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EXECUTIVE SUMMARY

INTRODUCTION

In Fiscal Year (FY) 2006, federal receipts totaled over $2.4 trillion. 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 States 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 tax 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. After enforcement efforts and late
payments, this amount was reduced to a net tax gap of approximately $290 billion.

The Treasury Department 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 Committee Chairman Max
Baucus has asked for a 90 percent voluntary compliance goal by 2017. This report sets forth
steps that will be taken to improve compliance and enhance the IRS’ ability to 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 released in September 2006 by the Treasury Department’s Office of Tax
Policy and provides more detail for that strategy.

The IRS regularly addresses compliance improvement measures in its planning and budgeting
processes. The Administration’s annual budget request identifies the resources the IRS will
need to meet specific performance goals to achieve its strategic 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 described 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 National 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).



In implementing the steps set forth in this document, it is important to have realistic expectations
and perspectives. Based on the limited information available, compliance rates appear to have
remained relatively stable at around 85 percent for decades. To make a meaningful
improvement in this number without a fundamental change 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 Administration’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 frustrate efforts to improve compliance.

The Administration is committed to working with Congress and other stakeholders to reduce the
tax 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 strategy to improve compliance by:

¢ Increasing front-line enforcement resources;

¢ Increasing voluntary compliance through improved taxpayer service options and
enhanced research;

¢ Investing in technology to reverse infrastructure deterioration, accelerate
modernization, and improve the productivity of existing resources; and

e 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 measurements of taxpayer service
have risen to historic levels. While specific data 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 calling 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 return on
new investments in compliance averages 4:1, with an additional indirect impact resulting from
the improved overall compliance that comes from more targeted and effective enforcement of
the tax law. However, direct spending on compliance improvements does not lend itself to
traditional revenue-estimating analysis, given the difficulty in quantifying the effect that such
improvements have on taxpayer behavior.

This report provides detail 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 elements 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 requested 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



timeline for implementing these various programs is included as an Appendix to this report.

The Treasury Department and IRS will continue to evaluate 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:

e First, both unintentional taxpayer errors and intentional taxpayer evasion should be
addressed.

e Second, sources of noncompliance should be targeted with specificity.

e Third, enforcement activities should be combined with a commitment to taxpayer
service.

e Fourth, policy positions and compliance proposals should be sensitive to taxpayer
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 to reduce
the tax gap. Guided by these key principles, the Treasury Strategy outlines seven components
which form the basis for the detailed compliance improvement efforts set forth in this document:

1. Reduce Opportunities for Evasion. The Administration’s FY 2008 Budget request contains 16
legislative proposals to reduce evasion opportunities and improve the efficiency of the IRS.
Three of these proposals were recently enacted in modified form. The 16 provisions would
result in an estimated $29.5 billion of additional revenues over the next ten years. The Treasury
Department and the IRS also continue 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 to 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
customer service on voluntary compliance. Research also is essential to 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.



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 to prevent, detect, and remedy
noncompliance. These activities will increase compliance — not only among those directly
contacted 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 better targeting of
examination efforts. These efficiency gains translate into expanded examination coverage,
higher audit yields, and reduced burden on compliant 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 tools, 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 partners and a decision model for prioritizing service initiatives
and funding.

6. 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 opportunities 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 treatment of savings by consolidating existing programs and clarifying eligibility
requirements. These initiatives will continue to be supplemented by IRS efforts to 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 strategies.
Expanded coordination also is needed with practitioner organizations, including bar and
accounting associations, to maintain and improve mechanisms to 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 strategy to
reduce the tax gap.



The IRS has an extensive annual strategic 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 Department and the Office of Management and Budget
(OMB) throughout the year.



UNDERSTANDING THE TAX GAP

The Internal Revenue Code places three primary obligations on taxpayers: (1) to file timely
returns; (2) to make accurate reports on those 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 true tax liability imposed by law for a given
tax year that is not paid voluntarily and timely. True tax liability for any given taxpayer means
the amount of tax that would be determined for the tax year in question if all relevant aspects of
the tax law were correctly applied to all of the relevant facts of that taxpayer’s situation. For a
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, etc.). 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.

It is important to emphasize that IRS estimates of the tax gap are associated 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 illegal activities is extremely difficult to
estimate. Moreover, the government’s interest in pursuing this type of noncompliance is,
ultimately, to stop the illegal activity, not merely to tax it.

Although they are related, the tax gap is not synonymous with the “underground economy.”
Definitions of the “underground economy” vary widely. However, most people characterize it in
terms of the value of goods and services that elude official measurement. Furthermore, there
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 to the tax gap that no one would
include in the “underground economy” (such as the tax associated with overstated exemptions,
adjustments, deductions, or credits, or with claiming the wrong filing status). The greatest area
of overlap 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 important, the tax gap does not arise solely from tax evasion or cheating. Itincludes a
significant amount of noncompliance due to tax law complexity that results in errors of
ignorance, confusion, and carelessness. This distinction is important even though, at this point,
the IRS does not have sufficient data to 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 a grey one, particularly in areas such as basis
reporting, 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.



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 consisted of line-by-line audits of random
samples of returns. These studies provided the IRS with information on compliance trends and
allowed the IRS to update audit selection formulas regularly. However, this method of data
gathering was extremely burdensome on the taxpayers whose returns were selected. As a
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 perspective 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 out of a
desire to 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,
even though the population of individual tax returns had grown over time.

Like the compliance studies of the past, the NRP was designed to allow the IRS to meet certain
objectives — to estimate the overall extent of reporting compliance among individual income tax
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 to 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 payers of income (e.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
taxpayers, 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 return information that could not otherwise be
verified. This pioneering approach was so successful it is being expanded in regular operational
audit programs.

A second major NRP innovation was to introduce a “classification” process, whereby the
randomly selected returns and associated case-building data were first reviewed by experienced
auditors (referred to as classifiers) who identified not only which issues needed to be examined,
but also the best way to 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 evaluate, although the examiners had the ability to expand the audit to
investigate other issues as warranted.



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 study. 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 to be
approximately $345 billion, corresponding to a noncompliance rate of 16.3 percent. After
accounting for enforcement efforts and late payments, the amount was reduced to $290 billion,
corresponding to a net noncompliance rate of 13.7 percent.
Noncompliance takes three forms:

¢ not filing required returns on time (nonfiling);

e not reporting one’s full tax liability on a timely filed return (underreporting); and

e not 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). It is reduced by amounts paid on
time, such as through withholding, estimated payments, and other credits. The nonfiler
population does not include /egitimate nonfilers (i.e., those who have no obligation to file).

Underreporting

The underreporting gap is defined as the amount of tax liability not voluntarily reported by
taxpayers who file required returns on time. For income taxes, the underreporting gap arises
from three errors: underreporting taxable income, overstating offsets to income or to 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 adjustments, 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 underreporting gap,
it is possible to break aspects of this estimate down into measures of the underreporting gap
attributable to specific line items on the tax return.



Underpayment

The underpayment gap is the portion of the total 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 to 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 to 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 predictor 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” estimates. For example, the
corporation income tax estimates are acknowledged as weak because compliance behavior
may have changed since the mid-1980s, which is the last time the IRS collected data on
corporate compliance. Moreover, the underreporting tax gap is estimated as the difference
between true tax liability and reported amounts. Determining true tax liability for large multi-
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 tax gap is dominated by the underreporting of
individual income tax, which results 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 between the data difficult.



Figure 1

TAX GAP MAP for Tax Year 2001 (in $ Billions)
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Tax Year 2001 Gross Tax Gap by Type of Tax and Type of Noncompliance (in $ billions)

Type of Noncompliance TOTAL
Type of Tax Nonfiling | Underreporting | Underpayment A Percent
- mount NP
Gap Gap Gap Distribution

Individual Income Tax 25 197 23.4 245 71.1%
Corporation Income # 30 23 32 9.3%
Tax
Employment Tax # 54 5.0 59 17.0%
Estate & Gift Tax 2 4 2.1 8 2.4%
Excise Tax # # 0.5 1 0.1%
TOTAL 27 285 33.3 345
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 to the closest $0.1 billion.

# No estimates are available for these components.
Amounts may not add to totals due to rounding. See Figure 1 regarding the reliability of estimates.
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The estimate of the self-employment tax underreporting gap is $39 billion, which accounts 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 understate their
business income for income tax purposes are not likely to report the unreported income for
employment tax purposes either.

Figure 3

Tax Year 2001 Gross Tax Gap by Type of Tax and IRS Operating Division (in $ billions)

IRS Operating Division TOTAL
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oy 0 1 7 8 8 4 20 3.0%
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Excise
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rere 145% |705% | 4.0% | 74.5% | 9.8% | 1.2% |100.0%
ggt”ecomp“a”ce 121% | 27.1% | 53% |22.3% | 8.0% |3.4% 16.3%

* Unrelated Business Income Tax is shown as corporation income tax.
T Includes underpayment gap only.
# No estimate is available for this component.

Amounts may not add to totals due to 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 estimate of $345 billion.
This is due, in part, to the fact that individual income tax is the largest single source of federal
receipts.

The individual income tax underreporting gap can be broken out by the various line items on a
typical return — income sources, offsets to income (i.e., exemptions, adjustments, and
deductions), and offsets to tax (i.e., credits). Figure 4 provides updated estimates of both the
tax 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 ($109 billion) of the
individual underreporting gap came from understated net business income (e.g., unreported
receipts 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 to which the items are
“visible” to the IRS — that is, the extent to 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 illustrated 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 to the degree of visibility.

It appears that compliance rates for sections of the Form 1040 where the most nhoncompliance
occurs 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 to withholding (e.g., interest and
dividend income), exhibit a 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 amounts that
should have been reported. 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 contribute only slightly to the tax gap (e.g., the total true tax liability
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.
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Figure 4

Tax Year 2001 Individual Income Tax Underreporting Gap and Net Misreporting
Percentage (NMP) Associated with Income and Offset Line ltems

. Net
Type of Income or Offset Untée;re%oBrtmg Misreporting
P ($B) Percentage '
Total Underreporting Gap 197 18%
Underreported Income 166 11%
Non-Business Income 56 4%
Wages, salaries, tips 10 1%
Interest income 2 4%
Dividend income 1 4%
State income tax refunds 1 12%
Alimony income * 7%
Pensions & annuities 4 4%
Unemployment compensation * 11%
Social Security benefits 1 6%
Capital gains 11 12%
Form 4797 income 3 64%
Other income 23 64 %
Business Income 109 43%
Non-farm proprietor income 68 57%
Farm income 6 72%
Rents & royalties 13 51%
Partnership, S-Corp, 22 18%
Estate & Trust, etc.
Overreported Offsets to Income 15 4%
Adjustments -3 -21%
SE Tax deduction® -4 -51%
All other adjustments 1 6%
Deductions 14 5%
Exemptions 4 5%
Credits 17 26%
Net Math Errors (non-EITC) *

1 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 amounts that were not claimed.

* Less than $0.5 billion.
§ Taxpayers understate this adjustment because they understate their self-employment income and,
thereby, their self-employment tax. Therefore, the gap associated with this item is negative.
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Figure 5

Tax Year 2001 Individual Income Tax Underreporting Gap and Net Misreporting
Percentage (NMP) Associated with Income and Offset Line ltems, By Visibility
Groups

T . Net
Visibility Group Underreporting Misreporting
Type of Income or Offset Gap ($B) Percentage !
Total Underreporting Gap 197 18%
Items Subject to Substantial 10 1%
Information Reporting and Withholding
Wages, salaries, tips 10 1%
Items Subject to Substantial 9 5%
Information Reporting
Interest income 2 4%
Dividend income 1 4%
State income tax refunds 1 12%
Pensions & annuities 4 4%
Unemployment compensation * 11%
Social Security benefits 1 6%
Items Subject to Some Information o
Reporting 51 9%
Partnership, S-Corp, 0
Estate & Trust, etc. 22 18%
Alimony income * 7%
Capital gains 11 12%
Deductions 14 5%
Exemptions 4 5%
Iltems Subject to Little or No o
Information Reporting e S
Non-farm proprietor income 68 57%
Farm income 6 72%
Rents & royalties 13 51%
Form 4797 income 3 64 %
Other income 23 64%
Total statutory adjustments -3 -21%
Not Shown on Figure 6% 17 26%
Credits 17 26%

1 The aggregate amount of income or offset misreported divided by the sum of the absolute values of the amount
that should have been reported. The estimates of the amounts that should have been reported account for
underreported income that was not detected by the audits, but do not have a corresponding adjustment for
unclaimed offsets (e.g., deductions, exemptions, statutory adjustments, and credits) that were not detected.

* Less than $0.5 billion.

§ Since credits are offsets to tax, it is difficult to combine them with income and income offset items 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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Based on updated estimates derived from the TY0{ Matonal Research Program study of individual income tax reporting compliance.

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 taxes.
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 Master 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 years. Individual income tax
contributes almost two-thirds of the total underpayment gap, and over three-quarters 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 correctly (or at all) in
connection with reported self-employment income that is reported. However, most of this
component of the tax gap is associated with unreported self-employment income. The NRP
auditors detected some of this unreported income, but not all of it. The IRS estimate of the self-
employment tax underreporting gap accounts for this undetected income. Estimates also
account for the fact that 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 common 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 tax gap in a given component was projected to grow at the
same rate as tax receipts in that component. The IRS plans to update these estimates as newer
compliance data become available.

The main lesson from the Tax Gap Map is that noncompliance is worst where the barriers to
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 Type of Taxpayer

Gross Voluntary |Net Underpayment Cumulative Payment
Underpayment Payment Gap ($ Billions) Compliance Ratet
T fT :
ype ot Taxpayer Gap Compliance | After After After After
($ Billions) Ratet 1 Year | 2 Years 1 Year 2 Years
All Taxes * 31.7 98.6%
Wage & Investment 4.3 98.9% 2.1 1.8 99.4% 99.6%
Small Business / Self- 23.7 97.6% 7.3 6.5 99.2% 99.3%
Employed
targe & Mid-Stze 3.3 99.6% 2.0 2.0 99.7% 99.7%
usiness
TaxExempt/ 0.4 99.87% 0.2 01| 99.95% 99.97%
Government Entities

T The Voluntary Payment Compliance Rate is the portion of tax reported on timely filed returns that is paid on time.
The Cumulative Payment Compliance Rate is the portion of tax reported on timely filed returns that is paid as of a
certain date.

* The $31.7 billion total for all taxes excludes $1.6 billion of individual income taxes withheld by employers but neither
reported on timely filed employment tax returns nor paid by employers.
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VOLUNTARY COMPLIANCE

A wide range of factors influence voluntary compliance, although there is little empirical
confirmation as to the most important of these factors or their magnitudes. However, it is
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:

e Tax law changes, including:
o opening or closing opportunities for noncompliance
o tax law complexity may confuse taxpayers or make noncompliance more
difficult to observe
o tax rates may affect incentives to report income

e The economy, including:
o income and unemployment levels
o the mix of industries

e Demographics, including:
o the aging of the population
o changing household arrangements
o growth in the number of non-English-speaking taxpayers

e Socio-political factors, including:
o swings in patriotic sentiments
o taxpayer perceptions of whether they are getting 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 to “spillover” effects when enforcement activity on one set of
taxpayers has positive effects on the compliance behavior of the rest of the taxpayer population
in response to heightened enforcement activity.

MEASURING VOLUNTARY COMPLIANCE

It is very difficult to determine the impact that any IRS activity has on voluntary compliance.
While the direct effect of IRS enforcement activities is identifiable through the impact on
collections, the IRS cannot easily estimate the indirect effects. That is partly because the IRS
cannot observe taxpayers’ 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 factors outside of IRS control. The challenge is to estimate the impact of each
IRS activity on observable behaviors — returns filed, tax reported, 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.
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Long-Term Goal for Voluntary Compliance

The Voluntary Compliance Rate (VCR) is the amount of tax for a given tax year that is paid
voluntarily and timely, expressed as a percentage of the corresponding amount of tax that the
IRS estimates should have been paid. It 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 Administration’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 strategic direction for the IRS, established a long-term goal of an 86
percent voluntary compliance rate by TY 2009. 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 data from the 1960s 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
nature 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
technology. 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-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 take action to reduce the tax gap, it is not possible to
implement a policy that eliminates the tax gap without an unacceptable change in the
fundamental nature of the current tax compliance system. The IRS is, however, committed to
addressing all levels of noncompliance. Therefore, the efforts to reduce the tax gap will
continue to be developed and refined to achieve the highest level of compliance possible.
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COMPONENTS

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 set out 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.

Reduce Opportunities for Evasion (pages 20-25)

Make a Multi-Year Commitment to Research (pages 26-27)
Continue Improvements in Information Technology (pages 28-32)
Improve Compliance Activities (pages 33-41)

Enhance Taxpayer Service (pages 42-49)

Reform and Simplify the Tax Law (page 50-52)

Coordinate with Partners and Stakeholders (page 53-56)
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Component 1
Reduce Opportunities for Evasion

Legislative changes and published guidance will reduce opportunities for evasion.

Legislative Proposals

The Administration’s FY 2007 Budget contained five legislative proposals that would reduce
evasion opportunities by focusing on employment taxes, information reporting, streamlining
collection procedures, and problem return preparers. The Administration’s FY 2008 Budget
expands on those five and contains several additional proposals that would further reduce
opportunities for evasion without unduly burdening honest taxpayers. Collectively, the
Department of Treasury estimates that these16 legislative proposals would generate $29.5
billion over the next 10 years. The IRS is encouraged to see that three of the proposals have
already become law (in modified form) and that Congress is taking action on a number of the
remaining proposals.

Public Law 110-28, Title VIII, the Small Business and Work Opportunity Tax Act of 2007,
enacted proposals on amending the collection due process procedures for employment tax
liabilities, expanding preparer penalties, and creating an erroneous refund claim penalty.
These proposals, along with others contained in the FY 2008 Budget, are described below in
more detail:

Expanding Information Reporting. Third-party reporting is critical for ensuring voluntary
compliance. 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
returns a year, reporting 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 small businesses and the self-employed.
Information reporting proposals in the Administration’s FY 2008 Budget would:

o Require information reporting on payments to corporations. This proposal would require a
business to file an information return for payments aggregating to $600 or more in a
calendar year to a corporation (except a tax-exempt corporation). This proposal is
estimated to generate $7.7 billion over the next ten years.

o Require basis reporting on security sales. This proposal would require certain brokers to
report information regarding adjusted basis in connection with the sale of certain publicly
traded securities. Brokers would also be required to report acquisition or disposition
dates to help determine gain or loss for taxpayers. This proposal is estimated to generate
$6.7 billion over the next ten years.

o Expand broker information reporting. This proposal would require a broker who is an
auctioneer or operates a consignment business (electronic or other) to file an information
return showing customer information and gross proceeds from the sale of tangible
personal property. The requirement would apply only for customers with 100 or more
separate transactions generating at least $5,000 in gross proceeds in a year. This
proposal is estimated to generate $2.0 billion over the next ten years.
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Require information reporting on merchant payment card reimbursements. This proposal
would provide the IRS with authority to put into effect regulations requiring merchant
acquiring banks (organizations that process card payments for merchants) to report to
the IRS annually the gross reimbursement payments made to merchants in a calendar
year. This proposal is estimated to generate $10.7 billion over the next ten years.

Require a certified Taxpayer ldentification Number from contractors. This proposal
requires a contractor receiving payments of $600 or more in a calendar year from a
particular business to furnish to the business its certified Taxpayer Identification Number
(TIN). This proposal would require a business to verify the TIN with the IRS, which
would be authorized to disclose whether the TIN-name combination matches IRS
records. If a contractor fails to furnish an accurate certified TIN, the business would then
be required to withhold a flat rate. This proposal is estimated to raise $749 million over
the next ten years.

Require increased information reporting for certain government payments for property
and services. This proposal would authorize the IRS and Treasury Department to issue
regulations requiring information reporting on all non-wage payments by federal, state
and local governments to procure property and services. This proposal is estimated to
generate $390 million over the next ten years.

Increase information return penalties. This proposal would increase the $50 and $100
penalty amounts to $100 and $250, respectively, and would increase the $250,000 and
$100,000 penalty caps to $1,500,000 and $500,000, respectively. This proposal is
estimated to generate $546 million over the next ten years.

Improving Compliance by Businesses. More efficient filing mechanisms, clearer rules on

who is liable for employment taxes, and streamlined collection due process will contribute to
improved business tax compliance.

Require e-filing by certain large organizations. This proposal would require all
corporations and partnerships required to file Schedule M-3 to file their income tax
returns electronically. In the case of large taxpayers not required to file Schedule M-3,
such as exempt organizations, the regulatory authority to require electronic filing would
be expanded beyond the current 250-return minimum.

Implement standards clarifying when employee leasing companies can be held liable for
their clients' federal employment taxes. This proposal would set standards for holding
employee leasing companies jointly and severally liable with their clients for federal
employment taxes. This proposal would provide standards for holding employee leasing
companies solely liable if they meet specified requirements. This proposal is estimated
to generate $57 million over the next ten years.

Amend collection due process procedures for employment tax liabilities. Legislation was
signed May 25, 2007, implementing a modified version of this proposal. It expands the
exception to the requirement for pre-levy Collection Due Process proceedings to include
certain levies issued to collect federal employment taxes. The change will generate an
estimated $364 million over the next ten years.
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Strengthening Tax Administration: Tax administration will be strengthened through
disclosure revisions and stronger penalties for nonfiling.

o Expand IRS access to information in the National Directory of New Hires (NDNH) for tax
administration purposes. This proposal would amend the Social Security Act to expand
IRS access to NDNH data for general tax administration purposes, including data
matching, verification of taxpayer claims during return processing, preparation of
substitute returns for noncompliant taxpayers, and identification of levy sources.

e Permit disclosure of prison tax scams. This proposal would authorize the IRS to disclose
certain limited return information about tax violations by inmates so prison officials could
punish and deter such conduct through administrative sanctions. This is expected to
generate $5 million over the next ten years.

o Make repeated willful failure to file a tax return a felony. This proposal would subject any
person who willfully fails to file tax returns in any three years within any five year period,
if the aggregated tax liability for such period is at least $50,000, to a new aggravated

failure to file criminal penalty. This proposal is estimated to generate $12 million over
the next ten years.

Strengthening Penalties: Enhanced penalties will help to deter noncompliance.

e Expand preparer penalties. Legislation was signed May 25, 2007, implementing a
modified version of this proposal. It expands the scope of the existing preparer penalties
to include non-income tax returns and related documents. The proposal also increases

related penalty amounts. The change will generate an estimated $80 million over the
next ten years.

o /mpose penally on failure to comply with electronic filing requirement. This proposal
would establish a penalty for failure to comply with e-file requirements. The amount of
the penalty would be $25,000 for a corporation or $5,000 for a tax-exempt organization.

e Create an erroneous refund claim penalty. Legislation was signed May 25, 2007,
implementing a version of this proposal. It imposes a penalty of up to 20 percent of a
disallowed portion of a claim for refund or credit for which there is no reasonable basis
for the claimed tax treatment, or for which the taxpayer did not have reasonable cause.
The change will generate an estimated $98 million over the next ten years.

The Treasury Department and the IRS will continue to explore additional possibilities for

legislative proposals, as well as improved methods for using external data and data from
information reports.

Published Guidance

Published guidance in the form of regulations, revenue rulings, revenue procedures, notices,
and announcements is a critical element in the IRS’ efforts to reduce tax avoidance, improve
taxpayer compliance, and close the tax gap.
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Published guidance:
e Enhances compliance by providing detailed substantive and procedural rules;

o Helps compliant taxpayers better understand how to determine and pay their tax
liability;

¢ Reduces disputes between the IRS and taxpayers regarding the proper interpretation of
the tax law and the procedures necessary to comply with it; and

o Makes it more difficult for noncompliant taxpayers to avoid detection or incorrectly claim
that their behavior is permitted under the tax law.

Some tax statutes specifically direct the Treasury Department and the IRS to issue
regulations or other guidance. Certain statutory provisions have little or no effect until
implemented by regulations or other administrative guidance, and some provide only
general direction and broadly delegate authority to publish regulations. Published
guidance interprets the tax law and articulates how it applies in different circumstances,
thus helping taxpayers determine how to comply with their tax obligations.

The Treasury Department and the IRS continue to resolve many difficult issues and remove
impediments to voluntary compliance through published guidance. The ever-increasing
complexity of, continuing changes in, and temporary nature of the tax law also present
significant challenges to addressing long-standing compliance problems through guidance.
The published guidance program also aids in identification of issues that guidance cannot
address and serves a significant role in developing suggestions for legislative solutions.

Each year, the Treasury Department and the IRS issue a Priority Guidance Plan (PGP) that
sets forth the guidance projects targeted for completion over the course of the following 12
months. The PGP typically includes more than 250 separate guidance projects.

Examples of published guidance designed to improve compliance recently issued by the
Treasury Department and the IRS include:

e Regulations clarifying the tax rules and information reporting requirements for widely
held fixed investment trusts;

o Regulations implementing and explaining new tax shelter disclosure rules and
penalties;

e Regulations and other guidance on reporting and inclusion in income of deferred
compensation from nonqualified deferred compensation plans;

¢ Regulations and other guidance clarifying and explaining the new deduction for
domestic production activities;

¢ Guidance explaining the rules governing charitable contributions of vehicles;
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e Guidance on transfer pricing issues related to cross-border services and cost-sharing
agreements;

e Proposed regulations addressing the tax treatment of private annuities;
e Guidance designating a loss importation strategy as a listed transaction;

¢ Guidance implementing a new excise tax on tax-exempt entities and their managers in
connection with participation in certain potentially abusive transactions;

e Guidance improving information reporting for certain wagering activities;

e Proposed regulations addressing when expenditures for tangible property may be
deducted or must be capitalized; and

¢ Rulings addressing the consequences, including potential penalties, of filing returns (or
failing to file returns) based on frivolous tax positions.

Issuing published guidance is an important tool for the IRS in closing the tax gap.
Notwithstanding the inherent challenges, the Treasury Department and the IRS will
continue to provide published guidance to improve compliance by addressing abusive tax
avoidance transactions, providing clarifications and explanations of the tax laws, ensuring
consistency of treatment of similarly situated taxpayers, and where possible, reducing
burden on compliant taxpayers.

Some projects currently underway include development of guidance in these areas:

e Transfer pricing (Internal Revenue Code (IRC) section 482)

e Foreign tax credits (IRC section 901)

e Patent cross licensing

¢ International restructurings (IRC section 367)

Initiatives

o Work with Congress to enact remaining legislative proposals included in
Administration’s FY 2008 Budget:

o Require information reporting on payments to corporations;
o Require basis reporting on security sales;

o Expand broker information reporting;
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o Require information reporting on merchant payment card reimbursements;
o Require a certified Taxpayer Identification Number from contractors;

o Require increased information reporting for certain government payments for
property and services;

o Increase information return penalties;
o Require e-filing by certain large organizations;

o Implement standards clarifying when employee leasing companies can be held
liable for their clients’ federal employment taxes;

o Expand IRS access to information in the NDNH for tax administration purposes;
o Permit disclosure of prison tax scams;
o Make repeated willful failure to file a tax return a felony; and

o Impose penalty on failure to comply with electronic filing requirement.

Develop new legislative proposals for consideration in the Administration’s FY 2009
Budget. Approaches under consideration include:

o Improvements in coordination with State governments, including coordination
concerning licensing activities; and

o Further expansions of information reporting requirements, including reporting of
financial activity that currently may not be subject to information reporting.

Develop regulations and other published guidance clarifying ambiguous areas of the
law, targeting specific areas of noncompliance, and preventing abusive behavior.
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Component 2
Make a Multi-Year Commitment to Research

Research is critical in helping the IRS understand behavior, develop strategies, and

measure progress.

Research enables the IRS to develop strategies to combat specific areas of noncompliance,
improve voluntary compliance, allocate resources more effectively, and reduce the tax gap.
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
contacts and because it enables the IRS to collect more with a given level of resources.
Research is also critical in helping the IRS establish benchmarks against which to measure
progress in improving compliance.

The NRP demonstrates the importance of comprehensive compliance data. In addition,
accurate NRP data provides a critical benchmark for determining the sources of
noncompliance and for measuring changes in compliance over time. Data from the NRP
reporting compliance study have allowed the IRS to:

e Target examinations and other compliance activities better, thus increasing the dollar-
per-case yield and reducing “no change” audits of compliant taxpayers; and

e Improve operational audits by using innovations pioneered during the 2001 NRP to
reduce taxpayer burden.

Continued compliance research is a vital component of a sound tax gap strategy. An NRP
reporting compliance study of 5,000 S corporation tax returns filed in 2003 and 2004 is
currently in process. Since 1985, S corporation return filings have increased dramatically. In
that year, there were 722,444 Forms 1120S filed. In 2004, that number had grown by nearly
five times to over 3.6 million, while other corporate returns declined by approximately 500,000
for the same period.

By 1997, S corporations had become the most common corporate entity. In 2004, tax returns
filed by S corporations accounted for over 63 percent of all corporate returns filed. The last
time the IRS conducted an S corporation study was 1984. As a result, the IRS does not have
reliable reporting compliance data for these entities. The current S corporation study
represents the first time that the IRS has conducted a reporting compliance study across tax
years, and it will require that the data be knitted together to provide a comprehensive picture.
The study will continue through 2007.

Without new reporting compliance studies, the IRS must rely on 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 trends and emerging vulnerabilities in the
tax system. A multi-year commitment to research ensures that the IRS can efficiently target
resources and effectively respond to new sources of noncompliance as they emerge.
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The Administration’s FY 2008 Budget request for the IRS funds for three significant research
initiatives. These include:

e /ncreasing compliance studies. The IRS will conduct reporting compliance studies for
additional segments of taxpayers for which the IRS now relies on very old data (e.g.,
corporation income tax, employment tax, and partnerships), or for which the IRS has
never conducted any compliance studies at all (e.g., excise tax).

e Updating existing data from the 2007 NRP study. The IRS will conduct an annual study
of compliance among Form 1040 filers based on a smaller sample size than the 2001
NRP study. This will provide fresh compliance data each year and, by combining
samples over several years, will provide a regular update to the larger sample size
needed to keep the IRS’ targeting systems and compliance estimates up to date.

o Researching the effect of service on taxpayer compliance. This project will undertake
new research on the needs, preferences, and behaviors of taxpayers. The research will
focus on four areas:

1. Meeting taxpayer needs by providing the right channel of communication;

2. Better understanding taxpayer burden;

3. Understanding taxpayer needs through the errors they make; and

4. Researching the impact of service on overall levels of voluntary compliance.
Initiatives

e Undertake additional compliance studies, including S corporations and individuals.
e Update tax gap estimates using new and existing data.
o Research the effect of service on taxpayer compliance.

e Research the relationship between complexity, burden, and compliance.

27



Component 3
Continue Improvements in Information Technology

A combination of new systems and enhancements to existing systems is critical to a

productive use of resources.

Information technology (IT) modernization is critical to ensuring the most productive use of
both taxpayer service and compliance resources. It provides the necessary infrastructure that
allows the most efficient utilization of resources, which in turn allows the IRS to target key
components of the tax gap better. Because IT modernization is a cornerstone to efficient and
effective tax administration, the IRS is committed to strong oversight and accountability of IT
projects.

The IRS information technology vision includes systems that:
¢ Allow for better identification of the cases to be worked;
e Route those cases to the most appropriate workstream; and

e Employ cost effective technology analytics to best manage cases once they reach the
correct workstream.

The IRS’ current investment in technology infrastructure includes a combination of new
systems and enhancements to existing systems, with emphasis on improving both
effectiveness and efficiency. Included in this infrastructure are tools to increase taxpayer
compliance through early detection, improved case selection, more efficient case delivery, and
better case management:

o Case Selection. The NRP provides significant data for improving case selection criteria.
NRP data facilitates selection of the most productive returns to examine. This not only
reduces the tax gap, but also allows the IRS to update tax gap estimates. The case
selection process is further enhanced through automated classification processes. The
IRS also uses current audit information from “issue management” systems to provide for
immediate identification of emerging issues. For Collection programs, the IRS will use
improved decision analytics to select cases and route them to the most appropriate
workstream.

e Case Delivery. Delivery systems also are being modified to move audit work into the
system more effectively and efficiently. Both return classification and delivery will move
toward digital rather than paper-based returns, eliminating the time consuming and
expensive process of ordering returns and sending examiners out to IRS campus locations
for classification details. Additionally, the IRS will replace manual processes with
electronic case building and instant access to multi-year tax return information.

e Case Management. Automated systems are being deployed to allow more batched
processing of high volume types of examinations. Technology enhancements will allow
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employees to work cases in an online environment, where returns and case-related data
can be downloaded, and actions can be tracked electronically. The IRS will continue to
link multiple internal and external databases to enhance overall effectiveness, allowing
better identification, management, and performance monitoring for compliance workload.
The IRS also has several projects that will enhance criminal enforcement, with spillover
effects to civil cases.

The Administration’s FY 2008 Budget request includes an additional $81 million in funding to
improve the IRS’ information technology infrastructure, which is vital to improving IRS’
enforcement and services capabilities. The investments proposed in the Budget will allow the
IRS to:

o Upgrade critical IT infrastructure. This will provide funding to upgrade the backlog of IRS
equipment that has exceeded its life cycle. Failure to replace the IT infrastructure will lead
to increased maintenance costs and will increase the risk of disrupting business
operations. Planned expenditures in FY 2008 include procuring and replacing desktop
computers, automated call distributor hardware, and Wide Area Network/Local Area
Network routers and switches.

o Enhance the Computer Security Incident Response Center (CSIRC) and the network
infrastructure security. This will allow the CSIRC to keep pace with the ever-changing
security threat environment through enhanced detection and analysis capability, improved
forensics, and the capacity to identify and respond to potential intrusions before they occur.

o Enhance the IRS’ network infrastructure security. This will provide the capability to
perform continuous monitoring of the security of operational systems using security tools,
tactics, techniques, and procedures to perform network security compliance monitoring of
all IT assets on the network.

The FY 2008 Budget request also includes a total of $282 million to continue the development
and deployment of the IRS’ Business Systems Modernization (BSM) program in line with the
recommendations identified in the IRS’ Modernization, Vision, and Strategy. This funding will
allow the IRS to continue progress on modernization projects, such as the Customer Account
Data Engine (CADE), Account Management Services (AMS), Modernized e-File (MeF), and
Common Services Projects (CSP).

e Continue development of CADE and AMS. The development of CADE and AMS systems
is the heart of IRS’ IT modernization. These two systems, working together, will enable the
IRS to process tax returns and deal with taxpayer issues in a near real-time manner. The
objective is for the IRS to operate similarly to a bank, where account transactions occurring
during the business day are posted and available by the next business day. In addition,
AMS will enable the IRS representatives who work with taxpayers to have access to all
current information regarding that taxpayer, including electronic access to tax return data
and electronic copies of correspondence. Armed with such comprehensive and up-to-date
information, IRS representatives will be in a much better position to help taxpayers resolve
their issues, which benefits both the IRS and taxpayers while promoting voluntary
compliance.
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The development of CADE and AMS also includes a comprehensive re-working of the notice
system to streamline the process and enhance its efficiency. In July 2008, CADE is
scheduled to post and settle tax returns with a balance due condition and amended tax
returns, Form 1040X. The daily settlement of these accounts through CADE and the linkage
with AMS will enable the balance due notices to be sent on a daily basis and delivered to the
taxpayer as much as eight days faster than current time lines.

Continue development of MeF. MeF is the future of electronic filing. It provides a standard
data format for all electronically filed tax returns, which will reduce the cost and time to add
and maintain additional tax form types. MeF is a flexible real-time system that streamlines
the processing of e-filed tax returns, resulting in a quicker filing acknowledgement to the
taxpayer or their representative. In FY 2007, the IRS is beginning the development and
implementation of the Form 1040 on the MeF platform. The MeF system will enable the IRS
to better analyze tax compliance issues and address noncompliance among taxpayers by
removing the impediments caused by lack of data availability and completeness, access, and
data accuracy. MeF will allow the re-engineering of much of the current manual and time
consuming compliance processes including the following:

o Completeness of Data. The MeF system provides 100 percent of the data
contained within the returns, their schedules and attachments, third-party
documents, and amended returns in an electronic form. All documentation will be
available completely and electronically, which is equivalent to a paper copy of the
entire return file, but in a more usable and transportable form. The current e-filing
system only provides returns and does not have the ability to provide
supplemental documentation, including attachments, electronically. Paper
submissions provide only limited transcriptions of return data or an image of the
return. All other documentation is recalled and analyzed using time consuming
manual processes.

o Data Availability and Access. Currently, IRS electronic systems capture an
average of 20 percent of the data contained within tax and information returns. To
gather additional information for compliance needs, the IRS must conduct manual
transcriptions, which are costly and time consuming. For each form, the amount
of information retained or transcribed varies by form type, complexity, and size.
For those returns submitted through MeF, 100 percent of the data will be available
to the IRS in electronic format, including associated schedules and attachments,
regardless of the form type and without additional expense.

o Data Accuracy. The IRS currently expends time and resources ensuring the data
received from tax and information filers and transcriptions are accurate and
reliable. The MeF system and its processes increase data accuracy by reducing
the incidence of errors and by minimizing the need for manual transcriptions. This
is made possible by validating the information prior to submission. The use of
business rules also ensures that the returns are free of computation errors.
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o Cost Effective Data Capture & Storage. The manual processing of return data,
attachments, and schedules is time consuming and costly. E-filing is the most
effective means of capturing, storing, and recalling data. Savings include a
reduction in submission processing and storage costs. Additional savings will be
achieved from reduced cost for retrieving and re-filing returns for examinations and
transcription for identification of compliance trends or research.

Fed/State Electronic Federal Tax Payment System. The IRS and the Treasury Department’s
Financial Management Service are developing a pilot in conjunction with South Carolina and
lllinois. The pilot will enable lllinois taxpayers (South Carolina will participate in a later phase)
to pay all their federal and certain state taxes online via the Treasury’s Electronic Federal Tax
Payment System (EFTPS). This initiative will provide one stop for taxpayers to make their
federal and state tax payments.

Compliance Monitoring Process. Compliance monitoring is premised on the notion that the
IRS should make use of every available tool and public data source in trying to bring
corporations into compliance. The Large and Mid-Size Business (LMSB) division has
designed a Compliance Monitoring Process (CMP). LMSB developed and will be
implementing an enhanced compliance initiative dependent on information technology that
leverages the increases in transparency mandated by Sarbanes-Oxley and other laws. This
program also leverages the increased transparency of public companies’ financial statements
that will result from implementation of Financial Accounting Standards Board Interpretation No.
48 (FIN 48).

The benefits accruing from the delivery and implementation of BSM projects not only provide value
to taxpayers, and the business community, but also contribute to operational improvements and
efficiencies within the IRS.

Initiatives

Improve high income and non-EITC exam workload selection and method of delivery and
assess the effectiveness of the exam treatment stream on selected nonfiler cases. (Also
supports Component 4)

Expand Automated Underreporter (AUR) Auto Notice Generation to include additional income
types and all Form 1040 family returns. (Also supports Component 4)

Develop system requirements for expanding the AUR Soft Notice Test, which involves asking
taxpayers to voluntarily self-correct for future years. (Also supports Component 4)

Evaluate the AUR matching process, and implement an improved case scoring and selection
concept to select the most productive cases. (Also supports Component 4)

Develop enhancements to the Compliance Data Warehouse to improve workload identification
and prioritization algorithms, allowing better evaluation of alternative treatment streams and
ensuring Collection cases receive the most efficient and effective treatments. (Also supports
Component 4)
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Update the Collection inventory management system to improve functionality navigation,
performance, and efficiency. (Also supports Component 4)

Automate lien delivery, recording, and release processes with state and local jurisdictions to
improve the timeliness of lien filings and the payment of fees. (Also supports Component 4)

Test the use of statistical modeling techniques within the Tax Exempt and Government Entities
Division (TEGE) to detect high-risk compliance patterns in order to use data to expand and
improve examination case selection. (Also supports Component 4)

Develop and implement a set of compliance decision analytical tools that will support analysis
of TEGE returns and other data to detect compliance trends and improve case and issue
selection. (Also supports Component 4)

Implement a new TEGE electronic examination system (TREES) that will consolidate agent
tools to increase the accuracy and efficiency of the examination process.

Build and implement MeF receipt of electronic transmissions for additional tax forms.
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Component 4
Improve Compliance Activities

Obtaining maximum coverage and yield from available resources is necessary for the

greatest impact on compliance.

The IRS has made significant progress in reducing the tax gap through improvements in
enforcement efforts. The following examples demonstrate this progress:

e Enforcement revenues have grown by nearly $15 billion since FY 2001, totaling $48.7 billion in
FY 2006.

¢ Examinations of individual taxpayer returns increased by 77 percent between FY 2001 and FY
2006, when the IRS conducted nearly 1.3 million examinations. Similarly, the coverage rate
rose from 0.58 percent to 0.98 percent during that period.

e The IRS has focused more resources on examinations of individuals with income over $1
million. The number of examinations in this category rose by almost 80,000 in FY 2006 as
compared to FY 2004, the first year the IRS began tracking them separately. The coverage rate
has similarly risen from 5.03 percent to 6.30 percent in that period.

e Audits of business returns increased by 29 percent between FY 2001 and FY 2006. The
coverage rate over the same period rose from 0.55 percent to 0.60 percent.

e Audits of corporations with assets over $10 million grew from 8,718 in FY 2001 to 10,578 in FY
2006, and the coverage rate increased from 15.1 percent to 18.6 percent.

e Examinations of the very largest corporations, those with assets over $250 million, increased by
nearly 30 percent growing from 3,305 in FY 2001 to 4,276 in FY 2006.

e For audits of taxpayers with assets greater than $10 million, the cycle time per audit has been
reduced by 22.6 percent from 23 months in FY 2001 to 17.8 months in FY 2006. This allows
IRS to use its resources more efficiently and increase the number of corporate audits
conducted.

e The IRS has placed more emphasis on tax-exempt organizations by increasing the number of
examinations by nearly 33 percent from 5,342 in FY 2001 to 7,079 in FY 2006.

e The IRS achieved a 91.4 percent conviction rate on criminal investigation cases from FY 2001
through December 31, 2006.

e The IRS established the position of Deputy Commissioner, International to improve oversight of
and focus on global taxation issues.

These results reflect the direct impact of IRS enforcement initiatives. Though difficult to quantify,

there is also a significant indirect effect of IRS enforcement, which some research suggests could be
at least three times the direct effect of enforcement efforts. This indirect effect is seen when an
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individual thinks twice about failing to report income or overstate a deduction if he or she knows a
neighbor or friend has been audited. Similarly, if taxpayers are aware that the IRS is more active,
voluntary compliance increases.

The IRS’ compliance strategy attacks the tax gap by balancing three critical enforcement principles.

e Coverage. Balanced audit coverage is important from an IRS presence and noncompliance
deterrence perspective.

o Yield. Itis important that IRS resources address those noncompliant returns that will yield the
greatest revenue impact for the Treasury Department.

¢ Intentional Noncompliant Behavior. The larger components of the tax gap involve more complex
issues and/or unreported income that usually require more in-depth audits or in flagrant cases of
tax evasion, criminal investigation.

Where possible, the IRS will use low-cost, highly automated systems and resources to maintain or
increase compliance coverage levels. Many of these systems will not involve face-to-face
interactions with taxpayers. This includes programs such as Automated Underreporter, Automated
Collection System, Automated Substitute for Return, correspondence exam, and “soft notices.”

The IRS will use a combination of low-cost, highly automated systems and face-to-face interactions
with taxpayers to address high yield and complex compliance issues. These include field audits,
field collection contacts, and large corporate audits. Resources will be devoted to addressing major
and persistent areas of noncompliance through face-to-face interactions with taxpayers.

To ensure coordination of IRS efforts to address all aspects of the tax gap, the Deputy
Commissioner for Services and Enforcement has formed an executive level tax gap committee. This
committee analyzes compliance data and makes recommendations on the proper allocation of
compliance resources so that the IRS can maximize its ability to address the tax gap components.
This group is currently quantifying:

e Coverage rates;

e Resource utilization;

e Return on investment (ROI); and

o Effectiveness of compliance programs.

Though it is not feasible to eliminate the tax gap completely, it is possible to maximize the use of
existing resources to address coverage, yield, and noncompliant behavior better. As resources are
made available due to shifts in return filing patterns, or from efficiencies achieved from systemic
changes (both technology and process), resources will be redirected to address significant
components of the tax gap, keeping the factors mentioned above in the proper balance. For
example, the IRS cannot simply allocate resources to the highest yielding activities and thereby
sacrifice balanced coverage across all elements of nhoncompliance. Audit coverage rates and return
on investment information is provided in Figures 8 and 9.
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Figure 8

FY 2006 Coverage Rates for Key Taxpayer Categories

Enforcement Area Coverage Rate
Corporations Corporations with Assets > $250M 35.3%
Corporations with Assets $10M - $50M 14.2%
1120S Corporations 0.38%
Individual Income Individuals > $1M 5.23%
Tax Individuals > $100,000 1.67%
Individuals < $100,000 0.89%
All Individuals 0.98%
Employment Tax Employment Tax Returns 0.11%
Estate Tax Estate Tax with Gross Estate > $5M 28.12%
Figure 9

Estimated Program Marginal Direct Return on Investment (ROI) for FY 2008 Hiring Initiatives®

IRS Program ROI
Large Corporate Exam Program 3:1
Small Business Exam and Collection Program 3:1
Individual Document Matching 9:1
Automated NonFiling Program 14:1

*

Marginal ROls are computed by applying an assumed “marginality” factor to the observed average
return on investment.

Some specific examples of IRS efforts to allocate resources to target specific noncompliance
attributed to the tax gap include addressing:

e Promoters of abusive tax avoidance transactions. While these cases are time consuming to
investigate, civil injunction actions often lead to the identification of scheme participants,
including many small corporate and individual taxpayers. The IRS then allocates resources
to examine and correct the abusive transactions. The IRS also assesses civil penalties as
appropriate against abusive promoters and preparers.

e High income nonfilers. The IRS has campus Taxpayer Delinquency Investigation (TDI) and
Automated Substitute for Return (ASFR) programs that address nonfilers. Some high-
income cases are not typical and require complex skills to examine. The IRS allocates field
resources to investigate and resolve these cases.

o Offshore activity. Taxpayers who engage in offshore activity for the purposes of
underreporting income or participating in a tax haven taxation regime must be addressed.
The IRS is improving its ability to identify these cases and the specialized skills of the
examiners who handle them.
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Unscrupulous return preparers. Most return preparers are professional, provide valuable
service to their clients, and are effective advocates for good tax administration.
Unfortunately, a few unscrupulous preparers can have a significant negative effect on
compliance. The IRS allocates resources to conduct visits to Electronic Return Originators
(EROs), pursue preparer examinations with the goal of penalizing improper behavior, and
seek civil injunctions and/or criminal indictments against the most egregious behavior.

Small businesses. Because research indicates there is a greater likelihood of misreporting
and underreporting by small businesses, the IRS plans to increase the level of Form 1040,
Schedule C examinations.

Improving audit currency and identifying issues for examination are key elements of the IRS’
effort to target noncompliance. These efforts often involve finding ways to streamline
examinations of compliant taxpayers, so that examination resources can be focused on more
problematic areas. Efforts to improve currency and transparency include:

Schedule M-3. To improve transparency of corporate taxpayers, the IRS mandated a new
Schedule M-3 for large business taxpayers. The Schedule M-3 provides more detail on
book-tax differences, enabling the IRS to identify and focus more quickly and precisely on
those tax returns and issues that present the highest potential compliance risk.

Compliance Assurance Program. The IRS is also expanding the Compliance Assurance
Program (CAP), to improve both currency and transparency. The CAP program is a real-
time approach to compliance review that allows the IRS, working in conjunction with the
taxpayer, to determine tax return accuracy prior to filing. CAP is more efficient than a post-
filing examination — as it provides corporations certainty about their tax liability for a given
year within months, rather than years, of filing a tax return. This provides compliant
taxpayers with greater certainty as to their tax and financial reporting positions, and allows
the IRS to focus its examination resources on more problematic areas.

Pre-Filing Agreement. The Pre-Filing Agreement (PFA) program provides taxpayers an
opportunity to request that revenue agents examine and resolve potential issues before tax
returns are filed. The IRS continues to explore other ways to work with LMSB taxpayers on
a pre-filing basis to address their federal tax liability compliance.

Leverage Corporate E-file. The IRS is improving issue identification and the selection for
examination of high-risk returns through new mandatory e-filing. Many corporations are
now required to file their tax returns electronically and this mandate will expand in future
tax years. E-filing will provide more consistent treatment and data analysis for efficient,
near real time identification of high-risk issues and taxpayers. E-filing and Schedule M-3
together also allow the IRS to identify and exclude more efficiently lower-risk taxpayers
from full examinations.
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Additional compliance initiatives in process on IRS campuses include:

e /nternational support. The IRS is expanding investigations of individuals who report
income to Puerto Rico but fail to file a Form 1040PR to report social security, begin or end
bona fide residence in a U.S. possession, and request to limit partnership withholding from
foreign sources.

o Form 941 nonfilers. The IRS is expanding employment tax compliance efforts through
matching information returns filed with the Social Security Administration to the filing of
related employment tax returns.

e Form 1120-S compliance. The IRS is increasing reviews of invalid S corporation returns
and their shareholders. Entities that do not have valid elections, and their shareholders’
returns, will be adjusted to reflect the proper tax effect.

o Fed/State referrals. The IRS actively pursues leads obtained through information sharing
with the states, as well as initiates examinations based on outcomes of state audits.

IRS employees play a critical role in the effort to improve compliance in terms of both taxpayer
service and enforcement. In addition to implementing elements of any strategy to improve
compliance, IRS employees also serve as a source for developing these elements in the first
place. In order to ensure that the IRS’ workforce is responsive to the need to improve
compliance, the IRS recently published regulations that remove limitations on the use of
quantity measures in evaluating the performance of, or imposing or suggesting goals for, IRS
organizational units. These regulations will improve accountability while not changing current
provisions that bar the use of performance measures based on quantity measures when
evaluating employees’ performance.

There are six specific initiatives in the FY 2008 Budget request that are aimed at significantly
improving compliance activities. Collectively these initiatives should generate an additional
$699 million in revenue when all of the new hires reach full potential in FY 2010. These
initiatives will:

o /mprove compliance among small business and self-employed taxpayers in the elements
of reporting, filing, and payment compliance. This funding will be allocated for increasing
audits of high-risk tax returns, collecting unpaid taxes, and investigating for possible
criminal referral persons who have evaded taxes.

e /ncrease examination coverage for large, complex business returns, forejgn residents, and
smaller corporations with significant international activity. Using information from Form
1120, Schedule M-3 and enhanced data resulting from mandatory e-filing, this initiative will
address risks arising from the rapid increase in globalization, and the related increase in
foreign business activity and multinational transactions where the potential for
noncompliance is significant. Improved business processes along with this funding will
allow IRS to maintain its attention to the very largest businesses while expanding the
overall coverage rate for large corporate and flow-through returns from 7.9 percent to 8.2
percent in FY 2008.
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o Expand document matching in existing sites and the inclusion of document matching at a
new site. This enforcement initiative will increase coverage within the Automated
Underreporter (AUR) document matching program, resulting in an increase in AUR
closures from 2.05 million in FY 2007 to 2.64 million in FY 2010. In addition, a new
document matching program will be established at the IRS’ Kansas City campus. The
establishment of this new AUR site is estimated to result in over $183 million in additional
enforcement revenue per year beginning in FY 2010.

e Increase individual filing compliance through the Automated Substitute for Return Refund
Hold Program. This will minimize revenue loss by holding the current-year refunds of
taxpayers who are delinquent in filing individual income tax returns and are expected to
owe additional taxes. It is estimated that this initiative will result in securing more than
90,000 delinquent returns in FY 2008.

e /mprove tax-exempt entity compliance by preventing the misuse of such entities by third
parties for tax avoidance or other unintended purposes. This funding will aid in increasing

the number of TEGE compliance contacts by 1,700 (6 percent) and employee plan/exempt

organization determinations closures by over 9,000 (8 percent) annually by FY 2010.

e /ncrease criminal tax investigations, which will aggressively attack abusive tax schemes,
corporate fraud, nonfilers, and employment tax fraud. These investigations will also
address other tax and financial crimes identified through Bank Secrecy Act related
examinations and case development efforts, which include an emphasis on the fraud
referral program.

In addition to these initiatives, the IRS is beginning to realize benefits from the Private Debt
Collection program. Pursuant to Congressional authorization, taxpayers receive the same
treatment from private collection agencies (PCAs) that they would from the IRS, including
access to the Taxpayer Advocate Service. The PCAs only work cases where the taxpayer
does not dispute the liability and collect money the IRS could not collect otherwise. Ninety-
seven percent of the taxpayers who responded to the IRS customer satisfaction survey
regarding contact by a PCA were satisfied with the service received.

Improving compliance in the cash economy is also a focus. A joint IRS/Taxpayer Advocate

team is exploring alternatives for improving compliance in this portion of the tax gap. The team

has reviewed data from multiple existing studies and is surveying both internal and external
sources for potential recommendations.

Another focus is to ensure that attorneys, accountants, and other tax practitioners adhere to

high professional standards. The Office of Professional Responsibility (OPR) recently obtained

a wholesale review of practitioner tax filing patterns. In addition to providing a statistical
analysis of practitioner tax noncompliance, this review identified practitioners whose personal
filing patterns were problematic. Circular 230 enforcement action in this area has had the
collateral effect of prompting well over 75 percent of the delinquent practitioner returns to be
filed after contact by OPR. This enforcement effort reinforces the message that OPR
considers tax compliance to be an important matter and expects tax professionals to remain
compliant.
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OPR is also a participant and lead facilitator of a new return preparer strategy designed to
maximize resources and coverage in the noncompliant tax preparer arena. The Servicewide
Enforcement Preparer Strategy is comprised of a team representing all functions involved with
the return preparer/parallel investigation workload. In addition to an annual planning meeting
that has taken place, monthly conference calls are conducted among all members to
coordinate between functions to ensure issues and enforcement actions such as injunctions
and penalties are consistent, timely, and effective.

Criminal Investigation (Cl) supports compliance initiatives and sends a strong public message
by investigating egregious tax evaders, chronic noncompliance, promoters and participants in
abusive schemes, employment tax evasion, high-income nonfilers, and unscrupulous return
preparers. IRS CIl has one of the highest conviction rates in federal law enforcement. Over 79
percent of convicted offenders are sentenced to prison terms averaging 22 months.

To address offshore and cross-border compliance risks (through enforcement and by issuing
guidance), the IRS has formed Issue Management Teams in the following areas:

o Cost sharing;

e Abusive foreign tax credit generators;

e Section 936 exit strategies;

e Foreign earnings repatriation;

e Hybrid instruments; and

e Transfer pricing.

Tax Treaties and Tax Information Exchange Agreements (TIEAs) are two additional important
tools in addressing and enhancing international compliance through the exchange of
information with other national tax authorities. Through TIEAs and the Exchange of
Information Article of Tax Treaties, the IRS is able to develop cross-border information to
identify and address abusive transactions for civil and criminal purposes.

Americans seem less tolerant of tax cheating than they did only a few years ago and are
generally supportive of IRS compliance activities against tax scofflaws. According to a 2003
Roper poll conducted for the IRS Oversight Board, 81 percent of Americans said it is

unacceptable to cheat on income taxes. A 2005 survey for the IRS Oversight Board shows
that the number is now 88 percent, as demonstrated in Figure 10.
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Figure 10

Percent of Taxpayers Opposed to Cheating
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Source: IRS Oversight Board Taxpayer Attitude Surveys

In addition, attitudinal support for compliance remains high as illustrated by the following
statistics:

o Nearly three out of four taxpayers agree that it is everyone’s civic duty to pay their fair
share of taxes.

o Nearly one in every three Americans (30 percent) agree that it is everyone’s personal
responsibility to report anyone who cheats on their taxes, a six point increase from 2004
and 11 point increase from 2003.

¢ Although the public continues to feel strongly that the IRS should target large corporations

and those at high-income levels who do not comply, increasing numbers feel that it is
important to ensure compliance from small businesses (73 percent) and lower-income
taxpayers (66 percent), as well.

e An increasing number of taxpayers cite third-party reporting as a deterrent to
noncompliance (41 percent).

o Over 82 percent of Americans say that their own personal integrity has the greatest

influence on whether they report and pay their taxes honestly. This is double the number

citing any other factor.

According to the Pew Research Center study “A Barometer of Modern Morals,” 79 percent of
Americans consider not reporting all income on one’s tax return to be morally wrong, while just
5 percent consider it morally acceptable and 14 percent say it is not a moral issue. Of those

who said this behavior is morally wrong, cheating on one’s taxes ranked second only to
cheating on one’s spouse.
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Initiatives

¢ Increase audit coverage and better target returns for examination.

e Enhance the ability to identify and address tax schemes of business and individuals
involving offshore activity, address illegitimate use of tax havens to shelter income, and
increase information matching and examination activity for individuals living abroad.

e Enhance collection programs and increase the Federal Payment Levy Program using third-
party data.

e Work with other federal agencies regarding the Federal Payment Levy Program. (Also
supports Component 7)

e Improve compliance by tax preparers through implementation of the Service Wide
Enforcement Preparers Strategy. (Also supports Components 3 and 7)

e Improve collection selection criteria and filters for balance due and nonfiler cases, including
identifying and addressing potential high-income nonfilers. (Also supports Component 3)

e Litigate cases, work settlements, and design large scale resolution initiatives for tax shelter
transactions to deter noncompliance. (Also supports Component 1)

¢ |Initiate a project using Combined Annual Wage Reporting (CAWR) data to identify tax-
exempt organizations that may not be properly reporting and paying employment taxes.
(Also supports Component 3)

¢ Increase criminal enforcement on abusive schemes, corporate fraud, employment tax,
egregious nonfilers, and on Bank Secrecy Act violations.

¢ Improve the alignment and allocation of service-wide resources to identify, develop, and
resolve challenges better in the global taxation arena.

¢ Improve tax administration to deal more effectively with increased emphasis on
globalization by all corporate and individual taxpayers.

e Increase industry and global issue focus by aligning resources to cases and issues with the
highest compliance risk.

e Leverage the efforts of examiners as well as external partnerships with foreign tax
administrators to identify and address emerging issues of significant compliance risk. (Also
supports Component 7)

e Address offshore and cross-border compliance risks through enforcement and by issuing
guidance in the following areas:

Cost sharing;

Abusive foreign tax credit generators;
Section 936 exit strategies;

Foreign earnings repatriation;

Hybrid instruments; and

Transfer pricing.

O O O O O O
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Component 5
Enhance Taxpayer Service

Effective taxpayer service has a significant effect on voluntary compliance.

Taxpayer service is especially important for helping 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, regulations and other published
guidance, toll-free call centers, the Internet, and Taxpayer Assistance Centers (TACs). In addition,
during the filing season, IRS-supported Volunteer Income Tax Assistance (VITA) and Tax
Counseling for the Elderly (TCE) sites provide free return preparation services for low-income,
elderly, and limited-English-proficiency taxpayers.

Assisting taxpayers with their tax questions before they file their returns reduces burdensome post-
filing notices and other correspondence from the IRS and reduces overall inadvertent
noncompliance and the need for downstream enforcement.

According to a survey commissioned by the IRS Oversight Board in 2006, taxpayers increasingly
recognize that the IRS provides good quality service through a variety of channels, such as its
website, toll-free telephone lines, and TACs. This is supported by the metrics used to measure the
effectiveness of the IRS’ taxpayer service efforts. In category after category, there is improvement in
the levels of telephone services, electronic filing, and access to IRS.gov. This is demonstrated by
the following statistics:

e E-filing by individuals has continued to increase, up three percentage points in TY 2005, from 51
percent to 54 percent of all individual returns.

e The level of service for toll-free assistance was 82 percent, about the same level as in 2005 and
up substantially from 2001. (Level of service is a measure that reflects the percentage of calls
answered through the IRS’ toll-free taxpayer assistance program compared to total call attempts,
including calls answered, busy, disconnected, and abandoned.)

e The level of customer satisfaction with the toll-free line remains 94 percent, the same as in 2005.

e The tax law accuracy of toll-free response edged up to 91 percent from 89 percent in 2005.

e Taxpayers continued to find IRS.gov a useful source of information for complying with their tax
obligations. Visits to the IRS website jumped nearly 10 percent in 2006 to more than 197 million

visits.

e More taxpayers used the online refund status tool “Where's My Refund.” In 2006, there were
24.7 million status checks, up nearly 12 percent from 2005.

Expanded outreach activities to individuals currently underway include:

o  Military Initiative. During FY 2008 the IRS will analyze and determine the results of prior year
targeted outreach to retired and soon-to-be retired military on the taxability of military pensions.
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Using a control group approach, the comparison of post-outreach delinquency rates with pre-
outreach rates will assist the IRS in determining the effectiveness and impact of its efforts. Once
results are analyzed, strategic direction will be determined for future years for the entire federal
employee and retiree population.

Disability Initiative. The IRS is partnering with national and local organizations that serve
taxpayers with disabilities in an effort to provide education on available tax credits and tax
preparation assistance. Initially 30 cities participated and in 2007 it has been expanded to 54
cities.

Limited English Proficiency Hispanic Initiative. The IRS is supporting an aggressive multimedia
and grassroots outreach campaign targeting communities with a significant number of Hispanic
individuals to disseminate tax information and distribute Spanish products.

Native American Initiative. Partnering with national and local volunteer organizations to reach
hard-to serve areas, such as Indian Reservations, the focus of this initiative is to develop new
and enhance existing relationships to increase distribution of educational products and
information, expand tax preparation assistance and provide access to a broader array of
resources for implementing strategies that include the Earned Income Tax Credit (EITC).

Rural Initiative. Building alliances with groups that have extensive pre-existing rural
infrastructures and knowledge to reach rural populations, the IRS will partner with the W.K.
Kellogg Foundation to bring the Rural Strategy to a national scale. In FY 2007, the Kellogg
Foundation agreed to fund rural initiatives in seven states. The IRS will also partner with the
U.S. Department of Health and Human Services Welfare Peer Technical Assistance to develop
state-wide rural strategies in two states.

The Taxpayer Assistance Blueprint

In July 2005, the Senate Committee on Appropriations issued report language requesting that the
IRS conduct a comprehensive review of its current portfolio of services and develop a five-year plan
for taxpayer services. This review, conducted jointly with the National Taxpayer Advocate and the
IRS Oversight Board, was designed to achieve the following objectives:

Establish a credible taxpayer/partner baseline of needs, preferences, and behaviors;
Implement a transparent process for making service-related resource and operational decisions;

Develop a framework for institutionalizing key research, operational, and assessment activities to
plan and manage improved service delivery; and

Utilize both short-term performance and long-term business outcome goals and metrics to
assess service value.

In April 2006, the Taxpayer Assistance Blueprint (TAB) Phase 1 report was completed and the
results presented to Congress. Phase 1 identified and reported five strategic service improvement
themes for enhancing taxpayer and practitioner service needs and preferences:
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e Improve and expand education and awareness activities. This theme addresses the critical
need for making taxpayers and practitioners aware of the most effective and efficient IRS
service options and delivery channels for meeting their tax obligations and receiving benefits
they are due.

e Optimize the use of partner services. This theme emphasizes the critical role of third parties
in the delivery of taxpayer services, and calls for improving the level of support and direction
provided to partners to ensure consistent and accurate administration of the tax law.

o Elevate self-service options to meet the expectations of taxpayers. This theme focuses on
providing clear, standard, and easily customized automated content to deliver accurate,
consistent, and understandable self-assistance service options.

e Improve and expand training and support tools to enhance assisted services. This theme
highlights the need for ensuring accurate information across all channels by improving and
expanding training, technology infrastructure, and support for employees, partners, and
taxpayers.

o Develop short-term performance and long-term outcome goals and metrics. This theme
provides for the development of a comprehensive set of performance goals and metrics to
evaluate how effectively the IRS is meeting taxpayer expectations, and how efficiently it is
delivering services.

TAB Phase 2 focused on developing refined data around taxpayer and partner needs,
preferences, and behaviors. Phase 2 also identified current planning documents, decision
processes, and existing commitments affecting IRS service strategy. The TAB Phase 2 Report,
delivered to Congress in April 2007, includes analysis of research results as well as details of a
five-year strategic plan for taxpayer service. The TAB Strategic Plan outlines a multi-year
commitment to research, including conducting research on the impact of taxpayer service on
compliance. This will help the IRS better target taxpayer services and develop programs that
can improve voluntary compliance and contribute to reducing the tax gap. The TAB Strategic
Plan includes performance measures, service improvement initiatives, and a decision-making
and governance process to prioritize service and research initiatives and funding proposals.
Continued stakeholder, partner, and employee engagement is incorporated into all aspects of
the TAB Strategic Plan.

The IRS does not know what percent of the tax gap is due to inadvertent, unintentional non-
compliance that arises from the complexity and confusion surrounding our tax laws, having very
little research currently available that addresses this issue. Several research studies are
currently underway as part of the TAB Phase 2 to measure the impact of service on reducing
inadvertent errors. Additional studies will be included in the proposed five-year research plan.
Current research includes:

Benchmark Survey of Taxpayers. This survey will ask 40,000 taxpayers if they have used IRS
taxpayer services to help prepare and file their tax returns — and which services and channels
(e.g., phone, walk-in, Internet, publications) they used to get this help. The IRS will test to see if
there are differences in average values for measures of filing, reporting, and payment
compliance for respondents who did or did not use various IRS taxpayer services.
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o NRP Study. The IRS is working to add survey questions to the next set of NRP audits to (1)
find out whether taxpayers who used customer service programs had fewer reporting errors
on their returns and (2) try to collect useful data on the root causes of inadvertent errors and
possible treatments. The IRS is exploring the possibility of incorporating these types of
questions into field examination audits on a pilot basis.

o The Compliance Impact of Preparer, IRS and Self-Prepared Returns. This analysis will
divide all returns processed into groups based on who prepared the return: self-prepared,
practitioner prepared, IRS prepared, software prepared and other options. The IRS will test
to see if measures of filing, reporting, and payment compliance among these groups are
significantly different.

o The Impact of Taxpayer Advocate Service (TAS) Programs on Compliance. This analysis
will use Master File transaction codes to determine which taxpayers used TAS services in a
particular fiscal year. This group will serve as a test group, and their subsequent filing,
payment, and reporting compliance will be tracked. A control group comprised of a random
sample of taxpayers who did not use TAS services or IRS services during the same fiscal
year will be tracked to determine whether there are significant differences in compliance
rates between the two groups.

e Behavior Testing Lab. This initiative will measure the accuracy of sample tax returns
prepared by several focus groups of taxpayers, with and without access to IRS taxpayer
services. This is another methodology for measuring the impact of service on compliance.

Analysis of the wealth of taxpayer data compiled as part of TAB Phase 2 revealed certain
recurring findings about taxpayer needs, preferences, and behavior. The findings, combined
with ongoing policy considerations and priorities, led to the development of TAB Guiding
Principles that provide the groundwork for the development of the TAB Strategic Plan for
taxpayer service. The TAB Guiding Principles are:

1. The primary goal of service for individual taxpayers is to facilitate compliance with federal tax
obligations.

2. A portion of the tax gap is attributable to errors by individual taxpayers. IRS service
programs should be designed to prevent, minimize, and correct such errors with due
consideration of taxpayer burden.

3. IRS service investments will focus on preventing, minimizing, and correcting taxpayer
noncompliance.

4. Enhance the IRS website so that it becomes the first choice of more taxpayers for obtaining
the information and services needed to comply with tax obligations.

5. The IRS recognizes the significant role that partners play in tax administration. As such, the

IRS will look for opportunities to assist these third parties in helping taxpayers understand
and meet their tax obligations.
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Based on these principles and extensive research analysis, the TAB Strategic Plan was
designed to outline the vision for taxpayer service delivery over the next five years. Key
components of the TAB Strategic Plan include the Performance Measures Portfolio, the Service
Improvement Portfolio, and the Implementation Strategy. The IRS’ ability to conduct research
and to improve the delivery of services, and consequently improve compliance, is dependent on
a number of variables that contribute to the constant evolution of the TAB Strategic Plan,
including tax legislation, the IRS budget, technology, and the public marketplace. Therefore, the
implementation strategy must be institutionalized before specific elements of the plan can be
realized.

Based on recommendations in the TAB Strategic Plan, consideration is being given to the
funding necessary to enhance IRS.gov so that becomes the first choice of individual taxpayers
and their preparers when they need to contact the IRS for help. Consideration is also being
given to other program initiatives that will address inadvertent, unintentional errors caused by:

o Language barriers. Pursuing strategies that focus on providing tax information in languages
other than English.

o Educational barriers. Pursuing strategies that focus on expanding and improving the quality
of voluntary assistance though VITA/TCE and similar partnership efforts.

¢ Misunderstanding of tax law. Pursuing strategies that focus on clarifying and improving
forms, instructions and publications to reduce the burden that taxpayers experience in
attempting to comply.

¢ Communication barriers. Pursuing strategies that focus on improving the quality, ease of
use, and access to printed, electronic, and telephonic assistance channels; as well as
placement of face-to-face assistance resources to effectively serve taxpayers unlikely to use
other service channels.

e Practitioners’ lack of knowledge/understanding of tax law. Pursuing strategies designed to
enhance the quality and accessibility of practitioner assistance through education, tailored
assistance channels, and effective monitoring of practitioner behavior and return preparation
quality.

The Administration’s FY 2008 Budget request includes the funding necessary to implement
many of the telephone service and website enhancements recommended by the TAB Strategic
Plan, as well as funding for research to understand better individual taxpayer noncompliance and
the effect of service on compliance. Specific taxpayer service initiatives in the request include:

o Expand Volunteer Income Tax Assistance (VITA) programs. This will help expand IRS
volunteer return preparation, outreach and education, and asset-building services to low
income, elderly, Limited English Proficiency (LEP), and disabled taxpayers. It will increase
the ability to recruit, train, and support partners for outreach and tax assistance, and to
identify those partners best suited to reach special populations.
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Begin initial implementation of TAB Strategic Plan recommendations. Based on the findings
of the TAB, the funding for this initiative will implement telephone service and website
electronic interaction enhancements, including the following:

@)

Contact Analytics. This will provide tools for evaluating contact center experiences by
recording, storing, and analyzing every element of a taxpayer’s service call. It will
provide the capability to drill down to individual recordings, improving the ability to
measure call accuracy, timeliness, and professionalism — leading to process
improvements and cost savings. It also will improve the ability to identify and respond
to problems — leading to more accurate, clearer responses to taxpayers. Employee
satisfaction will increase through improved work processes that allow assistors to
handle more complex calls with fewer transfers.

Estimated Wait Time. This will provide a real-time message on the telephone service
channel that informs taxpayers about their expected wait time in queue, allowing them
to make more informed decisions based on the status of their call. This will reduce
taxpayer burden and increase customer satisfaction.

Expanded Portfolio of Tax Law Decision Support Tools. This enhancement to
IRS.gov will provide a common set of support tools to maximize use by taxpayers,
partners, and IRS employees. It will enable users to conduct key word and natural
language queries on a Frequently Asked Questions (FAQs) database and to receive
answers to tax-law questions on an interactive basis. By monitoring taxpayer use, the
IRS can continuously improve the information provided to taxpayers, thereby
increasing customer satisfaction and operational savings.

Spanish “Where’s My Refund?” This adds the refund status feature to the Spanish
webpage on IRS.gov to provide the Spanish-speaking community with the same level
of customer service available on the English webpage.

Conduct research on the effect of service on taxpayer compliance. This will provide
additional resources for a long-term, concerted research effort to identify ways to close the
tax gap and to base the allocation of resources to both service and enforcement activities on
a clearer understanding of how these activities affect voluntary compliance. This will require
compiling more comprehensive data over a number of years, culminating in yearly analyses
designed to quantify the effect of most IRS activities on the voluntary compliance of specific
taxpayer populations. The research will focus on four areas:

(@)

@)

Meeting taxpayer needs through the most effective and efficient service channels;
Developing a better understanding of taxpayer burden;
Understanding taxpayer needs through the errors they make; and

Examining the effect of service on overall levels of voluntary compliance.
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Electronic Tax Administration

There is perhaps no area with greater potential for reducing burden for both taxpayers and the
IRS than Electronic Tax Administration (ETA). The benefits of electronic interaction with
taxpayers are clear and compelling. Many taxpayers find it more convenient and beneficial to do
business electronically than to send paper through the mail. In addition, taxpayers can get their
questions answered and can download the form they need at their convenience, at any time of
the day or night. For the IRS, handling taxpayer contacts electronically means that employees
can be refocused to other high-benefit purposes.

Significant challenges remain in transitioning from a paper-based environment to an electronic-
based environment. The IRS has developed an E-Strategy for Growth, which outlines the IRS’
plans to reduce taxpayer burden. To achieve the strategic goals, the IRS will develop and
implement e-file marketing strategies, continue to expand the use of electronic signatures, and
enhance IRS website services for both practitioners and taxpayers. Ultimately, the goal of the
IRS is to offer all taxpayers and their representatives the ability to conduct nearly all of their
interactions with the IRS electronically.

A key component of ETA for the IRS is e-filing. This system has demonstrated measurable
success with regard to individual taxpayer satisfaction. From its modest beginning as a pilot
program in 1986 — when 25,000 returns were filed electronically — the number of e-filed returns
has dramatically increased, with more than 71 million returns filed electronically in the last filing
season. The benefits to these taxpayers include:

e Faster refunds;

e More accurate returns;

e Quick electronic confirmation;

e Free Internet filing;

e Easy payment options; and

e Federal/State e-filing.

An additional service that allows tax professionals and payers to do business with the IRS
electronically is e-Services, a suite of Internet based products. These services include Preparer
Taxpayer ldentification Number (PTIN) applications with instant delivery, Taxpayer Identification
Number (TIN) matching for third-party payers, on-line registration for electronic e-Services, and
on-line initiation of the electronic return originator application. The e-Services’ Incentives
Products offered to increase e-filing are on-line Disclosure Authorization, Electronic Account
Resolution, and Transcript Delivery System. Due to industry demand, the availability of

incentives to those tax professionals and payers that e-file has been lowered from 100 to 5
individual returns filed.
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Another electronic service success launched recently is the new Online Payment Agreement
available on IRS.gov. Over 90 percent of taxpayers entering into payment agreements with the
IRS can now request an agreement and receive confirmation of its approval through this
application.

Initiatives

o Enable taxpayers with disabilities to understand available tax credits and receive tax
preparation assistance through partnerships with national and local organizations that serve
this unique group of taxpayers. (Also supports Component 7)

¢ Increase accuracy on toll-free telephone customer inquiries, processing functions, and paper
adjustments.

e Improve the quality of volunteer-prepared returns through enhancements to the VITA
program, including quality training and sample processing reviews.

o Enhance services to persons with limited English proficiency through: the Taxpayer
Assistance Blueprint; development of a Multi-Lingual Strategic Plan; development of a Virtual
Translation Office; and launch of a revised version of the Spanish IRS.gov webpage.

¢ Improve quality and timeliness of taxpayer contacts by maintaining an enhanced integrated
quality assurance process with internal and external partners. (Also supports Component 4)

e Enhance IRS.gov.

e Improve services through programs at both the national and local level by expanding
collaborations with organizations serving the disabled, Native American communities, and
pre-existing rural infrastructures.

¢ Expand and enhance the Spanish website to increase electronic options, including options
for Spanish language delivery of applications currently only available in English. (Also
supports Component 3)

e Provide Reporting Agents with access to e-Services. (Also supports Component 3)

e Implement Taxpayer Assistance Blueprint Phase 2, which includes a five-year strategic plan
for taxpayer service based on extensive research to understand taxpayer and stakeholder
needs.

¢ Implement Internet-Customer Account Services (I-CAS) Release 1, which will enable
taxpayers to view account information. (Also supports Component 3)

¢ Implement I-CAS Release 2, which will enable taxpayers to change their address, file an
extension, submit a Power of Attorney, and calculate a payoff amount on balances due via a
secure Internet link. (Also supports Component 3)

e Continue publicity efforts encouraging use of Online Payment Agreement.

49



Component 6
Reform and Simplify the Tax Law

Current tax law complexity is a substantial barrier to compliance.

The complexity of the tax code makes it difficult for taxpayers to understand their tax obligations
and for the IRS to administer the tax law. Special rules, subtle distinctions in the tax law and
complicated computations add to this complexity and foster a sense of unfairness in our tax
system, which ultimately discourages compliance. Notwithstanding an increasing awareness of
the discrepancy in taxes due and taxes paid, the tax law continues to move in a direction of
increasing complexity, which frustrates efforts to reduce the tax gap. In 2006 alone, Congress
passed six items of legislation that affected the tax law. Within these bills, 223 provisions
required over 1,200 actions by the IRS to implement the new requirements. These changes to
the tax law further increased complexity and, therefore, lessened the IRS’ ability to increase
voluntary compliance. Simplification may require a paradigm shift.

Taxpayers who want to comply with the tax law often make unintentional errors on their returns
as they struggle to understand complicated rules 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 Administration’s FY 2008 Budget provides several proposals that would assist with
simplification, reduce errors, and improve taxpayers’ understanding of available tax benefits.
These proposals would:

e Clarify the uniform definition of a child;

e Simplify Earned Income Tax Credit (EITC) eligibility requirements regarding filing status,
presence of children, and work and immigrant status; and

e Reduce computational complexity of the refundable child tax credit.

The complexity of the tax law necessitates that limited IRS resources are increasingly committed
to administering a wide array of targeted tax provisions created to meet social policy goals.
These targeted provisions divert IRS resources from basic compliance efforts. 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:

e Simplifying the filing requirements for Form 944 (Employer’'s Annual Federal Tax Return);
e Eliminating the need for filing Form 2688 (Application for Additional Extension of Time to File

U.S. Individual Income Tax Return) by allowing taxpayers to get an automatic six month
extension to file; and
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e Creating the EITC Assistant, an on-line tool that helps taxpayers determine their eligibility for
the earned income tax credit (EITC) and their estimated EITC amount.

Additional projects to simplify tax forms and processes are currently under review by TBR.

Another IRS resource commitment aimed at addressing the issue of helping taxpayers
understand complex tax rules involves form and publication improvement efforts. The IRS
originates and improves tax forms, instructions and publications to ensure they are technically
accurate, timely, understandable, and as easy to use as possible in order for taxpayers to fulfill
their tax filing and payment obligations. There are currently over 1,000 tax products, including
forms, instructions, publications, and Spanish tax products. Each year the IRS reviews its
products with the goal of simplifying, reducing burden, increasing understanding, eliminating
redundancy, and fostering compliance. Based on taxpayer feedback, research, and tax law
changes, existing products are revised and new products developed regularly. Recent examples
include the Schedule M-3, Form 944, Employer’s Annual Federal Tax Return, and the new draft
Form 990, Return for Organization Exempt from Income Tax, which is now available for public
comment. There are also compliance proposals under review for Forms 1120, U.S. Corporation
Income Tax Return, and Form 1065, U.S. Return of Partnership Income. To address potential
compliance issues for small businesses and individuals with limited English proficiency, chapters
in Publication 17, Your Federal Income Tax, and Publication 334, Tax Guide for Businesses, are
being translated into Spanish.

IRS.gov is used to disseminate tax product information and changes. It contains draft forms,
final forms, and a What’s Hot in Tax Forms, Publications, and Other Tax Products, which
includes articles on tax product changes. In addition, there is an email address —
taxforms@irs.gov — for submitting comments on IRS tax products.

Focus groups are conducted regularly to obtain taxpayer information relative to product
changes. Public interaction is also a focal point of the IRS Nationwide Tax Forums, an annual
venue that provides another opportunity for feedback regarding tax forms and publications, and
other interactions with stakeholder groups.

Initiatives

¢ Work with Congress to enact simplification legislative proposals in Administration’s FY 2008
Budget to:

o Clarify the uniform definition of a child;

o Simplify EITC eligibility requirements regarding filing status, presence of children, and
work and immigrant status; and

o Reduce computational complexity of the refundable child tax credit.
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e Continue Taxpayer Burden Reduction projects involving:
o Simplifying the S-corporation election process;
o Simplifying employment tax return amendments (Forms 941, 943, 944, and 945); and
o Redesigning Form 8857, Request for Innocent Spouse Relief.

e Continue Tax Form and Publication improvements.
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Component 7
Coordinate with Partners and Stakeholders

Conducting outreach and leveraging external partnerships is a key component.

The IRS is partnering and leveraging resources with local, state, and federal agencies across the
country. Examples of accomplishments resulting from these relationships include the following:

e Centralizing the process for IRS assessments based on state audit reports;

e Implementing a Questionable Employment Tax Practices (QETP) Initiative to develop a
federal and state interagency approach to combat employment tax schemes and increase
voluntary compliance. To date, 16 states have agreed to partner with the IRS on this
initiative;

¢ Obtaining 88 agreements in 27 states with stakeholders such as state professional licensing
agencies and local business licensing agencies to distribute educational information to small
business applicants;

e Establishing the Leeds Castle Group with the tax administration agencies of China, India,
South Korea, the United Kingdom, Japan, Australia, Canada, France, and Germany to meet
regularly to consider and discuss issues related to global and national tax administration;

e Developing a Joint Operations Center (JOC) for National Fuel Tax Compliance in partnership
with the Federal Highway Administration (FHWA) and participating states to act as one
seamless organization leveraging resources at the state and federal level to develop fuel tax
compliance strategies, including joint examinations and investigations based on JOC data
analysis;

e Utilizing state/federal data for Combined Annual Wage Reporting (CAWR)/Federal
Unemployment Tax (FUTA) matches; and

e Partnering with foreign tax agencies as part of the Organization for Economic Cooperation
and Development’s (OECD) Forum on Tax Administration.

The IRS, in connection with the OECD Working Party on Aggressive Tax Planning, is currently
designing a database of various cross-border tax avoidance schemes in order to share
knowledge and information among the OECD members. In addition, several Tax Information
Exchange Agreements (TIEAs) recently became effective that will be useful in gathering valuable
information (i.e., financial institution information) in the effort to reduce the tax gap.

The United States, Canada, Australia, and the United Kingdom continue their collaboration at the
Joint International Tax Shelter Information Center (JITSIC) to supplement the ongoing work of
each of the tax administrations in identifying and curbing abusive tax avoidance transactions,
arrangements, and schemes. The objectives of JITSIC are to deter promotion and investment in
abusive tax schemes, primarily through exchange of information. Exchange of information in
JITSIC is done in accordance with the provisions of the bilateral treaties between each of the four
countries involved.
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Initiatives under development include the following:

Data Warehouse/Mining: Conducting a test to evaluate the tax administration benefits of
utilizing the state data warehouse concept.

State Reverse File Match Initiative (SRFMI): Developing a system where states match IRS
master file extracts against state master files to identify those who filed state but not federal
returns, and those who reported different amounts on their state and federal returns.

Tax Education: Entering into agreements with state education departments and federal
immigration agencies to promote “Understanding Taxes” materials to educate younger
citizens and foreign taxpayers going through naturalization about U.S. tax responsibilities.

Small Business Assistance: Expansion of partnerships with the Small Business
Administration (SBA) and its Service Corps of Retired Executives (SCORE) program and
Small Business Development Centers (SBDCs), as well as other partners to deliver
expanded educational messages directly to business owners.

The IRS also has a robust outreach and education program accomplished through relationships
with national and local payroll, practitioner, small business, and industry stakeholder
organizations. Examples of accomplishments include:

Development of relationships with over 1,500 small business industry and tax professional
organizations to deliver expeditiously key tax-related messages to small business audiences.

Delivering information through Phone Forums to practitioners, industry representatives, and
small business owners.

Implementing Small Business Forums with industry representatives and small business
owners.

Offering multiple educational products, such as:

o Electronic newsletters including “e-news for Tax Professionals” and "e-news for Small
Businesses”;

o The Virtual Small Business Tax Workshop DVD, a 10-lesson interactive video;
o The Small Business Resource Guide CD-Rom;
o The Tax Calendar for Small Businesses and Self-Employed; and

o “Tax Talk Today,” a monthly web cast for tax professionals featuring IRS representatives
discussing significant tax issues.

Developing and widely distributing educational information on areas of high noncompliance,

such as computation of business income, cost of goods sold, and various business
expenses.
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Establishing a system to track resolution of problem issues identified by stakeholders (Issue
Management Resolution System);

Delivering an outreach campaign to industries that includes Audit Technique Guides and Tax
Tips, which provide specific information for small businesses; and

Providing Ethics Seminars for Practitioners addressing requirements from the Circular 230.

Initiatives include development of strategies to:

Provide outreach and education to unaffiliated tax professionals — those who provide tax
preparation services but do not align themselves with a professional organization; and

Increase outreach and education regarding e-Commerce issues, including taxability of sales
transactions on auction sites.

In addition, the IRS works with partners to disseminate tax information on subjects such as the
EITC, child tax credit, e-file, life-cycle events, and compliance issues and to provide free income
tax preparation to specific taxpayer populations (i.e., low income, elderly, limited English

proficiency, disabled). Relationships exist with 60 national partners such as AARP, Armed
Forces Tax Council, United Way, Health & Human Services, Annie E. Casey, and the Kellogg
Foundation. In addition, the IRS supports more than 300 coalitions nationwide, comprised of
thousands of community partners who educate or serve millions of taxpayers. This effort
facilitated the opening of over 12,000 VITA and Tax Counseling for the Elderly sites with more

than 68,000 volunteers during the 2006 filing season.

Initiatives

Further enhance the centralized process to maximize the utilization of State Audit Reports
(SARs) by IRS for federal assessments. (Also supports Component 4)

Implement a Questionable Employment Tax Practices (QETP) initiative in partnership with
the Department of Labor, the National Association of State Workforce Agencies, the
Federation of Tax Administrators, and state workforce agencies, to provide a collaborative
national approach to combat employment tax schemes. (Also supports Component 4)

Further enhance the Fed/Fed program by facilitating and expanding partnerships with other
federal agencies to improve tax administration. (Also supports Component 4)

Engage all 50 states through the State Reverse File Match Initiative (SRFMI) - a process that
matches IRS extracts received through the Governmental Liaison Data Exchange Program
against state master files to identify individuals and businesses who filed a state return but
not a federal return and to identify differences in federal and state income reporting. (Also
supports Component 4)

Determine tax administration benefits of utilizing state date warehouse concept. (Also
supports Components 3 and 4)
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Develop an educational targeted outreach DVD for military personnel preparing for
retirement. (Also supports Component 5)

Enhance outreach efforts to industry audiences about available Audit Technique Guides and
Tax Tips.

Establish links to IRS.gov on industry, practitioner, educational, and governmental
stakeholders’ websites.

Develop and widely distribute educational fact sheets on areas of high noncompliance.
Develop a strategy to reach practitioners without affiliation to a professional organization.

Leverage key partners such as the SBA and its SCORE program and SBDCs to deliver small
business workshops to the new business community.

Deliver educational messages through existing relationships with universities and colleges.
Develop audio educational messages for toll-free wait times.
Customize outreach to specific industries to encourage voluntary compliance.

Request feedback from internal and external stakeholders on existing outreach and
educational programs to identify best practices and enhancements.

Develop strategies to educate first-time business filers.

Expand relationships and collaboration with foreign tax administrations to increase the
informal and formal communications on international tax administration matters.
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SUMMARY

To implement the steps outlined in this report successfully, it is imperative for the IRS to have a
highly trained and engaged workforce. While not addressed in detail in this report, the IRS is
committed to employee engagement, ongoing training assessments and delivery, ongoing
agency-wide communications, employee and managerial burden reduction, leadership
empowerment, and succession planning. The IRS has extensive action plans and strategies 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 to
reduce opportunities for tax 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. Atthe same time, the initiatives maintain respect for taxpayer 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 to reflect the latest information.

It is clear that consistent efforts to keep the complexity and unnecessary burden of the tax
system to a minimum, to 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 committed to applying its resources where they are of most value
in reducing noncompliance while ensuring fairness, observing taxpayer rights, and reducing the
burden on taxpayers who comply.
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GLOSSARY

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 Annual Wage Reporting

CI - 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 - Earned Income Tax Credit

ERO - Electronic Return Originator

ETA - Electronic Tax Administration

FAQ - Frequently Asked Question

FHWA - Federal Highway Administration

FIN 48 - Financial Accounting Standards Board Interpretation No. 48
FUTA - Federal Unemployment Tax

FY - Fiscal Year

IRC - Internal Revenue Code

IRS - Internal Revenue Service

[-CAS - Internet Customer Account Services

IT - Information Technology

JITSIC - Joint International Tax Shelter Information Center
JOC - Joint Operations Center

LEP - Limited English Proficiency

LMSB - Large & Mid-Size Business Operating Division

LSR - 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 Identification Number
QETP - Questionable Employment Tax Practices

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

SRFMI - 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 - Taxpayer Delinquency Investigation

TEGE - Tax Exempt & Government Entities Operating Division
TIEA - Tax Information Exchange Agreements

TIN - Taxpayer Identification Number

TREES - TEGE Electronic Examination System

TY - Tax Year

VCR - Voluntary Compliance Rate

VITA - Volunteer Income Tax Assistance

Wa&I - Wage & Investment Operating Division
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