. Specifically, the
unpaid payroll taxes of an out of business and defunct corporation will be reported as
carrently not collectible and allowed to expire as prescribed by law. IRS may use a TFRP to
collect from the responsible individuals.
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Additionally, although unpaid payroll taxes are one of their top collection
priorities, IRS did not have performance measures to evaluate the
collection of unpaid payroll taxes or the related TFRP assessment. Finally,
we found some state revenue agencies are using tools to collect or prevent
the further accumulation of unpaid taxes that IRS is either legally
precluded from using or which it has not yet developed.

IRS’s Approach Focuses
On Voluntary Compliance,
Even for Egregious Payroll
Tax Offenders

As discussed previously, IRS has a number of powerful tools at its disposal
to help prevent the accumulation of unpaid taxes and to collect the taxes
that are owed. Those tools include the ability to file liens on a tax debtor’s
property, levy available funds from bank accounts and other financial
sources, and seize and sell property owned by the tax debtor to help
satisfy the tax debt. However, even with such tools, we found that sorme
businesses continued to accumulate payroll tax debt for dozens of tax
quarters, This is partly because IRS's approach to collection focuses first
on gaining voluntary compliance, even for more egregious payroll tax
offenders. IRS acknowledges that in some instances its collection methods
do not bring taxpayers into compliance.

We have previously reported that IRS subordinates the use of some of its
collection tools in order to seek voluntary compliance, and that IRS's
repeated attempts to gain voluntary compliance often results in minimal or
no actual collections.” Our audit of businesses with payroll tax debt and
our analysis of businesses with multiple quarters of unpaid payroll taxes
again found revenue officers continuing to work with a business to gain
voluntary compliance while the business continued to accurmulate unpaid
payroll taxes. As discussed earlier, our analysis of IRS’s inventory of
unpaid payroll taxes found that over 14,000 businesses owed payroll taxes
for 20 or more quarters--5 years or more.

One of our case studies illustrates the extent to which unpaid payroll taxes
can accumulate using a voluntary compliance approach for unpaid payroll
taxes. In this case, the business was opened in 1994, after its owner closed
a similar business that owed payroll taxes. From its inception, the case
study business was not compliant with tax laws, making some tax
payruents, but not filing any of the required tax returns. In July 1999, IRS
identified that the business was not filing its required payroll tax returns

*GAO, Fi ial Mc Some DOD C Abuse the Federal Tax System
with Litde Consequence, GAQ-04-95 (Washington, D.C.: Feb. 12, 2004).
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and assigned the case to a revenue officer for investigation. After working
with the business for 5 months, the revenue officer secured 22 quarters of
delinquent payroll tax returns. Those returns indicated a total tax debt,
including interest and penalties, of almost $500,000. In March 2000, the
business requested to be put on an installment agreement to repay over
time the known outstanding taxes it owed. However, the business was not
eligible for an installment agreement because it was not compliant with its
filing requirements. The revenue officer worked with the business for
another 9 months attempting to obtain the financial information needed to
initiate an installment agreement. Meanwhile, the business continued to
accumulate unpaid payroll tax debt of about $20,000 each quarter. The
revenue officer continued to work with the business to gain voluntary
compliance, but the business did not provide the needed financial
information until the revenue officer filed levies against the business’s
known bank accounts in early 2001. The levies resulted in collections of
less than $5,000 toward the unpaid tax debt. After 2-1/2 more years, in
August 2003, the revenue officer noted that, though IRS had been seeking
compliance for several years, the business was still not compliant with
filing requirements, had not provided current financial information, and
was generally unresponsive. Although the revenue officer continued to
obtain some delinquent tax returns and some payroll tax payments as a
result of the officer’s efforts, the business continued to accumulate
additional tax debt. As of July 2007, the busi had ace lated payroll
taxes from over 30 quarters totaling almost $1 million, and other taxes,
including business income taxes, of almost $400,000. Those unpaid taxes
stretch back to the inception of the business in 1994. Additionally, the
business has not filed required payroll tax returns since the fourth quarter
of 2004—-potentially accruing a quarter million dollars in additional unpaid
payroll tax debt.

Failing to take more aggressive collection actions against businesses that
repeatedly fail to remit payroll taxes has a broader impact than on just a
single business. If left to accumulate unpaid payroll taxes, businesses gain
an unfair business advantage over their competitors at the expense of the
government. As we have found previously,” in at least one of our case
study businesses, IRS determined that the non-compliant business
obtained contracts through its ability to undercut competitors due in part
to the business's reduced costs associated with its non-payment of payroll

¥GAO, Financial M Th ds of GSA Contractors Abuse the Federal Tax
System, GAO-06-492T (Washington, D.C.: Mar. 14, 2006).
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taxes, Similarly, in ancther case the revenue officer noted that the
business was underbidding on contracts and was using unpaid payroll
taxes to offset the business’s losses.

Failure to take prompt actions to prevent the further accumulation of
unpaid payroll taxes can also have a detrimental impact on the business
and the associated owners/officers. As we have reported in the past, non-
compliant busi can accumulate substantial unpaid taxes as well as
associated interest and penalties.” Over time, these unpaid balances may
compound beyond the business’s ability to pay——ultimately placing the
business and responsible officers in greater financial jeopardy.

It should be noted that IRS is legally precluded from taking collection
actions during certain periods, such as when a tax debtor is involved in
bankruptcy proceedings. During those periods, even though IRS may not
be able to take collection actions, tax debtors may continue to accumulate
additional tax debt. However, IRS’s focus on voluntary compliance has
negatively affected IRS’s collection efforts for years. Our current findings
on IRS’s focus on voluntary compliance are similar to those of the
Treasury Inspector General for Tax Administration (TIGTA) in a study
from 8 years ago. In its 2000 study, TIGTA found that revenue officers
were focused on IRS's customer service goals and therefore were reluctant
to take enforcement actions. As a result, they continued to work with tax
debtors to gain voluntary payment rather than using more aggressive
enforcement tools such as levies or seizures. TIGTA found that in 116
cases they reviewed, revenue officers did not file a lien, issue a summons,
or levy or seize assets in almost a third of the cases. Revenue officers
considered seizing assets in just 3 of the 116 cases, but actually seized
assets in just 1 case.® TIGTA also reported that as a result of IRS not
taking effective collection actions, the cases (while under review by
TIGTA) accrued more unpaid taxes while assigned to revenue officers
than the revenue officers were able to collect. Again in 2005, TIGTA
reported that IRS allowed tax debtors to continue to delay taking action

= GAO Tax Administration: IRS's Efforts to Improve Compliance with Employment Tax
Should Be Eval d, GAO-02-92 (Washington, D.C.: Jan. 15, 1992).

39'I‘reasure Inspector General for Tax Administration, Improvements Are Needed In
lving In-Busi Trust Pund Deling ies to Prevent Tox Liabilities from
Pyramiding, 2000-30-111 (Washington, D.C.: August 2000).
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on their tax debt by failing to take aggressive collection actions.” TIGTA
found that IRS did not take timely follow-up action for half of the cases for
which tax debtors missed specific deadlines.

IRS has recently strengthened its IRM to include some specific steps for
dealing with businesses that repeatedly fail to remit payroll taxes and to
stress the importance of preventing the further accumulation of unpaid
payroll taxes. The revised IRM advises revenue officers to take all
appropriate remedies to bring the tax debtor into compliance and that they
should consider seizing assets and pursuing TFRP assessments against
responsible parties. It is important for IRS to support taxpayers in
remaining compliant and to facilitate businesses becoming compliant;
however, having a primary focus on voluntary compliance can lead to
delays in taking stronger actions against flagrant tax debtors who refuse to
comply with the tax laws and accumulate dozens of quarters of payroll tax
debt. Having a reticence to use enforcement tools may, over time, actually
diminish voluntary compliance and collections. IRS’s guidance states that
businesses that fail to comply with the tax law jeopardize the public
perception of tax enforcernent, which has a detrimental effect both on
compliance and collections.

One official from a state taxing authority told us that the state benefited
from IRS’s approach because it allowed the state to collect its unpaid
taxes from business tax debtors before IRS. In one of our case study
businesses, although IRS successfully levied some financial assets, a
mortgage holder and state and local officials seized the business’s assets
to satisfy the business's debts. In another case, IRS did not seize assets,
but received some collections because local officials seized and sold the
business owner's house, We noted this issue in our previous report on
DOD contractors with tax debt.”

IRS’s Approach Can Result
in Delayed Enforcement
Actions

In reviewing specific collection actions taken by IRS, we found that
revenue officers often did not timely take basic steps to protect the
government’s interest in a tax debtor's property by filing a lien or to hold
the business’s owners and officers personally responsible for willfully

“Preasury Inspector General for Tax Admini ion, The Collection Field Function Needs
to Improve Case Actions to Prevent Employers From Incurring Additional Trust Fund
Tax Liabilities, 2005-30-142 (Washington D.C.: Sept. 21, 2005).

“GAO-04-05.
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IRS Does Not Always File Tax
Liens Timely

failing to remit withheld payroll taxes. Our analysis indicated that IRS had
not filed a lien to protect the governrent's interest in a business property
in over 30 percent of all payroll tax cases assigned to the field for
collection effort. Additionally, our review of recent IRS actions to assess
TFRPs against owners/officers of businesses with payroll tax debt found
that revenue officers took 40 weeks on average to determine that a TFRP
should be assessed and an additional 40 weeks on average to actually
assess the penalty.

Failure to take timely action to file liens or assess TFRPs has been a long-
standing problem. In 2005, TIGTA reported that IRS’s revenue officers
often failed to take timely collection actions on payroll tax cases and
concluded that not taking timely and aggressive collection actions on
cases allowed businesses to continue to accumulate unpaid payroll taxes.®
IRS’s own analysis of TFRP assessments, also done in 2005, found that less
than half of all TFRP cases had a lien filed to protect the interest of the
government.®

Our audit found that for payroll tax debt, one of its highest collection
priorities, IRS does not always file liens to protect the government’s
interest in property and, when it does so, it does not always do so timely.
Our analysis of IRS’s inventory of unpaid payroll taxes as of Septeraber 30,
2007, found that IRS had not filed liens on over one-third of all businesses
with payroll tax debt cases assigned to the field for collection efforts —
over 140,000 businesses. IRS guidance states that filing a lien is extremely
important to protect the interests of the federal government, creditors, and
taxpayers in general, and that the failure to file and properly record a
federal tax lien may jeopardize the federal government’s priority right
against other creditors.*

‘The ability to file a tax lien in the public records is a powerful tool for IRS.
The lien appears on credit reports for both individuals and businesses and

“Treasury Inspector General for Tax Administration, The Collection Field Function Needs
o Improve Case Actions to Prevent Employers From Incurring Additional Trust Fund
Tax Liabilities, 2005-30-142 (Washington D.C.: Sept. 21, 2005).

“Internal Revenue Service Small Business /Self Employed (SB/SE) internal research report,
Research Report on the Collectibility of Trust Fund Recovery Penalty (TFRP)
Assessments, 03.01.001.05 (Denver project, Aug. 31, 2005).

“Internal Revenue Service noted that there are a number of factors that serve to delay the
filing of 2 lien, including cases being placed in the queue for extended periods of time.
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can stay there for approximately 10 years. For an individual, the presence
of a tax lien can make it more difficult to obtain credit, in turn making it
more difficult to buy a home, rent an apartment, or buy a car. Tax debtors
that are able to get credit may have to pay higher credit rates. For
businesses, the presence of a tax lien can result in a creditor no longer
shipping inventory unless paid for by cash and banks withdrawing lines of
credit. This can ultimately cause businesses to fail. Lien filing may also
increase the likelihood of collection by IRS. The 2005 IRS study of TFRP
cases found that cases where a lien had been filed had more average
payments—about a third more—ithan where a lien had not been filed.*

Although the IRM does not explicitly state that Hens should be filed, it
does emphasize the need to do so to protect the interest of the federal
government. Because businesses may be highly leveraged or have few
tangible assets, the filing of a lien may not always be advantageous to the
government; other situations may also make it counterproductive to file a
lien. The IRM does allow revenue officers to not file a lien in order to
allow a business to obtain a loan or to otherwise continue operating so
that the business may become compliant and pay the past due tax debt.
However, failure to file a lien can have a negative impact on tax
collections. For example, IRS assessed the business owner in one of our
case studies a TFRP to hold the owner personally liable for the withheld
payroll taxes owed by the business. However, IRS did not assign the
assessment to a revenue officer for collection, and thus didnotfile a
Notice of Federal Tax Lien on the owner's property. Because there was no
lien filed, the owner was able to sell a vacation hore in Florida and IRS
did not collect any of the unpaid taxes from the proceeds of the sale,

As in the case above, IRS's case assignient policy can delay the filing of
liens for payroll tax cases. Because payroll tax cases are one of IRS's top
collection priorities, once the notification process is complete, IRS
bypasses its ACS process and routes these cases to revenue officers for
collection. However, IRS generally must place cases in a queue until a
revenue officer is available to work the cases. Cases can be in the queue
for extended periods of time awaiting assignment. For the period that a
case is in the queue, revenue officers are not assigned to file liens and take

“Internal Revenue Service Smali Business /Self Employed (SB/SE) internal research report,
Research Report on the Collectibility of Trust Fund Recovery Penalty (TFRP)
Assessments, 03.01.001.05 (Denver project, Aug. 31, 2005).
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IRS Does Not Always Assess
Trust Fund Recovery Penalties
Timely

other collection actions.” Our analysis found that for the $9 billion of
payroll tax cases in the queue awaiting assignment as of Septermber 30,
2007, over 80 percent of the cases did not have a lien filed. As a result,
lower priority tax cases that go through the ACS process may have liens
filed faster than the higher priority payroll tax cases.

IRS has been aware of this issue. Its own study in 2005 found less than half
of payroll tax cases in which IRS assessed the business owner or officer a
TFRP had a lien filed to protect the interest of the government, and only 27
percent of TFRP assessments that were under a year old had a lien filed.
As the previously discussed case study illustrates, the timeliness of lien
filing is critical in such cases to protect the government's interest in the
owner’s personal property and to encourage the owners/officers to make
the business corpliant,

IRS is taking some steps to address these issues. For exarple, IRS is
investigating the feasibility of routing payroll tax cases that might
otherwise be sent to the queue through the ACS process to have a lien
filed. Additionally, in recent years IRS has begun to put in the IRM
timeliness guidelines for the use of certain collection tools, including lien
filings. The IRM now calls for revenue officers to make a determination to
file a lien within 10 days of initial contact. These are positive steps which
could help improve the timeliness of IRS’s lien filings in the future.
However, while not all cases warrant having a lien filed, our analysis has
shown that, overall, 60 percent of all unpaid payroll tax cases currently in
IRS’s inventory do not have a Hen filed to protect the government’s interest
in tax debtors’ property.

Although IRS has a powerful tool to hold responsible owners and officers
personally liable for unpaid payroll taxes through assessing a TFRP, we
found that IRS often takes a long time to determine whether to hold the
owners/officers of businesses personally liable and, once the decision is
made, {o actually assess penalties against them for the taxes. In reviewing
the sample of TFRP assessments selected as part of our andit of IRS’s
fiscal year 2007 financial statements, we found that from the time the tax
debt was d against the busi IRS took over 2 years, on average,

“Cases may move in and out of the queue several times, so some cases may have liens filed
even though the business or owner/officer case is currently in the queue.
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to assess a TFRP against the business owners/officers.” We found that
revenue officers, once assigned to a payroll tax case, took an average of
over 40 weeks to decide whether to pursue a TFRP against business
owners/officers and an additional 40 weeks on average to formally assess
the TFRP.® For b of the 76 sarapled cases, IRS took over 4 years to assess
the TFRP. We did not attempt to identify how frequently IRS assesses a
TFRP against responsible owners/officers. However, in TIGTA's 2005
report on its review of IRS's collection field function, it noted that for
cases where a TFRP was applicable, revenue officers did not initiate or
conduct the interview to begin the TFRP process in over a quarter of the
cases TIGTA reviewed.®

The timely assessment of TFRPs is an important tool in IRS's ability to
prevent the continued accurnulation of unpaid payroll taxes and to collect
these taxes. Once a TFRP is assessed, IRS can take action against both the
owners/officers and the business to collect the withheld taxes. For
egregious cases, such as some of those in our case studies, taking strong
collection actions against the owners’ personal assets may be the best way
to either get the business to become tax compliant or to convince the
owners to close the business, thus preventing the further accumulation of
unpaid taxes. Failure to timely assess a TFRP can result in businesses
continuing to accumulate unpaid payroll taxes and lost opportunities to
collect these taxes from the owners/officers of the businesses. For
exaraple, one business had tax debt from 2000, but IRS did not assess a
TFRP against the business’s owner until the end of 2004. In the meantime,
the owner was drawing an annual salary of about $300,000 and had sold
property valued at over $800,000, Within 1 month of IRS assessing the

“Taxpayers have 60 days from the date of proposed assessment to make an appeal of the
TFRP assessment. Accordmg to IRS, during the penod July 10, 2007 through July 11, 2008,

i 1y 6.1% individual TFRP dations were sent to Appeals. IRS stated
that on average, its process took 236 days to resolve the appeal. IRS's lengthy appeals
process also contributes to long delays in making some TFRP assessments.

““The results of this sample, while statistically selected, are not projectible to the universe
because the sample was not specifically designed to assess the timeliness of collection
actions.

*Treasury Inspector General for Tax Admini 's sample included 166 busi for
‘which a TFRP interview was applicable. TIGTA 2005-30-142,
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TFRP, the owner closed the business, which by then had accumulated
about $3 million in unpaid taxes. *

Lack of timeliness in assessing TFRPs has been a long-standing problem
for IRS. Our annual audit of IRS’s financial statements in the late 1990's
identified this problem and we made recommendations for IRS to analyze
and determine the factors causing delays in both processing and recording
TFRP assessments. Although IRS has taken many steps to improve the
timeliness of TFRP assessments, such as centralizing TFRP assessment
processing and implementing a new Web-based application, these actions
have not been fully effective in resolving this issue. During our audit of
IRS’s fiscal year 2007 financial statements, we continued to find long
delays in IRS’s processing and posting of TFRP assessments.™

For most of the time our case study businesses were being worked on by
revenue officers, the IRM required them to make a determination of
whether to pursue a TFRP assessment within 180 days—about 26 weeks.
However, the IRM was silent about how long it should take to actually
assess the TFRP once revenue officers determined that the failure by the
responsible individuals to remit payroll taxes was willful. Additionally,
although IRS had a 180-day requirement to make a determination, revenue
officers could make the determination to delay the assessment, thus
making a timely determination while still not moving forward to formally
assess the TFRP against the responsible individuals.

In September 2007, IRS implemented new IRM requirements to address
the timeli of TFRP ts. Under the new policy, revenue
officers are now required to make the determination as to whether to
pursue a TFRP within 120 days of the case being assigned and to complete
the assessment within 120 days of the determination. However, the revised
IRM maintains the provision to allow the revenue officer, with manager
authorization, to delay the TFRP determination. Additionally, the IRM
does not include a requirement for IRS to monitor the new IRM standards
for assessing TFRPs.

5"'lf“ms example was ongma.lw repon,ed in our prior report on GSA contractors, GAQ,

of GSA Contractors Abuse the Federal Tax System,
GAO-O(MQZT (Washmgton, D.C.: Mar. 14, 2008). For this report, we performed additional
analysis of the business.

“GAO-08-166.
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IRS’s Approach for
Businesses and
Responsible Parties Is
Inconsistent

IRS assigns a higher priority to collection efforts against the business with
unpaid payroll taxes than against the business's responsible
owners/officers. Further, it treats the TFRP assessments as a separate
collection effort unrelated to the business tax debt, even though the
business payroll tax Habilities and the TFRP assessments are essentially
the same tax debt. As a result, once the revenue officer assigned to the
business payroll tax case decides to pursue a TFRP against the responsible
owners/officers, the TFRP case does not automatically remain with this
revenue officer. Accordingly, IRS often does not assign the TFRP
assessment to a revenue officer for collection, and when it does, it may not
assign it to the same revenue officer that is responsible for collecting
unpaid taxes from the business. In reviewing the sample of TFRP
assessments selected as part of our audit of IRS's fiscal year 2007 financial
statements, we found that half of the TFRP assessments had not been
assigned to a revenue officer by the time of our audit.” Of those that had
been assigned, over half of the TFRP assessments had not been assigned
to the same revenue officer that was working the related business case.

Assigning the collection efforts against the business and the TFRP
assessments to different revenue officers can result in the responsible
owners/officers being able to continue to use the business to fund a
personal lifestyle while not remitting payroll taxes. For example, in one of
our case studies the owner was assessed a TFRP, but continued to draw a
six-figure income while not remitting amounts withheld from the salaries
of the business’s employees.

In contrast, having either a single revenue officer assigned or coordinating
the efforts of multiple revenue officers could provide IRS with several
advantages, including the folowing:

For egregious cases, taking strong collection actions against the owner’s
personal assets may be a more effective means of either getting the
business to be compliant or convincing the owner to close the unprofitable
business to prevent the further accurmulation of unpaid payroll taxes.

Assigning a single revenue officer could expedite the assignment of TFRP
assessments and collection efforts against those cases. For example, one

*The sample isted of 76 TFRP ts in 2007. We were able to obtain sufficient

data to perform our analysis for 60 percent of the cases in the sample {45 of the 76 cases).

We were unable to project these results because the sampling units used for the financial
audit were rather than accounts.
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of our case study businesses was assessed a TFRP, but since the TFRP had
alower priority, it was sent to the queue. Because the case had not been
assigned, IRS did not file a tax lien on the owner of the business and thus
the assessment of the TFRP had very little impact. Additionally, since IRS
has a statutory time limitation to collect against a tax debt, this owner was
almost half-way through the statutory period before the case was ever
worked on.

Assigning a single revenue officer could help improve IRS’s ability to
ensure assessments are made, transaction codes are input, and collections
are properly posted against trust fund amounts to all related parties, a
long-standing problem identified as a part of our financial statement
audits.®

IRS collection officials said the agency categorizes the unpaid payroll tax
debt of the business as a high priority to ensure that higher-level revenue
officers are assigned mainly to the more complex business cases.® IRS
may also assign the business payroll tax debt and the TFRP assessment to
different collection officials because the business and the responsible
owners/officers are not located in the same zip code area. For example, if
an officer is in a different state than the business, the collection efforts
would be handled by separate officials to facilitate face-to-face collection
efforts and to allow the revenue officer to physically go to courthouses to
perform property searches. IRS collection officials also stated that
atterapting to assign the same revenue officer both the TFRP assessments
and the business payroll tax case for collection would overload the
revenue officers with work and result in fewer high-priority payroll tax
cases being worked on. This view, however, stems from separating the
collection efforts of the business and the individual and not considering
the business’s unpaid payroll taxes and the TFRP assessment as a single
case. In essence, the TFRP assessment is the same tax debt as the
business’s payroll tax debt; the assessment is merely another means
through which IRS can atterpt to collect the monies withheld from a
business’s employees for income, Social Security, and hospital insurance

®GAQ, Financial Audit: IRS's Fiscal Years 2007 and 2006 Financial Statements,
GAO-08-166 (Washington, D.C.; Nov. 9, 2007).

®IRS officials told us that IRS's procedures allow the revenue officer in charge of the
business case to take control of the collection efforts of the related owners/officers so long
as the revenue officer and owners/officers are in the same assignment area (usually a zip
code).
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taxes that were not remitted to the government.” This view that the
payroll tax debt and the TFRP assessment are essentially the same tax
debt is reinforced by IRS’s own practice of crediting all related parties’
accounts whenever a collection is made against either i

Prior studies have found that IRS's practice of assigning TFRP
assessments a lower priority than business cases has not been very
successful for collecting the unpaid taxes. In its own August 2005 study,
IRS reported that it had assessed over $11.9 billion in TFRP assessments
(including interest) between 1996 and 2004, yet had collected only 8
percent of those assessments. IRS reported that for those assessments
made in 1996, for which IRS had been attempting collection for at least 8
years, the collection rate was only 13 percent. For all responsible
owners/officers that were assessed a TFRP, 43 percent never made a
payment on their trust fund penalty. IRS reported that of those TFRP
assessments that had been resolved, almost half were resolved in the first
year of the assessraent, and almost 93 percent were resolved in the first 4
years.®

IRS's Approach Does Not
Prevent Egregious
Accumulation of Unpaid
Payroll Taxes

IRS policies have not resulted in effective steps being taken against
egregious businesses to prevent the further accumulation of unpaid
payroll taxes. Our audit found thousands of businesses that had
accumulated more than a dozen tax quarters of unpaid payroll tax debt.
The IRM states that revenue officers must stop businesses from
accurulating payroll tax debt, and instructs revenue officers to use all
appropriate remedies to bring the tax debtor into complance and to
immediately stop any further accumulation of unpaid taxes. It further
states that if routine case actions have not stopped the continued
accumulation of unpaid payroll taxes, revenue officers should consider
seizing the business’s assets or pursuing a TFRP against the responsible
parties. However, IRS successfully pursued less than 700 seizure actions in
fiscal year 2007, We were unable to determine how many of those seizure
actions were taken against payroll tax debtors. Regarding TFRPs, as
discussed previously, IRS does not always assess the TFRPs timely and

“Under the law, TFRP assessments, while equal to the total amount of unpaid payroll
taxes, constitute a separate lability from the payroll taxes. However, it is IRS's policy to
collect only the amount of the unpaid payroll tax debt, whether from the business, in the
form of a TFRP, or a combination of both.

“Internal Revenue Service SB/SE Research Denver, Project 03.01.001.05,
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IRS does not prioritize the TFRP assessment against the owner as highly
as it does the business payroll taxes. This can result in little collection
action being taken against the parties responsible for the failure to remit
withheld payroll taxes.

When a business repeatedly fails to comply after atterapts to collect, the
IRM states that the business should be considered an egregious offender
and IRS should take aggressive collection actions, including threats of
legal action that can culminate in court-ordered injunctions for the
business to stop accumulating unpaid payroll taxes or face business
closure. However, IRS obtained less than 10 injunctions in fiscal year 2007
to stop businesses from accumulating additional payroll taxes. Revenue
officers we spoke to believe the injunctive relief process to be too
cumbersome to use effectively in its present form.” One revenue officer
stated that because of the difficulty in carrying out the administrative and
judicial process to close a business through injunctive relief, he had not
atterapted to take such action in over a decade. We have reported in the
past that the U.S. Attorney’s Office and the District Counsel prefer not to
seek such injunctions due to the time and expense required to prosecute
these cases.” IRS is taking some action to attempt to address this issue by
piloting a Streamline Injunctive Relief Team to identify cases and develop
procedures to quickly move a case from administrative procedures to
Jjudicial actions.* These procedures will be used for the most egregious
taxpayers when the revenue officer can establish that additional
administrative procedures would be futile.

“The IRM places a high standard for seeking an injunction against a business. It states that
the revenue officer must be able to show irreparable harm and that IRS has no adequate
remedy at law other than the injunction.

PGAO/GGI/AIMD-89-211,

A ding to IRS, it is ping and testing streamlined injunctive relief procedures for
requestmg a smt for injunctive relief without the burden of proceeding with trust fund

[ including monthly filing and special bank accounts. The cases
being tested are those in which the facts show that the taxpayer knows about the federal
tax deposit laws, and show that further administrative activity would be futile due to the
egregious nature of the taxpayer's history of non-compliance, Taxpayers to whom these
streamlined procedures are designed to apply include the following: (1) taxpayers who
may have received a Letter 903 in the past; (2) taxpayers who were previously assessed a
Trust Fund Recovery Penaity; (3) taxpayers who have engaged in multiple entities to avoid
paying trust fund taxes; (4) taxpayers who have a history of filing bankruptcies to avoid
employment tax collection or continue to pyramid taxes while in bankruptcy.
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Similar to IRS, all of the state tax collection officials we contacted told us
that their revenue department’s primary goal was to prevent businesses
from continuing to flaunt tax laws and to stop them from accumulating
additional tax debt. They said that after a business had been given a period
of time to coraply with its current tax obligations and begin paying past
taxes, state tax collection officials changed their focus to one of “stopping
the bleeding,” As such, some have rade the policy decision to seek to
close non-compliant businesses, as discussed in the following two
examples.

One Georgia state official we spoke to said the state had passed laws to
allow businesses to be closed through administrative procedures within
the department of revenue without judicial intervention. The procedure is
tied to the state’s ability to seize the assets of the business. The state may
seize the assets of businesses that do not comply with their tax obligations
as ameans of closing the business to prevent the further accumulation of
unpaid taxes, even if the sale of those assets do not result in collections to
reduce the business’s current tax debt.” The official we spoke to stated
that it is a routine part of the state’s collection arsenal and the state closed
several dozen businesses this way in 2007 to prevent the further
accumulation of unpaid trust fund taxes. :

Kentucky developed a procedure to close businesses that does not involve
the seizure of the business’s assets. That state centralized the judicial
proceedings for closing a business in a single court that is experienced in
tax-related injunctions and therefore is willing and able to move through
the process quickly. One official told us the state closed about 100
businesses a month through such proceedings o prevent the further
accumulation of unpaid payroil tax debt.

To the extent IRS is not taking effective steps to deal with egregious
payroll tax offenders that repeatedly fail to comply with the tax laws,
businesses may continue to withhold taxes from employees’ salaries but
divert the funds for other purposes.

IRS’s Approach Does Not
Measure Effectiveness

Although IRS has made the collection of unpaid payroll taxes one of its top
priorities, IRS has not established goals or measures to assess its progress
in collecting or preventing the accuraulation of payroll tax debt.

®As noted earlier, IRC 6331(f) prohibits IRS from taking seizure action on a case where the
expenses of seizure exceed the fair market value of the asset.
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Performance measurement and monitoring supports resource allocation
and other policy decisions to improve an agency’s operations and the
effectiveness of its approach. Performance monitoring can also help an
agency by measuring the level of activity (process), the number of actions
taken (outputs), or the results of the actions taken (outcomes).

Although IRS does have a broad array of operational management
information available to it, we did not identify any specific performance
measures associated with payroll taxes or TFRP assessments. IRS has
caseload and other workload reports for local managers (to measure
process and outputs); however, these localized reports are not rolled up to
a national level to allow IRS managers to monitor the effectiveness or
efficiency of its collection and enforcement efforts. Additionally, these
operational reports do contain information about unpaid payroll tax and
TFRP case assignments, but rather are used primarily to monitor workload
issues, not program effectiveness. For exaraple, IRS has developed some
reports that identify “over-aged” cases (those that have not been resolved
within a certain length of time), and to identify businesses that continue to
accrue additional payroll tax debt, but those reports are designed for
workload management.

To report on its outcomes or the effectiveness of its operations, IRS
reports on overall collection statistics and presents that information in the
Management Discussion and Analysis accompanying its annual financial
statement and in its IRS Data Book.” However, IRS does not specifically
address unpaid payroll taxes as a part of those discussions. IRS officials
stated that they do not have specific lower-level performance measures
that target collection actions or collection results for unpaid payroll taxes
or TFRP assessments. Such performance measures could be useful to
assist IRS in measuring the success of its efforts to collect or prevent the
further accumulation of unpaid payroll taxes and to formulate more
effective approaches to dealing with this compliance issue.

IRS’s Approach Could
Benefit from Additional
Tools

In our discussions with IRS revenue officers concerning some of the
egregious payroll tax offenders included in our case studies, they noted
that having certain additional tools available to them could allow them to
more effectively deal with recalcitrant businesses. Those tools include (1)

“'Data Book 2007, Internal Revere Service Publication 558 (Washington, D.C.: March
2008).

Page 40 GAO-08-617 Unpaid Payroll Taxes



103

IRS Cannot Publish Tax Debtor
Information

the ability to publish the names of tax debtors and (2) imiproved methods
of identifying business assets for levy.®

Revenue officers stated, and we acknowledge, that IRS faces challenges in
balancing voluntary compliance with the need to enforce the tax laws.
Many businesses have accumulated dozens of tax quarters worth of
payroll tax debt, sometimes accumulating over a million dollars in unpaid
payroll taxes. In those egregious situations, including many of our case
studies, IRS's policy to encourage voluntary compliance and use of
available collection tools neither resulted in the collection of the unpaid
portion nor prevented the further accumulation of more unpaid payroll
taxes. As part of our audit, we spoke with a number of state revenue
department officials to identify specific collection approaches and tools
used by those states to pursue payment of unpaid taxes. We found that
several states had already developed and were effectively using the types
of tools IRS revenue officers said would be beneficial to them.

The IRC generally prohibits IRS from publicly disclosing federal tax
information without taxpayer consent.” Although IRS tax liens are public
information, IRS does not centrally publish its lien filings or otherwise
make available information about businesses or individuals with tax debt.
However, during our discussions, IRS officials told us that being able to do
so could increase IRS'’s ability to collect payroll tax debts.

In contrast, an increasing number of states—at least 19 including New
Jersey, Connecticut, Indiana, and California—are seeking to increase tax
collections by publicizing the names of those with delinquent tax bills.*
For example, a recent California law mandates the state to publish each
year the names of the top 250 personal and corporate state tax debtors
with at least $100,000 in state tax debt.” The list does not include those

“Some collection officials thought the tools IRS currently has at its disposal were sufficient
to prevent and collect unpaid payroll taxes. They stated that what was needed was timelier
contact and more diligent follow-up on deadlines.

©26 11.5.C. § 6103, Subsection 6103(k) provides exceptions to the disclosure prohibition.
For example, IRS can disclose the amount of the taxpayer’s outstanding debt secured by a
lien to persons with evidence of rights in the property subject to the lien.

*The 19 states we identified that disclose information about those with unpaid tax debt
were California, Colorado, Connecticut, Delaware, Georgia, Indiana, Ilinois, Kansas,

Ki ky, Maryland, Mi M North Carolina, New Jersey, Pennsylvania,
Rhode Island, South Carolina, Washington, and Wisconsin.

*Cal. Rev. & Tax. Code § 19195.
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IRS Cannot Always Identify
Levy Sources

who are fighting the tax bills in courts, have sought bankruptcy protection,
or have set up payment plans with the state. Public disclosure of tax
debtors can be very effective. Just threatening to publish the names of tax
offenders can bring some into compliance, while actually appearing on a
tax offender list can bring about societal pressure to comply. For example,
in California 26 tax debtors threatened with public disclosure stepped
forward to settle their tax debts and thus avoided appearing on the list. In
Connecticut, the state claims the public disclosure of tax debtors has
resulted in over $100 million in collections from the first 4 years of the
program. The potential public disclosure of tax debtors may also
encourage greater tax compliance among the general population of
taxpayers to avoid potentially being on the list.

As discussed previously, IRS has the authority to levy a tax debtor’s
income and assets when there is a demand for payment and there has been
arefusal or an inability to pay by the taxpayer subject to the levy.®
Although IRS has this authority, IRS officials stated that they often have
difficulty using levies to collect unpaid payroll taxes because, for example,
the levy may be made against funds in a bank account at a certain point in
time when little or no funds are available. Additionally, IRS officials told
us, and in our case studies we found, that IRS sometimes has difficulty
identifying which banks or financial institutions a tax debtor is using. This
is the case because tax debtors will often change financial institutions to
avoid IRS levies. Once a levy is served against an account, a tax debtor will
often close the account and open an account in a different financial
institution. IRS must then search for where the tax debtor is now doing
business and atterapt to serve a new levy. One IRS official stated that IRS
may serve levies on multiple banks while searching for the new accounts,
Such a process of searching for accounts is very time consuming for both
the revenue officers and the financial institutions being served the levies
and is a burden to these financial institutions.

Several states use legal authorities to assist in identifying levy sources.
States such as Kentucky, Maryland, Massachusetts, Indiana, and New

®As discussed previously, levy is the legal seizure of the taxpayer’s property to satisfy a tax
debt. IRS may order a third party to turn over property in its possession that belongs to the
delinquent taxpayer named in a notice of levy IRS levies against bank accounts, brokerage
accounts, or busi account receivabl Uy one-time levies of amounts in the
account at the time the levy is served. However IRS can also use a “continuous” levy
against wages or certain federal payments. IRS officials stated that finding an account with
money in it is often a “hit or miss” proposition since they are one-time levies,
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Jersey have enacted legislation for matching prograrus or entered into
agreements with financial institutions {o participate in matching bank
account information against state tax debts. This matching allows states to
more easily identify potential levy sources and simplifies the financial
institution’s obligations to respond to multiple levies. IRS is currently
working with at least one state to investigate the potential for this
matching, but in our discussions with IRS collection officials, they stated
that IRS has not sought legislation or agreements with financial
institutions to enhance its levying powers.

Businesses Engaged
in Abusive and
Potentially Criminal
Activity Related to the
Federal Tax System

Our analysis of unpaid payroll tax debt found substantial evidence of
abusive and potentially criminal activity related to the federal tax system
by businesses and their owners or officers. As noted, over 1.6 million
businesses owe unpaid payroll taxes. We identified tens of thousands of
businesses that filed 10 or more tax returns acknowledging that the
business owed payroll taxes, yet failed to remit those taxes to the
government. While much of the tax debt may be owed by those with little
ability to pay, some abuse the tax system, willfully diverting amounts
withheld from their employees’ salaries to fund their business operations
or their own personal lifestyles.

In addition to owing payroll taxes for multiple tax periods and
accumulating tax debt for years, many of the owners and officers of these
businesses are repeat offenders. We identified owners who were involved
in multiple businesses, all of which failed to remit payroll taxes as
required. For exampile, in one of our case studies in which a business
owed almost $2.5 million, the owner was involved in multiple other
businesses, all of which owed unpaid payroll taxes. IRS records indicated
that the owner was also underreporting personal income to avoid paying
personal income taxes. Additionally, the owner was the subject of at least
10 lawsuits either pending or settled and was involved in possible check
kiting and money laundering. In total, IRS records indicate over 1,500
owners/officers had been found by IRS to be responsible for non-payment
of payroll taxes at 3 or more businesses, and 18 business owners/officers
had been found by IRS to be responsible for not paying the payroll taxes
for over 12 separate businesses. It should be noted that these numbers
represent only those responsible individuals IRS found acted willfully in
the non-payment of the businesses’ payroll taxes and who were assessed
TFRPs—they do not represent the total number of repeat offenders with
respect to non-payment of payroll taxes. Table 2 shows the number of
individuals with TFRPs for two or more businesses.

Page 43 GAO-08-617 Unpaid Payroil Taxes



106

|
Tabie 2: Number of Individuals with Trust Fund Recovery Penalties for Two or More

Businesses
Number of busi iated with fofficer Number of indi i
2 7,716
3 1.011
4 280
5 101
] 60
712 72
Over 12 18
Total 9,268

Source: GAC analysis of IRS data 85 of September 30, 2007

Our audits and investigations of the 50 case study businesses with tax debt
found substantial evidence of abuse and potential criminal activity related
to the tax system; 12 of these case studies follow. All of the case studies
involved businesses that had withheld taxes from their employees’
paychecks and diverted the money to fund business operations or for
personal gain. Employers are required by law to remit withheld taxes, and
the employer’s matching contributions, to IRS or face potential civil or
criminal penalties. Although we reviewed tax records and other
information for all 50 cases, we performed a more in-depth review of 12
case study businesses for this report. IRS had filed a lien to protect the
government's interests for all of the 12 case studies, and had filed liens for
all but 5 of the 38 cases presented in appendix IL” Table 3 shows the
results of 12 of the case studies we performed,

“IRS noted that in half of the 12 case studies presented here IRS was stayed from
collection action for various lengths of time due to factors such as bankruptcy filings, IRS
noted that during those periods in which IRS collection action was stayed, some businesses
continued to accurulate additional unpaid payroll taxes.
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Table 3: Businesses That Fail To Remit Payroll Taxes

Case Nature of Unpaid

study business payrolfl tax Comments

1 Automative Over $3.5 .
million for .
almost 40
quarters

.

.

.

.

.

-

Business also owes non-payroil tax debt of almost $70,000.
Widely advertised business with dozens of employees.

For fast decade the business has not remitted the payroll taxes withheld from its
employees, paying less than a quarter of the payroll taxes owed.

For the last 2 years the owner reported making about $100,000 in salary.
Owner transferred $1.5 million in property after being assessed a TFRP.
Recently the owner's personal residence sold for over $600,000.

iRS filed a lien against the business for unpaid taxes.

iRS found owner willful and responsible for not remitting taxes withheld from
employees and assessed a TFRP,

2 Heaithcare Almost$25 ¢
million for over .
30 quarters

.

.

.

Business also owes almost $500,000 in non-payroli tax debt.
Business is currently in business with over 100 employees.

« RS stated that the officers consistently avoided RS action by filing bankruptey.

Business filed for bankruptey three times, two of which were dismissed.

Around the time of bankruptey filings, officers made large cash withdraws from the
business of about $700,000.

IRS found two officers of business were paying personal expenses through the
business.

One officer p luxury vehicles and p | property while business was
not remitting payrolf taxes.

IRS filed a lien against the business for unpaid taxes.

IRS found three officers willful and responsible for not remitting taxes withheld
from employees and assessed ther a TFRP.

3 Janitorial Almost -
$500,000for
almost 30
quarters

.

.

.

Business also owes over $10,000 in non-payroli tax debt.
B is y in
Owner has an extensive criminal history.

iRS agreed to allow business to pay via an installment agreement, but the
payments will cover only a small percentage of the payroll tax debt owed.

Owner owns multiple rental properties and a $500,000 personal residence.
IRS noted that owner had the ability to pay the tax liability.
{RS filed a lien against the business for unpaid taxes.

RS found owner willful and responsible for not remitting taxes withheld from
employees and assessed a TFRP.

.

4 Legal services Over $500,000
for over 50 .
quarters

.

-

.

Business also owes almost $10,000 in non-payrolf tax debt.

Owner is currently in business as a lawyer, but continues to accumulate unpaid
payroll taxes.

Owner owes more than $600,000 on over 10 years of personal taxes, and did not
file most recent years’ personal tax retumns.

Owner has multiple real estate properties, including property on a tropical island.
IRS notes that owner has the ability to pay, but refuses.
IRS filed a lien against the business for unpaid taxes.
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Case
study

Nature of
husiness

Unpaid
payroll tax

Comments

5

Dentist

QOver $500,000
for over 40
quarters

+ Business aiso owes over $7,000 in non-payroll tax debt.
Business Is stifl operating with employees, but for over 15 years it has not remitted
all required payrol taxes to IRS.

QOwner lives in a large home with acreage valued at over $700,000. The house is
deeded under spouse’s name, but spouse’s income is insufficient to pay the
interest on the mortgage. Owner admits to paying the morigage.

QOwner sold real estate to children for less than market vaiue.

Owner drives a later model luxury vehicle registered under wife’s name.
Qwner stated he would pay all the business's expenses before paying taxes.
Owner is not compliant with personal taxes, owing over $500,000.

1RS filed a lien against the business for unpaid taxes.

1RS found owner willful and responsible for not remitting taxes withheld from
employees and assessed a TFRP.

.

.

»

Consuiting

Almost $1.5
mitlion for over
30 quarters

» Business alsc owes over $500,000 in non-payroll tax debt,

+ Business gave owner cash loans.

+ IRS found that business monies flowed into owner’s personal accounts.
Owner has not filed personal tax returns since early 1990s and owes over
$400,000 in personal taxes.

Owner has multiple businesses that have been delinquent since 1994.
According to IRS, owner kept changing legal representatives to stalt collection
efforts with repeated requests for the same information.

Owner sold assets to relative after receiving notice of potential TFRP issued by
iRS.

1RS filed a fien against the business for unpaid taxes.

IRS found owner wiliful and responsible for not remitting taxes withheld from
empioyees and assessed a TFRP for this and other businesses.

.

.

.

Manufacturing

Almost $1.5
million for over
40 quanters

Business also owes non-payroli tax debt of almost $70,000.

+ IRS revenue officer notes indicate business monies may have been flowing into
owner's personal accounts white withheld payroll taxes were not being remitted.

IRS found owner hid business assets in personal name, keeping IRS from seizing
them.

Owner is also delinquent on personial taxes.

1RS officials stated that owner used appeals and offers in compromise (OIC} to
delay IRS collection efforis,

Owner defaulted on OIC for TFRPs.

iRS found owner had underreported tax fabilities for at jeast one tax quarter.
Business assets given to relative, who used them to start a new business.
1RS filed a lien against the business for unpaid taxes.

IRS found owner willful and responsible for not remitting taxes withheld from
employees and assessed a TFRP for both this business and at least two previous
businesses.

.

.

.

.

.

.

.
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Case Nature of Unpaid
study  business payroll tax Comments
8 Construction Almost $2.5  + Business also owes non-payroff tax debt of almost $100,000.
million for over . RS found business was underbidding contracts while using unpaid payroll taxes to
20 quarters subsidize its losses.
» Business claimed that if it paid payroll taxes, it would not be able to pay employees
or other business expenses and would have to close.
- Business has not filed taxes for all tax quarters.
« IRS considered pursuing business for fraud charges, but did not pursue.
« Businessfowners have received four civil judgments against it and almost 20 fiens.
« Revenue officer notes state that the owners have repeatedly taken steps to avoid
IRS cotllection action including the following: filed bankruptey {which was
dismissed), filed appeals against liens, req of penalties (which
were denied), appealed the denial (which was sustained by appeals), submitted a
request for instaliment agreement (which was denied as being insufficient), then
appealed the denial of the installment agreement (which was upheld by appeals),
“and every other conceivable action to defay or hinder IRS'’s collection efforts.”
« IRS filed a lien agalinst the business for unpald taxes.
« RS found three owners willful and responsible for not remitting taxes withheld
from employees and assessed them TFRPs.
9 Manufacturing Almost $1 « Business also owes over $400,000 in non-payrolf tax debt.
f‘;i“k’“ f‘% » Owners and business investigated for bankruptey fraud,
:Jggse‘ ‘s « Revenue officer stated the business was a “sweat shop.”
» IRS found owner had closed several businesses with tax debt when investigated
by IRS and opened new ones.
» Business has not filed payroil retums since late 2005.
+ RS filed a lien against the business for unpaid taxes.
« RS found two owners willful and responsible for not remitting taxes withheld from
employees and assessed them TFRPs.
10 Healthcare Over $8 million « Business also owes almost $20,000 in non-payroll tax debt.
fornearly 30« Although owner has luxury cars and a multimillion dollar home, he claimed inability
quarters 1o pay taxes due to financial hardship.

Owner also owed city and state government agencies for taxes.
One commercial creditor seized and sold some of owner's assets to satisfy debts.

Owner has pled guilty to and was incarcerated for fraud and the business and
owner together have almost 100 judgments and liens filed against them.

Qwner evaded IRS levies by using check cashing businesses and continued to
wilte checks to himself.

A relative purchased a commercial building that had been sold to satisfy owner's
debts and the owner has since set up another business therein.

IRS filed a lien against the business for unpaid taxes.

IRS found owner wiilful and responsible for not remitting taxes withheld from
employees and assessed a TFRP.

.
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Case
study

Nature of
business

Unpaid
payroll tax

Comments

H

Construction

Almost $2.5

« Business also owes non-payroli tax debt of aimost $70,000.

million for over . Owners owe multi-million dollar tax debt for multiple companies since the early

50 quarters

2000s, and IRS records indicate that the owners have also underreported personal
income.

Financial records indicate business may be guilty of iliegal check kiting and money
faundering.

Owners have several judgments outstanding and at least 10 lawsuits pending or
settled.

IRS officials indicated that the owners consistently stalled collection efforts through
such means as using multiple representatives and filing for bankruptey, which has
kept IRS from seizing assets.

{RS filed a lien against the business for unpaid taxes.

iRS found two owners wiliful and responsible for not remitting taxes withheld from
employees and assessed them TFRPs.

.

.

12

Transportation

Almost $1.5

» Business also owes non-payroli tax debt of almost $100,000,

million for over . Business has not filed taxes for all tax quarters.

20 guarters

« Business has 17 judgments and state and federal tax liens, while one officer has
over 50 such judgments and liens.

Another officer has unpald personal taxes and iRS has investigated the officer for
potential criminal activity.
IRS records indicate the officers commingled business and personal funds and

.

.

that they consi ly evaded by refusing to cooperate.
« Officers misrepresented tax definquencies to a potential lender.
» Officers i igated by IRS for ishing networks of short-lived corporations

that accrue significant tax fiabilities and then close, leaving a large amount of
uncollectible payroll taxes.

IRS filed a lien against the business for unpaid taxes.

IRS found three officers willful and responsible for not remitting taxes withheld
from eroployees and assessed them TFRPs.

.

.

Source: GAQ analysis of IRS data, including unpaid federal tax debt as of Septerber 30, 2007,

Qur audits and investigations of the 50 case study businesses with tax
debt, 12 of which are detailed in table 3, showed abuse and potential
criminal activity related to the tax system. The following provides some
illustrative examples of several of these cases.

Case 1 The owner of this automotive firm continued to draw about a six-
figure income from the business and owned substantial real property
while the business accuraulated more than $3.5 million in unpaid federal
payroll taxes over a 10-year period. For the last decade, this business has
withheld taxes from its employees but remitted less than a quarter of the
taxes actually owed. IRS found the owner of the company willful and
responsible for not remitting the taxes, and IRS records indicate the owner
avoided paying taxes and trust fund amounts by transferring $1.5 million
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in property after being assessed the TFRP and selling a personal residence
valued at over $600,000.

Case 2 This healthcare business, which owes almost $2.5 miflion of
unpaid payroll taxes, repeatedly refused to remit withheld federal payroll
taxes and the officers used the business to pay personal expenses. In
addition, IRS records indicated the business'’s officers attempted to avoid
paying taxes by filing Chapter 11 bankruptcy on three separate occasions,
two of which were dismissed. Around the time of the bankruptcy filings,
the officers withdrew about $700,000 of cash from the business. IRS found
three officers of the business to be willful and responsible for not
reritting payroll taxes.

Case 6 This consulting business accumulated almost $1.5 million in
unpaid federal payroll taxes beginning over 10 years ago and over a half-
million dollars in other federal taxes. The owner had multiple businesses
that have not filed required tax returns. Additionally, the business owner
has not filed personal returns since the early 1990s and owes over $400,000
in personal taxes. The owner received several cash loans from the
business while not paying taxes, and business monies were diverted into
the owner’s personal bank accounts. This business owner avoided IRS by
changing representatives and attorneys, which has had the effect of
stalling IRS actions with repeated requests for the same information. To
avoid collection action, the owner sold assets to a relative after receiving
notice that IRS was about to assess a TFRP.

Case 7 This manufacturing business owes almost $1.5 million in unpaid
payroll taxes for over 40 tax quarters. The owner also underreported tax
liabilities and was found willful and responsible for not remitting payroil
taxes from two other businesses. IRS found that business monies may be
flowing into personal accounts, and that the owner has hidden business
assets in his own name in order to prevent IRS seizures. The owner also
gave business assets to a relative who has used them to start a new
business. The owner used appeals and offers in compromise as a means to
delay IRS collection efforts, and has already defaulted on an offer in
compromise for earlier TFRPs.

Case 10 This healthcare business has accumulated over $8 million in
unpaid payroll taxes for almost 30 quarters. The owner was convicted of
tax fraud. Despite living in a multi million dollar home, the taxpayer
claimed inability to pay taxes due to financial hardship, and evaded IRS
levies by using check cashing businesses and writing checks to himself,
even paying himself a salary while incarcerated. Some of the owner’s
properties were sold by creditors, and the owner set up a new business in
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one of the business’s properties bought by a relative. Although other
creditors seized and sold property to settle debts, we found no evidence of
IRS taking such actions.

Case 11 The owners of this construction company accumulated almost
$2.5 raillion in unpaid payroll taxes from over 50 tax guarters (over 12
years of non-payment). The owners also had tax debt from other
businesses dating back to the early 2000s. IRS records indicate that the
business owners underreported their personal income. Financial records
indicate that the owners may be involved in iflegal check kiting and money
laundering dating back to the late 1990s, have several judgments
outstanding, and at least 10 lawsuits pending or settled. IRS officials
indicated that the owners have consistently stalled collection efforts
through such means as filing for bankruptcy, which has kept IRS from
seizing assets.

Conclusions

Businesses that withhold money from their employees’ salaries are
required to hold those funds in trust for the federal government. Willful
failure to rerit these funds is a breach of that fiduciary responsibility and
is a felony offense. A business’s repeated failure to remit payroll taxes to
the government over long periods of time affects far more than the
collection of the unpaid taxes. First, allowing businesses to continue to
not remit payroll taxes affects the general public perception regarding the
fairness of the tax system, which may result in lower overall compliance.
Second, because of failure of businesses to remit payroll taxes, the burden
of funding the nation’s commitments, including payments to the Social
Security and Hospital Insurance trust funds, falls more heavily on
taxpayers who willingly and fully pay their taxes. Third, the failure to
remit payroll taxes gives the non-compliant business an unfair competitive
advantage because that business can use those funds that should have
been remitted for taxes to either lower overall business costs or increase
profits. Businesses that fail to remit payroll taxes may also under bid tax-
compliant businesses, causing them to lose business and encouraging
them to also become non-compliant. Fourth, allowing businesses to
continue accumulating unpaid payroll taxes has the effect of subsidizing
their business operations, thus enriching tax abusers or prolonging the
demise of a failing business. Fifth and last, in an era of growing federal
deficits and amidst reports of an increasingly gloomy fiscal outlook, the
federal government cannot afford to allow businesses to continue to
accurmulate unpaid payroll tax debt with little consequence.
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For these reasons, it is vital that IRS use the full range of its collection tools
against businesses with significant payroll tax debt and have performance
measures in place to monitor the effectiveness of its actions to collect and
prevent the further accumulation of unpaid payroll taxes. IRS has stated that
the collection of unpaid payroll taxes is one of its highest priorities. However,
IRS’s collection philosophy focuses on gaining voluntary compliance, even for
recalcitrant businesses that repeatedly fail to remit payroll taxes and whose
actions indicate no intention to become compliant, Businesses that continue
to accumulate unpaid payroli tax debt despite efforts by IRS to work with
them are demonstrating that they are either unwilling or unable to comply
with the tax laws. In such cases, because the decision to not file or remit
payroll taxes is made by the owners or responsible officers of a business, IRS
should consider strong collection action against both the business and the
responsible owners and officers to prevent the further accumulation of
unpaid payroll taxes and to collect those taxes for which the business and
owners have a legal and fiduciary obligation to pay.

IRS faces difficult challenges in balancing aggressive collection actions
against taxpayer rights and individuals’ livelihoods. However, to the extent
IRS does not pursue aggressive collection actions against businesses with
multiple quarters of unpaid payroll taxes, IRS is not acting in the best
interests of the federal government, the employees of the businesses involved,
the perceived fairness of the tax system, or overall corpliance with the tax
laws. Therefore, it is incumbent upon IRS to revise its approach and develop
performance measures to provide for the effective use of the full range of
available enforcement tools against egregious offenders to prevent those
businesses from continuing to accumulate payroll tax debt. It is also
incumbent upon IRS to proactively seek out and appropriately implement
other tools (particularly those with demonstrated success at the state level) to
enhance its ability to prevent the further accurnulation of unpaid payroll taxes
and to collect those taxes that are owed. Although IRS does need to work
with businesses to try to gain voluntary tax compliance, for businesses with
demonstrated histories of egregious abuse of the tax system, IRS needs to
alter its approach to include focusing on stopping the accumulation of
additional unpaid payroll tax debt by egregious businesses.

Recommendations for
Executive Action

To provide better monitoring and more detailed guidance on collection
actions to be pursued against egregious payroll tax offenders, to strengthen
existing collection tools, and to develop additional enforcement tools to
effectively identify potential levy sources, we recoramend that the
Coramissioner of Internal Revenue take the following six actions:
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Develop a process to monitor collection actions taken by revenue officers
against egregious payroll tax offenders to ensure collection actions
appropriately utilize all available collection tools contained in the IRM.

Review current case prioritization and assignment practices to determine
if IRS's enforcement and collection procedures could be enhanced by
requiring, to the maximum extent feasible, businesses with egregious
payroll tax debt and the responsible owners/officers with a TFRP
assessment be treated as a single unified and coordinated collection effort
assigned to a single revenue officer.

Develop and implement procedures to expeditiously file a Notice of
Federal Tax Lien against property as soon as possible after payroll tax
debt is identified (including cases in the queue awaiting assignment) and
ensure liens are filed on both businesses with unpaid payroll taxes and
owners/officers assessed a TFRP. .

Develop and implement procedures to monitor and report on revenue
officers’ cornpliance with the new TFRP assessment time frames to ensure
revenue officers are making TFRP determinations and assessmentsina
timely manner.

Develop performance goals and measures that specifically evaluate the
accumulation of unpaid payroll taxes by businesses (especially egregious
businesses with over 20 quarters of payroll tax debt), the extent and
timeli of TFRP ts, and the effectiveness of actions taken to
collect unpaid payroll taxes and TFRP assessments.

Work with states that have developed procedures for matching financial
accounts to tax debts to evaluate the potential for IRS to either develop
and implement similar measures or partner with states that currently have
that tool to leverage their efforts to assist revenue officers in identifying a
business’s leviable assets.

Agency Comments
and Our Evaluation

In commenting on a draft of this report, IRS recognized that all
appropriate tools must be used to bring payroll tax offenders into
compliance and concurred with all six of our recommendations. IRS noted
that it had implemented numerous actions to improve its tax collection
processes and procedures as well as to prioritize assignment of cases. It
also noted that it continues to explore other opportunities. In particular,
IRS cited its projects to increase its focus on businesses that accumulate
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multiple periods of unpaid payroll taxes and to improve the timeliness of
lien filing and TFRP determinations.

With respect to our five recommendations for IRS to review or revise its
collection policies and to strengthen its existing collection fools to be used
in dealing with egregious payroll tax offenders, IRS agreed to evaluate its
practices and develop appropriate changes. Specifically, IRS agreed to (1)
explore the value of using existing data to evaluate collection actions
taken by revenue officers, (2) assign a single revenue officer to collect
both a business’s egregious unpaid payroll tax debt and the responsible
owners/officers with a TFRP assessment when feasible, (3) evaluate its
existing practices and determine appropriate changes to its lien filing
procedures to allow liens to be filed as soon as a payroll tax liability is
identified, (4) consider ways to use its TFRP reports to monitor and report
on revenue officers’ compliance with new TFRF assessment time frames,
and (5) evaluate the effectiveness and feasibility of establishing
performance goals and es on the timeli of TFRP assessments,

With respect to our recommendation to work with states that have
developed procedures for matching financial accounts to tax debts to
identify levy sources, IRS agreed with our recomamendation. IRS said it
would work with those states to determine the effectiveness of their
programs and whether a similar program in IRS would be cost effective
and consistent with privacy laws.

As agreed with your offices, unless you announce its contents earlier, we will
not distribute this report until 30 days from its date. At that time, we will send
copies of this report to the Secretary of the Treasury, the Commissioner of
the Financial Management Service, the Commissioner of Internal Revenue,
and interested congressional committees and merubers. We will also make
copies available to others upon request. In addition, this report will be
available at no charge on the GAO Web site at http://’www.gao.gov.
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If you or your staff have any questions concerning this report, please
contact me at (202) 512-3406 or sebastians@gao.gov. Contact points for
our Offices of Congressional Relations and Public Affairs may be found on
the last page of this report. GAO staff who made major contributions to
this report are listed in appendix IV.

S ) A

Steven J. Sebastian
Director
Financial Management and Assurance
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Appendix I: Scope and Methodology

« To identify the magnitude of unpaid payroll tax debt, we obtained IRS's
database of unpaid taxes as of September 30, 2007. We extracted all
payroll tax debt from that database and performed analysis to identify
the number of businesses with tax debt and the total dollar value of tax
debt associated with those businesses. We analyzed and summarized
the overall payroll tax debt by

» the number of tax quarters of payroll tax owed by businesses;
» the tax period for which the debt was owed;

» the amount of the tax debt associated with interest, penalties, and
assessed taxes; and

+ the collection status of the debt, such as whether it is awaiting
assignment, assigned in the field for collections, or coded as being
currently not collectible.

We also analyzed the tax debt to determine the date on which IRS will be
statutorily prohibited from seeking collection from tax debtors and will
remove the tax debt from its records.'

We requested that IRS perform specific data analysis of its tax records to
identify amounts that should have been remitted by businesses for those
trust funds, but were not, to develop an estimate of the fotal amount that
the General Fund subsidizes the Social Security and Medicare Part A trust
funds due to unpaid taxes. To validate IRS's estimate, we compared that
analysis to one prepared by IRS as of September 30, 1998, during one of
our previous audits.” At that time, IRS estimated the cumulative amount of
the subsidy to be $38 billion. Because IRS removes tax debt from its
records once the debt’s statutory collection period expires (generally 10
years from the date the tax is assessed), those estimates represented
approximately a 10-year subsidy. To further validate the 10-year estimate,
‘we obtained from IRS the annual increase in the subsidy based on unpaid
taxes. IRS determined the subsidy to be between $2 billion to $4 billion
annually. IRS developed its estimates based on data contained in its

‘IRShasa statutory limitation on the length of time it can pursue unpaid taxes, generally 10
years from the date of the assessment. After that period, IRS removes the tax debt from its
records.

*GAO/AIMD/GGD-99-211.
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Appendix I: Scope and Methodology

masterfile of tax information, which we audit as part of IRS’s annual
financial statement audit.

To identify IRS's reports and measures to manage unpaid payroll taxes, we
discussed IRS’s tracking of cases with cognizant managers and revenue
officers. In addition, we reviewed IRS’s reported measures in both the IRS
Databook and IRS’s Management Discussion and Analysis accompanying
its annual financial statements.

To determine IRS policies and procedures in place to prevent the non-
payment of payroll taxes and to collect outstanding payroll taxes, we
reviewed IRS's policies as laid out in the Internal Revenue Manual (IRM)
and discussed those policies and procedures with cognizant IRS officials
and revenue officers. We also reviewed certain Treasury Inspector General
for Tax Administration (TIGTA) and IRS reports related to the collection
of unpaid payroll taxes. To supplement our discussions with IRS officials
on tax coilection activities, we also interviewed a number of state tax
collection officials, including officials from Georgia, Kentucky, Maryland,
and North Carolina, regarding tools and procedures used by those states
to collect unpaid taxes.

Additionally, we reviewed a sample of 76 businesses whose
owners/officers IRS found personally liable for the failure to remit payroll
taxes withheld from employees’ paychecks.’ The sample was originally
selected as part of our audit of IRS's fiscal year 2007 financial statements.
The primary purpose of the sample was to determine whether IRS was
properly recording payments to all related parties. However, we also
performed other tests of IRS’s controls using this same sample. Although
we identified issues related to the timeliness of certain collection actions
based upon that sample, we are unable to project these results because the
sampling units used for the financial statement audit were payments rather
than accounts. We analyzed tax transcripts and other IRS records for those
cases with assessed TFRPs to identify the dates that IRS revenue officers

*Under section 6672 of the IRC, individuals who are determined by IRS to be responsible
for collecting, accounting for, and paying over payroll taxes who willfully fail to collect or
pay these tax can be assessed a TFRP. Typically, these individuals are owners or officers of
a corp ion, suchasa ident or . More than one individual can be found
willful and responsible for a business’s failure to pay the federal government withheld
payroll taxes and thus be assessed a TFRP. The business itself is still liable for the entire
amount of the unpaid payroll taxes. However, IRS policies require that it only collect the
unpaid tax once.
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1: Scope an

(1) initiated contact with the business, (2) made the determination to
pursue the TFRP against the officers, and (3) assessed the TFRP.

To further review [RS’s collection actions, we also performed a macro-
analysis of IRS's overall inventory of unpaid payroll tax debts. We used
macro-analysis to determine such factors as the percentage of payroll tax
debt with liens. We also used macro-analysis to determine the most
common types of industries with unpaid payroll taxes. We analyzed IRS's
database of unpaid taxes and the information using the North American
Industry Classification (NAIC) system codes in that database.’ Using those
codes, we were able to identify the industry type for about 70 percent of
the payroll tax debt.’

To determine whether businesses with unpaid payroll taxes were engaged
in abusive or potentially criminal activities with regard to the federal tax
system, we used data mining techniques to identify 50 businesses as
illustrative case studies based on criteria such as businesses with large
dollar amounts of unpaid payroll taxes accumulated over rultiple tax
quarters. For those businesses, we reviewed IRS’s collection actions and
discussed the appropriateness of those actions or lack of actions with IRS
revenue officers. We obtained copies of IRS’s automated tax transcripts
and other tax records (e.g,, revenue officers’ notes) from IRS. We also
performed additional searches of financial and public records. In cases
where record searches and IRS tax transcripts indicated that the owners
or officers of a business were involved in other related businesses that had
unpaid federal taxes, we performed additional analysis of those related
businesses and the owners/officers.

We conducted this performance audit from April 2007 through May 2008 in
accordance with generally accepted government auditing standards. Those
standards require that we plan and perform the audit to obtain sufficient,
appropriate evidence to provide a reasonable basis for our findings and
conclusions based on our audit objectives. We believe that the evidence

*“The NAIC was developed as the standard for use by federal statistical agencies in
classifying business establishments in the U.S. The NAIC codes provide a guide to the type
of activity the business is engaged in although it may be engaged in rwitiple activities,
some of which are not reflected in its NAIC code,

*The remaining payroll tax debt could not be classified by industry either because the NAIC
codes were not available or were not in a format we couid analyze,
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A dix I: Scope and

obtained provides a reasonable basis for our findings and conclusions
based on our audit objectives.

Data Reliability For the IRS databases we used, we relied on the work we performed

Assessment during our annual audits of IRS’s financial statements, While our financial
statement audits have identified sorme data reliability problems associated
with the coding of some of the fields in IRS's tax records, including errors
and delays in recording taxpayer information and payments, we
determined that the data were sufficiently reliable to address the report’s
objectives. Our financial audit procedures, including the reconciliation of
the value of unpaid taxes recorded in IRS’s masterfile to IRS's general
ledger, identified no material differences.
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Appendix II: Businesses with Unpaid Payroll

Taxes

Table 3 provided data on 12 detailed case studies. Table 4 shows the
remaining 38 case studies that we audited. As with the 12 cases, we also
found substantial evidence of abuse or potentially criminal activity related
to the federal tax system during our review of these 38 case studies.

Tabie 4: Businesses That Fail To Remit Payroll Taxes

Number of
unpaid Unpaid payroll  Did IRS
Case payrolitax  taxes/other filea
study Nature of business quarters federal tax debt  tien? Comments
13 Construction Over 30 Over $500,000/  Yes Since the fate 1990s the business has
over $100,000 only paid a small amount of the payroli
taxes due. At the time of our review, IRS
was trying to seize commercial property
from officer.
14 Transportation and Almost 30 Over $1 million/  Yes Company went out of business but not
warehousing over $100,000 before owners made cash withdrawals of
over $50,000. Owner has another
company with payroll tax debt.
15 Construction Almost 30 Qver $500,000/  Yes Qwner closed this business with tax debt
under $50,000 and started another, which has also
accumulated unpaid payroll taxes.
16 Construction Almost 30 Over $2 million/  Yes This business is a sole proprietorship.
under $50,000 Owner withdrew over $20,000 cash from
business before going into bankruptey.
17 Construction Almost 30 Over $1 million/  Yes Although business has recently begun
over $50,000 paying payroll taxes, it has unpaid payrolf
{ax debt dating back to the mid-1990s.
Owner had over $1 milfion converted
from the business’s name to the owner's
personal name.
18 Transportation and Over 50 Over $500,000/  Yes Business accumulated unpaid payroll tax
warehousing over $100,000 debt for 10 years until mid-2000s, then
declared bankruptey and closed.
19 Mining Over 40 Almost $2.5 Yes Business accumutated unpaid payroft
million / over taxes since early 1990s and only stopped
$50,000 when business was destroyed by a
natural disaster. At the time of our
review, federal agencies were paying to
clean up the business site,
20 Manufacturing Almost 30 Over $2 million/  Yes Business accurnulated unpaid payroll
over $50,000 taxes since late 1990s. in the mid-2000s,
the business entered into an instaliment
agreement with IRS to pay on the debt.
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Appendix II: Businesses with Unpaid Payroll

Taxes

Case
study

Nature of business

Number of
unpaid
payroll tax
quarters

Unpaid payroll
taxes/other
federal tax debt

Did IRS
filea
fien?

Comments

21

Construction

Over 40

Over $1 million /
almost $100,000

Yes

Business accumulated unpaid tax debt
beginning in the late 1980s. IRS revenue
officer notes showed fittle collection
action taken against this business since
then,

Construction

Over 30

Almost $1.5
million / over
$100,000

Yes

Business accumulated unpaid payroll fax
debt from the late 1990s to the early
2000s, became refatively compliant in the
mid-2000s, but then began accruing
more payroll tax debt. IRS designated the
case as currently not collectible due to
owner's financial hardship and has not
been seeking collection of the unpaid
taxes.

23

Other services

Qver 40

Almost $1 million /
none

Yes

While accumuiating unpaid payroll tax
debt for over 10 years, the owner of this
business withdrew almost $500,000 in
cash. Business has since closed leaving
almost $1 million in unpaid payrolf taxes.

24

Construction

Over 30

Almost $1 miliion /
under $50,000

Business has continued to accumulate
unpaid payroll taxes since the early
1990s through the time of our review.
IRS records indicated that this case has
not been worked on even though the
business continued to operate and not
pay payroll taxes.

25

Construction

Over 30

Over $500,000 /
under $50,000

Yes

Although IRS was attempting to seize
business assets at the time of our review,
this sole proprietor business has been
accumulating unpaid payroll tax debt
sporadically since the late 1990s. When
contacted by IRS, owner claimed its
bookkeeper was embezzling funds,

26

Professional, scientific, and
technical services

Over 20

Qver $3 miltion /
under $560,000

This business has payroll tax debt dating
back to the late 1890s, but IRS records
indicate few collection actions have been
taken. IRS has found owner personally
fiable for willful failure to remit payrolt
taxes.

27

Construction

Almost 30

Almost $1 mittion /
almost $200,000

Yes

This business has unpaid payroli tax debt
dating back to the early 1990s. Although
business was given an installment
agreement to pay the tax debt, it did not
make payments. At the time of our
review, the case had been in the queue
since the mid-2000s awaiting
assignment.
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Appendix I1: Businesses with Unpaid Payroll

Taxes
Number of
unpaid Unpaid payrolt  Did IRS
Case payrolltax  taxes/other filea
study Nature of business quarters federal tax debt  fien? Comments
28 Healthcare and social Almost 80 Over $500,000/  Yes This business has tax debt dating back to
assistance under $50,000 the early 1980s. Case was considered for
possible criminal investigation, but not
yet pursued.
29 Educational services Almost 40 Over $2 million/  Yes This business has been accumulating tax
under $50,000 debt for a decade. Although it was
granted an offer-in-compromise to settie
the tax debt for less than was owed,
business did not make payments.
Business has numerous judgments from
creditors.
30 Transportation and Almost 40 Over $500,000/  Yes The owner of this business has a criminal
warehousing over $50,000 record and has had various judgments
from creditors. IRS chose not to assess a
TFRP since the owner would be unable
to pay. Business twice filed bankruptoy
and each time it was dismissed.
31 Healtheare and social Over 40 Over $1.5 milion/ Yes RS has chosen not to take collection
assistance over $100,000 actions against this business due to the
needs of the local community.
32 Other services {except public ~ Over 20 Over $1.5 million/ Yes This business has pericdically not paid
administration) none taxes for over 20 years. Business has
applied various times for installment
agreements or an offer-in-compromise.
Business has multipie state and federal
liens.
33 Construction Over 40 Almost $1 million/ Yes This business has tax debt dating back to
over $50,000 at feast the early 1990s. it has multiple
judgments against it including a tort suit,
and muttiple state and federal liens.
34 Construction QOver 50 Over $1 milion/  Yes Business accumulated unpaid taxes for
under $50,000 over 12 years, then closed with over $1
reifion in tax debt. Although IRS
considered the case for a fraud
investigation, it did not pursue this due o
health issues in the business officer's
family.
35 Professional, scientific, and Almost 50 Over $1 million/  Yes Business has tax debt dating back to the
technical services over $50,000 late 1980s. The owner has sold
commercial property to a related party,
shielding it from IRS collection action,
and has applied for an offer-in-
compromise to pay less than it owes.
36 Professional, scientific, and Qver 30 Over $1 million/  Yes This business has tax debt back to the
technical services under $50,000 early 2000s and has not filed returns

since 20086.
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Appendix II: Businesses with Unpaid Payroll

Case
study

Number of
unpaid
payrolf tax

Nature of business quarters

Unpaid payroll  Did IRS
taxes/other fitea

federal tax debt  lien?

Comments

37

Accommodation and food
services

Almost 40

Over $200,000/  Yes
under $50,000

This business has tax debt dating back to
the late 1990s. Business has closed and
IRS did not file TFRPs within the
statutory period, thus missing an
opportunity to collect unpaid payroff taxes
{rom the responsible officers.

38

Accommodation and food Almost 20

services

Over $100,000/ No
under $50,000

Business owed tax debt back to the early
2000s, when officers made large cash
withdrawals from the business. At the
time of our review, business had been in
the queue awaiting assignment since the
mid-2000s. TFRPs were assessed on
two officers. After the assessment but
before IRS filed a federal tax fien, one
officer sold property for almost $150,000.
IRS reached an instaliment agreement
with one officer while anather officer
claimed inability to pay and filed
bankruptcy. One officer was charged for
concealing a weapon and driving under
the influence, and has become a fugitive,

39

Construction Almost 20

Under $50,000/ No
under $50,000

Business has accumulated payroll tax
debt dating back to the late 1990s, but
the tax debt has been in IRS's queue of
cases awaiting assignment since July
2006. At the time of our review, IRS had
neither filed a federal tax lien or
assessed TFRPs.

Construction Over 10

Almost $1 million/ Yes
under $50,000

This business accumulated unpaid taxes
for over 3 years. When IRS investigated,
owner claimed employees were
embezzling funds. At the time of our
review, IRS was seeking to assess a
TERP, but the owner had filed an appeal
of the action.

Y]

Other services {except public  Aimost 30

administration)

Almost $100,000/ No
under $50,000

This business has accumuiated payrolf
1ax debt dating back to the late 1990s
and has multiple state and federal liens
filed,
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Appendix II: Businesses with Unpaid Payrol

Taxes

Case
study

Number of

unpaid

payroll tax
Nature of b

Unpaid payroll
taxes/other filea
federal tax debt  lien?

Did IRS

Comments

42

Information services Almost 30

Almost $2.5 Yes
million / over

0

The owner of this business was involved
with over 30 businesses, including
several defunct businesses for which the
owner owed TFRPs since the 1980s. The
owner was also sentenced to prison for
willful failure to pay payroll taxes. In
addition, owner had been investigated for
check kiting, arrested for fraud, and had
several lawsuits pending. Same officer
was involved in our case study #44.

Accommodation and food
services

Almost 20

Over$12 million/ Yes
almost $2.5 million

This business, with tax debt dating back
to the mid-1990s, was under criminal
investigation by {AS. The owner has a
long criminal history of involvement in
many businesses with tax debt. The
owner di d funds from busi to
pay for luxury cars, planes, and a
mansion in a foreign country, and has
been involved in over a dozen
bankruptcies.

Healthcare and social
assistance

Almost 20

Almost $5 million/ Yes
almost $100,000

This business has refused to pay any
payroli taxes for almost 5 years. Because
of the nature of the business, IRS has
been reluctant to close the business, but
did convict the owner on criminal charges
related to fallure to pay payroll taxes,
Sarme officer was involved in our case
study #42.

Administrative and support and  Over 40
waste management and
remediation services

Over $16 million/ Yes
aimost $1.5 million

8ince the mid-1990s, business has not
paid nor filed payroll taxes, neithet has
the owner paid or filed income taxes,
When investigated by IRS, the business
filed 30 quarters of payrofl taxes at one
time and went out of business. Business
was being investigated for hiring illegal
immigrants and the owner has a criminal
history. IRS pursued a criminal

f i against the busil and
owner, and arrested the owner for
income tax crimes.
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Appendix [: Businesses with Unpaid Payroll
Taxes

Case

Number of
unpaid Unpaid payroll
payroll tax taxes/other

Did IRS
filea

study Nature of b

q federal tax debt  lien?

Comments

46 Construction

Almost 30 Almost $500,000/
under $50,000

Yes

This sole proprietor accumulated almost
a half million dollars of payroll tax debt.
RS designated the owner as being in
financial hardship and has not pursued
collection action against the company.
Business owner stated that it could not
pay taxes because its contractors took
too long to pay him, Owner of the
business made an offer-in-compromise to
pay 2 cents on the dollar to settle the
debt, but IRS rejected the offer.

47 Manufacturing

Over 10 Almost $100,000 /

under $50,000

Yes

This business was a sole proprietor that
accumulated payroll tax debt for 4 years,
RS's investigation found the owner to be
an extremely poor manager with no
knowledge of how to handle payroll
taxes. Once IRS contacted the owner
regarding the debt, the owner agreed to
close the business.

48 Transportation and
warehousing

Almost 10 Almost $100,000/ No

under $50,000

This business has periodically failed to
pay payroll taxes since the early 2000s
and has not filed returns in 2 years. IRS
records indicated that the case has never
been investigated for coflections, has had
no fiens filed, and was recently “shelved”
by IRS due to lack of resources to pursue
coflection of the tax debt.

49 Other services {except public
administration)

Almost 20 Over $200,000 /

under $50,000

This sole proprietor business has payrolt
tax debt dating back to the late 1990s.
Although there were indications at the
time of our review that the business was
stilt operating, it has not filed a payrolf tax
return since the early 2000s; thus its tax
debt may be much higher. IRS has
designated the owner as being in
financial hardship and has not
investigated the case for collections.

50 Other services (except public
administration}

Almost 40 Over $500,000/  Yes

under $50,000

This sofe proprietor business has
accumulated over 10 years of payrofl tax
debt. IRS has designated the owner as
being in financial hardship and has not
pursued collection action against the
business, but the business continues to
accumulate more unpaid payroll tax debt.
Business assets were seized as part of a
commerciat foreclosure.

Source: GAQ analysis of IRS data, including unpaid federal tax debt as of Septerber 30, 2007,
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Appendix III: Comments from the Internal
Revenue Service

DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
WASHINGTON. D.G. 20224

DEPUTY COMMISSIONER

July 18, 2008

Mr. Steven J. Sebastian

Director

Financial Management and Assurance
U.8. Government Accountability Office
441 G Street, NW.

Washington, D.C, 20548

Dear Mr. Sebastian:

{ have revi the G A ity Office (GAQ) draR report titled, Tax
Compliance: Businesses Owe Billions in Federai Payroll Taxes (FAO-08-617). We
agree preventing and collecting unpaid payroll taxes is an important responsibility of the
internat Revenue Service (IRS). All appropriate available tools must be used to bring
payroll tax offenders into compliance.

In 2007, the IRS Collection program collected $31.8 billion, of which approximately $7.2
bittion was related to payroll tax, Payroll tax liabilities are a fop priority for assignment to
our Collection Field function.

We have implemented numerous actions to improve our processes and procedures as
well as  to prioritize assignment of cases, and continue to explore other opportunities.
These imp: include the g

We recently made refinements to our “potential in-business pyramider” indicator.
Tb-s mdlcamr was established to monitor the degree to which taxpayers in active

Col y remain in i with current filing and paying
requirements. The taxpayes's ability to remain cumrent is crucial to our collectibility
determination.

We are testing a number of recommendations made by our Corporate Approach to
Collection inventory team. These include increasing the doliar threshold to allow our
Automated Collection System (ACS) to work more payroil tax liabilities and
calculating risk scores to keep payroll tax cases in certain high risk categories
longer.
We have established special search abilities and reports to track and monitor
taxpayers with multiple payroii tax liabilities,
We are working to |mprove the fect of i fools. For

relief p are being paloied for possible use
in definguency cases that involve repeat in-business faxpayers.
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Appendix Hi: Comments from the Internal
Revenue Service

* We have taken steps to improve the timeliness of lien filing while recognizing the
decision to file a lien is influenced by the impact lien filing will have on the taxpayer's
abilitytepay.

» We have added new timeframes t6 the Internal Manual to improve the
timeliness of the Trust Fund Recovery Penatly determination and its ultimate
assessment.

« We have fine-tuned the Federal Tax Deposit Alerts program. Reviews indicate our
efforts to get the right alerts worked by revenue officers are rasulting in more
taxpayers benefiting from this compliance program.

*  We continue to explore new ways to identify potential levy sources.

A i dd each of your

1f you have any questions, or if you would fike fo discuss this response in more detail,
please contact me or Frederick W. Schindler, Director, Collection Policy at

{202) 283-7650.
Sincerely,
Linda E. Stiff
Enclosure
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Appendix IH: Comments from the Internal
Revenue Service

GAO ions and IRS to
GAQ Draft Report Tax Compliance: Businesses Owe
Billions in Federal Payroll Taxes
GAD-08-617

Recommendation: Develop a process to monitor collection actions taken by
revenue officers against egregious payrolf tax to ensure
actions appropriately utilize ali avail flection tools ined in the IRM.

Comments: We agree to explore the value of a regular extract from our ENTITY
program of taxpayers by area with a number to be determined of unpaid payroll
tax quarters to be shared with the Director, Collection for discussion wsth the area
director. Our quality reviews already ine cases for the app and
timeliness of enforcement action.

eggmmengahon Re\uew currenl case ioritization and
o could be & d
by requiting, to the maxtmum extent feasuble busxnesses with egregious payroll
1ax debt and the resp with a TFRP be treated
as a single unified and dinated collection effort assigned to a single revenue
officer.
Comments: We agree that, when feasible, egregious payrolt tax

and TFRP assessments should be assigned to a single revenue officer. Treating
payroll tax and TFRP assessments as a single unified and coordinated coliection
effort may achceve the advantages outlined in the report. Timely determinations,

and of the TFRP will accelerate the statutory
notxce requirements and may enable the revenue officer to more effectively
the in i and/or prevent accumulation of

0 gai
additional unpaid payroll taxes

Recommendation: Develop and implement procedures to allow liens to be filed
against property as soon as possible after payroil tax debt is identified {including
cases in the queue awaiting assignment) fo ensure liens are placed on
businesses with unpaid payroll taxes and ownersfofficers assessed a TFRP.

Comments: We agree to evaluate our existing practices and determing f a
change should be made fo our current case routing criteria in order to allow liens
to be filed as soon as a payroll tax liability is identified.
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Appendix III: Comments from the Internal
Revenue Service

Recommendation: Develop and implement procedures to monitor and report on
revenue officers’ compliance with the new TFRP assessment timeframes to
ensure revenue officers are making TFRP determinations and assessments in a
timely manner.

Comments: We agree to consider ways o use the reports available on the
timeliness of TFRP agsessment.

Recommendation; Develop p goals and that ifically
evaluate the accumulation of unpaid payrol taxes by businesses (especially
egregious businesses with over 20 quarters of payrolf tax debt), the extent and

i of TRFP it, and the i of actions taken to collect
unpaid payroll taxes and TFRP assessments. B

le : We agres fo evaluate the i and feasibility of establishing
p goais and based on the i ion in the reports
fracking the timeliness of TFRP assessments.

Recommendation: Work with states that have devetoped procedures for
matching financial accounts to tax debts o evaluate the potential for IRS to either
develop and implement similar measures or to partner with states that currently
have that tool 1o leverage their effort to assist revenue officers in identifying 8
business’ leviable assets.

Comments: We agree with this recommendation. We wilt work with the states
that have deveioped a program to match financiat accounts with tax debts to

ine the program’s i and whether a simitar program in IRS
would be cost effective and consistent with privacy laws.
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WRITTEN TESTIMONY OF
LINDA STIFF
DEPUTY COMMISSIONER
SERVICES AND ENFORCEMENT
INTERNAL REVENUE SERVICE
BEFORE THE
SENATE COMMITTEE ON HOMELAND SECURITY AND
GOVERNMENTAL AFFAIRS
PERMANENT SUBCOMMITTEE ON INVESTIGATIONS
ON
THE COLLECTION OF FEDERAL EMPLOYMENT TAXES

JULY 29,2008

Introduction

Chairman Levin, Ranking Member Coleman, and members of the Subcommittee, thank
you for the opportunity to testify today on the status of Internal Revenue Service’s (IRS)
efforts to collect Federal employment taxes. Iappreciate the contribution this
Subcommittee has made over the last four years with its investigations of Federal
contractors who are delinquent on their taxes and of efforts by unscrupulous promoters
and taxpayers to avoid taxation in the U.S. by moving income and assets offshore. The
IRS has found vatuable the opportunity to work with you and your staffs on each of these
issues.

Similarly, we look forward to working with you to improve our efforts in the collection
of Federal employment taxes. We have made great progress over the last five years, but
as the Governmental Accountability Office (GAOQ) report released this morning
demonstrates, we can still do better.

This morning I want to provide you a little background to our employment tax program
including our efforts at both service and enforcement.

Background

Employment taxes were first established for collection of Social Security taxes in 1935,
for Federal Income Taxes in 1943, and for Medicare taxes in 1965. These taxes
constitute the primary source of revenue for the federal government. Employment taxes
include:

¢ Federal Income Tax Withholding (FITW)

s Federal Insurance Contribution Act (FICA) ~ Social Security and Medicare
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» Railroad Retirement taxes
e Federal Unemployment taxes (FUTA)

Today, employment taxes represent the largest portion of total tax dollars collected by the
IRS. In FY 2007 for example, of the $2.7 trillion in taxes collected by the IRS, $1.7
trillion was payroll taxes. This means that approximately two out of every three dollars
collected by the IRS are from required withholding on employment tax returns.

Of this $1.7 trillion collected in withholding and FICA taxes, approximately $778 billion
was collected for Social Security and Medicare and approximately $922 billion was
collected for individual withholding taxes.

The magnitude of this program can be seen in other ways. For example, the number of
employment tax returns filed in FY 2007 totaled over 30 million. The IRS is particularly
concerned with the accuracy of employment tax filing in that it is through these filings
that the Department of the Treasury transfers funds from the general fund to the Social
Security Trust Fund to pay benefits to millions of retired and disabled Americans.

We are also seeing a shift in who files payroll tax returns. In addition to traditional
employers, the filers of these returns now include payroll service providers, reporting
agents, employee leasing companies, professional employer organizations, and other
types of organizations.

This marks a significant departure from traditional employment tax filings, which where
filed by the individual business. Now a single payroll tax provider may act as the
withholding agent for multiple businesses.

This has added additional complexity to an already complex area thereby increasing risk
to the Treasury. If a company that does payroll withholding for multiple businesses fails
to file properly or stops filing completely the government potentially loses the
employment taxes of all the businesses the payroll provider serves.

Enforcement is a Priority at the IRS

‘When Commissioner Shulman was going through his confirmation process, he was often
asked whether he would be a Commissioner that emphasized service or enforcement. He
responded that choosing one or the other represented a “false choice”. He emphasized
that we must do a good job at both service and enforcement.

This balanced approach to service and enforcement represents a continuation of IRS’
approach for the last six years. This is reflected in a comparison of the enforcement
numbers.
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In FY 2001 the IRS collected an estimated $33.8 billion in enforcement revenue. This
number grew to over $59 billion in FY 2007. Of these totals, collections increased from
an estimated $24.3 billion to $31.8 billion, an increase of nearly 31 percent.

Similar increases can be seen in other enforcement metrics. The number of levies issued
has increased over 400 percent — from 674,080 in FY 2001 to over 3.7 million in FY
2007. Liens have grown from 426,166 in FY 2001 to 683,659 in FY 2007.

Examinations of individual returns have nearly doubled since FY 2001 and the audit
coverage rate has increased from 0.58 percent to 1.03 percent in FY 2007. Of this total,
the greatest increases have been seen among high income individuals. In FY 2007 the
coverage rate for individuals with incomes greater than $1 million was 9.25 percent.

Examination of business returns has also risen. In FY 2001, we looked at just over
41,000 business returns as opposed to nearly 60,000 in FY 2007.

More relevant to this Subcommittee is the increase in employment tax audits. From FY
2005 to FY 2007 the number of audits increased by 66.8 percent, while the audit
coverage rate rose from 0.11 percent to 0.20 percent.

We have also seen a significant rise in the number of overall tax cases that we are
closing. Total closures from FY 2002 to FY 2007 more than doubled. They rose from
3.6 million in 2002 to 8.3 million in 2007.

Helping Businesses Comply with the Law

Even in a good economy, it is often difficult to start and maintain a business over a
number of years. In addition to the considerable competitive pressures such businesses
must face, they must also comply with myriad laws and regulations.

According to statistics from the Small Business Administration, more than a third of all
small businesses do not last two years. Only half of all start-ups are still in business after
four years, and that figure drops to 40 percent after six years. ’

These businesses are often undercapitalized. The owner often commits all of his or her
personal financial resources to the business. As a business experiences problems, rather
than submit the money they have withheld from employees for FICA and for Federal
income taxes to the Federal government as required by law, the owners may use that
money to fund payroll or to keep the utility company from cutting off power — to keep the
business going in the hopes of better times.

This is a story we see repeated over and over again and is perhaps one of our greatest
challenges in the collection of Federal payroll taxes.
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To help avoid this situation, we work with small businesses upfront to ensure that they
understand their obligations. The first aim of the IRS is to help employers avoid
problems by educating them on employment tax responsibilities. One of the means to
accomplish this is through the use of the Federal Tax Deposit Alert process, which helps
to identify, at an early stage, taxpayers classified as bi-weekly depositors who have not
made federal tax deposits during the current quarter, or have made deposits in
substantially lower amounts from prior quarters.

Virtually all of the IRS functional and operating divisions participate in employment tax
outreach and education. The IRS also provides substantial information about
employment taxes on IRS.gov, on other Web sites through partnerships and work with
other organizations, including groups that represent small businesses, and through
electronic and print media.

Applicants for new Employer Identification Numbers receive considerable information
based on what they indicate on their Form SS-4. Those who state they have or will have
employees automatically get a copy of Circular E, Employer’s Tax Guide; information
for making Federal Tax Deposits; and enrollment information for the Electronic Federal
Tax Payment System. The IRS.gov Web site has a newly redesigned section devoted to
employment taxes, with information on worker classification, withholding and depositing
taxes, employment tax forms and publications, and links to the Social Security
Administration’s (SSA) Employer’s Web Page.

The IRS also works with other organizations to have them add employment tax
information on their Web sites. To date in FY 2008, IRS has partnered with almost 700
tax professional and industry Web sites to add such information.

The IRS also works with community partners to present Small Business Tax Workshops
throughout the United States. These workshops instruct new and prospective business
owners in federal tax responsibilities, including employment taxes. To date in FY 2008,
over 1,000 workshops have been conducted across the country.

Quarterly, the IRS sends out approximately seven million SSA IRS Reporter newsletters
with Form 941, Employer’s Quarterly Federal Tax Return. The newsletter contains
information on subjects such as Social Security laws, the Electronic Federal Tax Payment
System, or changes in Social Security or IRS electronic filing systems.

In addition, in 2007, the IRS developed a new brochure, Publication 4591 — Small
Business Federal Tax Responsibilities, which includes information about employment
taxes. Over 300,000 have been distributed to date including over 200,000 by state
licensing agencies to people applying for new business licenses.
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Brief Background: Case Flow within the IRS

The collection process within the IRS generally begins with a series of notices requesting
payment. These notices allow us to collect nearly 80 percent of the outstanding
deficiency as the taxpayers self-correct their returns.

The notices are followed by telephone contact in an attempt to secure payment. In FY
2007, we were able to resolve 3.5 million accounts via telephone contact.

If neither the notices nor the telephone contacts resolve the situation, cases are assigned
to a field revenue officer for an attempt at in-person contact. In 2007, 1.2 million
accounts were resolved by field contacts.

A slightly different process is used to collect employment taxes. The IRS sends fewer
notices in employment tax cases so that personal contact can occur sooner. Our highest
priority cases bypass the telephone operation in favor of making first contact in the field.
Factors used in determining the priority of work include the age of the case (more recent
cases are taken first) and the type of tax at issue (payroll taxes receive top priority).

Addressing Noncompliance in Payroll Tax Remittances

The tax code provides the IRS with tools to bring taxpayers into compliance and facilitate
the payment of unpaid payroll tax liabilities.

These tools include:

e Notice of Federal Tax Lien — Filing of a Notice of Federal Tax Lien puts the
public on notice that the taxpayer has outstanding Federal tax liabilities and
establishes the government’s position with respect to other creditors.

o Levy or seizure — The Internal Revenue Code § 631 authorizes the IRS to levy —or
seize — a taxpayer’s property to collect delinquent tax. Bank accounts and wages
are among the most common assets levied. The term “seizure” is generally used
to describe a levy on property that must then be sold by the IRS so that the
proceeds can be applied to the taxpayers account. Most employment tax cases are
included in the Federal Payment Levy Program (FPLP). This is an automated
levy program that matches IRS balance-due information with pending Federal
payment information provided by the Financial Management Services (FMS)
function of the Department of the Treasury. This program is effective if the
delinquent party is a Federal contractor or other creditor of the Federal
government. In general, all employment tax accounts without an active payment
plan or ongoing litigation are included in the FPLP.

¢ Summons — A summons is an administrative means of compelling the production
of books, records or testimony. Summons authority is used when the desired



138

information cannot be secured voluntarily. If the summoned party does not
comply, court action can be initiated.

¢ Substitute Returns - Internal Revenue Code § 6020(b) authorizes the IRS to
prepare unfiled employment, excise, and partnership returns if the taxpayer fails
to the file the returns as required by law.

* Trust Fund Recovery Penalty (TFRP) — Officers and employees of a corporation
who do not turn over monies they collect in trust for the government are subject to
being assessed the TFRP. The total amount that was withheld from employees’
wages for Federal income taxes and FICA, and not paid over to the government is
the amount that is asserted against the officers and/or employees and becomes the
TFRP.

In some instances, traditional administrative collection remedies are not effective in
bringing taxpayers into compliance with their payroll tax obligations. For example,
taxpayers often attempt to “pyramid” their liabilities as a means of deferring payment or
delaying enforcement action. One form of pyramiding occurs when the same business
fails to remit payroll taxes for multiple quarters. The second form of pyramiding occurs
when the owner of a delinquent business closes down once enforcement action begins.
The owner will then simply incorporate as another entity often seiling the same products
as before. If he fails to remit for that business and enforcement action begins, he will
start a third business. Meanwhile, his payroll tax liabilities continue to pyramid higher.

When pyramiding occurs, the IRS has the ability to subject the taxpayer to more stringent
filing and payment requirements. An employer with a history of noncompliance can be
required to Form 941 monthly, as opposed to quarterly, or can be required to make
employment tax deposits to at a specific bank. Failure to comply with these restrictions
can carry criminal penalties.

If these administrative remedies and requirements are not effective in bringing the
taxpayer into compliance with the payroll tax requirements, the IRS may try to obtain an
injunction against the business.

An injunction is a court proceeding whereby the IRS seeks to prevent the taxpayer from
taking (or not taking) actions that threaten to cause or are causing harm to the IRS.
Currently, in order to obtain an injunction, the IRS must be able to show irreparable
injury and the lack of an adequate remedy at law.

The IRS is developing and testing streamline procedures that will assist Field Collection
when developing and requesting a suit for injunctive relief. Specifically, through an
understanding with the Department of Justice, the IRS will be putting forward injunction
suits that are based on more flexible standards for showing that the government is being
irreparably harmed by the non-payment of employment taxes, that further administrative
activity would be futile, and that no adequate remedy at law exists.
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In addition to requesting injunctive relief when necessary, the IRS also pursues criminal
prosecution in appropriate instances, which have important deterrent effects. In FY 2008,
examples of criminal prosecutions include the following, all of which are a matter of
public record:

On June 17, 2008, in Pittsburgh, Pa., James C. Platts was sentenced to 30 months
in prison to be followed by three years of supervised release on his conviction of
Federal tax evasion. Platts was found guilty at a trial by jury in March 2008.
According to the United States Attorney, Western District of Pennsylvania, the
evidence presented at trial showed that Platis evaded the payment of Federal
payroll taxes and FICA taxes which Platts's company, the Pinnacle Building
Company, withheld from employees during four separate tax quarters in 1998 and
1999.

On May 22, 2008, in Chicago, Ill., Thomas Shumate was sentenced to 46 months
in prison for failing to pay income and payroll taxes to the United States.
Shumate owned and operated Propay, Inc, a business that prepared and filed tax
returns. Shumate contracted with 34 corporate clients to calculate their payroll
taxes and pay over the money they owed to the IRS. According to the plea
agreement signed by Shumate, between 2001 and 2006, he falsely understated the
amount of money that 23 of his clients owed the IRS. For eight of his clients, he
failed to file the employer tax returns and failed to forward the money to the IRS.

On May 19, 2008, in Greenbelt, Md., Ernest Lee, Jr., of Clinton, MD., was
sentenced to 18 months in prison, followed by three years of supervised release,
and ordered to pay $340,001 in taxes owed. According to his plea agreement,
beginning in or about February 1995 through at least 2002, Lee, Jr. was
responsible for maintaining the payroll and financial and accounting records for
the family-owned, ceramic-tile installation business called ELT, Inc. As part of
his duties, Ernest Lee, Jr. was responsible for remitting FICA, withholding and
federal unemployment taxes owed by ELT, Inc. to the IRS and the Social Security
Administration for ELT, Inc. employees. For tax years 1998-2000, Lee Jr. failed
to pay approximately $161,000 in FICA, withholding and Federal unemployment
taxes owed by ELT.

On May 19, 2008, in St. Louis, Mo., Paul Scott King, Jr. was sentenced to 33
months in prison for failing to pay $400,000 in employment taxes. In a plea
agreement signed in February 2008, King admitted that during 2001 and 2003, he
owned two corporations: Nurses Now LLC and Ichor Health Services, Inc. These
businesses provided the temporary services of hundreds of nurses and medical
professionals to hospitals and nursing homes. King withheld income taxes and
Social Security taxes from the employees’ wages and did not pay them over to the
IRS as required by law. King admitted in his guilty plea that he failed to pay
$432,191 in employment taxes.



140

* OnMay 7, 2008, in St. Paul, Minn., Scott M. Tovey, of Elk River, Minnesota,
was sentenced to 24 months in prison for failing to pay employment taxes on his
employees. Tovey, owner of Tovey Tile Co., a tile-setting business with locations
in Medina and Minnetonka, pleaded guilty in January 2008 to one count of failure
to account for and pay over employment taxes. According to Tovey's plea
agreement, he admitted that he issued W-2 forms to his employees reflecting that
Federal employment taxes were withheld from their wages, but, he did not
provide the W-2 forms to the Social Security Administration as required.

Tovey also admitted he willfully failed to account for and pay those taxes to the
IRS. From March 1999 through September 2003, the total tax owed by Tovey
was approximately $574,485.

In many ways the success we have had in these criminal cases and many others
demonstrate the level of progress that the IRS has made in the payroll tax arena.

The IRS also works to prevent non-filing by using matching programs that identify
potential non-filers. The IRS also works closely with the SSA in identifying non-filers.
The IRS and the SSA jointly administer the Combined Annual Wage Reporting or
CAWR Program. This is a Document Matching Program that compares the Employee
Wage Information reported by the employer on Forms 94X to the IRS with Forms W-2
reported to the SSA. In FY 2008 the CAWR programs are projected to close 356,832
cases and have already assessed $567,053,750 in taxes and penalties through May

31, 2008.

GAO Report

We have carefully reviewed and commented on the report that the Government
Accountability Office (GAO) prepared for the Subcommittee on this matter. The $58
billion in uncollected payroll taxes is an unacceptably high number, but as I hope my
testimony illustrates, it represents a snapshot of unpaid employment taxes at the mid-
point of a long-term improvement effort. Our numbers show dramatic improvement in
the last several years, but we know we still have a long way to go.

After reviewing the findings in this report, I have directed the Service-wide Employment
Tax Advisory Council (SETAC) Collections task force to re-focus its efforts to
concentrate solely on the more effective use of enforcement tools in employment tax
cases.

To support that effort, we are launching a series of research studies to be conducted by
the IRS’ Office of Research, Analysis, and Statistics (RAS), which together will give the
Council the data necessary to determine the appropriate mix of taxpayer service and
enforcement. Research areas will include: (1) effective use of the trust fund recovery
penalty; (2) earlier consideration of the filing of liens; (3) greater use of automated
collection tools throughout the collection process; and (4) whether there is a "point of no
return” in employment tax cases (i.e., a number of quarters or amount of tax accrued) at
which our enforcement posture should change.
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The SETAC met last week and established an aggressive timeline for completing its
review of the use of enforcement tools in employment tax cases.

‘We think these efforts will result in continued improvements in enforcement results and
will allow us to take a more strategic approach to the collection of employment taxes.

We have also advised GAO that we agree with their recommendations and look forward
to working with both internal and external stakeholders to improve our efforts in the
collection of Federal employment taxes.

Specifically, GAO made six recommendations on how the IRS could improve its
procedures. We agree to:

[

Explore the value of regularly extracting information from internal data sources to
identify the most egregious payroll tax offenders. The information could be
shared with the Director of Collection to supplement discussions with Area
directors regarding the quality and timeliness of case work.

Assign, when feasible, egregious payroll tax assessments and TFRP assessments
to a single revenue officer. Treating payroll tax and TFRP assessments as a single
unified and coordinated collection effort may achieve the advantages outlined in
the report. Timely determinations, recommendations and assessment of the TFRP
will accelerate the statutory notice requirements and may enable the revenue
officer to leverage the assessments more effectively to gain compliance and/or
prevent accumulation of additional unpaid payroll taxes.

Evaluate our existing practices and determine if a change should be made to our
current case routing criteria in order to allow liens to be filed as soon as a payroll
tax liability is identified.

Consider ways to use the reports available on the timeliness of TFRP assessment
as part of our on-going quality review process.

Evaluate the effectiveness and feasibility of establishing performance goals and
measures based on the information in the reports tracking the timeliness of TFRP
assessments.

Work with those states that have developed a program to match financial accounts
with tax debts to determine the effectiveness of their program and whether a
similar program in IRS would be cost effective and consistent with privacy laws.
In fact, we have already begun meeting with states to learn about their matching
programs and determine whether a similar model can be adopted at the Federal
level.

As we move forward in the employment tax arena, there are several promising aspects on
which we are working. The first of these is attacking the overall tax gap by improving
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the collection of payroll taxes. In August 2007, the Department of the Treasury and the
IRS released a comprehensive strategy to improve voluntary compliance and reduce the
tax gap. That strategy incorporated a comprehensive, multi-year, integrated, cross-
functional, corporate-level approach, including the following seven components:

* Reduce Opportunities for Evasion

» Make a Multi-Year Commitment to Research

¢ Continue Improvements in Information Technology
» Improve Compliance Activities

s Enhance Taxpayer Service

¢ Reform and Simplify the Tax Law

o Coordinate with Partners and Stakeholders

In each of these components, payroll tax collections will play a significant role as the
strategy is implemented. For example, RAS provides support by providing historical
information studies and reports, gathering and analyzing data for future purposes, as well
as providing general guidance and direction. In the long-term, our research efforts will
provide a method and foundation for the development of a multi-year employment tax
approach for FY 2009 and beyond. RAS will also consider initiating a National Research
Program (NRP) relating to employment taxes to measure the tax gap further while also
refining the issues that may be associated with employment tax non-compliance.

As a foundation for the strategic planning process, RAS analyzes data and helps to
identify emerging trends and sources of noncompliance within employment tax. RAS
also works to establish benchmarks and measure the quantitative and qualitative
effectiveness of IRS efforts.

In addition to the tax gap plan, we are working on the Business Master File Case Creation
Non-filer Identification Process (BMF CCNIP) project. This project will redesign and
enhance the BMF Case Creation Program to allow for the selection of BMF inventory
with the greatest potential for IRS intervention. The project will optimize limited
resources, increase employee productivity, and reduce taxpayer burden. BMF CCNIP
will improve workload selection and casework quality, resulting in improved customer
and employee satisfaction.

Summary

The IRS’ commitment to employment taxes is service-wide, as is the Department of the
Treasury’s. The IRS and Treasury are committed to striking the proper balance between
service and enforcement; to taking every possible step to minimize taxpayer burden; and
to focusing on improving filing, reporting, and payment compliance.

Thanks for the opportunity to be here today, and I will be happy to respond to any
questions.

10
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Executive Summary

In fiscal year 2005, Federal receipts totaled over $2.2 trillion. More than 95 percent of
net receipts were collected by the Internal Revenue Service (IRS) through its
administration of the income, fransfer and excise tax provisions of the Internal Revenue
Code. The vast majority of these receipts is collected through our voluntary compliance
system, under which taxpayers report and pay their taxes with no direct enforcement and
minimal interaction with the government. The overall compliance rate achieved under
this system is quite high. In 2001, the compliance rate was over 86 percent, after
including late payments and recoveries from IRS enforcement activities. Nevertheless,
an unacceptably large amount of the tax that should be paid every year is not, requiring
compliant taxpayers to make up for the shorifall and giving rise to the “tax gap.”

The Aduinistration is committed to working with Congress to reduce the tax gap. This
document outlines the Administration’s aggressive sirategy for addressing the tax gap.
The strategy builds upon the current efforts of the Treasury Department and the IRS to
improve compliance. As part of the deliberations in preparing the Administration’s fiscal
year 2008 budget request to Congress, the Treasury Department and the IRS are working
with the Office of Management and Budget to further develop this strategy to reduce the
tax gap. This document is intended to provide a broad base on which to build. The more
detailed elements of the tax gap sirategy are, in part, contingent upon the budget process
for fiscal year 2008 and beyond. Accordingly, the Treasury Department and the IRS will
provide a more detailed outline of steps they will take to address the tax gap following
release of the Administration’s fiscal vear 2008 budget request early next year.

Four key principles guided the development of this strategy:

o First, unintentional taxpayer errors and intentional taxpayer evasion should both be
addressed.

s Second, sources of noncompliance should be targeted with specificity.

e Third, enforcement activities should be combined with a commitment to taxpayer
service.

o Fourth, policy positions and compliance proposals should be sensitive to laxpayer
rights and maintain an appropriate balance between enforcement activity and
imposition of taxpayer burden.

These principles point to the need for a comprehensive, integrated, multi-year strategy fo
reduce the tax gap. Our practical and effective overall strategy includes the following
seven components:

1. Reduce Opportunities for Evasion. The Administration’s fiscal year 2007 budget
includes five legislative proposals to reduce evasion opportunities and improve the
efficiency of the IRS. The Treasury Department’s Office of Tax Policy is working with
the IRS to develop additional legislative proposals for consideration as part of the fiscal
year 2008 budget process. The Treasury Department and the IRS will also continue to

w2
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use the regulatory guidance process to address both procedural and substantive issues to
improve compliance and reduce the tax gap.

2. Make a Multi-Year Commitment to Research. Research is essential to identify
sources of noncompliance so that IRS resources can be properly targeted. Regularly
updating compliance research ensures that the IRS is aware of vulnerabilities as they
emerge. New research is needed on the relationship between taxpayer burden and
compliance and the impact of customer service on voluntary compliance, Research is
also essential to establish accurate benchmarks and to measure the effectiveness of IRS
efforts, including the effectiveness of this comprehensive strategy to reduce the tax gap.

3. Continue Improvements in Information Technology. Continued improvements to
technology would provide the IRS with better tools to improve compliance through eatly

detection, better case selection, and better case management.

4. Improve Compliance Activities. By improving document matching, examination, and
collection activities, the IRS would be better able to prevent, detect, and remedy
noncompliance. These activities would increase compliance not only among those
directly contacted by the IRS, but also among those who would be deterred from
noncompliant behavior as a consequence of a more visible IRS enforcement presence.
The IRS continues to reengineer examination and collection procedures and invest in
technology, resulting in efficiency gains and better targeting of examination efforts.
These efficiency gains translate into higher audit yields, expanded examination coverage,
and reduced burden on compliant taxpayers.

5. Enhance Taxpaver Service. Service is especially important to help taxpayers avoid
unintentional errors. Given the increasing complexity of the tax code, providing
taxpayers with assistance and clear and accurate information before they file their tax
returns reduces unnecessary contacts afterwards, allowing the IRS to focus enforcement
resources on faxpayers who intentionally evade their tax obligations. The statutorily
mandated Taxpayer Assistance Bluepring, the next phase of which is expected to be
delivered in January, will include a process for assessing the needs and preferences of
taxpayers and will develop a decision model to prioritize service initiatives and funding.
The IRS is also working to provide service more efficiently and effectively through new
and existing tools, such as the IRS web site.

6. Reform and Simplify the Tax Law. Simplifying the tax law would reduce
unintentional ervors caused by a lack of understanding. Simplification would also reduce
the opportunities for intentional evasion and make it easier for the IRS to administer the
tax laws. For example, the Administration’s fiscal year 2007 budget includes six
proposals to simplify the tax treatment of savings and families by consolidating existing
programs and clarifying eligibility requirements. The Office of Tax Policy is developing
other simplification proposals for consideration in the Admimistration’s fiscal year 2008
budget request. In addition, the Treasury Department is evaluating the report of the
President’s Advisory Panel on Federal Tax Reform and is considering options for reform.
These initiatives will continue to be supplemented by IRS efforts to reduce taxpayer
burden by simplifying forms and procedures.

-3
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7. Coordinate with Partners and Stakeholders. Closer coordination is needed between
the IRS and state and foreign governments to share information and compliance
strategies. Closer coordination is also needed with practitioner organizations, including
bar and accounting associations, to mainiain and improve mechanisms to ensure that
advisors provide appropriate tax advice. Through contacts with practitioner
orgamizations, the Treasury Department and the IRS learn about recent developments in
tax practice and hear directly from practitioners about taxpayer concerns and potentially
abusive practices. Similarly, contacts with taxpayers and their representatives, including
small business representatives and low-income taxpayer advocates, provide the Treasury
Department and the IRS with needed insight on ways to protect taxpayer rights and
minimize the potential burdens of compliance sirategies.

The success of this comprehensive strategy will depend, in significant part, on IRS
resources and the agency’s efficient and effective use of such resources. The IRS has
made significant progress toward improving the efficient use of its allocated resources,
especially in targeting enforcement efforts to areas where they will have the greatest
direct and indirect impact on compliance. The IRS will continue to seek ways to make its
operations more efficient and thus free resources to fund new compliance initiatives. In
implementing this strategy, the Treasury Department and the IRS recognize that it will be
important to establish benchmarks against which progress on each element of the strategy
can be measured.
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L The Size and Seurce of the Tax Gap

The “gross tax gap” is the difference between the amount of fax that taxpayers should pay
under the tax law and the amount they actually pay on time. In February 2006, the IRS
released updated compliance estimates, showing that the gross tax gap was $3435 billion
in tax year 2001, As a percentage of tax liability for tax year 2001, this represents a
compliance rate of about 8§3.7 percent.

This estimate, however, does not take into account taxes that were paid voluntarily but
paid late, or recoveries from IRS enforcement activities. Taking these factors into
account, the “net tax gap” was an estimated $290 billion in tax year 2001, which
represents a net compliance rate of 86.3 percent.

There are three key characteristics of the tax gap:

Over 70 percent of the gross tax gap is atiributable to the individual income tax,
which is the largest single source of Federal receipts.

Over 80 percent of the gross tax gap is caused by underreporting of tax (ie., by
underreporting income or overstating deductions and credits), with roughly half this
amount {including self-employment tax) attributable to underreporting of net business
income by individuals. Eighteen percent of the gross tax gap is attributable to
underpayments of taxes or failure to file tax returns.

e  Noncompliance is highest among taxpayers whose income is not subject to third-
party information reporting or withholding requirements.

These characteristics suggest a iargeted response designed to address the most significant
areas of noncompliance. The following overview discusses these characteristics in more
detail.

Type of Tax

As indicated above, the IRS estimates that over 70 percent of the gross tax gap is
atiributable to the individual income tax. As Table | below shows, the remainder of the
tax gap is associated with employment taxes (chiefly self-employment taxes), corporate
income taxes, and estate taxes.

! The estimates of underreporting of individual income and self-employment taxes were derived from
analysis of the 2001 National Research Program (NRP). Most of the other estimates are projections
derived from older compliance studies.
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Table 1
Gross Tax Gap by Type of Tax

Gross Tax Gap | Share of Gross Tax
Type of Tax ($ Billions) Gap (%)}
Individual Income 245 71
Corporate Income 32 9
Employment 59 17
Estate 8 2
Excise Not Available
TOTAL 345 | 100

! Totals may not add up to 100 percent due to rounding.

Type of Erver

The IRS estimates that over 80 percent of the gross tax gap is caused by underreporting
of tax (i.e., underreporting of income or overstating deductions and credits). Over 40
percent of the gross tax gap is atiributable to underreporting of net business income by
individuals (affecting both income and self-employment taxes). (See Table 2).

The remainder of the gross tax gap is split between two sources of errors:
o Roughly 10 percent of the gross tax gap is atiributable to underpayments, a significant
portion of which is due to employer failures to deposit withheld income and

employment taxes.

o The remainder of the tax gap is due to failure fo file tax returns, mostly for individual
income {axes.
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Table 2
Gross Tax Gap by Type of Ervor

Gross Tax Gap | Share of Gross
Type of Ervor (S Billionsy | | Tax Cap (%)’
Underreporting® | Individual Income Tax
Non-Business Income 56 16
Business Income 109 32
Adjustments, Deductions, 32
FExemptions, and Credits
Total 197 57
Corporation Income Tax 30 9
Empleyment Tax
FICA 14 4
Self-Emplovment Income Tax | 39 1
Total 54 16
Estate Tax 4 i
Total Underreporting 285 83
Underpayments® | Individual Income Tax 23 7
Employment Tax 5 1
Other 5 3
Total Underpayments 34 10
Nonfiling* Individual Income Tax 25 7
Estate 2 1
Total Nonfiling 27 8

! Totals may not add up to 100 percent due to rounding.

2 nformation regarding underreporting of excise taxes is not available,

*Underpayments include employer failures to deposit withheld income and employment taxes.

* fnformation regarding the nonfiling gap associated with corporate income taxes, employment taxes, or
excise taxes is not available.

Level of Transparency

Tax compliance is greatest for income subject to mandatory withholding by the payer.
Only one percent of the tax due on wage income (reported by employers) was not
reported to the IRS by return filers in 2001.

Noncompliance rates are higher for income that is not subject to withholding, but that is
reported separately to the IRS by a third party when payments are made. The net
misreporting percentage is about 4.5 percent for interest income, dividends, social
security benefits, pensions, and unemployment insurance, all of which are generally
subject to third-party reporting. The net misreporting percentage is somewhat higher for
income items that are subject to some, but not substantial, information reporting. For
partnership and S corporation income, alimony, reportable exemptions and deductions,
and capital gains, the net misreporting percentage is 8.6 percent.

.7
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Noncompliance rates are highest for income that is not subject to either withholding or
third-party reporiing requirements. About 54 percent of net income from proprietors
(including farms), rents, and royalties is misreported. Underreporting of self-
employment income also resulis in high noncompliance for self-employment taxes for
social security and Medicare.

Intentional Versus Unintentional Fyrors

A common question is the extent to which the tax gap results from intentional evasion
rather than unintentional errors by confused taxpayers. Determining taxpayer intent
under a regular examination is very difficult. For obvious reasons, taxpayers do not
concede that their erroneous reporiing is intentional, and any analysis of the nature of the
error by IRS examiners is inherently subjective. Some researchers have applied
econometric techniques fo compliance data to measure intentional evasion, but the results
have been inconclusive. In all events, complexity provides those taxpayers who are
predisposed io taking aggressive reporting positions the opporiunity to argue that their
errors are unintentional.

It is safe to conclude that both intentional and unintentional errors contribute to the tax
gap and that any strategy to reduce the gap must address both intentional evasion as well
as taxpayer confusion due to the complexity of the code.

L Challenges to Reducing the Tax Gap

Addressing the tax gap involves improving voluntary compliance, reducing opportunities
for evasion, and making it easier for the IRS to administer the tax laws. We must,
however, have realistic expectations about the magnitude and timing of the impact of any
reasonable sirategy fo reduce the tax gap, particularly if it is not accompanied by broader
simplification and reform of the tax code, or significant advances in compliance
technology.

Implementing a strategy to reduce the tax gap will take time. As a result, it will take time
to realize the anticipated benefits. As part of this strategy, the IRS will, for example,
acquire and analyze new data, improve document matching programs, refine examination
selection criteria, purchase and test new technology, and train employees to handle new
enforcement and customer service responsibilities.

Moreover, while it may be possible to develop a comprehensive sirategy that reduces the
tax gap, it is not possible to implement a policy that would come close o eliminating the
tax gap without an unacceptable change in the fundamental nature of our tax compliance
system.
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I, A Comprehensive Strategy to Reduce the Tax Gap

With an estimated net tax gap of $290 billion, no single approach will be successful at
substantially reducing noncompliance. A comprehensive, integrated, multi-year strategy
is necessary, within the context of an annual budget process.

1. Reduce Opportunities for Evasion

Without reliable third-party data, the IRS cannot easily detect errors in the absence of
expensive and intrusive audits. The IRS receives over 1.5 billion information retums a
year, reporiing income from employers, financial institutions, third party payers, and state
and Federal governments. However, the IRS still lacks reliable information on certain
types of income, most notably income earned by the self-employed.

Penalties can deter noncompliance, but they may be set at the wrong level. Some
penalties may be oo low under current law to change behavior. Other penalties may be
s0 high that examiners have been unable or unwilling to assert them, particularly when
they believe that taxpayers may have made inadvertent errors.

The Administration’s fiscal year 2007 budget contains five legislative proposals that
would reduce evasion opporiunities by focusing on employment taxes, information
reporting, streamlining collection procedures, and problem return preparers. The
legislative proposals in the Administration’s fiscal year 2007 budget are an important step
in reducing the tax gap. The Treaswry Department is developing other proposals for
consideration during the deliberations on the fiscal year 2008 budget, which would
further reduce opportunities for evasion without unduly burdening honest taxpayers.

During these deliberations, we are exploring a number of different options including
ways to:

Strengthen reporting requirements;

Expand IRS access fo reliable data;

e Enhance examination and collections authority;

®

Enable the TRS to detect and prevent multi-year noncompliance; and

Set penalties at more appropriaie levels.

@

The issuance of regulations and administrative guidance by the Treasury Department and
the IRS will also continue to play an important role in effectively administering the tax
law and responding to the tax gap problem. Guidance clarifies ambiguous areas of the
law, increasing voluntary compHance. Guidance aiso targets specific areas of
noncompliance, and prevents abusive behavior, such as tax shelters. Each year, the
Treasury Department and the IRS publish a Priority Guidance Plan. The 2006-2007 plan

-9.
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includes 264 guidance projects scheduled for completion between July 2006 and June
2007, Many of the 264 guidance items included in this year’s plan address potential
areas of noncompliance. A representative sample of these items includes:

e (Guidance regarding transfer-pricing arrangements involving cost-sharing under
section 482;

¢ (Guidance under section 671 regarding information reporting by widely-held fixed
investment trusts (WHFITs);

e Final regulations under section 860G(b) regarding withholding obligations of
parinerships allocating income from real estate mortgage investment conduit
(REMIC) residual interests to foreign persons; and

e Final regulations under section 6655 regarding estimated tax payments by
corporations.

The Treasury Department and the IRS have also successfully used the guidance process
to help curb the involvement of taxpayers and practitioners in abusive tax avoidance
transactions. For example, following enactment of the American Jobs Creation Act of
2004 (“AJCA”), the Treasury Department and the IRS released eleven separate guidance
items to put into effect new reportable transaction disclosure and penalty rules. A major
guidance project is currently underway to incorporate these rules into regulations. In
addition, building on provisions in the AJCA, the Treasury Department and the IRS have
taken significant steps to tighten and enforce the ethical rules that apply to tax
practitioners, fargeting improper tax advice as a significant contributor to noncompliance
and the tax gap.

The publication of instructions and forms also contribuies to increased efficiencies in tax
administration. For example, the IRS and the Treasury Department developed the
Schedule M-3 for large business taxpayers to disclose and reconcile book-tax differences.
The Schedule M-3 increases the transparency of book-tax differences, resulting in a
material increase in the IRS’s ability to detect sources of noncompliance. The Treasury
Department and the IRS are expanding Schedule M-3 coverage to S corporations and
partnerships.

Following release of the Administration’s fiscal year 2008 budget request, the Treasury
Department and the IRS will issue a more detailed outlive of the steps we will take to
reduce opportunities for evasion and address the tax gap. In addition, the Treasury
Department and the IRS will continue to identify guidance projects targeted to
compliance and include them in regular updates fo the Priority Guidance Plan.

2. Make a Multi-Year Commitment to Research
Research enables the IRS to develop strategies to combat specific areas of

noncompliance, improve voluntary compliance, allocate resoutces more effectively, and
reduce the tax gap.

-10 -
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The National Research Program (NRP) demonstrates the importance of comprehensive
compliance data. As part of the NRP, the IRS reviewed approximately 46,000 randomly
sampled individual income tax returns from tax year 2001 ~ the first comprehensive
compliance study for individual income tax retums since 1988. Returns for which
reported information could not be independently verified were audited. An NRP
reporting compliance study of 5,000 S corporation tax returns filed in 2003 and 2004 is
currently underway.

Data from the NRP reporiing compliance study have been used to estimate the individual
income tax component of the tax gap and to identify sources of noncompliance. Accurate
NRP data provides a critical benchmark for determining the sources of noncompliance
and for measuring changes in compliance rates over time. The IRS is also using the
findings from the NRP to target examinations and other compliance activities better, thus
increasing the dollar-per-case yield and reducing “no change” aundits of compliant
taxpayers. Innovations in audit techniques to reduce taxpayer burden, pionecred during
the 2001 NRP, have been adopted in regular operational audits.

More compliance research is needed. Without new reporting compliance studies, the IRS
is forced to rely on old studies, conducted over 20 years ago, to estimate compliance for
areas other than individual income tax or S corporations. Moreover, with each passing
year, the data from the 2001 study on individual income tax compliance becomes more
outdated. Without up-to-date studies in all areas, the IRS is hampered in its ability to
respond rapidly to emerging vulnerabilities in the tax system. A mulii-year commitment
to research would ensure that the IRS can efficiently target its resources and effectively
respond to new sources of noncompliance as they emerge. Compliant taxpayers benefit
when the IRS uses the most up-to-date research to improve workload selection formulas
because this reduces the burden of unnecessary taxpayer contacis. Research is also
critical in helping the IRS to establish benchmarks against which to measure progress in
improving compliance.

The IRS is considering new research projects in the following areas:

o  Regidarly update NRP reporting compliance studies. NRP studies (such as the 2001
reporiing compliance study of individual taxpayers) must be regularly and frequently
scheduled to ensure that the IRS has the most up-to-daie compliance data.

o [nitiate new NRP reporting compliance studies. To provide the IRS with more
comprehensive data on the magnitude and sources of noncompliance, NRP studies
could extend to parinerships, other business entities, employment taxes, exempt
organizations, and government entities.

s Supplement NRP reporting compliance studies with smailer and more targeted
compliance studies. By focusing on specific areas of noncompliance, smaller studies
can yield more information about the sources of noncompliance. Targeted studies
can also provide insight into the effectiveness of different types of compliance
strategies.

- 11 -
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Examine the linkages between taxpaver services and compliance. Research would
provide a better undersianding of the relationship between taxpayer burdens and
compliance and the impact of taxpayer service on voluntary compliance, two areas
where there has been limited work to date. Understanding the link between taxpayer
service and voluntary compliance could help the IRS better target taxpayer services as
well as develop programs that would both ease taxpayer burden and improve
voluntary compliance.

Develop new tools to uncover pasterns of noncompliance. Research must be done to
understand the changing patterns of noncompliance and to develop tools to discover
and address it. Improved abilities to link data sets and to recognize similarities in
abusive tax reduction strategies allow the IRS to target examination resources on the
oSt egregious cases.

Improve the allocation of resources. Research could help the IRS better match
enforcement and service resources with the types of noncompliance, thereby
maximizing the overall impact on compliance.

3. Continue Improvements in Information Technology

Tax administration in the 21% century requires improved IRS information technology
(IT). The IRS is committed to continuing to make improvementis in technology,
including:

Replacing antiquated core account management systems and technology. The
Customer Account Data Engine (CADE) is the technological foundation that will
enable the IRS to manage its tax accounts better and provide the data fora
modernized IRS. Over time, the existing data base (the Individual Master File) and
retrieval system (the Integrated Data Retrieval System) will be replaced with new
technologies, new data bases, and new applications.

Expanding and enhancing compliance activities through early detection, better case
selection, and better case management.

Delivering effective customer service, including E-File systems and web services, at
reduced cost.

Investing in infrastructure necessary to perform operations more efficiently, thus
freeing up resources for enforcement and taxpayer service projects.

Upon release of the Administration’s fiscal year 2008 budget request, the IRS will report
on specific steps that will be taken to continue fo improve its information technology.

4. Improve Compliance Activities

The IRS has an annual budget of roughly $10.5 billion for fiscal year 2006 to process
roughly 140 million individual, partnership, and corporate income tax returns and 1.5

-12 -
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billion information returns, provide guidance to taxpayers and their preparers, enforce the
tax law, and collect over $2 rillion of taxes. The IRS can address only a small part of the
tax gap each year through its enforcement activities. In 2005 taxpayer contacts by the
IRS included: 3.2 million notices sent fo individual taxpayers who made mathematical or
clerical errors on their 2004 tax returns, 3.5 million notices sent to taxpayers who
underreported income on their tax returns or did not file returns, and 1.2 million
examinations of individual income tax returns.

The IRS is continuing to improve efficiency and productivity through process changes,
investments in technology, and streamlined business practices. For example, to combat
abusive fax avoidance transactions, the IRS is expanding its front-line enforcement
activities by redirecting employees. As detailed in the following section, the IRS
continues to take advantage of technological advances, such as the Internet, to improve
taxpayer services. Not only do these technological advances ease taxpayer burden, but
they free valuable IRS resources to be devoted to enforcement activities.

The IRS will continue to reengineer its examination and collection procedures to reduce
time, increase vield, and expand coverage. As part of its regular examination program,
the IRS is expanding the use of cost-efficient audit techniques first pioneered in the NRP.
By increasing its use of reliable third-party data to verify information reported by
taxpayers, the IRS can better target its audit resources. The IRS is expanding its efforts
to shift to agency-wide strategies, which maximize efficiency by better aligning problems
(such as non-filers and other areas of noncompliance) and their solutions within the
organization. The IRS is committed to improving the efficiency of its audit process,
measured by audit change rates and other appropriate benchmarks.

However, efficiency gains in existing programs alone will not significantly reduce the tax
gap. Some of the new steps described elsewhere in this strategy, such as providing the
IRS with access to more third-party data and simplifying the tax code, would also help
make compliance activities more effective.

To reduce the tax gap further, new initiatives, such as the following, are needed:

e Expand information reporting. If legislation were enacted to strengthen reporting
requirements, the IRS could use the new information to increase and betier target its
enforcement activities. Voluntary compliance would also improve, freeing IRS
resources to focus on more questionable returns.

o Jmprove document matching program. Increasing the number of inguiries to
taxpayers when there are discrepancies between amounts reported on tax returns and
third-party information returns would improve compliance.

e Refine detection programs. Refining and expanding detection programs fo target
enforcement efforts on noncompliant taxpayers would ensure that IRS resources are
used effectively.

e Increase examinations in selected areas. Sore types of noncompliance (such as the
large amount of noncompliance attributable to unreported business income) can only
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be detected and prevented through labor-intensive, expensive examinations.
Reducing the tax gap will require more examinations in areas where they are most
cost-effective in recovering amounts attributable to past noncompliance and deterring
future noncompliance. As noted above, the IRS is continuing to reengineer the
examination process, allowing for some increase in coverage.

Implementation of these initiatives would have both direct and indirect benefits.
Improving compliance activities would result in an increase in enforcement revenues as
more noncompliant taxpayers are contacted and examined {the direct benefit). In
addition, a more visible IRS enforcement presence would deter other taxpayers from
evading their tax obligations, thus leading to an increase in voluntary compliance (the
indirect benefit).

5. Enhance Taxpayer Service

Taxpayer service is especially important to help taxpayers avoid making unintentional
errors. The IRS provides year-round assistance to millions of taxpayers through many
sources, including outreach and education programs, tax forms and publications, rulings
and regulations, toll-free call centers, the Internet, taxpayer assistance centers, and
volunteer income tax assistance (VITA) and tax counseling for the elderly (TCE) sifes.
Assisting taxpayers with their tax questions before they file their returns reduces
burdensome notices and other correspondence from the IRS after returns ave filed and
reduces inadvertent noncompliance overall,

Since the enactment of the IRS Restructuring and Reform Act of 1998, the IRS has
significantly improved customer service. For example: (1) in the 2006 filing season,
over 56 percent of all individual taxpayers filed electronically (more than double the
number who filed electronically in fiscal year 1999); (2) Low-Income Taxpayer Clinics
have been established to provide free or nominal charge representation for low-income
taxpayers in Federal tax disputes, and to provide tax education and outreach for taxpayers
who speak English as a second language; (3) the number of hits on the IRS web site
(“IRS.gov™"), which enables taxpayers to more easily obtain forms, track refunds, and get
answers to their questions, grew to over 135 million during 2006, up nearly 8 percent
from 2005; (4) other services, including the provision of transcripts of tax returns and
matching of taxpayer identification numbers for third-party payers, are now being
provided on-line; and (5} a pilot Compliance Assurance Process (CAP) program, which
allows large corporations to work with the IRS o determine tax return accuracy prior to
filing, provides these corporations with greater accuracy on their tax returns and greater
certainty about their tax lability at an earlier date.

In report language accompanying the fiscal year 2006 Appropriations bill for the
Treasury Department, the Senate Commitiee on Appropriations requested that the IRS
develop a five-year plan to improve taxpayer services. The Taxpayer Assistance
Blueprint, the next phase of which will be delivered in January, will include a process for
assessing taxpayer needs and preferences, develop a decision model to prioritize service
initiatives and funding, recommend service improvement initiatives, create customer-
centric performance and outcome measures, and outline a mulii-year research plan. The
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Taxpayer Assistance Blueprint will also provide an important tool to help establish
benchmarks against which improvements in customer service can be measured.

6. Reform and Simplify the Tax Law

The current tax code is too complicated. The complexity of the tax code makes the tax
law too difficult for taxpayers to understand and for the IRS to administer. Special rules
and subtle distinctions in the tax law foster a sense of unfairness in our tax system,
discouraging compliance and increasing the tax gap.

Taxpayers who want to comply with the tax code ofien make unintentional errors on their
returns, as they struggle to understand complicated rulss and forms. Complexity also
provides opportunities for those who are willing to exploit the system. Furthermore,
complexity makes it difficult for the IRS to detect noncompliance. Simplifying the tax
code will reduce unintentional errors by well-meaning taxpayers and reduce opportunities
for evasion. A simpler tax code will also be easier for the IRS to administer.

The complexity of the tax law also contributes to the tax gap because Hmited IRS
resources are increasingly committed to administering a wide array of targeted tax
provisions created to meet social policy goals. These targeted provisions, which
themselves are growing increasingly complicated, divert IRS resources from basic
compliance efforts.

The Administration’s fiscal year 2007 budget contains six proposals that would simplify
the tax treatment of savings and families. The Treasury Department will continue to
develop additional legislative proposals to simplify the tax code in ways that will reduce
the tax gap. In addition, the Treasury Department is stodying the report of the President’s
Advisory Panel on Tax Reform and is considering options for reform. Simplification
proposals aimed at reducing the tax gap would be part of a reform proposal.

Legislative initiatives will continue to be supplemented by administrative efforts to
reduce taxpayer burdens. In recent years, the IRS has taken a number of steps to reduce
taxpayer burden, including the establishment of the Office of Taxpayer Burden Reduction
(TBR). Recent improvements in IRS forms, processes and procedures include
simplifying the fiting requirements for Form 944 (Employer’s Annual Federal Tax
Return), eliminating the need for filing Form 2688 (Application for Additional Extension
of Time to File U.S. Individual Income Tax Return) by allowing the taxpayer to get an
automatic six month extension to file, and the creation of the EITC Assistant, an on-line
tool that helps taxpayers determine their eligibility for the earned income tax credit
(EITC) and the estimated EITC amount. Additional projects to simplify tax forms and
processes are currently under review by TBR.

7. Coordinate with Partuers and Stakeholders
The Treasury Department and the IRS extensively coordinate with state and foreign

governments, taxpayer representative groups and practitioners to increase compliance,
goin efficiencies in tax administration, improve taxpayer services and minimize taxpayer
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burden. Increasing the level of such coordination activities will be an important part of a
successful effort to reduce the tax gap.

e International Exchange of Information. Through tax treaties and tax information
exchange agreements, the United States is able to obtain from foreign tax authorities
information needed to enforce 11.5. tax laws. In addition, the United States
participates in information sharing regarding broader, non-taxpayer-specific
information. For example, through the Joint International Tax Shelter Information
Centre (JITSIC), the IRS and tax authorities in other participating countries will
continue to share information regarding abusive tax avoidance transactions.

o Federal-State Partnerships. The IRS continues to work with state governments to
develop strategies to address trends in noncompliance. For example, combined
Federal-state employment tax reporting allows extensive coordination between the
IRS and state governments with respect to employer noncompliance with
employment tax obligations. In addition, the Treasury Department’s Financial
Management Service and the IRS will launch a pilot program with two states in
January 2007 to enable taxpayers {o pay all their Federal and certain state taxes online
by means of the Treasury’s Electronic Federal Tax Payment System (EFTPS). This
initiative will provide one stop for taxpayers fo make their Federal and state tax
payments. Additional actions to address the tax gap in the next 18 months will
include:

o Exploring the use of state data-mining capabilities, designed to utilize
proprietary state data, to refine further and prioritize IRS audit leads;

o Testing the use of state Department of Revenue audit reports as an efficient
basis for IRS audit assessments;

o Testing the use of State Workforce Agency employment tax audit reports as
an efficient basis for similar IRS audit assessments;

o Expanding coordination with other Federal agencies with the goal of
leveraging their resources and securing data pertinent to IRS compliance
programs;

o Identifying state and Federal resources and programs that can be used fo
comununicate tax gap messages; and

o Identifying non-traditional methods utilizing state and Federal resources to
communicate the societal impact of the tax gap.

e Practitioner Liaison and Education. The Treasury Department and the IRS conduct
liaison and education activities with practitioners in order to learn about
developments in tax return preparation and to ensure that advisors provide
appropriate tax advice. The IRS maintains active relationships with several national
practitioner groups, small business representatives, and indusiry organizations tc
provide information related o the most current IRS positions and guidance. The
creation of the Office of Professional Responsibility has helped restore credibility io
enforcement of professional standards. Over the next 12 months, the IRS will
enhance outreach efforts with these practitioner and industry stakeholders to engage
in a discussion of key components of the tax gap including:

-16-



160

o Proper reporting of gross receipts;

o Correct computation of business deductions such as cost of goods sold,
depreciation, travel and entertainment expenses, and motor vehicle expenses;
and

o Third party information reporting.

¢ Taxpayer Representatives. The Treasury Department and the IRS often communicate
with taxpayer representative groups to leamn about taxpayer concerns, including issues
regarding taxpayer rights in administering the tax code. For example, comments
received from organizations representing low-income taxpayers significantly
improved new EITC procedures that are currently being tested by the IRS. Recent
meetings with representatives of small businesses have focused on the importance of
balancing the IRS’s need for action in areas of noncompliance with taxpayer concerns
about increased burdens. Ongoing interaction with these groups is an integral part of
this tax gap strategy.

Conclusion

The Administration is committed to reducing the tax gap. In doing so, the Administration
recognizes that the most effective way to reduce the tax gap is to increase compliance
rates through a combination of initiatives (including targeted legislative and
administrative changes, taxpayer service, and enforcement efforts) that are sensitive to
taxpayer rights and minimize taxpayer burden. Simplification of the tax law is also
critically imporiant to this effort. This document provides a broad strategy for reducing
the tax gap. The Administration is comumitied to working with Congress to further refine
and implement it.
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Tax Gap Strategy Timeline for Fiscal Year 2007

September o Initial tax gap strategy
October e Stakeholder meetings to review initial tax gap strategy
Noveraber e Development of Administration legislative proposals for

inclusion in fiscal year 2008 budget request
e Development of Administration’s budget request for the IRS
for fiscal year 2008
December e Proposal for next NRP Reporting Compliance Stud

January e Taxpayer Advocate’s Annual Report to Congress
Update of 2006-2007 Treasury Department/IRS Priority
Guidance Plan
e Launch of Federal/State Electronic Federal Tax Payment
System (EFTPS).
e Deliver Taxpayer Assistance Blueprint Phase II Report to
Congress
February ¢ Administration’s fiscal vear 2008 budget request, including
anticipated legislative proposals for compliance initiatives, tax
code simplification and IRS funding
March/April e Deiailed outline of IRS tax gap strategy reflecting provisions
in Administration’s fiscal year 2008 budget request
o QOutline steps to reduce opportunities for gvasion
o Outline IRS research initiatives
o Qutline IRS information technology initiatives
o Qutline IRS compliance initiatives
o Outline IRS taxpayer service initiaiives
o Qutline steps to reform and simplify the tax law

May e Stakeholder meetings to discuss Administration’s fiscal year
‘ 2008 budget request
June e Treasury Department review of practitioner compliance
initiatives
July e 2007-2008 Treasury Department/IRS Priority Guidance Plan.
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EXECUTIVE SUMNARY

INTRODUCTION

In Fiscal Year (FY) 20086, federal receipts totaled over $2.4 triflion. More than 95 percent of the
net receipts were collected by the Internal Revenue Service (IRS) through its administration of
the income, employment, transfer, and excise tax provisions of the Internal Revenue Code,
Virtually all of these receipts were collected through a tax system under which taxpayers
voluntarily report and pay their taxes with no direct enforcement and minimal interaction with the

government.

The overall compliance rate achieved under the United Stales revenue system is quite high. For
the 2001 tax year, the IRS estimates that, after factoring in late payments and recoveries from
IRS enforcement activities, over 86 percent of {ax liabilities were collected. Nevertheless, an
unacceptably large amount of the tax that should be paid every year Is not, such that compliant
taxpayers bear a disproportionate share of the revenue burden, and giving rise to the “tax gap.”
The gross tax gap was estimated to be $345 billion in 2001, Afier enforcement efforts and late
payments, this amount was reduced io a net tax gap of approximately $290 biflion.

The Treasury Depariment and IRS are committed to improving current compliance levels and
continuing to address all forms of noncompliance. The IRS Oversight Board has adopted an 86
percent voluntary compliance goal by 2009 and Senate Finance Commitiee Chairman Max
Baucus has asked for a 90 percent voluntary compliance goal by 2017. This report sets forth
steps that will be taken fo improve compliance and enhance the IRS' ability 1o measure
compliance. Once implemented, these steps will improve the IRS’ ability to gauge progress in
achieving specific long-term compliance objectives.

This report outline steps that the IRS will take to increase voluntary compliance and reduce the
tax gap. It builds on the Comprehensive Strategy for Reducing the Tax Gap (the Treasury
Strategy) that was releasaed in September 2008 by the Treasury Department’s Office of Tax
Policy and provides more defail for that strategy.

The IRS regularly addresses compliance improvement measuras in #ts planning and budgeting
processes. The Administration’s annual budget request identifies the resources the IRS will
need o meet specific performance goals o achleve iis sirategic priorities. This document
combines and addresses current tax gap efforts. In addition, the IRS has long been conducting
research in compliance and the tax gap, and resulting data is incorporated throughout this
document.

The steps outlined in this report are, in many respects, only initial steps toward improving
compliance. As describad below, one of the primary challenges that the IRS faces in improving
compliance is to get a better understanding of the current sources of noncompliance by
improving research in this area. Until that understanding is clarified, efforts to improve
compliance may be misdirected and progress may not be measurable. The IRS has taken
significant steps in this direction, most importantly through the Nationa!l Research Program
{NRP}, which is the source of updated estimates of compliance among individual taxpayers for
2001, The IRS is committed to furthering its work in this area through updated individual
taxpayer NRP examinations and a current study focusing on compliance among Subchapter S

corporations (S corporations).
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in implementing the steps set forth in this document, it is important to have realistic expeciations
and perspectives. Based on the limited information available, compliance rates appear o have
remained relatively stable at around 85 percent for decades. To make a meaningful
improvement in this number without a fundamental changs in the relationship between
taxpayers and the government will require a long-term, focused effort. Implementation of the
steps outlined in this document and in the Adminisiration’s Fiscal Year (FY) 2008 Budget
request for the IRS will be subject to the uncertainties associated with the annual budget
process. Moreover, it must be recognized that the causes of noncompliance are numerous and
that only a portion of the tax gap results from intentional avoidance or evasion of the law. An
equally or perhaps more important part of the problem lies in the growing complexity of the tax
laws, which will continue to frusirate efforts to improve compliance.

The Administration is commitied to working with Congress and other stakeholders to reduce the
fax gap. The Administration’s FY 2008 Budget request includes $11.1 billion for the IRS, a 4.7
percent increase over the budget enacted for FY 2007, A total of $410 million is for new
enforcement initiatives as part of a sirategy o improve compliance by:

s Increasing front-line enforcement resources;

o Increasing voluntary compliance through improved taxpayer service options and
enhanced research;

¢ Investing in technology to reverse infrastructure deterloration, accelerate
modernization, and improve the productivity of existing resources; and

o Implementing legislative and regulatory changes.

Since 2001 {the tax year studied by the NRP), IRS tax collections have increased significantly,
audit rates have improved across all taxpayer segments, and measuremsnis of taxpayer service
have risen to historic levels. While specific daia is not available, there is every reason to believe
that these improvements have contributed to a general shift away from aggressive tax planning
and an improvement in compliance levels over the past six years. In calfing for a significant
increase in IRS funding, the Administration’s budget recognizes, however, that much work
remains to be done. Based on historic experience, the IRS estimates that the overall refurn on
new investments in compliance averages 4:1, with an additional indirect impact resulting from
the improved overali compliance that comes from more targeted and effective enforcement of
the tax law. However, direct spending on compliance improvements does not lend iiseli to
traditional revenue-estimating analysis, given the difficulty in quantifying the effect that such
improvements have on iaxpayer behavior,

This report provides detall on how the additional funds requested in the Administration’s FY
2008 Budget will build on improvements the IRS has made in recent years to taxpayer service,
modernization, and enforcement, all of which are critical elemenis in the long-term strategy to
improve compliance. In particular, this report describes six separate initiatives in the FY 2008
Budget request that are aimed at improving enforcement. The report also details how additional
funds requesied will be targeted to improving taxpayer service, including implementation of the
recommendations made in the recently released Taxpayer Assistance Blueprint (TAB). In
addition, the report outlines how additional funds will accelerate implementation of IRS
modernization programs, to permit better document matching, faster and more accurate
processing of returns, and more timely access to taxpayer account information. A detailed
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timeline for implementing these various programs is included as an Appendix to this report.

The Treasury Department and IRS will continue to evaluaie resource demands for improving
taxpayer compliance. in addition, future budget requests will identify ways to utilize resources
efficiently and effectively to target enforcement efforts to areas where they will have the greatest
direct and indirect impact on compliance. The steps for improving compliance that are detailed
in this report will continue to evolve over time as our understanding of the problem improves and
as changes in the economy and changes in the tax law present new compliance challenges.

The Treasury Department's Comprehensive Strategy for Reducing the Tax Gap

Four key principles guided the development of the Treasury Strategy and continue to guide IRS
efforts to improve compliance:

s  First, both unintentional taxpayer enors and intentional taxpayer evasion should be
addressed.

¢ Second, sources of noncompliance should be targeted with specificity.

o  Third, enforcement activities should be combined with a commitment fo taxpayer
service.

s Fourth, policy positions and compliance proposals should be sensitive to taxpayer
rights and maintain an appropriate balance between enforcement aclivity and
imposition of taxpayer burden.

These principles point to the need for a comprehensive, integrated, multi-year sirategy to reduce
the tax gap. Guided by these key principles, the Treasury Sirategy outlines seven components
which form the basis for the detailed compliance improvement efforis set forth in this document:

1. Reduce Opportunities for Evasion. The Administration’s FY 2008 Budget request containg 18
legisiative proposals to reduce evasion opportunities and improve the efficiency of the IRS.
Three of these proposals were recently enacied in modified form. The 18 provisions would
result in an estimated $29.5 billion of additional revenues over the nexd ten years. The Treasury
Department and the IRS also conlinue to use the regulatory guidance process to address both
procedural and substantive issues to improve compliance and reduce the tax gap.

2. Make a Multi-Year Commitment fo Research. Research is essential to identify sources of
noncompliance so that IRS resources can be targeted properly. Regularly updating compliance
research ensures that the IRS is aware of vulnerabilities as they emerge. New research is
needed on the relationship between taxpayer burden and compliance and on the impact of
cusiomer service on voluntary compliance. Ressarch also is essential fo establish accurate
benchmarks and metrics to assess the effectiveness of IRS efforts, including the effectiveness
of the Treasury Strategy.

3. Continue Improvements in Information Technology. Continued improvements to technology,
including continued development of and additions to Modernized e-File, will provide the IRS with
better tools to improve compliance through early detection, better case selection, and better

case management.
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4. improve Compliance Activities. IRS actions have produced a steady climb in enforcement
revenues since 2001, and an increase in both the number of examinations and the coverage
rate in virtually every major category. By further improving examination, collection, and
document matching activities, the IRS will be better able 1o prevent, detect, and remedy
noncompliance. These activities will increase compliance — not only among those directly
contacied by the IRS, but also among those who will be deterred from noncompliant behavior as
a consequence of a more visible IRS enforcement presence. Aided by results from the recent
NRP study of individual taxpayers, the IRS continues to reengineer examination and collection
procedures and invest in technology, resulting in efficiency gains and betier targeting of
examination efforis. These efficiency gains translate into expanded examination coverage,
higher audit yields, and reduced burden on compiiant taxpayers.

5. Enhance Taxpayer Service. Service is especially important to help taxpayers avoid
unintentional errors. Given the increasing complexity of the tax code, providing taxpayers with
assistance and clear and accurate information before they file their tax returns reduces
unnecessary post-filing contacts, allowing the IRS to focus enforcement resources on taxpayers
who intentionally evade their tax obligations. The IRS also is working to provide service more
efficiently and effectively through new and existing fools, such as the IRS website. The
Taxpayer Assistance Blueprint {TAB), which was completed in April 2007, outlines a five-year
strategic plan for taxpayer service. The TAB includes a process for assessing the needs and
preferences of taxpayers and pariners and a decision model for prioritizing service initiatives
and funding.

8. Reform and Simplify the Tax Law. Simplifying the tax law would reduce unintentional errors
caused by a lack of understanding. Simplification would also reduce the opporiunities for
intentional evasion and make it easier for the IRS to administer the tax laws. For example, the
Administration’s FY 2008 Budget request includes proposals to simplify tax credits for families
and tax treaiment of savings by consolidating existing programs and clarifying eligibility
requirements. These initiatives will confinue to be supplemented by IRS effors o reduce
taxpayer burden by simplifying forms and procedures.

7. Coordinate with Partners and Stakeholders. Enhanced coordination is needed between the
IRS and state and foreign governments to share information and compliance sirategies.
Expanded coordination also is needed with practitioner organizations, including bar and
accounting associations, o maintain and improve mechanisms 10 ensure that advisors provide
appropriate tax advice. Through contacts with practitioner organizations, the Treasury
Department and IRS learn about recent developments in tax practice and hear directly from
practitioners about taxpayer concerns and potentially abusive practices. Similarly, contacts with
taxpayers and their representatives, including small business representatives and low-income
taxpayer advocates, provide the Treasury Department and the IRS with needed insight on ways
to protect taxpayer rights and minimize the potential burdens associated with compliance
strategies.

The IRS Strategic Planning Process

The more detailed steps outlined for improving compliance are, in part, contingent upon the
budget process for FY 2008 and beyond. Accordingly, adoption of the Administration’s
proposed FY 2008 Budget for the IRS along with the enactment of the legislative
recommendations included as part of that budget are critical components of the sirategy to
reduce the tax gap.
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The IRS has an extensive annual sirategic planning process through which each of its operating
divisions develop and estimate resource requirements needed to achieve functional priorities
and performance targets based on budget allocations. Detailed action plans, which are part of
the IRS’ strategic planning process and are coordinated with this report, identify specific sub-
goals and measures as well as accountable parties. Progress toward these plans is monitored
internally and reported to the Treasury Depariment and the Office of Management and Budget
{OMB) throughout the year.

Return to Table of Contents



UNDERSTANDING THE TAX GAP

The Internal Revenue Code places three primary obligations on taxpayers: (1) to file timely
returns; (2) to make accurate reporis on thoss returns; and {3) to pay the required tax voluntarily
and timely. Taxpayers are compliant when they meet these obligations. Noncompliance — and
the tax gap ~ results when taxpayers do not meet these obligations.

The tax gap is defined as the aggregate amount of frue tax liability imposed by law for a given
tax year that is not pald voluntarily and timely. True tax Babllity for any given taxpayer means
the amount of fax that would be determined for the 1ax year in question if all relevant aspects of
the tax law were correctly applied to all of the relevant facts of that laxpayer’s situation. Fora
variety of reasons, this amount often differs from the amount of tax that a taxpayer reports on a
return. The taxpayer might not understand the law, might make inadvertent mistakes, or might
misreport intentionally,

To be paid voluntarily, a tax liability must be paid without direct IRS intervention. Taxpayers
have the responsibility to determine and report their correct tax liability, and to make sure that
amount is paid {whether through withholding, estimated tax payments, payments with a filed
return, otc.). The IRS focuses its enforcement where it is needed most, but the overall rate of
tax compliance in the United States is as high as it is because the vast majority of taxpayers
meet their obligations with little or no involvement from the IRS. To be paid timely, a tax liability
must be paid in full on or before the date on which all payments for the given tax year were
legally due,

ftis important to emphasize that IRS estimates of the tax gap are associaled with the legal
sector of the economy only. Although tax is due on income from whatever source derived, legal
or illegal, the tax attributable to income earned from iilegal activities is extremely difficult to
estimate. Moreover, the government's interest in pursuing this type of noncompliance is,
uitimately, to stop the illegal aclivity, not merely fo tax it.

Although they are related, the tax gap is not synonymous with the “underground economy.”
Definitions of the “underground econormy” vary widely. However, most people characterize it in
terms of the value of goods and services that elude official measurement. Furthermore, thers
are some items in the “underground economy” that are not included in the tax gap (such as tax
due on illegal-source income), and there are contributors 1o the tax gap that no one would
include in the “underground economy” (such as the tax associated with overstated exemptions,
adjustments, deductlions, or credits, or with claiming the wrong filing status). The greatest area
of overiap between these two concepts is sometimes called the “cash economy,” in which
income (usually of a business nature) is received in cash, which helps to hide it from taxation.

Equally imporiant, the tax gap does not arise solely from tax evasion or cheating. It includes a
significant amount of noncompliance due to tax law complexity that resulis in errors of
ignorance, confusion, and carslessness. This distinction is important even though, at this point,
the IRS does not have sufficient data 1o distinguish clearly the amount of noncompliance that
arises from willful, as opposed to unintentional, mistakes. Moreover, the line between
intentional and unintentional mistakes is often & grey one, particularly in areas such as basis
reporiing, where a taxpayer may know that his or her reporting is inaccurate but does not have
ready access to accurate information. This is an area where additional research is needed to
improve understanding.
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MEASURING THE TAX GAP

Historically, estimates of federal tax compliance were based on special studies, including the
Taxpayer Compliance Measurement Program (TCMP), which covered income and self-
employment taxes and groups of taxpayers, and consisied of line-by-line audits of random
samples of returns. These studies provided the IRS with information on compliance trends and
allowed the IRS fo update audit selection formulas regularly. However, this method of data
gathering was extremely burdensome on the taxpayers whose retums were selecied. Asa
result of concerns raised by taxpayers, Congress, and other stakeholders, the last TCMP audits
were done in 1988,

The IRS conducted several much narrower compliance studies between 1988 and 2001, but
nothing that would provide a comprehensive perspeclive on the overall tax gap. Until recently,
all of these subsequent estimates of the tax gap have been rough projections that basically
assume no change in compliance rates among the major tax gap components even though the
magnitude of these projections reflects growth in tax receipts in these major tax gap categories.

The NRP, which the IRS has used to estimate the most recent tax gap updates, arose cutof 8
desire o find a less intrusive means of measuring tax compliance. The IRS used a focused
statistical selection process that resulted in the selection of approximately 46,000 individual
income tax returns for Tax Year (TY) 2001 — somewhat fewer than previous compliance studies,
evsn though the population of individual tax retums had grown over time.

Like the compliance studies of the past, the NRP was designad 1o allow the IRS o meet certain
objectives ~ to estimate the overall extent of reporting compliance among individual income fax
filers and to update the audit-selection formulas. It also introduced several innovations
designed to reduce the burden imposed on taxpayers whose returns were selected for the study.

The first NRP innovation was {o compile a comprehensive set of data to supplement what was
reported on the selected returns. The sources of the “case building” data included third-party
information returns from payerss of income {2.g., Form W-2 and Form 1099) and prior-year
returns filed by taxpayers. Also, for the first time, the IRS added data on dependents obtained
from various government sources, as well as data obtained from public records (e.g., current
and prior addresses, real estate holdings, business registrations, and involvement with
corporations). Together, these data reduced the amount of information requested from
faxpayers, with some of the selected taxpayers not requiring any contact from the IRS. in effect,
these data allowed the IRS to focus its efforts on refurn information that could not otherwise be
verified. This ploneering approach was so successful it is being expanded in regular operational
audit programs.

A second major NRP innovation was o introduce a “classification” process, whereby the
randomliy selected returns and associated case-building data were first reviewed by experienced
auditors (referred 1o as classifiers) who identified not only which issues needed to be examined,
but also the best way io handle each return in the sample. In this way, each return was either:
{1} accepted as filed, without contacting the taxpayer at all (although, sometimes, minor
adjustments were noted for research purposes); (2) selected for correspondence audit of up to
three focused issues; or {3) selected for an in-person audit where there were numerous items
that needed to be verified. in addition, the classifiers identified compliance issues that the
auditor was required to svaluate, although the examiners had the ability to expand the audit to
investigate other issues as warranted.
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Other NRP innovations included streamlining the collection of data, providing auditors with new
tools to detect noncompliance, and involving stakeholders (including representatives of tax
professional associations) in the design and implementation of the siudy. Clearly, the NRP
approach was much less burdensome on taxpayers than the old TCMP audits, which examined
every line item on every return.

TAX GAP ESTIMATES

As noted above, for the 2001 tax year, the overall gross tax gap was estimated io be
approximately $345 billion, corresponding to a noncompliance rate of 16.3 percent. After
accounting for enforcement efforis and late payments, the amount was reduced to $290 billion,
corresponding o a net noncompliance rate of 13.7 percent.

Noncompliance takes three forms:
o notfiling required returns on time (nonfiling);
s not reporting one’s full fax liability on a timely filed return (underreporting); and
e ot timely paying the full amount of tax reported on a timely return (underpayment).

The IRS has separate tax gap estimates for each of these three types of noncompliance.
Underreporting (in the form of unreported receipts and overstated expenses) constitutes over 82
percent of the gross tax gap, up slightly from earlier estimates. Underpayment constitutes
nearly 10 percent and nonfiling almost 8 percent of the gross tax gap.

Nonfiling

The nonfiling gap Is defined as the amount of true tax liability that is not paid on time by
taxpayers who do not file a required return on time {or at all). 1t is reduced by amounts paid on
time, such as through withholding, estimated payments, and other credits. The nonfiler
population does not include legiimate nonfilers (i.e., those who have no obligation to file).

Underreporting

The undesreporting gap is defined as the amount of tax lisbility not voluntarily reported by
taxpayers who file required returns on time. For income taxes, the underreporting gap arises
from three errors: underreporiing taxable income, overstating offsets to income or 1o tax, and
net math errors. Taxable income includes such items as wages and salaries, rents and
royalties, and net business income. Offsets to income include income exclusions, exemptions,
statutory adjusimentis, and deductions. Offsets to tax are tax credits. Net math errors involve
arithmetic mistakes or transcription errors made by taxpayers that are corrected at the time the
return is processed. In addition to developing an estimate of the aggregate underveporting gap,
it is possible to break aspecis of this estimate down into measures of the underreporiing gap
atiributable to specific line ftems on the tax refurn,
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Underpayment

The underpayment gap is the portion of the tofal tax liability that taxpayers report on their timely
filed returns but do not pay on time. This arises primarily from insufficient remittances from
taxpayers themselves. However, it also includes employer under-deposits of withheld income
tax. in the case of withheld income tax, it is the responsibility of the employees 1o report the
corresponding tax liability on timely filed returns, and it is the responsibility of their employers to
deposit those withholdings with the government on time.

THE TAX GAP MAP

Figure 1 summarizes the key components of the tax gap and how they relate to one another. It
has come 1o be known as the “Tax Gap Map.” As the Tax Gap Map indicates, the IRS estimates
that, for 2001, approximately $55 billion of the gross tax gap will eventually be paid through
enforcement or other late payments, leaving a net tax gap of about $290 billion. This projection
of what will eventually be paid is based on fiscal year tabulations of past enforcement revenue
and on prior studies of amounts that are paid late without enforcement efforts. Obviously, this
projection depends directly on actions that both the IRS and taxpayers will take in the future,
and the past is not likely to be a perfect predicior of that. Moreover, the IRS does not have good
data on the amounts that are paid late without enforcement efforts. Consequently, this estimate
of enforcement revenues and other late payments Is necessarily subject to some uncertainty.

The Tax Gap Map distinguishes between “good” and “weak” estimaies. For example, the
corporation income tax estimates are acknowledged as weak because compliance behavior
may have changed since the mid-1980s, which s the last time the IRS collected data on
corporate compliance. Moreover, the underreporting tax gap is estimated as the difference
beitween true tax liability and reporied amounts, Determining true tax liabifity for large rmdt-
national corporations can be difficult, given the complexity of the tax law, economic activities
undertaken by these taxpayers, and the difficulty of making any kind of statistically valid
assumptions based on a limited population of taxpayers. Weaknesses in general arise from two
causes: using old data and using data and methods that do not adequately reflect the full extent
of noncompliance.

Figure 2 organizes these estimates by type of tax and by type of noncompliance. As with tax
gap estimates for prior tax years, the overall iax gap is dominated by the underreporting of
individual income tax, which resulis in part from the dominant role that the individual income tax
plays in overall federal tax receipts.

The individual income tax accounted for about half of all tax receipts in 2001, Individual income
tax underreporting, however, was approximately $197 billion, or about 57 percent of the overall
tax gap. While a comparison with 1988 data would suggest a slight decrease in individual
income tax reporting compliance, it is important to remember that the data tell nothing about the
years just before or just after TY 2001 and, as such, cannot show whether compliance trends
today are improving or getting worse. Moreover, many aspects of the data and estimating
methodologies used now are not comparable to earlier studies. In addition, broader changes in
the economy over the past 20 years have made comparisons belween the data difficult.



173

Figure

TAX GAP MAP for Tax Year 2001 {in § Billions}
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Figure 2

. e Distribution |
Individual Income Tax 234 245 71.1%
?g)r(poratxon income # 30 53 32 9.9%
Employment Tax # 54 50 59 17.0%
Estate & Gift Tax 2 4 2.1 2 2.4%
Excise Tax # # 0.5 1 0.1%
TOTAL 27 285 333 345
Percent Distribution 7.8% 82.5% 9.7% 100.0%

* Since the underpayment gap figures are generally actual amounts rather than estimates, they are
presented here 1o the closest $0.1 biffion.

# No estimates are avallable for these components.
Amounts may not add {o totals due o rounding. See Figure 1 regarding the reliability of estimates.
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The estimate of the self-employment tax underreporting gap is $39 bilion, which sccounts for
about 11 percent of the overall tax gap. Self-employment tax is underreported primarily
because self-employment income is underreported for income tax purposes. Taking individual
income tax and self-employment tax together, then, it can be seen that individual underreporting
contributes approximately 68 percent of the overall tax gap.

Figure 3 presents the same information, broken out by type of taxpayer {as defined by the IRS
operating divisions that serve the taxpayer) rather than by type of noncompliance. This
indicates that most of the underreporting of individual income tax is associated with individuals
who have business income. The underreporting of self-employment tax is closely associated
with the underreporting of business income by individuals; sole proprietors who understaie their
business incormne for incoms tax purposes are not likely 1o report the unreported income for
employment tax purposes either.

Figure 3
indvidual | 50 5 ' \N(/ 195 | NA | WA - ‘245:“ kk209°/
Income Tax e
Corporation
ororeton, | NA | NA | 6 6 25 | 1 32 | 185%
?mp“’y’“e”‘ 0 40 7 47 g8 | 4 59 8.1%
ax
Self-
Empioyment | A | 39 N 39 | NA | WA 39 | 51.9%
FICA and
ey 0 1 7 8 8 | 4 20 3.0%
%;ff‘e&e‘ﬁ # g8 |NA 8 | NA | NA 8 | 229%
Excise
e 0 o | o 0 0| o 1
g‘e};’;ﬁtgfp 50 | 243 | 14 | 257 | 34 | 4 | 345
pere 145% | 70.5% | 4.0% | 745% | 9.8% |1.2% 1100.0%
ggi’:"mp"a“ce 121% | 27.1% | 5.3% | 22.3% | 8.0% | 3.4% 16.3%

* Unrelated Business Income Tax is shown as corporation income tax.
1 Includes underpayment gap only.
# No estimate is available for this component,

Amounts may not add to folals due 1o rounding. Zeros indicate amounts less than $0.5 billion. See
Figure 1 regarding reliability of estimates.
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Individual income tax accounts for over 71 percent of the overall tax gap estimaie of $345 billion.
This is due, in part, to the fact that individual income 1ax is the largest single source of federal
receipts.

The individual income tax underreporting gap can be broken out by the varicus line items on a
typical return — income sources, offsels io income (i.e., exemptions, adjustments, and
deductions}, and offsets to tax {i.e., credits). Figure 4 provides updated estimates of both the
fax gap arising from misreporting on each line item and the corresponding Net Misreporting
Percentage (NMP)." These estimates are based on thorough audits of a representative sample
of returns, but they also account for underreporting that is not detected in those audits.

As in previous compliance studies, the NRP data suggest that well over half ($108 billion) of the
individual underreporting gap came from understated net business income (e.g., urweported
receipis and overstated expenses). Approximately 28 percent {$56 billion) came from
underreported non-business income, such as wages, tips, interest, dividends, and capital gains.
The remaining $32 billion came from overstated subtractions from income (i.e., statutory
adjustments, deductions, and exemptions) and from overstated tax credits.

An obvious conclusion from Figure 4 is that the accuracy of reporting the various line items on
the average income tax return varies widely, depending on the type of income or offset being
reported. Figure 5 presents the same line items grouped by the degree 1o which the items are
“visible” to the IRS — that is, the extent fo which they are subject to information reporting and
withholding. The conclusion is striking: reporting compliance is strongest in the presence of
substantial information reporting and withholding. This is iliustrated graphically in Figure 6.
Although the contribution to the underreporting gap depends on the dollars of income or offset at
stake, the NMP is clearly inversely related fo the degree of visibility.

It appears that compliance rates for sections of the Form 1040 where the most noncompliance
oceurs have not changed dramatically since the last compliance study for TY 1988. The
amounts least likely to be misreported on tax returns are subject to both third-party information
reporting and withholding and are, therefore, the most visible (e.g., wages and salaries). The
net misreporting percentage for wages and salaries is only 1.2 percent.

Amounts subject to third-party information reporting, but not fo withholding (8.g., interest and
dividend income), exhibit 2 somewhat higher misreporting percentage. For example, there is
about a 4.5 net misreporting percentage rate for items subject to substantial information
reporting, such as interest, dividends, pensions, and social security benefits.

Amounts subject to partial reporting by third parties {e.g., capital gains} have a still higher net
misreporting percentage rate of 8.6 percent. As expected, amounts not subject to withholding or
third-party information reporting (e.g., sole proprietor income and the “other income” line on
Form 1040 are the least visible and, therefore, are most likely to be misreported. The net
misreporting percentage for this group of line items is 53.9 percent.

! The net amount of income misreported divided by the sum of the absolute values of the amounis that
should have been reporied. The NMP measures provide insight into the extent of noncompliance for any
given provision. However, caution should be applied when comparing NMPs across tax provisions. First,
a provision may have a large NMP but contribuie only slightly to the tax gap (e.g., the toal true tax fiability
for a particular item is relatively small). Second, the NMP contains an adjustment for income amounts
that were underreported but does not have a corresponding adjustment for offset amounts that were not
claimed.

12
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Figure 4

Tax Year 2001 Individual Income Tax Underreporting Gap and Net Misreporting
Percentage (NMP) Assocsated wnth lncome and Oﬁset Lme !tems

Net
Type o€ inccme or Oﬁset : - Ungaarre(%ogimg Masrepomng

| ao PR | Percentage ! |

Totat Underreportmg Gap 197 18%
Underreported Income Looee e %

Non-Business Income 56 4%
Wages, salaries, lips 10 1%
Interest income 2 4%

Dividend income 4%

1

Stale income tax refunds 1 12%
Alimony income * 7%
Pensions & annuities 4 4%
Unemplovment compensation * 11%
Social Security benefits 1 6%
Capital gains 1 12%
Form 4797 income 3 64%
Other income 23 64%
Business Income 109 43%
Non-farm proprietor income 68 57%
Farm income 6 72%
Hents & rovaities 13 51%
Partnership, S-Corp, 22 18%

Estate & Trust, sic. ‘ ‘

QOveneported Offselstolpcome - | - 48 1 de

Adjusimenis -3 -21%
SE Tax deduction® -4 -51%
All other adjustments 1 5%
Deductions 14 5%
Exemptions \ 4 5%

Credits = = 0 17 el 26%
 Net  Net Math Enors (mn»ElTC) . i :

T The amount of income or offset misreported divided by the amount that should have been reported. The NRP
contains an adjustment for income amounts that were underreported, but does not have a corresponding
adjustment for offset amounis that were not claimed.

* Less than $0.5 billion.

§ Taxpayers understate this adjustment because they understaie their self-employment income and,
thereby, their self-employment tax. Therefore, the gap assoclated with this item is negative.
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Figure &

Tax Year 2001 Individual Income Tax Underreporting Gap and Net Misreporiing
Percentage (NMP) Associated with income and Offset Line ltems, By Visibility
Groups

e
Vnssbmty Group . Underreportmg
: Type of ¥ncome or Oﬁsai ; Gap ($B}>. géfé:ﬁ?;égg
Totai Underreporting Gap 197 18%
‘tems Subject to Substantial | 0w
Information Reporting and thhhoidmg .
10 1%

Wages, salaries, tips
ltems Subject to Substantial
on Reporting
tnterest income
Dividend income
Staie income tax refunds
Pensions & annuities
Unemployment compensation

__Social Security benefits |

4%

12%

B
&

Partnersh:p, 8- Corp,
Estate & Trust, elc.
Alimony income
Capital gains
Deductions

Exemptions
ltems Sibjectio Little of No

information Reporting ‘ ‘ HO e 5‘4’6 L
Non-farm proprietor i income 68 57%
Farm income 5 72%
Rents & royalties 13 51%

Form 4797 income 3 64%
Other income 23 64%
Total statuiory adjustmems I -3 -21%
Credits 17 26%

1 The aggregsie amount of income or offsel misreported divided by the sum of the absoluie values of the amount
that should have been reporied. The estimates of the amounis that should have been reporied account for
underreported income that was not delected by the audits, but do not have a corresponding adjustment for
unclaimed offsets {e.g., deductions, exemptions, stalutory adjustments, and crediis) that were not detected.

* Less than $0.5 biflion,

§ Since credits are offsels to tax, it is difficult to combine them with income and income offset rems when
calculating a combined NMP.
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Figure 6

Tax Year 2001 Individual Income Tax Underreporting Gap
Misreporting of Income and Offsets by “Visibility” Categories
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With transactions that are less visible to the IRS, and with very low audit rates by historical
standards, some sole proprietors may have become emboldened to cut corners on their laxes.
Other small business owners may fail to comply fully because they are overwhelmed by the cost
and complexity of meeting their tax obligations and their business requirements. Whatever the
reasons, there is a serious problem with underreporting for those items not subject to
information reporting.

The underpayment gap is the simplest component of the tax gap to measure since, for the most
part, it is observed in full. The underpayment gap is the difference between the tax that
taxpayers report on their timely filed returns and the amount that is actually paid by the payment
due date. The first amount is tabulated from the Individual Masier File. With the exception of
employer under-deposit of withheld income tax, the amount paid is also tabulated from the
Individual Master File.

Figure 7 summarizes the underpayment gap and rates for TY 2001 arrayed by taxpayer type
(rather than tax type as in Figure 1). Almost all of what is voluntarily reported is also paid on
time, and more than two-thirds of the balance is paid within two vears. Individual income tax
contributes almost two-thirds of the total underpayment gap, and over three-guarters of the
individual income tax underpayment gap is associated with taxpayers who have business
income.
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Since sole proprietors report their self-employment tax on their individual income tax returns
{Form 1040), the TY 2001 NRP study provided new compliance data with which to estimate this
component of the tax gap. Self-employment tax is sometimes not reported correcily (or at all) in
connection with reported self-employment income that is reported. However, most of this
component of the {ax gap is associated with unreporied self-employment income. The NRP
auditors detected some of this unreporied income, but not all of it. The IRS estimate of the self-
employment tax underreporiing gap accounts for this undetected income. Estimates also
account for the fact ithat some of this unreported income would not be subject to full self-
employment tax, given the annual cap on Social Security taxes. Accounting for all of these
factors, the updated estimate of the self-employment tax gap for TY 2001 is $39 billion.

The remaining tax gap estimates shown on the Tax Gap Map (Figure 1) are based on data older
than TY 2001. In order to develop estimates based on the latest data, but for a comimon tax
year, the IRS projected the most recent previous estimates to TY 2001 using a simple approach.
Lacking information to the contrary, the IRS assumed that the compliance rate for each major
component remained constant. The fax gap in a given component was projecied 1o grow at the
same rate as tax receipts in that componert. The IRS plans to update these estimaies as newer
compliance daia become available.

The main lesson from the Tax Gap Map is that noncompliance is worst where the barriers io
voluntary compliance or the opportunities for noncompliance are greatest, This is seen even
more vividly in Figure 6, which shows the importance of third-party information reporting.

Figure 7

Tax Year 2001 Underpayment Gap By Typs of Taxpayer

All Taxes * 317 98.6%

Wage & Investment 4.3 98.9% 2.1 1.8 99.4% 99.6%
Small Business / Self-

Employed 23.7 97.6% 7.3 6.5 99.2% 99.3%
Large & Mid-Size

Business 3.3 99.6% 2.0 2.0 99.7% 99.7%
Tax Exempt/ 0.4 00.87% | 02 04! 9995% | 99.07%

Government Entities

1 The Voluntary Payment Compliance Rate is the portion of tax reported on timely filed retums that is paid on time.
The Cumulative Payment Compliance Rate is the portion of tax reported on timely filed relums thatis paid as of a
certain date.

* The $31.7 hillion total for all taxes excludes $1.8 billion of individua! income taxes withheld by employers but neither
reporied on timely filed employment tax returns nor paid by employers.

Return o Table of Contents
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A wide range of factors influence voluntary compliance, although there is liltle empirical
confirmation as to the most important of these factors or theilr magnitudes. However, itis
generally agreed that IRS actions are not the sole — or perhaps even the primary — determinants
of voluntary compliance. In addition to whether information reporting and withholding
requirements exist as mentioned previously, other important factors include the following:

o Taxlaw changes, including:
o opening or closing opportunities for noncompliance
o tax law complexity may confuse taxpayers or make noncompliance more
difficult to observe
o taxrates may affect incentives to report income

¢ The economy, including:
o income and unemployment levels
o the mix of industries

» Demographics, including:
o the aging of the population
o changing housshold arrangements
o growth in the number of non-English-speaking taxpayers

* Socio-political factors, including:
o swings in patriotic sentiments
o taxpayer perceptions of whether they are getiing their money’s worth from
their taxes

Additionally, there are both direct and indirect effects of enforcement activities. Direct effects
refer to the collection of additional revenue from taxpayers who are subject to enforcement
actions. Indirect effects refer fo "spillover” effects when enforcement activity on one set of
taxpayers has positive effecis on the compliance behavior of the rest of the taxpayer population
in response 1o heightened enforcement activity.

MEABURING VOLUNTARY COMPLIANCE

it is very difficult to determine the impact that any IRS aclivity has on voluntary compliance.
While the direct effect of IRS enforcement aclivities is identifiable through the impact on
collections, the IRS cannot easily estimate the indirect effects. That is partly because the IRS
cannot observe laxpayers’ true tax liabilities {they must be estimated), and partly because so
many factors may influence the extent to which they pay their tax voluntarily and timely —
including many faciors outside of IRS control. The challenge is to sstimate the impact of each
IRS activity on observable behaviors — returns filed, tax reporied, and tax paid ~ controlling for
other influences as much as possible. Only then will the IRS know the best mix of activities that
will foster the greatest degree of voluntary compliance.

17
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Long-Term Goal for Voluntery Compliance

The Voluntary Compliance Rate (VCR) is the amount of tax for a given tax vear that is paid
voluntarily and timely, expressed as a percentages of the corresponding amount of tax that the
IRS estimates should have been paid. 1t reflects taxpayers’ compliance with their filing,
reporting, and payment obligations. The latest estimate of VCR is 83.7 percent for all taxes and
all taxpayers for TY 2001.

In the Adminisiration’s budget request for FY 2007, the IRS established a long-term goal of an
85 percent voluntary compliance by TY 2009. in February of 2007, the IRS Oversight Board, as
part of establishing a sirategic direction for the IRS, established a long-term goal of an 86
percent voluntary compliance rate by TY 2008. Senator Baucus, Chairman of the Senate
Finance Committee, has asked for a 90 percent voluntary compliance goal by TY 2017.

An increase in the VCR to 86 percent by TY 2009 may not seem large, but the available
evidence suggests that the VCR has not changed dramatically over the last 20 to 30 years. For
example, based on TCMP dats from the 1860s through the 1980s, the IRS estimates that the
VCR has moved within a range of two percentage points and was virtually the same in TY 2001
as it had been in TY 1985,

Much of the estimated fluctuation during this time likely was due to the inherently imprecise
naiure of these estimates, the impact of the Tax Reform Act of 1986, and the changing relative
sizes of revenues from different taxes. Since the IRS has estimated the overall VCR for just a
few selected years in that period, it is possible that compliance may have fluctuated in the
intervening years. However, the evidence from individual income tax underreporting — by far the
largest portion of the tax gap, and the component most frequently measured ~ indicates that
there was no consistent trend over this time period.

The IRS and the public must have realistic expectations about the magnitude and timing of the
impact of any reasonable actions to reduce the tax gap, particularly if it is not accompanied by
broader simplification and reform of the tax code, or significant advances in compliance
technolegy. Implementing efforts to reduce the tax gap will take time; changing taxpayer
behavior significantly will also take time. Accordingly, results from these efforts will be realized
incrementally over a number of years. As part of the actions outlined in this report, the IRS will,
for example, acquire and analyze new data, improve document-maiching programs, refine
examination selection criteria, purchase and test new technology, and train employees to handle
new enforcement and customer service responsibilities.

Moreover, while it may be possibie to take action {o reduce the tax gap, it is not possible to
implement a policy that eliminales the tax gap without an unacceptable change in the
fundamental nature of the current tax compliance system. The IRS is, however, commitied to
addressing all levels of noncompliance. Therefore, the efforts to reduce the tax gap will
continue o be developed and refined to achieve the highest level of compliance possible.

Betum to Table of Contents
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With an estimated net tax gap of $290 billion for TY 2001, no single approach will be successful
at substantially reducing noncompliance. Accordingly, the Treasury Strategy setout a
comprehensive, integrated, multi-year strategy that must be implemented within the context of
the annual budget process. This report builds on the work of the Treasury Strategy to provide a
comprehensive framework that will be institutionalized by the IRS as part of sound tax
administration.

This report includes seven components, detailed below:

1

2

I

Reduce Opportunities for Evasion (pages 20-25)

. Make a Multi-Year Commitment 1o Research (pages 26-27)

Continue Improvements in Information Techniology (pages 28-32)
improve Compliance Activities (pages 33-41)

Enhance Taxpaysr Service {pages 42-49)

Reform and Simplify the Tax Law (page 50-52)

Coordinate with Pariners and Stakeholders (page 53-56)
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k ‘ o lmpose penaity o faaiure tO compiy wrth electromc filmg requlrement o

G ,Devetop new !egislanve pmposais for con31deratxen m the Admnmstrauon s FY 2009
S ;\Budge‘( ‘Approaches uhder consadefatmn mdude . :

Imprevements in c:sordmat;on ‘with Staie goverr nments mciudmg coordmauon S
concemmg iacensmg activities; aﬂd o

5 Fuﬁher expansmns of mformat;on repertmg requwements mdudmg reportmg of
f nancaai actawty that cup rently may A0t be SUbjeCl to mfmmatson repomng

. Deve!op regutatncns Emd other publsshed guxdance céarzfyzng ambrgucus areas of the
Hdaw, targetmg specmc areas of noncomphance and preven’ung abus:ve behavsor
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- Component 2

| Make a Mulii-Year Commitment o Research

: : he RSt develop straiegnes o combat specific areas of nomomp&ance
ktmpmve veluntary comp!:ance, slleate resources more. effactively, and reduce the tax gap.
! Compliant taxpayers benefit when the IRS uses the most up-to-date researchiio improve.
workload selection formulas, because this reduces the burden of unnecessary taxpayer..
centacts and betause itenables the IRS o collect mote. with a ‘given level oiresources.
Research is also crrtfca{ inhel ping the SRS estab ish &enchmarks against wh:ch to measuse
fprogress in rmpr@vmg mphance : :

reliable: repertmg compieance data for these entilies. The current s corporatfon study S
| represents the first fime that the IRS has condudcied a repomng compliance study-across @
years, and kwill require that the data be knitted tegether to prcswde a comprehens@ve pacture
The study wi l c:omsnue through 2007 : ‘

: kWamout new repertmg comphance siudles the IRS must re!y on studies cohducted over20
-.years agb o estimate compliance for areas other thar individialincome taxor 5

[ corporations: Moreover with each passing year, the data fmm the 200? studyon mdmduaf
wincome tax cemphance becomes mote cutdated. Without up-t dale studies in ali areas, the
~iR8is hampered invits ability 1o respond rapidiy to trends and emerging vulnerabilities inthe - =
Ctax sysiern. A mulliivear commitment fo research ensures that the IRS canefficiently targ@i o
: *resaumes and eﬁecﬁevely respcnd tonew sources of nancompi eas they emerge g
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Thi Admmpstraﬁon s Y 2008 Budget request for the §RS a‘unds for three sagnn‘ ant research
studies fOf .

Seg ents of taxpayess for whxch the tRS now. rehes on \tefy o d data (&g,
e ame tax empfeyment tax and parinersh;ps} or for thich the &RS has

® kUndee“take addmonat compham:e siuches mcludong 8 corporanons andimdmduals

LA Update tax ga;} est:mates usmg new: and exsstmg data
& Research the eﬁect of semce on taxpayer comptrance
e Research the reiatlonsh:p between complexny, burden and: comphance
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{ rget key
g cc»mefstone taefficient and
= x i nd acce‘umabmiy of IT j
: projec‘ts;g . -

”Thé IRS a‘nfo;

o \Case Deﬂv&ry Eiehvery systems aiso are bemg modsﬁed te move auditwork: mto the ;
©system more. effactxvely‘and efficient! '8 Both retum classmcanon and dehvery wxl! move

e e!ectmmc casebu Sdtrsg and nstant access to muit;~year tax {etum mformat:on

18 utomated systems are bemg depioyed to allow mOfe batched
= pmcessmg of high vol nie types of examma‘uons ’i‘echnoiogy enhancements will al !ow
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: ‘employees ta wWo - es in a Qnime env;ronment whez'e reiums and case~related data B
. and actions can be tracked efec’cromceﬂy The RS Wl contmue tc:

: recommendatzons |d : the todermization
allow the RS 0 .cont gre: on modernization pzojects such as the Customer
- ment Serv:ces {AMS Modermzed e-File (M

s the heart of IRS 1T modelmzatson Theseiwo systems, workmg togethec wﬂ% enab!e the
RS te process tax rewins and. deal with laxpaver issues in anear real-time manne; Thein
. abjective is for the IRS to operate sxmﬂafly t0'a bank, where account transactions: oceuring: .
during the business dayare posted and available by the next business day. In addition,
- AMS will ‘enable the IRS representatives who work with taxpayers 1o have access o all.
- current information. regarding that laxpayer, mcludmg slectronic access to tax retumdata
- and elecronic coples of corr tice. Armed with such COMD chensive and up«’to-date :
:'mformatmn iERS representateves wui be 18 much better posmon o help taxpa ers. reso!ve -
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o ‘The deveic:pment of CA E and AMS a(so mcludes a comprehensvve = otice
~ system o s eam ine the protese and enhance s e?fxceency n“\fuiy OOS CADE lS o

gh CADE and the linkage
basz and dehvered 10 the

on Data Accuracy The SRS curreniiy expends time aﬁd resaurces ensurmg the data
S received from tax and information filers and transcnptions are accurate and i
 teliable. The MeE sysiem and its processes increase data accuracy by reducing
the incidence of errors and by minimizing the need for manual transcnpt;ons This—
G is made possab!e by validating the information pr:or o submtssmn The use Of
~ . business tules also ensures that the relums are free of computation erors.
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Lo Payment
: ‘federat

= Improve highincome and nen-EiTC exam workk)ad seléction and mathod of de&every and
“assess the effectivenessof the exam treatment stream on:selected nonfi ier cases (Aiso
supports Component 4) i : e

Expand Automated Underreporter (AUR) Auto NG’(iCG Generatxon o mciude add:teonal income
types and all Form 1040 family returns, (Also supports Component 4) : .

Develop sysiem requwements for expandmg the AUR Soft Notice Test wh:ch mvotves askmg
taxpayers o vo!untanty self-correct for future years. {Also supports Component 4}

‘Evaluate the AUR matching pracess, and implement an {mproved case sconng and seiectxon
toncéptio seiect ihe most productive cases. (A¥so supports Component 4

Develop enhancements tothe Comphance Data Warehause to improve workload ?demuﬁcauon
and pnonnzahon algorithms, allowing better evaluation of alternative treaiment streams and,

“ensuiing Collectiorcases :eccewe the mosi efficient and effective treatments. (A SO supports L

Component 4)
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‘Update ihe Coliecmﬂ mventory management sysiem o :mprove functwonahty navxgatvon :
performance,; and eﬁ!c:ency {A 50 s;upports Component 4y e :

: Automate hen dekvery, reccrdmg) and release @rocesses wﬁh state and !oca Junsdict;ons to

smpmve the: ttme!mess of & en f;imgs and the payment of fees (A!so supports Cemponem 4)

: Test the use of stat:stvcai mode!mg techmques within the. Tax Exempt and Government Enimes |

Division {TEGE) to detect high-risk compliance paitemsin order 1o tise data toexpand. and

improve exammaaon case selection. (Alsc supports Companent 4)

Develop and implement a set of comphance deas;cn analytical toots that will support ana!ysxs

of TEGE retutns and-other data to detect comp lance trends andimprove case. and ;ssue

selection: (A&so SUPPOS Cemponent 4y

: hnpiement anew TEGE e ectromc exammatson sysiem {TREES} that wm censohdate agent .
too!s to mcrease fhe accuracy and eﬁ:crency of ihe exammanon proces.». o

- Build-and i xmp lement MeF recetpt‘t}f eiectmmc‘ traﬂsmsssrons for addmonai ~tax forms. :
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- Compo
‘ mg::sm“@ ﬁ@mmam@ A{ﬁw% S

S ieast three. i:“ &5 the d;rect effect of enforcement eﬁons Thas mdsrect effect is seen when an
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nce issues The emciude iold audits.
SOurces wi e devoled o ac&dressmg ma;or‘

Retum Oﬂ mvestment ROI) an

By

Eﬁectweness f comptxance prog : ms

, Though st s nat feasebie eismmate the %ax gap comp!etety, ri is pcsssble to memm;ze the use of

- existing tesources to ‘address coverage, vield, and nofcompliant behavior better. As resources are
““made available due to shifts in‘return il ing pattems orfiom. iencies achieved from system:c

; changes {both technol logy and process), resources will be ;ected 1o address significant

- Componerits of the tax gap, keeping the factors mentioned. abovein the proper balance. For
“example, the IRS cannot simply aflocate resources fo the highest yielding activities and thereby.

880 ifice balanced coverage across all elements of noncomphance Audzt coverage rates and retum
ion vestment mformatson 15 pmwded in Fsgures 8and 9. G e
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[ Corporations -

- __pc mentTax X
: &gtateTax s

- ,Automated thFxtmg Pfog' nam S
argmal ROIS are cc)mputed fzy kply’mg a!? assume
reéum on mvestment o \

the observed }avekégé‘ o

Some specmc exampies of iRS effcms 10 aH

- ate resources 1o target specific‘ﬁdhcomgfiiaﬁ,(iej: o
atinbutedtothe lax gap include addressh g : L SR B

: swe tax avo;dance ransactions. W i these cases aretime consumlng o
- investigate, civil mjuﬂctxan actions ofteniéad to the identification of scheme: participanls,
including many small corporate and individualisxpayers. The IRS then sliocates resourees
o examine and corfect the abusive tiansactions. The IRS a\so assesses csvﬂ penames as’
g appmpnate agamst abuswe promoters and preparers o

L th mcome nonf/efs The iRS has cam Ue Taxpayer De anuem;y mvestxgat»on {TD?) and
Automated Substxtute for Return (ASFR} programs that address nonfilers, Some high- L
- ‘mcome cases are ot typical and require complex skills to examme The RS allocates ﬂelo i
. fesources (o mvestnga’te and resolve these cases i :

Bty ; for the purposes of S

underrepomng income or pamcrpat ng inatax haven taxation tegime must be addressed

The IRS isimproving its abahty o tdent:fy these cases and the speczahzed skills of ihe
exammers whe handle them.. : . :
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0
; examin‘ations
i preblemeﬁc ar

Campﬁam:‘eAssursnc:é ngram N expa
- ngram (GAP) o xmp;oveb it currencyand tfanspa;

e verage Comorate E-file. The RS is smpmv _g'sssuer em;f stion and the seiec’uon for.
. examination of h;gh rnsk ns through new mandatory efiling. Many corporations are
Lonow, requtred 1o file their 1ax returns electionically and this mandate will Expandin fuure
tax years. E-ftimg will prowde ‘mote consistent treaiment and data anaEySis forefficient,
*inear realime identification of high-risk issues and taxpayers. E- -filing and Schedule M-3
~together alsoalfow the Reie tden‘gfy and exc!ude more eﬁ}menﬁy Qwer nsk taxpayem
from: fu%i exammatxons .
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‘Addi‘iiqﬂé!;éompi nce initiatives in process on IRS campuses include

i e aﬂocated fomncreasmg
5 ¢ vestlgatmg for pgssnbie o
: cnmxnai refenra persons whcr have evaded taxes - L A

b fncrease examk az‘zan covefage for farge compfex busm 1S, foreign re.SJdents and
Ssmaller corporatfans with significant intermational acz‘:wiy Usmg mformatmn from Form
s 1120, Schedule M3 and enhanced data resulting from mandatory e-filing, this ini ftiative will
L address risks arising from the rapid increase in glo ‘b ization, and the related increasein
© foreign business activity and multinational transactions where the potential for ‘
. ‘ﬁoncompha ceis sxgmﬂcant;‘ Improved bisiness: processes along with this funding will
- allow IRS o maintain its attention to the very largest bus es while expanding the ;
overa{! coverage rate fc;r arge corporate and ﬂow thfou h returns from 7.9 percent to 8‘2 ‘
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o Expand document ma; c:‘f?mg?n exlsffng’ 5/!@5 ana" iﬁe mefus;an of dacumenf matchmg ata i

campus The ﬂ
mm:en i addmona!

'taxpayers who a{e delmquentkm Al ng mdnwduai mcome tax retums and i
- owe addstlonal taxes ftis est:mated that th!S vmuattve will resu!t i secu

ng will gid in increasing.
mpioyee pian/exempt
y by BY 2019

g access o the Taxpaver Advccate Sem :
does not dsspute the liabit ity and coflect money ihe !RS cou

. Another focus isto ensure that attomeys, accountants and other tax pracmnoners adhere 0
" high profess:onat sfandards “The Ofﬁce of Professtsna! Respans;bl ity (OPR} recenﬂy obtamed

: ysisof practsi;oner tax noncomp tance this revzew iclentified préctttzdners whose personal
filing: pattems were problematic. Cncular 230 enforcement actionin this area has had the
:coliateral effect of promp’smg weii Quer 75 pefcent of lhe del mquent practstroner retumns io be

i coriszderé tax ccmphance to be an |mpertant~ ! aiter and expecis tax profess;ona!s to remain
compifarst o S . k k
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L;OPR is. aisa a pam gant nd ieaci fac;htator of a new retum preparer strategy des:gned to
maxxmzze resources and coverage ihe noncompliant tax preparer aren: : Semcewsde :

: abuswe schemes empieyme tax evasmn mgh—mcome ncmﬁiers yand unscrupuic)us re’(um
‘ arefs. 1RS Clhas one ofthe! hsghest conviction.tates in foderal iawienforcem h =

. sdenm‘y and address abusnfe transactsons fos csval and mmé

Amencanssee iless cﬁerant Qf tax cheatmg than they di cmy fow yearsagoandare . o
generally suppe of IRS compliance activities: againstlax scofflaws. Accordingto 22003
Roper poll conducted for the IRS Oversrgh’( Board, 81 percent of Amieticans said itis

unacceptabéet eat on income takes. A 2005 survey for the IRS Oversxght Board sh@ws
that the number i now 88 petcent as demonstrated in anufe 10‘ ; T
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der not repomhg all mcome onone'’s iax remm te be merai%y wrond, wha!e just:
i ora iy acceptab&e and 14 percen’c say it is ot orai issue. Of those
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® !ncs’ease audst coverage and bettel ta:gei returns: for exammatson

»Enhance ifie ability 10 1dentafy and address fax schiemes of busmess and. mdmdua!s
o Slinveiving offshore activity, address ilfegitimaie use of tax havens lo shelter income, and
increase mformatson matchmg and exammatson activity for mdmdua!s hvmg abmed

e Enhance co!fectr@n pa’ograms and mcrease the Federai Paymem Le\xy Progfam usmg third-
L party data, ‘ e

e Work with:other federai agencnes ragardmg the Federa! Paymem Levy Prcgram {Also .
: supports Component e ; .

s improve ccmphance by tax preparers through nmplemematron of the Service Wlde :
‘Enforcement Preparers Strategy (A!so SUpports: Compcanents 3 aﬂd 7R :

e !mprowe collection setecnon oriteria and fikersfor i:salance due and ronfiler cases, mcfudmg
xdent;fymg and adaressmg potental high- income: nonﬁlers {Also supperts Component 3)

: & Litigale cases, work settlements; and design arge scale resolutzon nitiatives for tax she!ter; o
ttransact«ons e} dete{ noncomp fam:e {Alsg supports Component 1)° ;

e “Initiatea project.using Combmed Annual Wage Reporting (CAWR) datalo rdenttfy taxs
“exempt organizations ihat may not be proper!y repcmng and: paysng empioyment axes.
{Also supporis Compcment 3} :

“edncrease crcmma% enforcement on abusive schemes corporate fraud emp!oyment tax
i egregtous nonmers aﬂd on:Bank Secrecy Act violationis.

e improve the afsgnment and alEccauon of services wsde resources fo 1dem;fy develop, and
‘resolve challenges betser in the g!cbal taxatron arena

® ;impmve tax acimmrstratson to deal more effectwely with mcreased emphasus on
- globalization by ali corporate and mdw:duai taxpayers,

[ ‘ Increase mdustry and global issue focus by aligning resources 10 cases and lssues wath the
“highest compliance risk. :

e Leverage the effons of exammers as well as extermnal partnex shlps with forengn ax
administrators 1o ndenttfy and address emergmg issues of sngmf:cant comphance rtsk (Aiso
SuUpports Gompoaent 7y

e Address offshore.and cros&bmder comphance nskq through enfarcemem and:byi zssumg
guidance inithe fonowmg areas:

Cost sharing; ;
Abusiveforeign tax cred:t generators;
Section 936 exit strategies; -
Foreign earnings fepalriation;

Hybrid instruments; and

Transfer pricing. '

00 0000
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: v Dunng FY 2008 the !RS w;ﬂ aﬂatyze and de‘xermme the results of prnor year:
: targeiesf outreach o retsred and s@on e be retired md:tary on the taxabmty of: mshiary pensmns
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stmg 5 control gm approa
outreach- rates will assnst the

: resulis préseniad Congaeé Rhase 1 :denttfred and ieported ﬂve shrategic emce |mpr0vement o
themes for enhancmg taxpayer and pracmnener serv:ce needs and p‘ ferenc i i
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e ‘%mprove and expan ‘educatxon and awareness aciivities. Thas theme addt esses the crmca} k
“ need for makmg taxpayers and practrtvcnel S aware ofthe most effective and effgcrer\t tRS

“Planincludes | performance

and governance process (o prsor nl re in
Continued stakeholder, partner and empioyee engagemem
: the TAB Strategsc 21

mcerporated nto ali aspects of

: The tRS dces not know wh upercen He tax gap o due onat-nof !
. complianice that atises from the complexity and confusion surrounding Qur tax faws, havmg very il
- little research currently avarabie that addresses this i issue Seveial research studies ate
" currently underway aspartof the TAB Phase 2 to measure the impact of service on reducmg
inadvertent errars. Aﬁidmona studli il be mcluded m the proposed fsve—year research p an
Current research i : ‘

verage va!ues for measur s ot fv!mg, reportmg, an
tous RS taxpayer 5erwci s

~thére are defferén
/ \comphance for res Ao nis who dsd Oi‘ dsd not use ¥
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2 € ce f Prsparer RS ana’ Self Prepared Reaums This anaiys;s wilk:
tvide ail retums prog essee} intoaroups based on who mepareé the return: self-prepared.
practitioner prepared, IRS ‘prepared, soﬂware prepared and other options. The IRS will test
‘1o see it measures of filing reponmg, and paymem comphance amsng these giolps are ‘\
s&gmﬁcant y differen ; e .

e The impsct of Taxp erAdvcca Serv/ce ( TAS} ngrams’on Comp,'rance ThiS analys:s i
o willuse Master File fransaction codes to detenmine which iakpavers used TAS servicesina -
pamcular f scat ea s grc: B wsl serve a8 a test 5. and their subsequent filing, -
: ; roup comprised ol a random
e dtmng the same fiscal

e Behawor Tesimg
i prepaled by %everal fcrcqs groy

| 1Anaiysxs of the wealth ofta
{ecumng fmdmgs about taxpay

X - programs shéu!d be desngned o prevent mmnm:ze and correct such errogs wcth due S
: :ﬁonstderaison of ’faxpayer burde : . S

3 4IRS service mvestments wslt focus on prevemmg, m mmszsng, and correctmg taxpayer :
: noﬂcomphance . g

@ \Enhance ih, RS websxte so that zt becomes the fﬂsi: cho‘ce of more taxpayers for obiamzng
o the mforma n and sewnces needed 0 cem;}iy with tax ob 1ganons

5 : The IRS recogmzes ihe sxgmﬁcant role ihat partners pan in tax admsmstratucn As suoh the
LIRS will look for obporunitiesto assist these ihird pame< m he{pmg taxpayers underﬁtand
i and meel the;r tax obll ugancms N
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" Based on ihese pnnccples and extenszve research anaiysns ‘the Bs Strategnc Plan was .

nance Measures\Pc')r{foho the Servece
The tF%S’ ab# fty e condus:t research o

fmdudmg taﬁ( legtsiatson the iRS budget technoiagy, and the pubirc marketp age. Therefore the

famptemen’sanon strategy must be mststuteonahzed before Spe: ftc e?ements m‘ the pian can be

and thesr preparers Wi
fgwan, o che;r p{agram

\,Mssunderstaﬁdmg of tax .

. fores, instruclions and pul
- aﬁem;stmg © comp!y

Bursuitg strategies des:gned to
ssta cejhrough educanon tatiored

many of the teﬁe@hone Service and websste enliancements re Qmmended by e TAB. Sirategsc -
:Plan as. w@%l as fundmg for research 1o understand better mdrwdual taxpayer noncomphance and

- voluniesr retin p eparatnon Qutreach and educatfon and asset bl d:ng services to tow
incoms, e%deriy, Limited English mefmency (LEPY and disabled taxpayers: It will mcrease

. the ‘ability to recruit, fraim, and suppor parmers for Gutreach and tax: assnszance and ta
adennfy those panners best susted to reach speaal po;zu ancms
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i Beglﬂ niial /mpfemenraﬁm Qf fABSifafegfc Pfan recammeﬂdaﬁans Based on the fmd ings

= measure Qali accuracy, nmelme s and professzonahsm !ead:ng to process o ~
_ improvements and cast savmgsh a!so will improve the absmy to'identify and respond ]
1o problems {aadmg o more accurate cleater responses 1o taxpayers. Emptoyee "

satisfaction will increase thiough improved work processes that a[low assss{ors to -
- hand%e more complex calls Wsth fewef transfers . : : ;

}Esnmated Wait Time. ;hss‘w; prowd a reat-nme message on the tel ephone semce o
- channel that informs taxpayers about their expecied wall ime in queue aucwmg them:
1o make more informed decisions based on the stati heir call Thas wrii reduce o
taxpayer burden aﬂc} mcrease customer satlsfact'on

of T Law ec:ston Su pert Too!s ThlS enhancemem ta
RS QOV will provide & common set of support toels (o maximize use by taxpayers
patiners, and FRS emp oyees. It enable users to conduct key word and natural
age sked Questions (FAQs}rtiataba%e and 1o receive
answers to tax~law questioﬁs nah m’(erac:t © basis. By monitoring taxpayer use, the |
i Y taxpayers thereby

: Meetmg taxpayer needs thfough the most eﬁectove and eﬁtaent sei'\nce channe!s
‘ ,:fo T Devatcpmg a better understandmg of taxpayer burden

Understanamg taxpayer needs through the errors they m\

. k Exarmnmg zhe eﬁect of serwc > on. overa! ieveis of vo untary cemphance
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questmns answered and ca Wn!oad the form ihey need atiheir convenience, at any time of
andimg:taxpayer c«antacts eiec‘(romcai! meanszthat empEoyees

_wﬂi deveicsp and |
tromc ssgnatures and L

5 ¢ e ; ; ;profess:onafs and payers o ‘do busiriess waih the lRS

- electronically is e»Servsces a.suite of Internet baséd produc:is These services include Preparer |
Taxpayer Identilication Number (PTIN) app lcatrons thinstant deli ivery, Taxpayer Identification
Number (TIN) matching for thirdiparly payers; on- -line registiation for slectronic e-Services, and .
“online initiation of the elactronic. tetuin originator application. The &-Services Incentives
Producis ‘offered 10 increase e‘ﬁfmg are on-ling Distlosure Authorization, Electronic Account
Resolution; and Transc:ﬂpt Delivery System Dusto mdustry demand, the avaliabskty of

" incentives to those fax. prcfessaona s and payers that e f;le has been Sowereci from 100 05

[ mdsvrdual {etums fsled . . ‘ L

48
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- Inttiatives

e Enable taxpayers with disabiliies to understand available tex credit and receive tax. -
‘ preparation assistance through partherships with national and locat orgamzatsons that serve
this umque group of taxpayers (Also suppons Componem 7y :

e increasse accuracy on/ tolt free teiephone cuswmer mqumeg processmg funcuons and paper
‘adjustments. - ¢ : .

e tmprove the quahty of volunteer-prepared retums through enhancements to the' V!TA
“program, mctudmg qualety trammg and sample processmg reviews.

s Enhance Services to persons with fimited Enghsh proﬂcnency through the Taxpayer :
Assistance Bluepnm development of a Mulii-Lingual Strategec Plan; development of a Viitual
TransEat;on Oﬁlce and Iaunch of a revised versnon of the Spamsh IRS gov webpage

e ‘!mprove quahty and irmenness of taxpayer. contacts by mamiatnmg an énhanced mtegrated ;
quality assurance process with mtemal and exiernal parmers; (Also supports Component 4y

| e _‘Enhance IRS. gov

ol ‘improve semces thmugh programs at both the: natu:ma% and locat level by expanding :
collaborations with organizations servmg the dtsabled Natrve Amencan communities; and
pre-existing rural mfmstmctures : - .

s Expandand enhance- the Spanish WebStte 1o mcrease electromc optaons mdudmg optuons 5
for Spanish language deliveryof apphcauons current!y only avaslable in Enghsh (Also
o supports Component:3} : ;

® Provrde Reportmg Agents with access 10e- Serwces (Also supports Compcnent 3)

+ implement Taxpayer Assistance Bluepnm Phase 2 which mctudes a frve~year strategic plan
- for axpayer: semce based on exiensive research to understand taxpayer and stakeholder.
needs - : : ; ’

e tmpfemem InternstiCustomer Account Services (I-CAS) Releas.e 1 whnch will enable
: taxpayers lo view account information. (Also supports Component 3 :

T !mplement 1-CAS Reiease 2, which will enable taxpayers to change the;r address; fxie an
o extension, submit 3 Power of Attorney, and calculate a payoff amount on baiances dueviaa
- secure internet knk {Also'supports Componen‘i 3y

e Continue publn:rty eﬁnrts encouragmg use of Online Paymem Agreement
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nponer nt 6

} ﬁﬁmm and Simplify the Tax Law

the fiescrepancy‘ in 'x
i kmcreasmg mmplexgt

: Taxpayers whe want o cc;mpiy wrth the tax !aw oﬂen make Uninte ona
Lasthey strugg - tc: unde(stand comphcated rules and fer 5. Coniplexity ¢ also prowdes e

. The complex:ty o he tax law ec:essztates that hm:ted IRS re ource: aremcreasmg&y commetted
o administering & wide artay of: iargeted tax provisions created 1o meet social policy goals.

- These tangeted provisions divert IRS resources from basic compliance efforts The IRS has
taken anumber of steps 16 reduce taxpayer Burden: including the estabhshment of the-Office of

" Taxpayer Burden Reductton (TBR) Recent smprovemants in RS forms processes aﬁd
procedures mciude : : : . : o

s Anﬂuas Federa Tax Retum); .

. . ;Slmpiafymg the fmng Fequwements fos Form 944 (Empl@yer

e E!;mmaimg the need far flhng Form: 2688 {Appl ication for Add na% Extensmn off Txme 0 Frie
: U.S, incisvuduai ncome Tax Retum) by aﬂowmg iaxpayers 1o get an’ automatec ssx month
extension to, fl e and o
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Creatmgthe E ‘TC A s:stant an on: &me teo that he p*s taxpayers dstermme therr eisgsbmty for

| thezr tax fn mg and payment obhgauons Thereare current!y over 1,000 tax products mcludmg
forms instrictions: pubncangﬂs and Spamsh Tax products Each year the SRS revrews Hs

| products with the goaic; simplifyi atii
~“redundancy,and iosteting com ce Based on taxpayer feedback research and taxlaw
" changes, ‘exdsting proe:iucts are rewsed and new products deve opecf regu aﬁy.‘ Recent examples |
o M

: iy

| comment There are also comp!ranc:e ropesa!s under revsew for Forms 1126 us Gorporanon :
| mccme Tax Retum and Form 196’5 = Retum m‘ Partnershxp hcome  To addresspetentlal s
i hm'ted Eng ish prof’ iency, hapte‘rs -
Sin Pub rcetmn 17 Your Fesjerak mcome Tax and Pu%)teca‘t;on 3 | =
bemg trans ated into Spams ~

~‘Zra§$iatives

o Work with Congress to enact sxmglmcatson !egxsiauve proposals in Admmastrateon S Ey 2008
Budget to:

o= Clatify the uniform dea‘imtxon of:a thild;

o Simplify EITC eligibility requnemems regardmg filing status, presence of chu!dren and
work'and immigrant. status; and:: = :

o Reduce computamnai eompiexrty of ihe refundab!e child tax: predxt
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~'s Continue Taxpayer Burder Redﬁéiion projeéts involving:
' e S‘mphfymg the S~corporatzon eiecnon DIOCess,; k
© Sfmphfymg employment tax return amendments {Forms 941 943 944 and 945) and ‘
[ Redesigning Form 8857, Requestior nnocent Spuuse Relief.

e Centmue Tax Fof’m amj?ubltcataon nmprovement&
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 Component 7

- Coordinate with Partners and Stakeholde

: The iRS is parmermg and leveraging 1 ressurces with'local ‘state, and federal agencies <8 the -
| cauntry Exampies of accmmg;\!xshmems resultmg from these re anenshtps mclude the foﬂowmg

!mp&ementmg a Quesii
federal and state intera

: ‘Soum Korea, ’che‘ inited \, Japan, Australia, Canada, France, and Germany to mest
o ;regu ariy 1o consider and discuss issue retated o global and natzona! tax admnmstratson :

esources at the state and federai evel 1o de\fe op szel tax .
xammattonss and investigations based on JOC data

i cemphance strateg:es m cl udsng ;cs
: ana!ys;s

e Uuhzmg state/federalﬁ afor Combm Anﬁhé}WéQéRéﬁo rigk(:tgﬁ}g /i
L Uﬂemptoyment Tax{FE}TA) matches and : LT

L Partnermg with {oreugn fax agencses as part of the Orga atvon for: E‘ ( nomac, Cooperatsen v :
e and Developments(OECD) Fomm on Tax Admmnstrat ) 5 : ix

e he OEECD Workmg Party oh Aggresscve 'fax Planmng, ss currenﬂy
desi igning a database of varous cross~border tax avoedance schemes in order 10 share
knowledge and im‘ormétionf an
Exchange Agreements (TIEAS) rec
mformahon {i. &, fmancnai mstltun

yfbecame effee:twe that will be usefu in gathermg vaiuabie :
orma’uon) in the eﬁor‘c fo reduce the tax gap ‘

5 The Umted Staies Canada Austraha and the Umted ngdom contmue their coﬁaborat&on at the

- Joint International Tax Shelte ‘format;on Center WHTSIC) o supplement the ohgong work of: -
each of thetax. administrations. ;\:dem ifying and curbmg abusive tax avoidance ranisacions,
“angngements,. and schemes: The ob;ectuves Of HTSIC are to.deter promotion and invesinient in
" abusive tax scheimes, pnmar;iy throtgh exchange of information. Exchange of information.in i
S JHISIC s donein accordance Wsih the: pro\/is:ons orthe bﬁateraf treaties: between eachof the four

‘ coumnes mvo!vec% ! : o - =
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;:Imtsatxves under deve!o ment clid ﬁeﬂfbitgyvingz‘j -

[ master fi te exiracls. agamst étate master fsies te ldenm‘y those Who f:led Siate but not' federa{
. retums -and those wha reported dxﬁerent amounts on thezr staie d federal retums o

: e Tsx Educatron Entermg into a ements w:th staie educat:on departments and federal
: tmngratzon agencses 1o promote Understandmg Taxes? materials to educate. younget
: ctttzens and fﬂre;gn taxpa ers g@m thmugh naxul ahzatxon abeut U 8 tax respona;bt

e Smaii Buwness Assrstance Expan of partnersheps wsth the Smau Busmes
L Administration (SBAjand s § Corps of Retired Executives (SCORE) program and
~ Small Busmess Deval opment Center (SBDCS) aswell as other: partners tc deh\fer

i expanded sducational messages cirrecﬁy 10 busmess owners o

: a_i i Devetopment of seiatsanshxps w:th v ‘,‘500 smal‘ busmess mdus and iax profess:oraa! :
: orgamzatmns to dehver axg c%meu Y tax»related messages to smal busmess audlences. -

s Dehvenng mfermatson throug h

o e‘Forum‘s 1o practe@soners, mdgst
smai t\usmess GW; - = £

presentat;ves and o

e *~impiema\ntmg Sma ! Busmess

rum‘sw&fm industry ébr\éséntétiv@sa{sdsm‘aﬂjbﬁsiﬁes@; .
owners e S : e

e gOffermg mul ttpie educatmna products such as o

Yo ESectromc rewsle e-news for Tax Pfofess:onals” and e;news for Smali

: Busmesses :
o;‘The Vsrma Smaﬂ Busm - Tax erkshop DVD a 10 es on mteractsve vxdeo
o The Sman Busmess Resource Gusde CD-Rom

‘ ol The Tax Calendar far Smal! Busmesses anc% Sef Emptoyed and

oo “Tax Tal k Toﬁay,” ai mt}nthf‘ Web cast for tex professmnais featurmg !RS representaﬂves
discussing segmﬁcam fax : ! !

e Developmg and wxdely distributing sducational informétsoh on ateas o’s’ hagh noncomphance
“such as computation of busmess mcome cost of goeds so§d, nd varmus buszness o
expenses. . : s L .
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®i Estabhshmg a system‘ie track reso Jtion of pmb em sssues ldenttfted by stakehoiders {%ssue

Increase outreach and &
transacmns on aucixon sstes

Founda‘ucn 0 \ the BS supparis mote an 30(} ceaittzons natror\wsde c@mpnsed of o
thousands of: community partners who educals of serve millions of taxpayer$ Thiseffort.
facilitated the opening of over 12, 000 VITA and Tax Ccunsekmg for the E deriy sites with more

“than 68, 000 voiunteers, dunng the 20()6 fzhng season \

‘ irﬁiuat%@& f

- s Further enhance the centrahzed process to-maximize the utilization of State Avdit Repcrts
- (SARs) by IRS for federal assessments {Also'supports Component 4) ;

o Cimplement a Questionable Employmem Tax F’ractaces (QETP) initiative in partnership wnih

! the Department of Labor, the Nationa! Association of State Workforce Agencies, the
Federation of Tax Administrators, and state worldorce agencies, 1o provide a collaborative
national appmach to-combat emiployment tax schemes, (Aiso SUppoIts Componvant 4}

o Further enhance the Fed/Fed program by tacil itating and expanding partnershms w:th other
federai agencies fo improve lax adminisiration. {Also supports Ccmpenent 4)

e Engage all 50 States ’mrough the State Reverse File Match initiative (SRFMI - a process that
: matches IRS extracts received through the. Governmenial Lisison Data Exchange Program =
against state master files to identify individuals and businesses.who filed & state return but *
nota federal return and foidentify dnﬁerences in federai and staie income reporting: (A S0
supporis Componem 4) -

o Determine tax administration beneﬂts of utmzmg state: date warehouse concep*t (Aiso
S Tsuppornts Components Jand 4) : :
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el Dievelop an educational targéted outreach DvD for m:htasy personnei preparmg for -
- réfirernent, (Aiso supports Component 5 <

. o Enhdnce outreach efforts g} mdustry audlences about ava:!abie Aucézt Techmque Gwdes and
ke Tax Tips:

o Establish inks to IRS gov on mdustry, practmone{ educattonal and govemmenta!
! stakeholders” websites.

o' Developand widsly. distribute educatsonal fact sheets onareas.of hsgh noncomphance
e Develop a sirategy fo reach practationers without aﬁulsatxon e professmnai orgamzatxon

e Leverage key pariners such asihie SBAandits SCORE program and SBDCs 1o dehver small
i business workshops to the new business commumty

s -Deliver educational messages thmugh ex;stung reiatxonsh:ps wnth umversltxes and cot!eges
e Develop audio educational messages for toll- free walit times.
CeoCusiomize outtreach to spec:mc mdustnes o) encourage voiuntary complzance

s Request feedback from mtemai and exiemai Stakehotders on exxstmg outreachand
; eciucetxonat programsio |dentn°y best practices and enhancemants. ;

st Devel op strategies to educate first-time: busmess Hiters.

e Expand relationships and coﬁaborauon with forevgn tax admmlstratlons toificrease the
| informal and formal communications oy international fax administiation matters:

Returp o Table of Contents
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To implement the steps outlined in this report successfully, it is imperative for the IRS to have a
highly trained and engaged workiorce. While not addressed in detail in this report, the IRS is
commitied o emplovee engagement, ongoing training assessments and delivery, ongoing
agency-wide communications, employee and managerial burden reduction, leadership
ampowerment, and succession planning. The IRS has extensive action plans and sirategies in
each of these areas. For example, in the area of succession planning, the IRS has established
a Leadership Succession Planning office and is implementing a Leadership Succession Review
{LSR) process in FY 2007. The LSR process involves leadership assessments of all senior
managers, executive review of the assessments, and one-on-one feedback and discussion of
executive potential.

The actions outlined in this report address improving compliance through a balanced approach.
This report describes steps currently being taken, and those under development, by the IRS o
reduce opportunities for fax evasion, details how the IRS will leverage technology, recognizes
the critical need for a strong taxpayer service program, discusses development of taxpayer
service initiatives, and describes legislative proposals that, when implemented, will improve
compliance. At the same time, the initiatives maintain respect for taxpayar rights, limit burden
on compliant taxpayers, and present an outreach approach to ensure all taxpayers understand
their tax obligations. This report also details the importance of having a multi-year research
program that will assist both in understanding the scope and reasons for noncompliance.

it is important to take all reasonable steps to improve voluntary compliance. As more is learned
about the causes of noncompliance and ways to improve voluntary compliance, strategies will
be modified fo reflect the latest information.

it is clear that consistent efforts to keep the complexity and unnecessary burden of the tax
system to a minimum, 1o provide the level of service that the taxpaying public deserves, and to
maintain a strong and well-targeted enforcement presence are necessary to improve
compliance rates. The IRS is commitied o applying its resources where they are of most value
in reducing noncompliance while ensuring faimess, observing taxpayer rights, and reducing the
burden on taxpayers who comply.

Return to Tabls of Contents
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AARP - American Association of Retired Persons
AMS - Account Management Services

ASFR - Automated Substitute for Return

AUR - Automated Underreporter

BSA - Bank Secrecy Act

BSM - Business Systems Modernization

CADE - Customer Account Data Engine

CAP - Compliance Assistance Program

CAWR - Combined Annua! Wage Reporting

Ct - Criminal Investigation

CMP - Compliance Monitoring Process

CSIRC - Computer Security Incident Response Center
CSP - Common Services Projects

CTC - Child Tax Credit

EFTPS - Electronic Federal Tax Payment System
EITC - Eamed Income Tax Credit

ERO - Electronic Return Originator

ETA - Electronic Tax Administration

FAQ - Frequently Asked Question

FHWA - Federal Highway Adminisiration

FiN 48 - Financial Accounting Standards Board Interpretation No. 43
FUTA - Federal Unemployment Tax

FY - Fiscal Year

IRC - Internal Revenue Code

IRS - Interal Revenue Service

-CAS - Internet Customer Account Services

IT - Information Technology

JTSIC - Joint International Tax Shelter Information Center
JOC - Joint Operations Center

LEP - Limited English Proficiency

L MSB - Large & Mid-Size Business Operating Division
L8R - Leadership Succession Review
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MeF - Modernized e-File

NDNH - National Directory of New Hires
NMT - Net Misreporting Percentage
NRP ~ National Research Program

NTA - National Taxpayer Advocate

OECD - Organization for Economic Cooperation and Development

OPR - Office of Professional Responsibility

PCA - Private Collection Agency

PFA- Pre-Filing Agreement

PDC - Private Debt Collection

PGP - Priority Guidance Plan

PTIN - Practitioner Taxpayer ldentification Number
QETP - Questionable Employment Tax Praclices
ROI - Return on Investment

SAR - State Audit Reports

SBA - Small Business Administration

SB/SE - Small Business/Self-Employed Operating Division
SBDC - Small Business Development Center
SCORE - Service Corps of Retired Executives
SRFM! - State Reverse File Match Initiative

TAB - Taxpayer Assistance Blueprint

TAC - Taxpayer Assistance Center

TAS - Taxpayer Advocate Service

TBR - Taxpayer Burden Reduction

TCE - Tax Counseling for the Elderly

TCMP - Taxpayer Compliance Measurement Program
TDI - Taxpaver Delinquency Investigation

TEGE - Tax Exempt & Government Entities Operating Division

TIEA - Tax Information Exchange Agreements
TIN - Taxpayer ldentification Number

TREES - TEGE Electronic Examination System
TY - Tax Year

VCR - Voluntary Compliance Rate

VITA - Volunieer Income Tax Assistance

W&I - Wage & Investment Operating Division
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