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Chairman Chabat, Ranking Member Veldzquez, and Members of the
Committee:

| am pleased to be here to discuss our report on small business tax
compliance burden, which is being released today.' Given the important
role small businesses play in the U.S. economy, reducing the cost of
compliance with the tax code may free up resources to expand, hire new
employees, and further contribute to economic growth. At the same time,
we have previously reported that small businesses are a significant
contributor to the annual tax gap—the difference between taxes owed
and taxes paid on time. Therefore, a key challenge the Internal Revenue
Service (IRS) faces is balancing efforts to minimize taxpayer burden with
efforts to encourage voluntary compliance with the tax code.

One way IRS is seeking to achieve this balance is by piloting a payment
card matching program. Under a 2008 law, payment settlement entities—
such as credit card companies and third-party network payers like
PayPal—began reporting to IRS the gross payments they process for
each participating merchant on IRS Form 1099-K, Merchant Card and
Third Party Network Payments.” In 2012, IRS began the payment card
pilot to research and test ways to use Form 1099-K data to most
effectively and efficiently improve voluntary compliance, detect
noncompliance, and minimize burden on small business taxpayers.

My remarks today highlight the key findings of our report on small
business tax compliance burden and IRS's payment card pilot.

To conduect this work, we analyzed Treasury and IRS data, research, and
other documentation and interviewed agency officials. We used our
guidance on program design evaluation to assess IRS's payment card
pilot evaluation plan. More detailed information on our objectives, scope,
and methodology can be found in our report. We conducted the work on

'GAQ, Small Businesses: IRS Considers Taxpayer Burden in Tax Administration, but
Needs a Flan fo Evaluate the Use of Payment Card Information for Compliance Efforts,
GAD-15-512 (Washington, D.C.: June 30, 2015)

26 U.S.C. § 6050W; 26 C.F.R. 55 1.68050W-1, 1.6050W/-2,

All of & merchant's payment card transactions are reportable on Form 1089-K, However,
third-party network transactions are only reportable if a marchant's aggregate amount of

such payments for the year exceeds $20,000 and if the aggregate number of transactions
exceads 200,
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which this statement is based in accordance with generally accepted
government auditing standards.

[ g e e e e, S =
Most Small

Businesses Are
Individuals, but Most
Small Business
Income Is Generated
by Partnerships and
Corporations

Small businesses make up 99 percent of all businesses, according to
estimates produced by Treasury's Office of Tax Analysis using 2010
taxpayer data.® For these estimates, small businesses are defined as
individuals or entities with substantive business activity but with less than
$10 million in total income and deductions. Approximately 69 percent of
small businesses (about 16 million) are individuals who report business
income and the remaining 31 percent (or roughly 7.3 million) are
partnerships or corporations. Individuals generated only 23 percent (or
$1.4 trillion) of the total income of all small businesses, whereas small
business partnerships, S corporations, and C corporations accounted for
the majority—77 percent (or about $4.5 trillion)—of total small business
income. Overall, small businesses with at least one employee (not
including owners)—a group that only makes up about 20 percent of the
small business population—produce about 71 percent of total small
business income.

T T O T T
Tax Compliance

Burdens Vary
Depending on a
Small Business’s
Size, Number of
Employees, Entity
Type, Industry, and
Other Characteristics

Small businesses are required to undertake a number of tax compliance-
related activities that create burden. The tax compliance burden
associated with these activities varies by characteristics of the small
business. Some of these characteristics include the business’s size as
measured by its assets, entity type, number of employees, and industry.
These activities can be grouped into general categories:

Income tax activities. Every year, small businesses need to maintain
tax-related records and file income tax returns. Some small
businesses are required to pay estimated income taxes quarterly. The
type of small business dictates the income tax returns and related
schedules that need to be filed. Some of the returns include a set of
schedules embedded in the form—found within the income tax
return—while some small businesses and individuals with business
income must attach a mandatory schedule to their return,

Y5e8 GAO-15-513, appendix ||, for detailed information on the scope, methodology, and
research analyzed for these estimates.
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IRS’s Decision-
Making Framework
Includes
Consideration of
Small Business
Compliance Burden

« Employer-related tax activities. Small businesses with employees
are responsible for reporting, withholding, and depositing employment
and unemployment taxes. The number of employment tax reports and
deposits required depends on the number of employees and the
resulting employment tax liability owed at a particular time. Small
businesses also report health care and retirement information. The
information reported for these areas depends on a business’s number
of employees,

= Third-party information reporting and industry-specific tax
activities. Small businesses are required to report on certain
transactions they enter into with other entities. For example, using
Form 1099-MISC, small businesses report items such as rent
payments and payments to nonemployees. IRS uses this information
to verify compliance by comparing the income or expenses reported
by third parties to the income or expenses reported by small
businesses on tax returns. Some small businesses may have
industry-specific requirements to pay excise taxes, including
environmental, communications, and fuel taxes.

IRS has developed several models to provide information for assessing
the impact of the tax code and IRS programs on taxpayers. Estimates
produced by these models indicate that burden increases with the size of
businesses, whether measured in terms of assets, receipts, or
employment; however, burden per dollar of assets or receipts or per
employee declines with size because of economies of scale. For
example, according to IRS, corporations and partnerships with 1to 5
employees have an estimated tax compliance burden of $4,308 to $4,736
per employee, but corporations and partnerships with more than 50
employees have a much lower estimated per employee burden—$182 to
$191.

IRS's strategic plan identifies reducing taxpayer burden as a strategic
goal. Additionally, the /nternal Revenue Manual lists guiding principles to
help employees consider how a policy could affect compliance burden.
For example, under the guiding principle “leverage existing data,” the
manual directs employees to consider if there are opportunities to
leverage data that is already collected by IRS or by accessible third
parties,

IRS provided examples of how it works with internal and external

stakeholders to reduce taxpayer burden on small businesses. For
example, IRS collaborated with Treasury and external stakeholders to
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develop a simplified method for some small businesses to calculate a
home office deduction, which was introduced in January 2013,
Previously, businesses had to complete a complex property depreciation
calculation.

We interviewed small business representatives who acknowledged IRS's
external stakeholder outreach efforts and how they have been effective in
identifying opportunities to reduce compliance burden. However, they
also described a number of areas where small business compliance
burden could be further reduced. These areas include issues related to
IRS customer service, filing requirements, lack of or delayed official
guidance, and compliance contacts. While IRS is aware of many of these
concerns and, through various initiatives, has made efforts to address
these issues, continued attention to these areas will be key to effectively
reducing compliance burden. In many cases we have made
recommendations that, if implemented, could help to reduce these
burdens.*

IRS’s Overall
Evaluation of Its
Payment Card Pilot
Has Several
Strengths, but Does
Not Fully Address All
Elements Necessary
to Effectively Assess
Results

In an effort to improve tax compliance among small businesses while
minimizing the burden on compliant taxpayers, IRS began piloting a
program in 2012 that compares payment data from payment settlement
entities (such as credit card companies) with income reported by small
businesses. IRS is testing ways to use the payment data to detect
underreporting of taxable income while minimizing small business
taxpayer burden. IRS’s evaluation plan for pilot activities integrated many
characteristics of a well-designed evaluation. As a result, IRS has been
able to make rapid, ongoing assessments of pilot activities and
continually incorporate changes based on what has been learned. This
approach has allowed RS to test many hypotheses simultaneously while
limiting the number of small business taxpayers affected by the pilot.

However, the overall evaluation plan for the pilot lacks characteristics of
each element that are necessary to ensure a quality evaluation. For
example, IRS has not clearly defined the stages of the pilot or
measurable goals that it can use to determine when the pilot has moved
from one stage to the next, or if it should move. Without defining the
stages and establishing related metrics, IRS will not be able to articulate

‘See GAD-15-513, appendix IV, for a list of selected open recommendations.
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the pilot's status at critical points in time. Further, it will not be able to
justify the investment of additional resources if it cannot demonstrate
progress toward those goals. In addition, IRS has not developed a full
evaluation plan for the pilot. Among other missing elements of a quality
evaluation, IRS has not developed evaluation questions, identified
evidence-based evaluative criteria, or documented limitations. We
recommended that IRS clearly define the stages of the payment card pilot
and establish measurable goals for determining when the pilot advances
from one stage to the next. We also recommended that IRS develop an
evaluation plan that addresses the missing elements. IRS agreed to
incorporate an evidence-based assessment of the payment card pilot that
includes identifying clearly defined pilot stages and implementing an
evaluation plan with measurable goals. IRS stated it will provide a more
detailed response to our recommendations after our report is released.

In conclusion, the tax compliance burden faced by small businesses can
vary considerably depending upon a number of factors. Through its
research and outreach activities, IRS is cognizant of the compliance cost
to taxpayers and explicitly considers this burden in administering the tax
code. IRS's new payment card matching program has the potential to
enhance the agency’s ability to identify noncompliant small business
taxpayers while minimizing taxpayer burden. However, IRS has a long
road ahead in determining whether, and how, the payment card pilot
program and its many activities can be fully implemented.

GAQO Contact and
Staff
Acknowledgments

(451162}

Chairman Chabot, Ranking Member Velazquez, and Members of the
Committee, this completes my prepared statement. | would be pleased to
respond to any questions that you may have at this time.

If you or your staff have any questions about this testimony, please
contact James MeTigue, Jr., Director, Strategic Issues at (202) 512-9110
ar metiguej@gaoc.gov. Contact points for our Offices of Congressional
Felations and Public Affairs may be found on the last page of this
statement. GAO staff who made key contributions to this testimony are
Brian James, Assistant Director; Sonya Phillips, Analyst-in-Charge:
Courtney Liesener, Robert MacKay, James R, White, Nell Williams,
Robert Gebhart, Kirsten Lauber, Donna Miller, Edward Nannenhorn,
Karen O'Conor, Andrew Stephens, and James Wozny,
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Why GAO Did This Study

A challange IRS faces is balancing
efforts to minimize laxpayer burden
with efforts to ensure compliance with
the tax code, Small businesses are a
vital source of economic growth in the
United States. Reducing their costs far
complying with the tax code may free
up resources (o expand, hire new
employeeas, and contribute to the
growth of the U.5. economy. GAC was
asked to examine small business tax
compliance burden and IRS's payment
card pllot that addresses taxpayer non-
compliance. This report: (1) describes
characteristics of the small business
population (2) describes how
characteristics of a small business
affect compliance burden; {3)
describes how IRS integrates small
business compliance burden
censiderations in decision-making; and
{4) assesses IRS's plan for evaluating
its payment card pilot. To answer thesa
abjectives, GAQ analyzed Treasury
and IRS data, research, and other
documentation and interviewed agency
officials. GAD used its guidance on
program design evaluation lo assess
IRS's payment card pilot evaluation
plan,

What GAD Recommends

To improve the evaluation of the
payment card pilot. GAC recommends
that IRS clearily define the stages of
the pilot and establish measurable
goals for determining when the pilot
progresses from one stage to the next
and develop an evaluation plan for the
overall pilot that includes evaluation
guestions, complate descriptions of
naeded data, and evaluation critaria.
IRS agresd (o take the recommended
actions

View GAD-15-5313. For more information,
contact James R. McTigue, Jr, at (202) 512-
9910 ar MoTiguej@gan.gov
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What GAO Found

According to estimates produced by government tax researchers using 2010
taxpayer data, small businessas [defined in tha research as individuals or entities
with substantive business activity but with less than 310 millian in total income
and deductions) make up 29 parcent of all businesses. Approximataly 6% percent
of small businesses {about 16 million) are individual taxpayers who repart
business income and the remaining 31 percent {or roughly 7.3 million) are
partnerships or corporations. Small businesses with at least ona employvee make
up about 20 percant of the small business population, but produce about 71
percent of total small business income.

small businesses undertake a number of tax compliance-related activities that
create burden. These activities can be grouped into general categories such as
incaome tax activities, employar-related tax activities, and third-party information
reporting activities. The tax compliance burden associated with these activities
varies dapending on the businesses' assel size, filing entity type (e.g., sola
proprietor, partnarship), number of employeas, and industry type. According to
IRS research, compliance burden increases with tha size of businesses, whethar
measured in terms of assets, receipts, or employment. IRS also measurad
money and time burden as a porticn of total business receipts, total assets, and
burden per employee. Across all three measures, IRS resulls were consistent
with the assumption that small businesses face significant fixed compliance costs
combined with decreasing marginal costs as the business grows,

IRE's decision-making framewark for administering the tax system includes
considaration of small business compliance burden. For example, IRS's strategic
plan identifies reducing taxpayer burden as a strategic goal. IRS provided
examples of how it works with internal and external stakehalders to reduce
taxpayer burden on small businesses. For example, IRS collaborated with
Treasury and external stakehaolders to develop a simplified methed for some
small businesses to calculate a home cffice deduction, which was introduced in
January 2013. Praviously, businesses had to complete a complax proparty
depreciation calculation,

To improve tax compliance among small businesses, in 2012, IRS began pilating
a program that compares payment data from payment sattlement entities {such
as credit card companias) with income reportad by small businesses, |RS is
testing ways to use payment data to detect undarreporting of taxable income
while minimizing small business taxpayer burden. While IRS’s plans for
evaluating the pilot include many key evaluation elemants that GAD identified,
other elements are missing. For example, IRS has defined high level pilat goals
such as improving voluntary compliance and reducing the tax gap, but has not
established measures for determining progress against these geals. Additianally,
the plan did not adaguataly document evaluative questions, data collection
nexads, or the evaluative criteria necessary to assass whether pilot activities
produced the intended results. Without these and othar elements, IRS cannot
ensure it is making evidence-based decisions about expanding and Integrating
pilat activities into broader small business compliance improvement efforts,
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m LIS, GOVERNMENT ACCOUNTARILITY OFEICE

441 G 5t. NW.
Washington, DC 20543

June 30, 2015

The Honorable Staven Chabot
Chairman

Committee on Small Business
House of Representatives

The Honarable Sam Graves
House of Representatives

Small businesses are a vital component of economic growth and job
development in the United States. Although no single definition of a small
business exists, one common characteristic used to identify a small
business is number of employees. Businesses employing fewer than 100
people accounted for a little more than 34 percent of U.S. employment in
2012, Businesses with fewer than 500 employees accounted for more
than 48 percent,' Like all businesses, small businesses face compliance
burdens as a result of the tax code. Given the impartant role small
businesses play in U.S. employment and overall economic progress,
reducing the cost of compliance may free up resources to expand, hire
new employees, and further contribute to the growth of the U.S. economy.

While limiting compliance burden is important, we have also reported that
small businesses are a key contributor to the annual tax gap—the
difference between taxes owed and taxes paid on time.2 The Internal
Revenue Service (IRS) most recently estimated the U.S. tax gap to be
$450 billion for 2008. Mearly 40 percent, or $179 billion, of the tax gap
can be attributed to the underreporting of business Income tax on
individual income tax returns, and by extension the underreporting of seif-
employment tax, which is largely assessed on the same business income
for self-employed taxpayers. An additional 4 percent of the tax gap, or
$19 billion, can be attributed to small corporations, which IRS defines as
having less than $10 million in assets. One challenge IRS faces is

U.5. Cansus Bureau, Statistics of U.S. Businessas: Employrent and Payroll Summary:
2012 (February 2015},

*GAQ, Tax Gap: Sources of Noncompliance and Strategies to Reduce It, GAQ-12-651T
(Washington, D.C. Apr. 18, 2012},
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balancing efforts to encourage voluntary tax compliance through reducing
taxpayers’ costs of compliance with enforcement efforts to address
noncompliance.

Beginning in 2011, IRS began receiving new information that could help
improve valuntary compliance. Under a 2008 law, payment settlement
entities such as credit card companies and third-party network payers like
FayFal began reporting to IRS the gross paymants they process for sach
participating merchant on IRS Form 1099-K, Merchant Card and Third
Farty Network Payments.® In 2012, IRS began a payment card pilot to
rasearch and test ways to use Form 1099-K data to most effectively and
efficiently improve voluntary compliance, detect noncompliance, and
minimize burden on taxpayers.

You asked us to examine small businass tax compliance burden and
IRS's payment card pilot, This report: (1) describes the characteristics of
the small business population; (2) describes how characteristics of a
small business affect compliance burden; (3) describes how IRS
integrates small business compliance burden sonsiderations into decision
making; and (4) assesses IRS's plan for evaluating its payment card pilot.

We used estimates from researchers at the U.S. Department of the
Treasury (Treasury), Office of Tax Analysis (OTA} to describe general
characteristics of the small business population, such as the number of
small businesses and total income. We examined IRS, academic, and
ather research on small business tax compliance burden to identify how
small business characteristics affect compliance burden, We reviewed
IRS’s strategic plan and other relevant documents, and interviewed
agency officials about various burden reduction decisions and initiatives.
We obtained the perspectives of the small business community through
literature reviews, document reviews, and interviews. We used criteria

426 U,5.C. § 6050W; 26 C.F.R. §5 1.6050W-1, 1.6050W-2,

All of a merchant's paymant card transactions are repartabla on Form 1099-K. However,
third-party nebwark transactions are only reportable if a merchant's aggregate amount af
such payments for the year axceeds 520,000 and if the aggregate number of transactions
axceeds 200,

*appendixes | and Il include mars datailed information on the scopa, methadalogy, and
resaarch analyzed for the first objective,

Page 2 GAO-15-513 Small Businassas



from our prior reports on program design and evaluation to assess IRS's
plan for evaluating the payment card pilot.®

We conducted this performance audit from July 2014 to June 2015 in
accordance with generally accepted governmant auditing standards.
Those standards require that we plan and perform the audit to obtain
sufficient, appropriate evidence to provide a reasonable basis for our
findings and canclusions based on our audit objectives. We believe that
the evidence obtained provides a reasonable basis for our findings and
conclusions based on our audit objectives,

Background
Identifying the Small A consensus does nol exist on a definition of small business, including
Business Population which specific attributes or threshalds distinguish small businesses from

other firms, Estimates of the small business population are driven by the
purpose, concepts, and data that are used to produce the estimates. As
we have previously reported, various thresholds such as number of
employees, gross receipts, and number of shareholders may be used
when determining which provisions of the tax code apply to a small
business.®

In this report, we rely on studies that use taxpayer data for individuals and
entities that generate business income. Businesses (including small
businesses) file specific tax forms based on certain attributes of the
business, such as the ownership structure and how the business income
is taxed, Below are different types of businesses and the required forms
and schedules,

+  Nonfarm sole proprietorships (Form 1040, Schedule C) are
unincorporated and owned by a single individual, Net business

"Criteria wers develooed from GAQ, Program Evaluation: Strateges to Facilitate
Agencies' Use of Evaluation in Program Management and Palicy Making, GA0-13.570
iMashington, D.C. June 262013}, and Designing Evaluations: 2012 Revision,
BAC-12-2080 (Washingtan, D.C.: January 2012).

SGAC, Tax Foticy: Differances in Definitions and Rules in the Tax Code, GA-14-652R
MWashington, D.C. July 18, 2014)
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income or loss is included in the owner's individual adjusted gross
income,

+ Landlords (Form 1040, Schedule E-Part 1) are individuals who report
rental real estate activity on Part | of Schedule E.

» Farmers (Form 1040, Schedule F or Form 4835) are individuals who
report farm income or landowners who repart farm rental income.

+  C corporations (Form 1120) are owned by shareholders. Corporate
income is taxed at the corporate level on taxable income and at the
shareholder level on distributed profits,

- S corporations (Form 1120-8) cannot have more than 100
shareholders, among other requirements. Gross income is distributed
to shareholders and taxed at the shareholder level.

+ Partnerships (Form 1065) are unincorporated businesses that have
two or more owners. Profits and losses are distributed to owners who
are taxed at the partner level.

IRS has separate operating divisions that focus on different types of
taxpayers—individuals, small businesses and self-employed, large
businesses, and tax exempt organizations. The Small Business and Self-
Employed division oversees taxpayers filing tax returns as individuals with
business income and as businesses with less than $10 million in total
assets. However, not all of these tax returns are for business entities.
This is because the principal purpose of some entities that file tax returns
reporting business incoma may not be to generate revenue or to engage
in substantive business activity. For example, some C corporations can
serve as investment vehicles that engage in little or no business activity.
Further, partnerships may be created to redistribute profits generated by
another partnership and may not generate income themselves.” Filers of
Form 1040, Schedule C, may be independent contractors who may more
closely resemble employees rather than small businesses, Additionally,
rental income for some individuals may be incidental and not represent
business activities.
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Small Business Tax
Compliance Burden

Wea define tax compliance burden as the time and money spent by the
taxpayer to meet tax obligations, This would include federal, stata, and
local obligations. This does not include tax liability. For the purposes of
this report, we are only examining compliance burden as a result of
federal tax obligations.® Time spent on tax activities can include working
with a paid professional, tax planning, keeping records, completing forms,
submitting forms, learning tax laws, and working with IRS on tax issues,
Manetary burden can include expenses for hiring a paid professional to
file taxes, investing in a tax software system, paying for payroll services,
and legal fees. When measuring tax compliance burden, researchers may
separate burden into both time and money, or they may place a value on
the time spent by taxpayers and add it to monetary burden to create a
single measure of tax compliance burden.® A key concept in tax

administration is minimizing burden, including eliminating unnecessary
burden,

The IRS madels we raviewed for this repart focus only on federal tax obligations.

*IRS anc our past reports have used the ferms compliance costs and compliance burden
interchangaably,
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Most Small
Businesses are
Individuals, but Most
Small Business
Income is Earned by
Partnerships and
Corporations

Asg shown in figure 1, using data from researchers at Treasury's Office of
Tax Analysis (OTA), most small businesses (approximately 63 percent or
16 million) are individual taxpayers who report business income on their
Form 1040, using Schedule C {sole proprietor), Schadule E-Part |
{landlords), or Schedule F (farmers).™ The remaining 31 percant of small
businesses {or roughly 7.3 million) are partnerships, S corporations, or C
corporations. OTA researchers also provide a total income measure,
generally defined as the sum of all business income reported on tax
returns, including gross receipts, rents, dividends, capital gains, royalties,
and interest.” Individual small businesses generated only 23 percent (or
$1.4 trillion) of the total income of all small businesses, whereas small
business partnerships, S corporations, and C corparations accounted for
the majority—77 percant (ar about $4.5 trillion}—of total small business
income.

"Mt'e use estimates from OTA researchers to describe the characterislics of the small
business population. We refer to the estimated number of amall businass flers as the
numbar of small businesses. See Richard Prisinzano, Jason DaBacker, John Kitchen,
Matthew Knittel, Susan Nelson, and James Pearce, “ldentification of Small Businesses
Using Tax Data: 2010 Update” (presentad at the 2013 Mational Tax Aszociation’s Spring
Symposium, May 17, 2013); Office of Tax Analysis, Dapariment of the Treasury, Matthew
Knitel, Susan Melson, Jason DeBacker, John Kitchen, James Pearce, and Richard
Prisinzana, Methodology to Identify Small Businesses and Their Owners, Technical Paper
4 {August 201 1); and sppendix I for furthar discussion of tha data,

"The OTA tatal income measura servas as a praxy for the total business activity, and is

not the sama as taxable income. In particular, costs of doing business are not deducted
and business losses gre not used to offset other types of incomaea.
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Figure 1: Estimated Number and Total Income by Type of Small Business {2010)

Mumber of small businesses Type of businass Total income

Schadule G Sale propriglars

Schedale B Landicrds |

Schedule F: Farmers

i Form 1065; Partnershios

Form 1120-5: 8 corporations

Farm 1120 C corporations
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Mata: Wa refar ta the estimalad number of small business fiers as tha numbear of small businasses,
Thie numbar of individual filers with ousiness income includes faxpayers filing multiple schedules.
Total Income is garerally defined as gross receipls, rants, dividends, capital gains, rovalties, and
intgrast Total Income for Scheduls E filers is limited to rental real estata activity from Part | of that
schedule. Sea appendix || for further discussiar of the freatment of data used for this figure.

When looking at the average total income for small businesses (total
income divided by number of filers), partnerships, S corporations, and C
corporations each generated more than $450,000 on average, while sale
proprietors, farmers, and landlords reported income of about $100,000 or
less on average. Figure 2 shows the estimated average total income by
small business type.
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Figure 2: Estimated Average Tatal Income by Type of Small Business (2010)
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Mater The average latal incamea par small business is tha ralio of lofal income and the number of filers
for each type of busiress. We rafer Lo tha estimated number of small business fers as the numbear af
srrall businesses, The number of individual filers wilh business income includes laxpaysars filing
multiple schadules. Telal income is ganeraily defined as gross raceipls, rants, dividends, capital
gaing, royallies. and interest. Total income for Schaduls E filers is limited to renatal real estate activily
fram Part | of that schadule. Sea appendix I for further discussion of the treatmeant of data usad far
Lhis figure.

About 99 Percent of
Businesses Report Total

Income and Deductions of
Less Than $10 Million

Small businesses {as defined as reporting total income and deductions of
less than $10 million) make up 99 percent of the taxpayers identified as
being engaged in substantial and substantive business activity.'? For
gach type of filer, small businesses account for at least 95 percent of
businesses. Among individual filers reporting business income, small
businesses account for most of the reported income. However, among 5

“Researchers al OTA define a taxpayer as engaging in substantial and substantive
businass activity if (1} total Income ar daductions exceed $10,000, or their sum axceads
£15,000; and (2) tota! deductions exceed 55,000, These twa tests help indicate whathar
the entity ganerates non-neglgible income and if the entity behaves as a husiness,
respactively.
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corporations, C corporations, and partnerships, larger businesses
account for most of the reported income, even though they are far
outnumbered by small businesses, as shown in figure 3. The estimated
average total income across all types of small businesses is $250,000,
while the average total income for larger businesses is estimated to be
5121 million,

Figure 3. Estimated Total Income by Type for Small and Larger Businesses {2010)

Small businesses Type of business Larger businessas

- I
| Scheoule © Sole proprietors |

i .
Scheduls £ Landlords

Schedu'e F: Farmars

[ Ferm 1065 Partnerships |
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Mote: Total income is generally definad as gross receipts, rents, dividends, capital gairs, royalies
and Interesl. Tolal income for Schedule E flers is limilad 1o rental real estate activily from Parl | of
that schadulz. Emall businesses are defined as businesses that have $10 million or less in bath total
Inzome and tolal deductions. Larger busingsses are defined as businesses with more than $10 million
in total income or total deductions. See appandix [ for further diseussian af e treatmant of data
usad far this figure,
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Most Small Business
Income Is Generated by
Employers, but Most Small
Businesses Are Not
Employers

Small businesses with at least one employae (which we will refer to as
employers) generated most of the reported total income for small
businesses (or about 71 percent).™ Employers account for about 86
percent of total income for small business C corporations and 5
corporations combined and about 55 percent for small business sole
proprietors, farmers, and partnerships.

Employers make up about 20 percent of all small businesses. Employers
make up 16 percent of the combinad group of small business Schedule C
sole proprietors, Schedule F farmers, and partnerships and 51 percent of
the combined group of small business C corporations and S corporations.
Figure 4 shows the estimated number of small business filers and tatal
income separated by employers and non-employars.

"Researchers at OTA define small businesses as employers If labor deductions are
greater than $10,000. Schedu'e E-Par | landlords are categorized as non-ermplovers
because those retums lacked the nacessary information to detarmina labor expenses for
these businesses, While Schedule C sale proprietors report contract labor {line 11,
Schedule C) and Schedule F farmers report labor hired (line 22, Schadule F), thers is no
equivalent information reported on Scheadule E-Part |,
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Flgure 4: Estimated Number of Small Businesses and Total Income by Employer and Non-Emplayer (2010)
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Mate: We refer o the astimated number of amall business lilers as the number of small busiressas.
The number of individual filers with business income includes laxpayers fling multiple schedules.,
Total income is genarally defined as gross racaiots, rents. dividends, capital gains, royalties. and
irteres. Total incora for Scheduls E filars is limited to rental roal eslate activity from Part | of Lhat
schadile. Al Schedulz E filers are defined to be non-smployers, therefors no bars lor employars
anpear in the above figurs for Schedide E Lanogionds, See appandix || for further discussion of tha
trealmant of data used far this lgure.

As shown in figure 5, employer small businesses, on average, generate
moare income than non-employer small businesses,
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Figure 5: Estimated Average Total Incoma for Small Business by Emplayer and
Mon-Employer (2010)
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Moles: The avarage lotal income per small busingss is the ratio of total income and the number of
filers for each typoe of business. We refer 1o the astimated number of small busiress filers as the
nurrher of small businesses. The number of individoal filers with businass income includes taxpayers
filing multiple schedules. Total income is genarally defined as gross receipls, rents, dividends . casital
gains, royvaltes, and Interast.

Total incoma for Schadule E filers iz limited to rental real estate activity fram Part | of that schedula,
All Zchadule E filers are definad o be nan-employers; therefora no bar for emplovers appears in the
above figure for Schedule E Landlords, Sea appendix || for further discussion of the treatmant of data
used for this figura
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Tax Compliance
Burdens Vary
Depending on a
Small Business’s
Size, Number of
Employees, Entity
Type, Industry, and
Other Characteristics

sSmall businesses undertake a number of tax compliance-related activities
that create burden." These activities can be grouped into general
categaries:

<« income tax activities,
- employer-related tax activities, and
- third-party information reporting and industry-specific tax activities.

The tax compliance burden associated with these activities varies by
characteristics of the small business, Some of these characteristics
include the business's asset size, filing entity type, number of employeas,
and industry type.

Tax compliance activities are not limited to the annual filing of a tax
return, but rather occur throughout the year, For example, sole proprietors
are generally required to file income tax returns every April. Some small
businesses need to pay estimated income taxes four times a year.
Moreover, small businesses with employees are required to deposit
employment taxes either monthly or semiweekly, and to report summary
information of these activities on a quarterly basis. Additionally,
depending on specific business operations, other tax compliance
activities such as reporting excise tax, tax planning, and recordkeeping
happen throughout the tax year. Figure 6 provides an overview of some
of these tax compliance activities for sole proprietors and when they
oceur,

"We ara not presenling a comprehensive list of all tax-related activities. Rather, we ara
highlighting some of the more commaon activities to provide a genaral sense of the ranga
of ectivities small business taxpayars conduct Lo camply with tax laws.
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Figure &: Overview of Tax Compliance Activities of Small Business Sole Propriatars

January through March July threugh September Octobar thraugh Decembar
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Appendix 11l table 8 provides a more detailed description of tax activities,

Income Tax Activities, Every year, small businesses need to file income tax returns and may pa;
Such as Filing Income Tax  estimated income taxes quarterly. The type of small business dictates the
type of income tax returns and related schedules that need to be filed,
Forms and SIG hEd".”es’ Some of the returns include a set of schedules embedded in the form—
Vary by Small Business found within the income tax return—while some small businesses and
Type individuals with business income must attach a mandatory schedule to
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their return. For example, the primary corporate income tax return, Form
1120, U.5. Corporation Income Tax Return, contains sight embedded
schedules, while sole proprietorships file Form 1040, U.S. Individual
Income Tax Return, and attach Form Schedule C, Profit or Loss fram
Business.

Employer-Related Tax
Activities, Such as
Withholding Employment
Taxes, Depend on a
Business's Number of
Employees

Small businesses with employees are responsible for reporting,
withholding, and depositing employment and unemployment taxes. While
these requirements may impose a cost on employers, withholding is
widely believed to improve compliance and may reduce compliance
burdens for employess. The number of employment tax reports and
deposits depends on the number of employees and the resulting
employment tax liability owed at a particular time {see table 1). In general,
businesses with an employment tax liability greater than $50,000 need to
make deposits more frequently than businesses with a lower liability.
Additionally, each year, the employer must furnish a copy of Form W-2,
Wage and Tax Statement, to each employee. Since the characteristics of
employers vary, responsibilities for withholding, depositing, and reporting
employment taxes can differ. For example, consider a small business
restaurant owner who has 20 employees and has an employment tax
liability of less than $50,000, She files a Form 941 quarterly which details
the income tax withholdings for each of her 20 employees. Since her
liahility is less than $50,000, she deposits these withholdings monthly. At
the end of the year, she must complete 20 Forms W-2 to report wages,
tips, and other compensalion paid to each employes.
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TS

Table 1: Employment Tax Requirements

Type of Err.l.p.r;:ryment tax - .I'-‘;r.i.mary return Deimsit """

Personal Incame tax withneld” Form 841, Employer's Quarterly  Monthly if liability = $50,000 in lookback period— (last bwo
Social Security and Medicars tax Federal Tax Return” quarters of previous tax year and first two quarters of tha
withheld {the Fadaral Insurance currant tax year).

Cortributions Act tax, or FICA) Sarmiweekly if lability > 350,000 in lookback pariod,

If 3100,000 or mers in taxes is accumulated on any day
during @ monthly or semiweskly deposit period it must be
deposited by tha naxt business day.

Federal Unemployment Tax Act Form 840, Emplayer's Annual  If FUTA tax is $500 or less in a quarter, camy it over [o the
(FUTA) tax Faderal Unemployment (FUTA)  next quartar, Continue carrying tax liability aver until the
Tax Return cumulative tax is more than $500. At that point, it must be

deposited for the guarler.

Zource: GAD aralysis al IRS dooumrenla, | GAC-15-513
Maotes:;

*For the purpeses of the raguiations governing depasit reguirements, Income fax withholding is
generally considared ar employment tax. 26 CF.R. § 31.6302-1(a).

“Form 943, Emplayar's Annual Federal Tax Relum for Agricultural Employes, is used by employars of
agricultural warkers,

Small businesses also report health care and retirement information. The
information reported for these areas depends on a business’s number of
employees. The entity type also plays a role in the information reported
about health care. Under the Patient Protection and Affordable Care Act,
employers report the cost of coverage under an employer-spansored
group health plan on Form W-2, Beginning in January 2016, employers
with 50 or more full-time employees will need ta provide employees with a
Form 1095-C, Employer-Provided Health Insurance Offer and Coverage.
Some employers decide to offer pension plans and are responsible for
reporting this information. While businesses must maintain records about
these plans, most pension plans do not have any separate filing or
reporting requirements with IRS. However, certain retirement plans offer
small employers and self-employed individuals a deduction for
contributions, and allows them to defer tax on income paid into the plan.
To receive deductions, the small businesses must report this information
to IRS using certain forms.
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Third-Party Reporting
Varies Depending on
Business Size and Entity
Type; Excise Tax Burden
Is Industry Specific

Many businesses, including small businesses, are required to report on
certain transactions they enter into with other entities. This is a form of
third-party reporting. IRS uses this information to verify compliance by
comparing the income or expenses reported by third parties to the income
or expenses reparted by small businesses on tax returns. Using Form
1099-MISC, small businesses report items such as rent payments and
payments ta nonemployees for services of at least $600, subject to
certain exceptions. The burden created by this requirement grows with
the size of the business because larger businesses would need to file
more 1099-MISC forms. However, while a larger business may have
more transactions, it may also have an accounting system designed to
identify transactions of more than $600 that a smaller business might not
have,

Another characteristic that affects third-party reporting requirements is
entity type. For example, partnership entities are required to report the
distributive shares of their partners on Schedule K-1. However, other
entity types such as sole proprietorships do not have similar
requirements.

Additionally, a small business may have many industry-specific
requirements related to excise taxes. IRS administers several broad
categories of excise taxes, including environmental taxes,
communications taxes, fuel taxes, retail sale of heawvy trucks and trailers,
luxury taxes on passenger cars, and manufacturers’ taxes on a variety of
different products. For example, a small business in the trucking industry
that makes deliveries over public highways is required to file Form 2290,
Heavy Highway Vehicle Use Tax Return.

IRS’s Compliance Burden
Models’ Estimates Provide
Valuable Insights

IRS has developed several models to provide information for assessing
the impact of the tax code and IRS programs on taxpayers. These models
also help IRS assess the role of compliance burden and comply with
requirements by the Office of Management and Budget for information on
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burden under the Paperwork Reduction Act.™ In the past 15 years, IRS
has developed a number of burden maodels for individual and business
taxpayers—both small and large. '

Estimated Recordkeeping
and Filing Burdens Vary
with Characteristics of
Businesses and
Complexity of Returns

Estimates of business compliance burdens that IRS's models have
produced over the years indicate that burdens increase with the size of
businesses, whether measured in terms of assets, receipts, or
employment; however burden per dollar of assets or receipts or per
employee decline with size due to economies of scale. For example, a
small business owner who does his own taxes may create a spreadshest
to compute the business's taxes and keep track of the employment taxes
he owes for each employee. The effort the small business owner makes
to build that spreadsheet is a fixed cost—a cost that does not change with
an increase or decrease in the amount of goods or services that are
produced. As the small business owner's sales grow and as he hires
mare employees, he doesn't have to repeat that effort; he just has the
small additional cost of adding new data on income and employees ta the
spreadsheet. As this business grows, its total compliance costs decline
both as a proportion of sales and on a per-employee basis. For thesa
reasons, the costs per dollar of receipts or per employee are larger for
small businesses than for larger ones,

IRS measured money and time burden as a portion of total business
receipts, total assets, and burden per employee. Across all three
measures, IRS results are consistent with the assumption that small
businesses face significant fixed compliance costs combined with
decreasing marginal costs as the business grows {see appendix |l tables

following studies: Donald Deluca, John Guyton, Wu-Lang Lee, John O'Hare, and Scott
Stilmar, “Aggragate Estimales of Small Business Taxpayar Compliance Burdan,” IRS
Research Bullatin (2007) pp. 147-184; Arnold Graenland, Erica Layne Morrlson, David
Connars, Jahn L. Guyton, and Mishael Sebastiani, “IRS Post-filing Processes Simulation
Modeling: A Comparisen of DES With Economelric Microsimulation in Tax Administration,”
Proceadings of the 2007 Winter Simulation Conference (IEEE, 2007) pp. 1288-1274;
Donald Deluca, Amie Greenland, John Guyton, Sean Hennessy, and Audrey Kindlan,
“Measuring the Tax Compliance Burden of Small Businesses," IRS Research Bulletin
{2035) pp. 75-95; Donald Deluca, Armeld Greenland, Sean Hannessy, Audrey Kindlon,
and Michaal Stavrianos, "The Tax Compliance Burden of Small Businessas-A Profile of 50
Businessas,” IRS Reszarch Bulletin (2004) pp, 97-137,

see appendix 11, figure 12 for 8 mora deleiled discussion of IRS modals,
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9 through 11)." When looking at total receipts and asset size across all
businesses, estimated tolal monetized business compliance costs by
business entity type varied depending on the type of entity and the
entity's gross receipts. This variation Is one reason why compliance
burden on small businesses is a concern (see appendix Il table 12},

Figure 7 shows IRS's estimates of compliance costs per employee for S
corporations, C corporations, and partnerships. According to the
estimates, costs for corporations and partnerships with 1 to 5 employees
range from $4,308 to $4,746, compared to $182 to $191 per employee for
businesses with 50 or more emplayees. IRS conducted this ressarch
using 2002 taxpayer data. Estimates using more recent data have not
been produced. A number of factors would likely affect these estimates if
they were produced using current data, including inflation, accounting
software improvements, and tax law changes.

""Donald DeLuca et al., *Aggregate Estimates of Small Business Taxpayer Complanaes
Burden.”
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Figure 7: Estimated Tax Compliance Burden per Emplayee for 5 Corporations, C Carparations, and Partnerships (2002)
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Mota: Resulls welude C corporations, 5 Corporations. and partnacships with asseds tetaling 510
millicn orless ang do not include sole proprietorships, It is important to note that e imprecise nature
of pach sze rmeasure to accurately capture a taxoayer's size of business aclivities may exaggerals
the ratio far the smallar-sized catagories, For sxample, a business with low total assats and high total
recoipls would have a very different ratio of complianoe burdan par unit of size depending on which
ciassif calion scheme is used. Howswvar, fhe general trend halds consistent acrass IRS
measuremants of size in thatl averaga burden decreases as the size of the business incraasas.

Estimates from IRS's compliance burden models also show that burdens
vary by industry. According to IRS, the retail trade industry incurs the
largest pre-filing and filing time burden—businesses in this industry spent
an average of betweaen 325 and 331 hours per year on such activities.
Manufacturing incurred the largest pre-filing and filing monetary burden,
with businesses spending an average of $2,740 to 52,813 per year on
these activities, Agriculture, forestry, and fisheries incurred the smallest
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average time spent on tax compliance activities {180 to 184 hours) and
second smallest average compliance costs ($1,489 to $1,590)." Some
industries have higher time and monetary compliance costs because the
nature of those businesses may affect the complexity of tax activities. For
additional infermation on industry burden, see table 13 in appendix (11,

IRS and Treasury researchers have used both the business and
individual taxpayer burden models to estimate the influence of specific
business characteristics on compliance burdens. Their estimates suggest
that recordkeeping and filing burdens increase as the volume of complex
compliance activities undertaken by businesses increases, regardless of
the size or other characteristics of those businesses. The results for the
full population of individual taxpayers were similar.'? Activities are
categorized into varying levels of complexity based on an overall
complexity of extracting information from the entity's financial books,
items that may require a separate recordkeeping system or a process
with potentially separate rules for each item, and tracking records across
years.

IRS has not yet attempted to separately measure the compliance burden
costs for small businesses associated with filing information returns.
However, in a previous report, we found compliance cost per form
decreased as the number of forms handled increases. Specifically, two
information return preparers reported the cost per transaction for
preparing and filing Forms 1092 with IRS of about $10 per form for 5

"IRS reportad aggregale estimates for the total small business population using sample
weights. To address extrems outlier values, IRS reported ranges in burden estimates &
account for any potential bias due lo response errors, The low end of the range reflects
treating cutliers as missing and imputing responses. The high end of the range reflacts an
approach that caps the extrame values at five standard deviatiors from the mean far the
responses,

" Thasa resulls are prasanted In Rosemary Marcuss, et.al, "Income Taxes and
Compliance Costs: How Are they Related?", National Tax Journal, December 2013, 66
(4}, pp. 833-854 and George Contos, et.al, *Taxpayer Compliance Costs for Srmall
Businesses: Evidence from Corperations, Partnerships, and Sole Propristarships,” {2009
Proceedings of the One Hundred Sacond Anaual Conference on Taxation pp. 60-59,
Maticral Tax Asscciation, Washinglon, 0.0,

Page 21 GAD-15-513 Small Businesses



forms to about $2 per form for 100 forms, with one of them charging
about §.80 per form for 100,000 forms.*

Audits and Other
Compliance Contacts Can
Be a Significant Source of
Burden for Taxpayers, but
Research |s Limited

IRS has not conducted research to estimate the compliance costs of
audits and other post-filing compliance contacts for small businesses.
However, IRS conducted preliminary research on compliance costs for
individual filers that can provide some insights into the sources of burden
that would affect some small businesses that report business income on
individual tax returns. From the taxpayer perspective, post-filing begins
when the taxpayer receives notice of an issue with an already filed tax
return and concludes when the issue has been resolved. Post-filing
compliance costs include any time spent on resolving an issue or money
spent on things ranging from postage to paying a tax professional. IRS's
prefiminary data on individual post-filing compliance costs provide
information on the time and money spent on past-filing activities such as
an audit—a review of accounts and financial information to ensure
information is being reported correctly—or collections—receiving a bill for
not paying taxes in full when a tax return was filed.

For individual filers, IRS research indicates that the level of compliance
costs are highly dependent on the approach IRS takes in how it contacts
the taxpayer lo address potential underreporting or underpayment of tax
obligations. IRS's preliminary estimatas, based on survey data from 2011,
indicate that the average post-filing compliance costs were the highest for
a field exam—an audit conducted at an individual's home or place of
business—at $4,800, followed by office exam—an audit conducted at an
IRS office—at $2,165. A notice informing the taxpayer that they did nat
report all of their earnings had the lowest estimated average post-filing
compliance costs at 5230. IRS's research on the magnitude of audit costs
for individual filers likely includes individual filers who are small business
owners. Those businesses are likely to have more complicated returns
and, as a consequence, their burden is likely to be at least as great as the
averages show for individual filers. For more details concerning post-filing
compliance costs, see figure 13 in appendix 1.

PGAD, Tax Administration: Costs and Uses of Third Party Information Returns,
CAD-08-266 (Washington, .G Nov. 20, 2007),
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According to IRS, the audit rate for small business taxpayers is higher
than the rate across all individual taxpayers because small businesses
historically have higher noncompliance than other taxpayers.?! Table 2
provides datailed information on the audit rates across small business
types,

Table 2: Audit Rates Across Small Business Types (Fiscal Year 2014)

Business Category o Size Audit Rate
Individual Monfarm Business Hemm.é:‘........................ o Gross recei[-:-ts...-: 25,000 1.0%
' " Grass receipts $25,000 < §100,000 T e%
Gross receipts $100,000 < $200,000 Y
""""""""""""""""""""""""" Gross recelpts $200,000 or more 2.1%
Individual Farm Business Returns® Eitas: 0.5%
Individual Business Retums with Ici'té:'i'Eﬁgi't'ii}émi'ﬁ:oma o o o 2.7%
of at least $200,000 and undear $1,000, 0007
Simall Corparations® - Tatal assets < $250,000 0.9%
“'" Total assels $250,000 < §1,000,000 1.2%
e SRR S e e i L o R S
e e e T S I S A S T Total T DA%

Suscy; IRS Dasa Beok 2074, | GAO-16-612
Molas;

"Tatal gross raceipts is tha sum of gross rece pts from farm and ranfarm businesses without sarned
income tax credit

“Total positive insome is the sum of al pasitiva amounts ahown for the varous sources of income
reportedd on the individual incoma tax return and, thus, excludas losses,

Inciudes reums with assets of less thar 510 milion,

“"Mantaxabla returms are fled for entitles shat ganefaily da nat have a tax lability, but pass theough any
prafits and lossas o the undarlying ownars wha includa these profits or lnsses on thalr income tax
returns.

“Includes most Farms 11208, which are fied by qualifying 3 sormarations electing to be taxed through
shareholders.

While we did not examine post-filing costs, in a past report an
correspondence audits, we found a number of issues which contribute to
taxpayer compliance burden. These issues included IRS backlogs in
responding to taxpayers who provide documentation in response to IRS's
audit notices and unrealistic audit time frames set by IRS.

NGAD, Small Business: Taxpayers Face Many Layers of Requiremants,
GADT-GGED-99-76 (Washington, D.C.: Apr, 12, 1999),
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IRS’s Decision-
Making Framework
Includes
Consideration of
Small Business
Compliance Burden

IRS’s Strategic Goals and
Internal Revenue Manual
Describe the Agency-wide
Approach to Taxpayer
Burden Reduction

One of IRS's goals in its strategic plan is to deliver high quality and timely
service to reduce taxpayer burden and encourage voluntary
compliance.** Under this goal, IRS has identified seven objectives that
further define how it intends to achieve the goal. One objective is to
reduce taxpayer burden and increase return accuracy at filing through
timely and efficient tax administration processing. IRS outlined
performance measures for each strategic goal and objective in a
supplement to its financial statement for fiscal years 2013 and 2014.% |n
this supplement, IRS describes some of the initiatives launched or
continued and progress made in achieving performance goals. IRS also
includes a discussion of goals missed. Several of these goals, if
achieved, could have a positive impact on reducing small business
compliance burden. For example, responding more quickly to telephone
calls, correspondence, and requests for in-person service, as well as
enhancing the online experience for customers, could benefit small
businesses by requiring tham to expend less time and fewer resources for
IRS outreach.

In addition to the goals and objectives that focus on burden reduction in
the strategic plan, IRS listed general guiding principles for reducing
burden in the Internal Revenue Manual 22.24.1 - IRS Servicewide Burden
Reduction Activities, The guiding principles are intended to support the
consideration of compliance burden as part of tax administration.
According to the manual, IRS carries out its mission to achieve significant
reduction in unnecessary burden by considering taxpayer burden when

“2|Rs, Strategic Plan: FY2014-2017 (Washingtan, D.C.: 2014},

YRS, Internal Revenue Service: Management's Discussion and Analysis, Fiscal Year
2014 (Washingion, D.C.: 2014)
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implementing and reviewing policies and procedures. See tahle 3 for a list
of the guiding principles.

Table 3: General Guiding Principles and ltems Employees Consider When Asspssing Burden

Guiding F.'"rinEI'pIe

Considerations

Lavaraga Technology

Leverage Exiating Data

+

Will & new requirement preciude the taxpayar's ability to e-fila?

Is there an electronic submission alternative other than paper {a.g. web technalogy or
g-mail)’?

Can fillable forms be created?

- Are there opportunities to leverage information already being requested by another RS

function. government, or from accessible fird-party data to limit the information
collection burden an tha taxpayer (inquire through web research, third parties, or
impasted stakeholders)?

Are there opporiunities to coordinate with third parties to raduce the burden to
taxpayers in meeting the requirements (e.0., consolidate data collection resulting in one
form warsus twa)?

Conszider Fre-decisional Stakaho'dar
Input

"Do the procedures/requirements conform to current external Dusness processes or
recording/reporting practices?

Are your deguments in plain, coharent, end unambiguous terminalogy?

Benafit Must Outweigh Burden

Are you requiring documentation that is not necessary 1o comply with the law andiar
which may not actually be reviewed by IRS (or raraly reviewsd)?

#re there consequences ta the taxpayar for failing to provide the data? If not, how sure
arz we that thay will provide accurata information?

If there are muitiple options for |legislative implemeantation, which aptions are expactad
to provide the grealest benafit to tax administration for tha public cost Imposad?

Can the procadure be oplional varsus mandatory?
Can a short form, or other simplified method, be created for some of the population?

Can a safa harbar procedure be offsred to mitigate burdan, espacially for low income
taxpayars and small businesses?

Can the frequency of informafion collection be limited/reduced?
Should transition relief be offsrad?

Gource: IRS Irtemal Sevanue Mapgal 2175 | GAD-15-513

According to the Internal Revenue Manual, the mission to reduce
taxpayer burden and improve service is embedded in the IRS culture and
a responsibility of all divisions. Though staffed to the Small Business and
Self-Employed division, a senior advisor serves as the single point of
contact for taxpayer burden reduction initiatives across all divisions. The
manual states that this arrangement is intended to provide a link across
the agency to ensure burden reduction is incorporated within decision-
making frameworks. The advisor also acts as a lialson with external
stakehalders.
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IRS Has Worked with
Internal and External
Stakeholders to Identify
and Reduce Small
Business Tax Compliance
Burden

IRS officials provided examples of effarts made to engage with internal
and external stakeholders to reduce small business tax compliance
burden. To engage internal stakeholders, employeas can suggest ways to
reduce burden by using Form 13285, Taxpayer Burden Reduction
Referral. This form allows employees to note an issue causing taxpayer
burden, describe the affected population, and propose a solution.
Employees can also explain who needs to be involved in making the
change, the resources neaded, taxpayer benefits, compliance risks, and
suggestions for how to measure burden reduction savings (e.g., reduced
cosls lo the taxpayer or reduced costs to IRS). One notable example of a
burden reduction initiative at IRS was developing a simplified method for
determining the Office in the Home tax deduction.

Simplifiod Office in the Home Deduction lllustrates How IRS Cansiders Burdan
Whan Implementing Initiatives

IR3 officials offered an example of how the agency considersd compliance burdan
prnciples when implamenting new or changed tax laws or administrative proceduras
with tha introduction of a simplified methad for small businesses (o calculate their Offics
in tha Home Deduction. This method was introduced in 2013 and generally allows filars
to receive s deduction of $5 per square fool of office space, up to a maximum area of
300 square feet. The alternative method involves a more complax calculation of
property depraciation,

Although the Department of the Treasury (Treasury} and IRS officials reperted
considenng this proposal as eary as 2006, in July 2012, Treasury and IRS redoubled
thelr effars in response to an Office of Managsment and Budget request to identify
initiatives that would eliminate at least 2 million hours in annual burden. To meet this
requast, IRS reached out to employeas and Sanior Executive staff, and also reviewsd
prior submissions, form burden statisties, and olher suggsstions that had bean
considered in the pasl, The group reviewsd the proposals and made a final
datamrnination that this initiative should be implementad. IRS officials fold us that they
considerad burden and compliance risk within this decision-making process and
discussed tradeoffs of lheir decisions. IRS received extzrnal stakehaldar Input from
representatives of the small business community, such as the U.S, Chamber of
Cormmerce and the Mational Fedaration of Independent Business, who have
recognized this as a positive development. IRS said the process of working
collaborativaly across the organization, with external parties, and with Treasury allowad
thern to conslder the interests and concerns of all parties. This helpad IRS weigh

tradeaffs of decisions that could affect both compliance and comzliance burden,
Sowee: BAD analyss of IRE inforrmalian | GAC-15-513

Other internal activities include praviding employees with an online
burden risk estimator tool designed to aid employees in determining
whether certain decisions about the design of tax forms for individuals
{Form 1040 and asseciated schedules and forms) could impose
significant burdens on taxpayers. This tool is an Excel spreadsheet that
uses some of the data used in the more elaborate burden estimation
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models discussed previously in this report. The tool provides staff with an
estimate of the number of taxpayers who would be affected by a specific
potential tax form change, as well as a rough indication of whether the
effect on compliance burden would be significant, Divisions can use this
tool to identify decisions that merit more in-depth evaluations, potentially
involving the full burden estimation model.

IRS undertakes a number of activities to engage external stakeholders
such as providing information on its website and holding forums with
small business repraesentatives. IRS has a website page that defines
taxpayer burden, provides links to submit ideas for burden redustion, and
outlines how IRS selects burden reduction initiatives. Anather example of
IRS gutreach to the small business community is the quarterly Small
Business Forum. IRS officials told us that they use the information from
these forums to inform their decision-making process for practices and
policies that affect small businesses. For example, IRS used feedback
from forum participants ta refine the language used in burden surveys it
administers to the business community, and used what was learned to
inform its current burden models. Similar to internal stakeholders, external
stakeholders can make burden reduction suggestions using Form 13285-
A, Reducing Tax Burden on America's Taxpayers (Referral Form for Use
by the Public), which allows them to describe the issue causing taxpayer
burden, the affected population, and the proposed solution.

Small Business
Representatives We
Spoke with Identified
Areas That Contribute to
Compliance Burden

We also interviewed small business representatives (external
stakeholders) who acknowledged IRS's external stakeholder outreach
efforts and how they have been effective in identifying opportunities to
reduce compliance burden. However, they also described a number of
areas where small business compliance burden could be further
reduced.?! These areas include issues related to IRS customer service,
filing requirements, lack of or delayed official guidance, and compliance
contacts. According to these representatives, when they call IRS, they
can have long wait times, be disconnected, or be directad to IRS staff
who are unable to provide the needed assistance. We have recently
reported on these issues as well. %

“See appendix | for a more detailed dascription of our interviaws,

*SGEAD, Tax Filing Season: 2014 Performance Highlights the Need to Bolter Manage
Taxpayar Service and Future Risks, GAO-15-163 (Washington, 0.C.: Dec. 16, 2014},
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Further, several representatives sharad the perspective that complex
filing requirements contribute to compliance burden. While small
businesses sometimes anticipate significant tax relief through tax credits
and deductions such as the small employer health care credit and
mileage and vehicle deductions, some small businesses may not be
claiming these credits due to the time, cost, and complexity associated
with claiming them. One concern we heard from small business
representatives was that after a tax practitioner expends resources to
compile the necessary documentation and calculate the credit, thair client
(the small business) is ineligible to claim the credit. This could result in
additional taxpayer burden if tax preparers bill their clients for calculating
the credit when it is not claimed.

In addition to facing burdens due to new and complex tax provisions,
representatives we spoke with also expressed concern over tha
comgpliance burden associated with delayed or missing official guidance,
particularly for the Patient Protection and Affordable Care Act employer
mandate.*® Representatives also noted that deadlines for responding to
certain IRS notices can be difficult for small businesses when the
requested information is not readily available. We recognize that IRS is
aware of many of these concerns and, through various initiatives, has
made efforts to address these issues. However, continued attention to
these areas will be key to effectively reducing burden.

We routinely issue reports on aspects of IRS’s enforcement and
administrative operations, some of which may impact small business tax
compliance burden. In many cases we have made recommendations that,
if implemented, could help to reduce these burdens. Salected
recommendations that have yet to be implemented are listed in appendix
IV,

**The employer mandate Is a requirement that all businesses with 50 ar more full-time
equivalent employees (FTE) provide qualifying health insurance to 95 percant of their full-
time employeas, or pay a tax penalty if ane full-time employee recaives the pramium tax
credit. 26 U.S5.C. § 4080H. The employer mandate itsslf was delayed, in par, to reduce
compliance burden, Dasgits that delay, IRS guidance was still finalized later than initially
planned, which representatives said crealed addiional burden.
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IRS's Overall
Evaluation of Its
Payment Card Pilot
Has Several
Strengths, but Does
Not Fully Address Al
Elements Necessary
to Effectively Assess
Results

New Payment Card Data
Provide Opportunities to
Improve Voluntary
Compliance and Have
Potential to Help IRS
Better Identify
Noncompliant Small
Business Taxpayers

Beginning in tax year 2011, payment settlement entities were required to
send |IRS Forms 1099-K to report gross merchant payments in which a
payment card or a third-party payment network was used as the form of
payment.* Payment ssttlament entities report the gross amount of all
reportable transactions a merchant made through them, for the calendar
year, without regard to adjustments for cradits, cash equivalents,
discounts, fees, refunds, or other deductions,

A copy of the 1088-K is also sent to the taxpayer. The reparting of this
information to both IRS and the taxpayer can encourags voluntary
compliance by small businesses in at least bwo ways. First, since
taxpayers know IRS is also receiving this income information, they are
more likely to include it on their tax return, Second, taxpayers have
another source of information they can use to help calculate or verify
business income.

Payment card reporting also provides IRS with an information source it
can use to compare against the income reported by small business

payment sattlemant antities 1o provide IRS with merchants' tax identification numbear and
tax filing name. Thare are two lypes of payment settlement entities: marchant acquidng
entities, such as credit card companies, and third-party settlemant organizations, such as
PayPal and certain toll road providers. Unlike payment card transactions, third-party
nelwaork transactions are only reportable if & merchant's agoregate amount of such
paymaents for the year exceeds 520,000 and if the aggregate number of transactions
exceeds 200
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taxpayers on their tax returns. As such, it can serve as a tool for
identifying nencompliant taxpayers, including those who failed to file a tax
return at all and those who underreported their income. This type of
comparison Is a common IRS enforcement technique. Far example, IRS
can directly compare information it receives on a taxpayer's Form W-2,
Wage and Tax Statement, against a tax return to detarmine if the
taxpayer reported earnings and withheld taxes correctly.

However, matching is more complicated for Forms 1099-K than Forms W-
2 because IRS cannot directly match the line items on 1098-Ks to line
items on tax returns. The Form 1099-K reparts the gross amount of
payment card and third party network transactions made through a
payment settlement entity. This does not match the gross receipts line on
tax returns because Form 1093-K transactions may include items like
sales tax, gratuities, and cash back, all of which are not incoma.
Furthermore, tax return gross receipts can include cash and check
revenue, which is not captured on Form 1099-K. To leverage Form 1099-
K data, IRS researched and tested ways in which the new data can be
used to most effectively and efficiently improve voluntary compliance,
detect noncompliance, and identify those who did not file returns.

The Payment Card Pilot includes six activities to test three methodologies
for selecting cases, as described in table 4.

Table 4: Description of Payment Card Pilot Activities

Casa salsction methodelogy
Colleetion

'.Pilot program actlvities
Collection o

IRS usas Form 1099-K data to identily nonfilar taxpayers IRS uses Form 1099-K information to identify nonfiler taspayers,

and taxpayars with unpaid assassmants.

Line by Line Comparisan

prioritize casewars, and caloulate taxpayer income,

Automated Undarreporer

IRS compares the gross amaunt of the fotal reporlable payment
card/third-party network transactions for the calendar year to individual

IRS compares Form 1089-K data with tax retums, A notice 2% refums (Form 1040 Schedules C/E/F).

is sant if card receipts are greater than what the taxpayer Business Underreparter

has reported.

IRS compares the gross amaunt of the total reporlable payment
cardithird party network transactions for the calendar year to business
tax ratums (Forms 1120, 11205, and 1065).

Altamative Molice

IRS compares the relative cash and card revenues of similar  IRS issues taxpayar a letter asking them to review their books and
businesses by satting thresholds for identifying ey records o ensure all__g_r_f_:n__sif_acaspts are reportad,
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Case selection methodology " Pilot program activities
underrepartars. Technical Audit
IRS lests the effectiveness of this compliance treatment using Farm
10989-K data In a correspondence audit,
Field Audit '
IRS tests the effectiveness of this compliance treatmeant using Ferm
1095-K data in 2 field audit.

Bonirca, QAD analyaiz ol IRS plol docurmilalioe. | SAC-15-513

In all of the pilot activities, IRS uses taxpaver identification numbers to
first match Forms 1099-K with the correct tax returns. IRS then compares
Form 1099-K infarmation with business income reparted on individual and
business tax returns. This process is detailed in figure &. In the two
underreporter pilot activities, IRS compares line by line the gross dollar
amount of payments listed on Form 1099-K to gross receipts reported on
the tax return to identify potential underreparting of payment card and
third-party netwark revenue.
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Figure B: IRS Form 1093-K Test and Learn Process

Return submissions

Faymant settlemant antities
and matching Taxoayer submits refurrs submif 1095-Ks
Form Form | | Fomm | Fomn . Farm i
[ Togg-H, :

1040 H2g || 1208 || 1065

Form 10499-Ks that canno be
IR5 malches Farm 1099-1Ke matchead with the faxpayer
with taxpayer rehurns g IIUEﬂ[Iflﬂa!l-'_"l'l number on @
taxpayer retum afe elsgebbe for ihe

collection micl

Information comparison
and case selection for
1099-K pilots

IRS analysis

F

Casa seiection mathodology:
Line by line comparlson

Caae secection methodelogy:
Fayment mix methadology

Case management

IRS generates cases
and treatment ¢ *

Cases are balchad ard
sanl 10 1y examinars

Matices afe sent and afber taxpayer contacts are initiated
if potential undereporting of income is detectsd

Tax sxaminer Closes casn

Infarmation learmmed from pilots are used 1o

improve Form 1029-K and case selection

The payment mix methodology aims to identify potential underreporting of
gross receipts from both card and cash sources. For this methodology,
IRS first calculates a payment mix—the relative ratio of cash and card
revenues of similar businesses, IRS determines this ratio by dividing the
gross payment amount on Form 1098-K by gross receipts on the tax
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return. IRS then computes the amount of potential underreporting by
comparing this payment mix to that of similar businesses based on
variables including industry type and size, population density, per capita
income, and average transaction sizes. As part of the test and learn
process, IRS has expanded the number of variables to refine
identification of possible underreporting taxpayers. One example of this is
illustrated in figure 9.
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Figure 9: lllustration of How IRS Changes the Payment Mix Methodology to Improve Identification of Moncompliant Taxpayers

Based gn three variables, IRS groups Restaurant 4 IRE adds a fourth variable, and a3 a result dogs MO
and Restaurant 2 group Restaurant 1 and Restaurant 2
[
v Similar indusiry lype ¥ Similar induslry fype
v Similar par capila income and population density v Similar per capita income and population dersily
v Similar amount af gross receipls v Similar amaount of gross racaipts
| % Average payment card lansaction amount
. : 4 Nl _ =" A
Gross receipls | Gross receipts i P_a"":'fﬂ'" il maibocdalogy
$3 3 million dollars i 53.3 miflian deliars | Reieliea L e Sac e

Revenue: Revenue; ——— — e —
90% cradit card 50% credit card | Average transaction Average transaction |
10, cash I 0% cash I amourd; F200 amaount: 530 |

Because repartad gross recaipts are sinilar for During intaracton with IRS and businass. IRS learms fhat

both reztaurants, IRS sands Restaurant 1 a nolice Restaurant 1 can justify low cash valumes given its lype of

for potential underreparting dus 1o its low business which has much cradil card revenue and fugh
proparlion of cash revenue. average payment card transachon amaunis.
Souron AT anagsis ol IHS plgn decurmprsiatan 19571

If implemented successfully and properly evaluated, the payment card
pilot could allow IRS to determine which, if any, pilot activities are
effective enough to justify broader expansion, including integration with ar
replacement of other compliance enforcement efforts.
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IRS's Evaluation Plan

Enabled It to Rapidly Test,

Learn from, and Adapt
Pilot Activities, but Does

Not Include Key Elements
for Assessing Overall Pilot

Performance

To assess IRS's plan for evaluating the payment card pilot we used our
previously developed guidance to identify key elements for designing
quality evaluations.® Addressing each element at the overall pilot and
pilot activity levels can provide program managers with objective
information to iteratively assess program perfarmance. The five key
elements we identified for quality evaluation design are described in
table 5.

Table 5; Elements of a Frogram Evaluation Framework

Element

Characteristics

Clarify undarstanding of the
program's goals and stratedy,

Program activities,

Program stages,

Expected short-, medium-, and long-term impact.
Resource inveslmants,

External factors thal could affect the outcome.

Develop relevant and useful
evaluation guesfions and an analysis
plan.

Objective and answerable evaluative questions.
Clearly defined criteria,

Azzess tha relevanca and quallly of
available data sources.

Description of the information or data and sources needed to assess tha program agains:
the evaluation criteria,

Description of haw the informalion will be gathered.
Descriplion of the tocls developad to oblain these data and now they are assessad
A data raliability assesameant.

Address dala, scope, and
methodology Fmitations,

Aszzess that the evaluation fits available ime and resourcas,
Determinatian that data are frez of bias and amors.

Facilitate the use of the evaluation
resulis in program management
decision-making.

Damonstrate leadership support.
Build a strong body of evidance.
Engage stakeholdars throughoul the evaluation process.

Soarce GAD, | GAD-15-513

IRS's evaluation plan for pilot activities integrated many characteristics of
a well-designed evaluation, As a result, IRS was able to make rapid,

Dritaria wers developed from GAD, Program Evaluation: Sfratogias to Faoitals
Agencies' Use of Evaluation in Program Management and Folicy Making, GAO-13-570
IWashington, D.C.: June 26, 2013}, and Designing Evaluations: 2012 Rewvision,
GAD-12-200G (Washington, 0.C. January 2012),
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Clarify Understanding of the
Pilot’'s Goals and Strategy

ongoing assessments of pilot activities and continually incorporate
changes based on what was |earned, This approach allowed IRS to test
many hypotheses simultaneously while limiting the number of small
business taxpayers affected by the pilot.

However, the overall evaluation plan for the pilot lacked characteristics of
each element that are necessary to ensure a quality evaluation. If IRS
does not address these gaps, it risks not having the evidence needed to
effectively decide whether, how, and when to integrate pilot activities into
broader small business compliance improvement efforts.

IRS clearly defined the overall pilot goal, which is to use Form 1099-K
data to identify and reduce underreported and unreported income. |RS
outlined and detailed the specific program activities it tested and
documented pilot planning and results in a strategic planning document
and several other executive-level updates. These documents detailed
various actions, including internal meetings, assessments, outreach,
training, and information technology activities, during the early stages of
the pilat, IRS’s strategic planning document also provided a conceptual
representation of the different stages of the pilot and the growth of
compliance case volume at each stage, as seen in figure 10.
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Figure 10: IRS's Conceptual Timeline of Pilot Stages
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IRS has generally documented the expected short-, medium- and long-
term impacts of the pilot. One important short-term impact included
learning about the small business population to improve identification of
noncompliant taxpayers. For example, IRS realized an issue was arising
because some small businesses—such as high-end restaurants—have
lower cash revenue than other similar businesses. To address this issue,
IRS added a line to Form 1099-K to collect data about the number of
payment transactions {see figure 11). IRS uses this infarmation to
determine the average payment card transaction amount. In the medium
term, IRS sees the potential for impraved taxpayer voluntary compliance.
After the first year of the pilot, IRS tested compliance levels of taxpayers
befora and after the intraduction of the pilot and found that aimost half of
taxpayers Increased their reported gross receipts, and about 80 percent
of those contacted reported their income more accurately the fallowing
year. In the lang term, IRS sees these activities helping to reduce the tax

gap.
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Figure 11: IRS Changes to Form 1088-K as a Result of Pilot Learning
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payment transactions whare the card was not imporiant because some businessas have much larger the industry of the business
prasent at tha ime of the transaction or the payment card transaction amounts and lower cash taxpayer
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“The gross amount refers 1o the tatal dollar amaunt of reportable ransactions withou! ragard fo
adjustmeants including cradits, cash equivalents, discount amounis, laes, of refunds

While IRS has defined high-level pilot goals, such as improving voluntary
compliance and reducing the tax gap, it did not establish performance
measures for these goals and has not decided an a time frame for
developing them. IRS has defined broad stages for pilot implementation,
but has not clearly identified measures or indicators to determine whan
the pilot has maved or will move from one stage to the next.

IRS identified pilot staffing needs. In June 2012, IRS estimated the
number of full-time equivalents (FTE) it would need to conduct field
exams. IRS officlals also said they track resources for some of the pilot
activities, including the implementation of the payment mix methodology
pilots. However, IRS's evaluation plan has not fully identified and tracked
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resource needs or use, including the actual numbers of FTEs hired or
management resources to design and monitor test and learn pilots.

IRS identified external factors that could affect the progress or
effectiveness of the overall pilot. It identified potential hurdles, including
possible litigation and access to necessary technology solutions,
However, IRS has not articulated how these factors affact the future of
the pilot and what decisions it will make to address them under different
scenarios.

IRS evaluated pilot activity results, but there is no clear documentation of
its evalualion guestions or analysis plan. However, these can be inferred
based on the evaluation results. According to IRS officials, one of the
evaluation goals was to learn why some compliant taxpayers were
identified as potential underreporters of income. IRS examined the results
of closed cases to learn how to better identify compliant and
noncompliant taxpayers. An example of this analysis and resulting
change is described in more datail in the taxt box.

IRS Test and Learn Approach to Improve Identification of Noncumpiiént
Taxpayors

|
One IRS pilot learning goal is to test a new casa sslection mathodology callad the |
payment mix methodology. IRS is learning how to improve this methodalogy fo better |
identfy noncampliant taxpayears, [

When analyzing results of tha first year of the pilot program, IRS found that a significant |
parcentage of online-only businesses-—which do not accept cash—were falsaly
identified by the payment mix methodelegy as polential undarreporters of cash income. |
To decraase the likellhood that compliant anline-only businesses were salscted in !
future years, IRS added a line ta Fonm 1099-K that allows the payment settlement antity |
to specify the aggregats gross amount of all reportable payment transactions during the '
calendar year where the card was not present at the time of the transaction or the card
nurnber was keyed into the tarminal, Typically, this ralates ta online sales, phone sales,
or catalogue sales. Bacause IRS reduces the probability that compliant small business
taxpayars ara idenliifed as patantial underreparters of income, the overall burden for
compliant taxpayers is reduced,

Souirzar GA0 araleis af IRS pict decumantaton, | GAD-15-513

IRS evaluated the results of all pilot activities, IRS compared the average
time to complete an audit and the average dollars assessed in additional
tax for each case against existing compliance and enforcement efforts.
IRS could use this information to decide which pilat activities to implement
in a full compliance program,

IRS did not have evaluative questions and criteria to assass whether the
overall pilot or the pilot activities achieved the intended goals or produced
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the intended results. Understandably, as IRS tests and adapts different
approaches, it has learned and will continue to learn which approaches
demonstrate the most promise in efficiently and effectively identifying
noncompliant taxpayers. Clearly articulated evaluative quastions and
related analysis plans would allow IRS to determine whether the overall
pilat and pilot activities are achieving results that would signal what next
steps should be taken. These may include deciding the pilot can move
beyond the learning stage, be expanded, or, ultimately, moved from pilat
to full implementation as a compliance program. Conversely, the
determination could be that the pilot and pilot activities are not achieving
the intended results and should be discontinued or modified,

During the early stages of the pilot, part of IRS's evaluation of pilat
activities involved assessing Form 109¢-K data quality. IRS monitared
potential errors that payment seltlemeant entities could make when filling
out the form, including invalid or missing taxpayer identification numbers.
Such data enlry errors could negatively affect IRS's efforts to compare
the data with information reported on small business taxpayer returns.
When errors were identified IRS contacted the payment sattlement
entities to make corrections. IRS officials told us that because of this
effort, accuracy rates for matching rose from 80.3 percent for tax year
2011 to 95.4 percent for tax year 2013. IRS officials have told us that
analysis of Form 1099-K data is ongoing.

Since IRS lacks evaluative guestions and an analysis plan for assessing
the overall pilot, it does not have complete descriptions of the informatian
or data and sources needed to assess the overall pilot against evaluation
criteria, how that information will be gathered, and an assessment of data
reliability. Because IRS addressed the relevance and quality of data
sources in some of the early evaluations of some pilot activities, this
information could feed into the development of the broader evaluation
plan.

IRS documented certain assumptions of its analysis. For example, in the
alternative notice pilot, IRS sent assessments to taxpayers who did not
respond to the notice and those who admitted to underreporting. IRS
referred cases to IRS field work when taxpayers sent insufficient
responses or communicated that a review of books and records was
necessary.

Furthermare, in the early stages of the pilot, IRS showed evidence that it
checked that data were free of errors. In the first year of the pilot, officials
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took steps to ensure that compliance examiners understood and
consistently applied decision rules to determine compliance results.

IRS provided evidence that it estimated timelines and relative resource
needs to move from the test and learn phase to a full compliance
program. IRS outlined three scenarios to achieve a given |evel of
compliance at program implementation. However, these scenarios were
developed without a program |lavel evaluation. Until IRS canducts an
evaluation, it will not have the information it needs to determine which
approach to take.

Although IRS showed evidence that data, scope, and methodology
limitations were considered and addressed for certain pilot activities,
these limitations were not fully addressed for the overall pilot, IRS would
first need to develop evaluative questions, assessment criteria, and an
analysis plan for the overall pilot before it could clearly assess data,
scope, and methodology considerations. An assessment of design
limitations would include stating any limitations of pilot scopa, determining
comparisons against which to assess pilot results, and assessing whether
the evaluation fits available time and resources. Asking these questions
would help clarify the potential impact of any project design limitations
when determining whether to move pilot activities toward full program
implermentation,

IRS provided evidence that leadership from multiple offices across the
agency—the Small Business and Self-Employed Division, Office of
Compliance Analytics, and the Information Technology Organization—
demonstrated commitment to using evaluation data to inform pilot
decision making for the beginning of the pilot. Senior officials from each of
these offices met weekly during the early stages of the pilot. The
leadership actively engaged internal stakeholders and developed
strategies to internally communicate information about pilot program
aclivities. These stralegies included organizing employee focus groups,
training, and leadership updates on pilot progress. Far example, in
October and November of 2012, IRS provided an update on project
communication status to communication directars across all operating
divisions.

In addition, IRS leadership engaged with external stakeholders before
launching the pilot. In October 2011, IRS addressed small business
representatives’ concerns about paperwork burdens by announcing that it
would not require taxpayers to reconcile gross receipts and merchant
card transactions. IRS also worked to address tax practitioner questions
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about the uss of the payment mix methodology for case selection. As a
result of the outreach, for example, IRS developed and tested a taol to
help tax practitioners determine if their clients would be at risk for
underreporting cash transactions.

IRS's payment card matching program has the potential to enhance the
agency's ability to identify noncompliant small business taxpayers. Better
identification of noncompliance would reduce the burden placed on
honest taxpayers because the likelihood they would be selected for costly
and time-consuming audits or other compliance contacts could be
reduced. Further, more effective identification of noncompliant taxpayers
means IRS can more efficiently use limited resources.

IRS's Payment Card Pilot shows promise in producing these results.
However, IRS has a long road ahead to figure out whether and haw the
pilet, and its many activities, can be fully implemented. IRS has nat
clearly defined the stages of the pilot or measurable goals that it can use
to determine when the pilot has moved from one stage to the next, or if it
should. Without defining the stages and establishing related metrics, IRS
will not be able to articulate the pilot's status at critical points in time.
Further, it will not be able to justify the investment of additional resources
if it cannot demonstrate progress toward those goals. In addition, IRS has
not developed a full evaluation plan that will allow for a systematic
assessment of the overall pilot against evidence-based criteria. Such a
plan is necessary so IRS can ensure that it is making informed decisions
about moving forward. Following key elements of evaluation design will
help ensure that the results of the evaluation are valid and reliable.
Finally, documenting the plan's limitations will reduce the risk that IRS will
draw conclusions that are beyond what can be supported.

To improve the evaluation of the payment card pilot, the Commissioner of
Internal Revenue should take the following actions:

» Clearly define the stages of the payment card pilot and establish
measurable goals for determining when the pilot advances from one
stage to the next.

» Develop an evaluation plan for the overall pilot and building on pilot
activities to inform decisions about whether, how, and when to
integrate pilot activities into overall enforcement efforts. This plan
should include
« evaluation questions,
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« evidence-based evaluative criteria,

= an analysis plan,

+ acomplete description of data to be collected,
= adaia reliability assessment, and

» documentation of evaluation limitations.

Agency Comments

We provided a draft of this report to the Commissioner of Internal
Revenue and the Secretary of the Treasury for their review and comment.
IRS's Deputy Commissioner for Services and Enforcement provided
written comments, which expressed appreciation to GAD for recognizing
IR3's efforts to consider taxpayer burden when implementing processes
and procedures. In its response to the draft, IRS agreed to incorporate an
evidence-based assessment of the payment card pilot that includes
identifying clearly defined pilot stages and implementing an evaluation
plan with measurable goals. IRS stated it will provide a more detailed
responsa to our recommendations after this report has been released.
These comments are reprinted in appendix V. IRS also provided us with
technical comments, which we incorporated into the repart as
appropriate. Treasury did not provide comments,

As agreed with your offices, unless you publicly announce the contents of
this report earlier, we plan no further distribution until 30 days from the
report date. At that time, we will send copies to the Secretary of the
Treasury, the Commissioner of Internal Revenue, and other interested
parties. In addition, this report will be available at no charge on GAO's
website at hitp./lwww gao.gov,

If you or your staff have any questions about this report, please contact
me at (202) 512-8110 or by email al mctiguej@gao.gov. Contact points
for our Offices of Congressional Relations and Public Affairs may be
found on the last page of this report. GAO staff who made key
contributions to this report are listed in appendix V1.

ﬁ.w A 24475,%/

James R, McTigue, Jr.
Diractor, Tax |ssues
Strategic lssues
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Appendix |: Objectives, Scope, and
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The objectives of this report are to: (1) describe the characteristics of the
small business population; (2) describe how characteristics of a small
business affect compliance burden; (3) describe how the Internal
Revenue Service (IRS) integrates small business compliance burden
consideralions in decision making; and (4) assess IRS's plan for
evaluating its payment card pilot.

To describe general characteristics of the small business population such
as the number of small businesses and total income, we reviewed
taxpayer data from |RS Statistics of Income (SOI) and studies with
access to taxpayer data. We reviewed SOl documents about data
reliability and sampling methodology, and interviewed officials in SOI. We
reviewed reports from researchers at the U.S, Department of Treasury,
Office of Tax Analysis (OTA). We interviewed two of the OTA authors
about their methodology for identifying the small business population. We
performed data reliability tests by comparing OTA estimates for all filers
against 501 estimates and by comparing OTA estimates for tax year 2007
and 2010. We found the estimates from researchers at OTA were
sufficiently reliable for our purposes of describing general characteristics
of the small business population. See appendix |l for a more detailed
discussion of OTA researchers’ methodology and assumptions.

To dascribe how characteristics of a small business affect compliance
burden, we conducted a literature review where we reviewed IRS
research papers and conference presentations, academic studies, and
our prior work on taxpayer compliance burden. We searched relevant
databases such as ProQuest, Accounting & Tax, EconLit, ABlInfarm,
Nexis.com, and Tax Notes, We identified and reviewad selected |IRS
studies on tax compliance burden conducted over the last 11 years, We
also asked IRS officials from the Research, Analysis, and Statistics (RAS)
division to identify any additional IRS research assessing small business
tax compliance burden and post-filing burden. To obtain information
related to federal small business tax requirements, we reviewed IRS
taxpayer guidance found on the IRS website including the 2015 tax
calendar. We interviewed relevant IRS officials to clarify our
understanding of the research and models, and to verify our analysis.

To describe how IRS integrates small business compliance burden
considerations in decision making, we examined IRS's strategic plan and
relevant goals and objectives related to taxpayer burden. We also
reviewed IRS's Intermal Revenue Manual, which outlines, among ather
things, guiding principles for cansidering burden reduction, We
interviewed IRS officials in the Small Business and Self-Employed

Page 44 GAD-15-513 Small Businesses



Appendix | Objectives, Scope, and
Methedology

division {SB/SE), RAS, and the Office of Taxpayer Burden Reduction
about other activities IRS conducts related to taxpayer burden reduction,
tools it uses to manage burden reduction efforts, and initiatives it
implemeanted. In addition, we interviewed tax practitioners, associations,
and other liaisons ta the small business community to identify areas of
burden associated with interactions between IRS and the small business
community, and discuss what might alleviate burden. We conducted
unstructured interviews with a non-generalizable sample of 12
organizations based on their knowledge of small business tax policy
resulting from historical involvement and relationships with the small
business community and IRS. We reviewed supporting documentation,
where available. We selected these organizations to represent a variety
of perspectives and groups within the small business community.

To assess IRS's plan for evaluating the payment card pilot, we reviewad
and summarized documentation that included IRS's Information
Reporting and Document Matching Strategic Roadmap; Communication,
Outreach, and Education Strategic Plan; and IRS internal presentations to
the IRS Commissioner, We interviewed IRS officials from SB/SE and
Office of Compliance Analytics divisions on the pilot ta link IRS's test and
learn approach to defining strategic goals, evaluation questions, an
analysis plan, and the ability to track benefits of the pilot efforts. We
compared these efforts to our guidance on program evaluation design
and applied criteria adapted from the guidance to both the overall pilot
and pilot activities.’

We canducted this performance audit from July 2014 to June 2015 in
accordance with generally accepted government auditing standards.
Those standards require that we plan and perform the audit to obtain
sufficient, appropriate evidence to provide a reasonable basis for our
findings and canclusions based on our audit objectives. We believe that
the evidence obtained provides a reasonable basis for our findings and
conclusions based on our audit objectives.

'Criteria were developed from GAD, Program Evaluation; Strafegies fo Facilitate
Agancies’ Use of Evalualion in Program Managameant and Palicy Making, GAD-13-570
(Washington, D.C. June 26, 2013), ard Designing Evaluations: 2012 Ravision,
GA0-12-208G (Washinglon, D.C. January 2012),
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For our analysis, we use estimates from researchers at the U.S,
Department of the Treasury, Office of Tax Analysis (OTA), to describe the
characteristics of the small business population, such as the number of
small businesses and total income." There are no universally accepted
criteria for defining the small business population. OTA estimates address
some of the limitations of describing the small business population using
estimates based solely on the type of tax return that is filed by excluding
certain tax returns that may not be actual businesses. Not all tax returns
that report business income represent business entities with the principal
purpase lo generate revenue or to engage in substantive business
activity. For example, some C corporations can serve as investment
vehicles that engage in little or no business activity. Further, partnerships
may be created to redistribute profits generated by another partnershin
and may not generate income themselves.® Filers of Form 1040,
Schedule C, may be independent contractors who may more closely
resemble employees than small businesses. Additionally, rental income
for some individuals may be incidental and not represent business
activities. Uncertainty within OTA estimates can come from: (1)
assumptions that were made to distinguish small businesses engaged in
substantial and substantive business activities from other entities that file
the same tax return; and (2) that the estimates are based on sampled
taxpayer data and subject to sampling error. Consequently, results that
are slightly higher or lower than those reported in this particular analysis
may be equally valid for describing the numbers of businesses in each
subgroup and the size of their incomes. We found the estimates from the
researchers at OTA were sufficiently reliable for our purposes of
describing general characteristics of the small business population.

Throughout this report, we refer to the estimated number of small
business filers as the number of small businesses. Using these estimates

"We usa aslimates fram OTA researchers to desaribe the characterstics of the small
businass population, We refer to the estimated number of small business filars as the
number of small businesses. See Richard Prizinzang, Jason DeBacker, John Kiichen,
Malthaw Knittel, Susan Melson, and James Pearce, “ldentification of Small Businossas
Using Tax Data: 2010 Update” (presented at the 2013 National Tax Association's Spring
Sympasium, May 17, 2013}, Office of Tax Analysis, Departmeant of the Treasury, Matthew
Kniltel, Susan Nelson, Jazon DeBacker, John Kitchen, Jamas Pearce, and Richard
Prisinzano, Methodology to Identify Small Businesses and Their Owners, Technlcal Paper
4 [August 2011).

2GA0, Parinerships and 5 Corpaorations: IRS Needs to improve lnfarmation to Addrass
Tax Moncompliance, GAD-14.453 (Washington, D.C.: May 14, 2014).
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may understate the number of small businesses where individual
taxpayers can own multiple small businesses. For example, individual
taxpayers can file multiple schedules to report business activity {profit,
loss, and supplemental income and loss from rental real estate activity)
from different lines of business.” The number of schedules filed is greater
than the number of Form 1040 tax returns to which these schedules are
attached due to some returns having multiple schedules.? The total
income estimates are the sum of all business income reported on tax
returns, including gross receipts, rents, dividends, capital gains, royalties,
and interest.® Total income for Schedule E filers is limited to rental real
estate activity from Part | of that schedule to avoid attributing income from
pass-through entities or from royalties to these businesses.

The OTA analysis had access to taxpayer data made available by IRS
Statistics of Income (SOI).* Available data from SO| samples indicate that
the sampling errors for the total number of filers and total business
receipts far each lype of taxpayer is less than +/- 8 percent at the 95
percent confidence level. Sampling errors of subpopulations may be
higher where tax returns have been sampled at lower rates. Data were
not available to determine sampling errors for the OTA total income
measure; however, business receipts make up such a substantial portion
of the OTA total income that we would not expect the sampling error to be

This information is filed on the following forms: Schedulas C (Form 1040), Profit or Loss
From Businass; Scheduls E-Part | (Form 1040}, Supplemantal Income and Lass, with
rental real estate astivity: and Schedule F (Famn 10401, Proft or Loss From Farming.

*An alternative approach to estimating the number of small businesses is to treat each
schedu'e attachad to Form 1040 relurns as a separate business, This alternative
approzch could help inform about the unigue burdens assaciated with filing specific
schedules. For an example that takes a similar approach, see Edith Brashares, Matthew
Knittel, Gerald Silvarstain, and Alexandar Yusavage, "Calculating the Optimal Small
Business Exemption Threshold for a .S, VAT," Nakional Tax Journal, vol. 87, no. 2 [June
2014} 283-320. Comparing the methodslogles from Brashares et al. and Prisinzang 2t al,
applied to filers of Form 1040 Schedule G in tax year 2007, the number of qualifying
Schedules C filed Is 25.5 million comparad to 23,1 million total taxpayers filing at least one
Sochedule C.

*This total income measure sarves as a prowy for total business activity and is not the
same as taxable incoma. In particular, costs of doing businass ars not deducted and
buginess lossas are nol usad to offzet other types of income.

*OTA resaarchars developed estimates from tax retum data from S0 samples and
applying minimal business activity tests and other methodologias to identify unigue
business entities. The methodologies and assumptions used in this research arg important
to consider when interprating these data,
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significantly greater far the OTA total income estimatas than it is for the
S0l estimates for business receipts. For C corporations, S corporations,
partnarships, and sols proprietorships in 2010, the OTA number of filers
is within +/- 2 percent of S80I estimates of the number of filers.” OTA total
income estimates are higher (within + 20 percent) of SOI total receipts
estimates for these filers because OTA's total income measure includes
types of income other than business receipts.

The estimates used in this report are based on thousands of returns from
the 2010 SOI Individual, Corporate, and Partnership Studies. Although we
do not know the exact number of records used for each estimate, the
Individual sample has 50,464 Form 1040 returns with a Schedule C with a
sample selection amount of less than $10 million and 5,804 Form 1040
returns with Schedule F but without a Schedule C. The sample selection
amount is the greater of indexed negative income and indexed positive
income. The Corporate sample has 20,085 Form 1120 returns with total
assets less than 510 million and size of proceeds less than $2.5 million
where proceeds is defined as the larger of the absolute value of net
income (deficit) or absolute value of cash flow (which includes net
income, depreciation, and depletion). The Carporate sample also has
15,741 Form 112085 returns that have total assets less than $10 million
and size of proceeds less than $2.5 million. The Partnership sample has
35,744 returns with total assets or current activity measure less than $10
million. Current activity measure is the maximum of the absolute value of
receipts and income/loss. In this situation, receipts is the sum of the nat
raceipts, rental income, gross income, portfolio interest income, dividend
interest income, royalty incorne, and net long-term capital gain/loss.
Income/loss is the sum of ordinary income, net income, net income from
the balance sheet, portfolio interest income, royalty income, and net long-
term capital gain'loss.

Table 6 shows SOl estimates for the total number of filers and total
income by type of tax return for tax year 2010 (as reported by Prisinzano

" The OTA data for Schadule E renters differs from estimates in SOI publicly publishad
data tables due to OTA's limitation to anly individuals with rental real estate activity an
Schadule E, Part | The OTA data for Schadule F farmars differs from SOI estimatas due
to tha inclusion of individuals filing Form 4835 in additon to those filing Schedules F,
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et al.).? The OTA analysis and Prisinzano et al. apply two tests to exclude
tax returns filed that do not represent filers that generate substantial
income or engage in substantive business activity. The first test is a de
minimis aclivity test that requires taxpayers to report total income ar total
deductions greater than $10,000, or that their sum be greater than
$15,000. The second test requires total deductions be greater than
$5,000, which indicates substantive business activity based on expenses
related to employees, inventories, and investment, among ather things.
The application of these two tests results in the exclusion of 46,7 percent
of the 44.6 million total tax returns, but only 0.6 percent of the total $33.3
trillion in total income represented by these tax returns.?

Baceess o SOI micro-level data allows researchers ko idantify populations based on
characleristics of tax returns and to create unique measures af income. This results in
studles with access to SOI micro-level data reporting diffarent values for tha same
taxpayer lypes. For example, Prisinzans et al. defines the population of Farm 1040,
Scheduls E-Part | landlords using tax returns that repart rental real estats activity on Part
|. Putlicly available 301 data tables estimate the number Farm 1040 filers with income
from either rant or royalties. Despite the different approach ta identify taxpayers with rental
income, the 2010 Prisinzano et al, estimate is withln -8 percent of the S0 estimats, |n
conlrast, the Prisinzano et al. estimate of Form 1040, Schedule F farmers includes tax
raturns of farm land owners that file Form 4835, Farm Rental Income and Expenses. The
resulting estimate is within +25 percent of the SOl astimate of Fom 1040 tax relums with
Schedule F. The Prisinzano et al. estimates for the number of S corporations,
partnerships, and sole proprietorships are the same as SOI estimates, while tha astimate
for the number of C corparations is within 2 parcant of the S0| astimale,

#The inherent risk of setting these thrasholds Is thal some of the tax relurns excluded from
the data may be small businesses of interest when considering tax compliance burdens.
Without access to taxpayer data we cannot azsess the efficacy of the de minimis tast and
test for substantive business activities, OTA researchers said they performed sensitivity
tests hased on different dafinitons of small businesses, which did nat impacl their
findings.
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oo S A AL i e
Table §: Estimates for the Total Number of Filers and Total Income by Type of Tax Return for Tax Year 2010

Number of filers Total incoma Perc ont of Total
{in thousands) FPercent of All Filers {in billions of dollars) Incoma for All Filers
‘Bchedule G Sale Propristors i o i :
Al filers L T 100 1,191 100
Small businesses 9,855 428 "ogg ' B30
Larger businesses - 3 0 a4 ' 79
Schedule E-Part | Landiords i e e _
Al Tilers 10,102 100 TTTTaa ' 100
 Small businesses 4,944 N 48.9 gag 814
Larger businesses ¢ e 5 . 18
Schedule F Farmers o
T Alifilers 2444 100 154 : 100
Small businesses T A 59.4 144 93.5
Larger businessas i T 8 .' 2
PR ; — i
Al filers 3,248 100 5,646 ' "~ 100
Small businesses 2,398 T 73s EKLT: ' 19.8
Larger businessas 70 22 4,472 79.2
S corporations A .
Rildllars: 4128 100 5844 T
Small businassas asa1 B5.6 T 2T 391
Larger businesses 84 b 2 3,548 ) 60.7
C corporations "
All filers 1,671 T 20,228 100
Small businesses 1377 82.4 1,133 ' 5.6
Larger businessas &8 4 18,081 o4 .4

Sourca: AT analyais of dala kem Richard Prisinzane al 2l “ldantificaton of Smalkl Businessas Using Tax Dals. 2000 Update,” {preaeniad & 1he 2015 Natoral Tax Assccations Spring Symposium,

May 17, 20130, | BAD-15-513
Mates: Wa refer ko the esfimated number of business and small business filars as the number of
buzinesses and small busiressas. The numbar of individual filers with business incame ncludeas
taxpayers filing mukiple schedules. Small businasses represant Lax returns that pass the twa tests of
tha OTA researchers and have $10 milllon or lass in both total income ane latal daductions., Larger
bugiressas represent tax returns that pass the two lesls of the OTA researchers and nave mars thar
10 millian Iy aither tatal income or tatal daductions. Total income s generally defined as gross
recainls, rents, divicends, capital gaina, royalties, and intarest, Total income for Schadule E filers |
limited 1o rental raal estate activity from Part | of that schedule.

“Thesz values are reunded and do not equal zero {ie,, the number of filars is less than 500 ar the
porcantage of total fllers iz less than 0,05 percent for aach af thass valuss),

Using this thresheld of $10 million or less in both total income and total
deductions, small businesses represent 99 percent of tax returns
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generating substantial income and engaged in substantive business
aclivities (and more than 85 percent of tax returns for each type of tax
return). Small businesses account for 17.8 percent of the total income for
these tax returns (and more than 91 percent of total income for each type
of individual filer and between 5 and 40 percent of total income far each
type of corparation and partnership).

Table 7 shows the OTA small business estimates are consistent across
the years 2007 and 2010, and are similar to corresponding estimates for
all filers. In addition to the measurement errors discussed above, OTA
estimates for these tax years are affected by other factors, including
changing economic conditions. In spite of these factors, small business
estimates for 2010 are within +/- 11 percent of 2007 values for number of
filers and within +/- 18 percent of 2007 valuas for total income. For each
type of filer, the percent change from 2007 to 2010 for small businesses
is similar to the percent change for all filers {the difference in percent
change is within +/- 10 percentage points). We found similar relationships
for other subpopulations reported within this repart. '® While we do not
have sampling errors for these estimates, we consider estimates of
percentages that differ by more than 30 percentage points or totals that
differ by more that 100 percent to be different.

"Fer each type of filer and for bath number of filers and tatal income, the differance in
percent change from 2007 and 2010 for businesses and far all flers is within +/- 7
parcentage points. These differances in percent change for small business employars and
all filers are aach within +/- 12 percentage polnts,

Page 51 GAD-15-513 Small Businessos



Appendix II: Description af Methadology and
Rellability of Data Used ta Produce Small
Business Population Estimates

—— e

Table 7: Estimates for Total Number of Filers and Total Income by Type of Tax Return for Tax Years 2007, 2010

Number of filers Parcent .I Tatal income " Percent
lin thousands) change {in billions of dollars) change
2007 2010 2007 BT T
Schedule C Sole " " T
Proprigtors
""" Al flers 23,128 23,005 05 1,380 BERTY -13.0
"""" Small businessas 10,669 9,855 78 1,136 “gog 121
Schedule E-Part | ) ' )
Landlords
T Al filers i 0636 10,102 48 253 274 8.3
Small businesses 4,502 4,914 77 ' 208 223 72
Schedule F Farmars E : o
All filers 2510 2444 26 133 154 158
Small businesses 1388 1,451 A 125 144
Hﬁ;'tne rzhips - : h
Allflers 3,006 73,248 40 BT 5646 75
Small busnesses 2,219 2,398 8.1 1175 1.118 =T
S corporations e " o
Al filars 3,890 4,128 35 6,317 5,B44 T I5
Small businesses o 3,460 3,531 2.1 2424 2,287 SET
i e .
Al filers ' 1,865 1,671 0.4 22,089 20,228 B4
Small businesses 1,555 1,377 Ta1a 1,386 1,133 -18.3

Source: GAL anaysis of dala Yo Richard Prsinzang e al., “deqlifcaion of Small Businesses Lzirg Tax Data: 2010 Updam,” (prosanted at fe 2013 Matianal Tax Assasaion’s Speing Syrposum,

My 17, 20130, | GAC-15-513
Mote: Wa rafer to the estimated number of small business flers as the aumber of smzll businessas,
The nurmber of individual filers wilk business Incame includes faxpayaers fifng mulliple schadules.
Small businesses reprasent tax returms that pass the two lasts of the OTA researchers and have $10
million or less in hath tolal incames ard otal deductions, Tatal Income is genarally definad as grozs
receipls, rents, dividends, capital gains, royalties, and interest. Total income far Scheduls E filars s
limited to rental real ostate activity from Part | of that achedule.
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Appendix Il

Additional Information on Small

Business Compliance Burden

The figures and tables in this appendix supplement those in the second
objective providing additional information on small business tax-related
activities, IRS burden model methodology, and results from IRS burden
models.

Table 8 provides a detailed description of tax-related activities that may
create burden for small businesses, These activities are grouped by
income taxes, employer-related taxes, and third-party information
reporting and industry-specific tax activities.

Table 8: Commeon Sources of Tax Compliance Burdan

‘Income tax activities

Filing insemea tax return

File an annual income tax returm, Business typa determines which form s fled:

= Sole proprietors: Form 1040, US. Individua! income Tax Return, and Schedule C, Frofit or
Logs from Busingss

»  C Corporations: Form 1120, U.5. Corporation fncome Tax Retum

» 5 Corporations: Form 11205, U.5, Income Tax Refurm foran S Corporalion, and Schedule
K-1, Shareholdar's Shars of income, Deductions, Cradits, sie,

+  Parnarships: Farm 1065, /5. Return of Patnershio Income, and Schadula K-1. Parner's
Share of fneeme, Deductions, Credits, ete,

.ﬁg:_..ring income and salf
emplayment taxes

Deposit income and estimated selt-employment taxes on a quarterly basis. Enlily iype
detarmines which form Iz fled:

«  Sole propristors: Form 1040-ES, Esbimatad Tax for individualz
«  C Corperations: Form 1120-W, Estimated Tax for Corporations

+ 3 Corporations: Form 1120, Estimated Tax for Corparations, and sharehalders file Fom
1040-E5, Esfimated Tax for ndividuals

+  Individuals in Partnerships; Form 1040-E5, Estimated Tax for Individuals

HIIEm[':;l"oyment tax activities

Withholding and depositing faderal
amplayment tax

Withhold and deposit employment tax manthly or semi-weekly, Employment tax liability

determines which form is filed:

= Report quarterly the amaunt of personal income tax withheld and Fadaral Insurance
Contributions Act (FICA) paid for sach emplayee on Farm 941, Employer's Quartery
Fadaral Tax Refumn.

»  [Daeposit incoms tax withhald and FICA taxes silher ranthly or semi-weeakly.

Raporting and depositing fadaral
unemployment tax

Report annually and deposit guarterly Federal _I._Ir:emplo';.frneht Tax Act (FUTA) tax. :

Prowiding employeas with Form
W2
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‘Reporting and disclosing
retirameant plan information

Report the following information related to retirement plans annually. Numbar of employees
datarmines which form is filed:

= Fila Form 5500, Annual ReturndRspart of Employea Banelit Plan. Must be filad
electranically.

* If a plan kas fewer than 100 participants, file Form 5500-SF, Shodt Eorm Annus!
Refurn/Repart of Small Employes Benefit Plan.

»  IFthere is only one participant, file Farm 5500-SF electronically or the paper-anly Fom
5500-EZ,

Reporting healthcars Infarmalion

Repoﬁ information related o health care as determined by numbsr of employees and antity o
type:
« i filing incoma tax withhalding, S corporations are tha only entity that must inciude the value

of health insurance benefits in the wages of S corporalion employees who own mare than
2% of the 5 corporation (2% shareholders),

»  Beginning in 2016, employars with 50 of mars full-tima employees naed to file Fomrm 1004.
C, Transmittal of Employer-Provided Health lnsurance Offer and Coverage, and Form
1095-C. Empinyer-Provided Health Insurance Offer and Coverage. Employers must provide
a Form 1085-C fo each of its full-time employess,

Third-party informatien reporting

and industry-specific tax activities

Reporting axciss tax

Sorme small businesses report applicable excise taxas, such as enviranmantal laxes,
communications taxes, fual taxes, retail sale of heavy trucks and trailers, luwry laxes on
passanger cars, and manufacturers' taxes on a variety of different products. The type of form
used depands on the type of small business industry and tax:

«  Flle Form 720, Quartedy Federal Excise Tax Return, during April, July, Ootober, and
January,

+  File Form 730, Monthly Tax Retumn for Wagers, and pay tha tax an wagers accapted during
the previaus meonth.

+  File Form 2290, Heavy Highway Vehicle Use Tax Raturn, and pay the tax annually (or mons
fraquently if vehicles are first used during muliple months of sama year).

Reporting miscellaneous income

If required, some small businesses repor miscellanesus income, Raporiing dépéndﬂ on small
business industry number of 10895-MISC forms:

«  Ifrapoing fewer than 250 1089-MISCs, submit paper farms which are due ta 1RS by the
end of February, along with 8 Form 1086, Annual Summary and Transmittal of U, S,
Informalion Retfurns.

= [freporting 250 or mere 1093-MISCs, submit the farms alectronically, Electronic
submizsions due at the end of March can be submitted through IRS's Filing Information
Returns Electronically system,

Tax planning and recordkasping

fai'planning and record keeping are done thrmlghu{l.tlmﬂ year, The complexity of thasa
gctvities can vary by entity type, numbear of amplayeas, and total asssts, Some of the activitiss
are as follows:

«  Stay current with changes in tax laws and recuirerments

»  Hira a tax professional

»  Adjust for withholdings

«  Obtain and organize tax-related records and receipts, inciuding deduclivle exponses
*  Maonitor the progress of your business

*  Prepare your financial statermenis

«  Prepare your tax returns and suppart items reported on tax returns

Sourca; GAD analyeis of RS decumands. | GAD-15.511
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Figure 12 illustrates a simplified depiction of IRS pre-filing and filing
burden models. Essentially, IRS uses the data from its compliance
burden surveys, combined with data that IRS obtains from the tax returns
of survey respondents in econometric models. These models estimate the
relationship between taxpayer characteristics and reported burden: the
models can then be used to estimate total compliance burden.

Figure 12: Simplified Depiction of IRS Pre-Filing and Filing Burden Madels

Large scale survays are
conductad by telephana
and mail

To determine how mush
lime was spent on
recordkasmpng, IRS conducts
in-dapth interviews, then
questionnaires are developad
and prefested on a small

sample of taxpayars e

1) Link each survey tooils
miatching adrrirdstrative
records

@

2} Perfarm data imputaton
o address survay
nonfesponse iems

Reaults are used fo;

Amounl of campliance
burdan is estimated thraugh
ecanometic modaling

Key steps:

L.

1) Low, madium, o high
burden kavels are
dasignaled for ine iflema

(s

2) Averaga dollar valug per
line item |5 caloulated

&

3) Time burden is manetized
to create & singhe measure

@

4} Regression aralysis is
performad

Serce. GAD anatvsls of IRS rommangn | GAD.15.511

Pege 55

-

Regression analysis
results are usad in
ricrasimudation models

Resulls are used fo:

1} Extrapalate full-poputation
compliance burden
astimates

Q

21 Predict how IRS tax-filing

requirements regulations,

and tax laws may affect
taxpaye: compliance
burden
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IRS then uses estimates of these relationships in simulation models to
predict how potential IRS administrative decisions, such as those relating
to tax form design and recordkeeping requirements, may affect taxpayer
burden. Although such simulation results may provide useful insights, it is
difficult to assess the reliability of those results; consequently they should
ba used with caution. We found IRS research estimates were reliable for
our purposes of obtaining an overview of small business tax compliance
costs. One difficulty is that to be able to simulate the effect of burden, IRS
needed to develop a complicated methodology for apportioning aggregate
burden across all of the different types of pre-filing and filing activities.
There are no formal statistical tests to estimate the margins of error
around the ultimate simulation results,

The following tables and figure are results from IRS burden models. The
data were taken from IRS studies concerning how small business
characteristics such as size and industry affect small business
comgpliance costs.

« Tables 9 through 11 examine the estimated pre-filing and filing
manetized burden per employee, as a percentage of total receipts,
and as a percentage of total assels.

« Table 12 provides information on total menetized business
compliance costs by business entity type and total gross receipts
across all businesses.

» Table 13 shows the estimated average pra-filing and filing time and
money burden by industry,

« Figure 13 provides the estimated post-filing compliance costs for
individual filers.

Tahle 9: Total Monetized Burdan per Employee (2002)

Taxpayers Time and Money Burden Time and Money Burden
Ithousands) (Time monetizad at $25/hr) {Time monetized at $40/hr)
Per employee ' Per employes h
N Percentage Low High an_—Htgm
Al businessas 7,243 100% 51,346 51458 31,844 $2.103
Mumber of employees o "
1105 5 680 7845 $4,306 $4,748 §6,231 $6,861
6o 10 o 662 51%  §1.307 $1,365 §1894  §108%
TEEAE T e 310 &% $822 5301 81,168 $1.271
Bw2s 261 3E% 5674 688 $9658 5982
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Taxpayers Time and Money Burdan Time and Maney Burden
ithousands) (Time monetized at $25/hr) (Time monetized at $40/hr)
Per é;ﬁplﬂyea = Per employes "
At N Percentage Low High Low  High
261050 T 204 2.8% 5474 g4as $684 §701
More than 50 12 1.7% $1a2 $191 $251 s274

Sourca: Danald Coluca al &, “Aggreqate Exfimales of Srall Buainesa Taxgayer Comakancn Birse,” 7S Feacarch Elein [2007]. | GAcq5-550

Table 10: Total Monetized Burden as a Percentage of Total Recelpts (2002)

Taxpayers Time and Money Burden Time and Money Burden
({thousands) {Time monatized at $25/hr) (Time monetized at $40/hr)
- " Parcentage of recelpts  Percentage of recaipts
- /] Percenta:j-; " Low High " Low i High
All businesses 7,243 100% 0.9% 1.0% 1.3% 1.5%
Total recoipts
$0orless 85 12.4% na. n.a. “ha na.
“Less than $10,000 815 113% “T152.8% 154 5% 216.4%  219.0%
$10,000 to $20,000 303 FETA 31.6% 32.6% 46.5% 47.5%
20,000 to 550,000 677 9.3% 17.3% 18.6% 25.4%  26.9%
$50,000 to 500,000 715 9.9% A% 10.9% 13.6% 15.9%
$100,000 to $500,000 2,029 28.0% 32% 3.3% 4.6% 4.8%
"$500,000 to $1 million 705 9.7% 1.3% BT 1.8% 1.9%
Over 31 milion 1,104 15.2% 0.3% 0.3% 0.4% 0.6%

Suuroe: Oonald Gelaca @ al, "Sgqoeegaie Exlimatas af Small Busineas Tasnavar Sorpiance Burden, 75 Reseanch Seading (00T} | SACe 851

Table 11: Total Manetized Burden as a Percentage of Total Assets, by Asset Size [2002)

* Taxpayers
(thousands)

Time and Money Burden
{Time monetized at $25/hr}

Time and Money Burden

Porcantage of assets

Percentage of assats

M Fercerﬁag? Low High Low "Hl'gh
Al businesses 7,243 100% 1.60% 1.80% T 2.4% T 26%
Total assets ) § |
'$0 ar less 1,384 19.2% n.a. na, n.a. na
Less than $10,000 a7 12.0% 146.6% 178.35% 213.6% 259.1%
$10,000 to $20,000 339 5.5% 38.3% 30.3% 54.4% 55.6%
"$20,000 to $50,000 783 10.8% 19.6% 22.2% 28.3% 32.2%
$50,000 to $100,000 780 10.8% 9.8% T10.2% 14.1% 14.5%
100,000 to $500,000 1,684 23.3% 6% 3.7% 5.3% 5.4%
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'""-'"Taxpayers ) Time and Mun&;r' Burden Time and Mnneﬁ- Burden
{thousands) {Time monetized at $25/hr} (Time monetized at $40/hr)
. Percentage of assets Percentage of assets
N Percentage Low High Low High
'3500,000 to $1 millen 615 7.1% 1.3% 1.4% 1.8% 1.9%
“Over 51 million 816 BT 0.4% 0.5% 0.6% 0.7%

Eaurce; Danstd Calucs af al, "Ageregale Eximates of Small Business Tawxpayer Camulianes Rurdan,” RS Rasoarsh Andati (207 | GADL15-513

Tabla 12: Business Income Tax Compliance Costs by Size of Receipts, Using a Variahle Moderation Rate (2009)

Total Receipts (Millions) C Corporations S Carporations Partnerships All
Average Compliance Costs (3) . o - ) =
Dio 0.10 ' 4,700 3,900 ©ef00 i 5300
ETETT 13,000 ) 4,800 18,100 12,500
1w 35,700 27,600 43,500 34000
- 10to 500 157,800 BT 134,600 128,200
500 and more : 504,000 845,800 ) 925,400
All raceipt sizas - ) 13,400 11,600
Total Gompliance Costs {$ Blllions) ; o G
Ota0.10 - a7 ) 14.2 25.9
S e g — S
1to 10 i ' 6.0 T 8.7 ; 25.1
10 to 500 43 22 43 10.7
500 and more o 17 o 0.4 21
Allreceiptsizes N 253 ' 363 425 104.1

Source! Puserdry Marcuss sl al, “ingome Taxs and Compliance Sosts: Hos Arg Ihay Relaled 7 dadnna) Tar ool vl 55 pa, A, {Decanibar 20130 pp. BI10E4 | BAC-45-510
"Tax campliance cost Is lzss than $50 million,

Table 13: Estimated Average Small Business Pre-Filing and Filing Time and Money Burden by Industry (2002)

Taxpayars Avarage time burden Average money burden
(thousands) (hours) (dollars)
"""" Low High Low “High
All business industry 7,243 235 256 §2,068 $2.226
Agriculture, farestry, and fisheres 314 BT T 184 51,489 T $1.580
Mining and Utilities " 53 195 BT 51,503 $1.506
Canstruction 844 311 a2z 52,202 $2,558
Manufacturing 323 304 BT "§2740 32,813
‘Wholesale trade ' 334 2t 312 $2,306 $2,647
Retall rade 734 325 33 52,033 §2,208
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Taxpayers Average time burden Average money burden
~ (thousands) thaurs) (dallars)
Low High Low High
Transportation and warehousing 163 233 284 52,371 §2 485
Profassional and scienlific 1,357 200 206 82,172 $2.222
Finance. insurance and real estate 1,948 186 219 $2,172 $2,480
Educalion and health 204 217 220 $2,128 $2,225
Aris and entertainmant 793 254 259 $° 453 $1,686
Industry n.e.c’ 182 180 444 7,666 1,674

Snurea; Dangid Qalues w2 “Aggregain Eslinasas o Small Buainess Taupayer Camphanca Busden,* 175 Sosnanh & dann LA | BAC 15510

Figure 13: Estimated Post-Filing Complia
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Appendix IV: Selected Open GAO
Recommendations to IRS That May Affect
Small Business Taxpayer Burden

L e e e ey

Benefit to Small

Businesses Opan recommendations Status

Improving telephone The Commissioner of the Intermal Revanue should direct (1) IRS disagreed with this recommendation,
service lowers compliance  the approgriate officials to take the following three noting in February 2015 that it is difficult to
burdens far taxpayers, actions: identify comparable arganizations with & siza
including small business {1} Systematically and periadically compare its telephone 97 SC0pe similar to that of the IRS to identify
taxpayers, Better service to the best in business lo idenlify gaps between  PErformance gaps, and that such efforls
management of IRS risks 404 4) and desired performance. would nat yield improved results over the
and resources would e soecih . riE R banchmarking process currenty used by IRS,
benefit all taxpayers, 12) Include specific countermeasures or options in risk disagree that IRS's telephane operations
Including small businesses Management plans thal could guida a response whenan a0 e comperad to othars, We baliove
that may need and use adverse event occurs, this recommendation remaing valic and

these services more often,  (3) Develop cutcomes that are measurablz and plans to  should be implemented.
analyze service changes that allow valid conclusions to
ba drawn so thal information can be conveyed to

Congrass, IRS managemenl, and others about the (2} IRS agreed with this recommendation
affectiveness of IRS's service changes and impact on and, In February 2015, reported it has alraady
taxpayars. includad spacific countermeasures or aplions

in risk managemeant plans for those risks

ranked highast in likelihooed and impact. IRS
Report: Tax Filing Season: 2014 Performancs Highlights also reported it considars such sfforts ‘o be
ifie Need to Bettsr Manage Taxpaysr Senvice and Fulure angaing as il develops new risk management
Rigks, GAD-15-163 (Washington, D.C.: Dec 16, 2014), plans over time,

13) IRS agread with this recommendation
and, in February 2015, reported L is
develeping cutcome measures and plans for
analysis to identify and report on the effact of
service changes during the 2015 filing
season. IRS also reported it anticipates
complating this analysis by the and of fiscal

year 2015,
Belter forusing IRS's To reduse the nesd for taxpayar calls, ensure that IRS js  According to IRS officials:
measures, goals, and providing laxpayears with more realistic time frames on (1) Corraspondence audit program officials
objectives could increase  whan IRS will respond, and more eficienty use IRS analyzed fiscal years 2012-2015 data fo
identification of selzct resources, the Commissioner of the Intemal Revenue pravide a monthly breakdown of the volumes
noncamgdiant srmall Senvice should:

of taxpayer corespondence warked In less or
{1) Collect data to analyza whether IRS is responding more than 75 days, Supporting
within the time framas cited in tha revised audit notices.  decumentation from IRS is pending.

(2] If IRS delays are continuing, further ravise the notices
to provide more realistic response times based on the
dzata and take other appropriate actions to ensure
efficient use of IRS tax examiner resources,

buszinesses and dscrease
the burden an compliant
taxpayers allowing them to
better use their scarce
FESOUrGREs, ) Analysis of fiscal years 2012-2015 data on
volumas of laxpayer correspondence workad
in less ar mora than 75 days lad
corraspondence audit pragram to conclude
To clarify the desired resulis of the correspondence audit they needed to provide taxpayers better

Tracklng and documenting
data can helzg IRS make
better dacisions concaming

9 pregram and its linkages to IRS-wide activities, the information on expectad respanse timaliness
”;": *;’::STEEE{’&.T:E?”?;E Commissionar of the Internal Revenue Service should; by notice and telephane. Officials said they
arm. This wi : £ ; ; .
E;]{;.E.IN if the program isp i3) Establish formal program objectives, implemanted revised aummat?d phone
4 ; massages in January 2015, Also, program
efficiant and effective, This (£} Ensura that the program measures reflect thase

officials decidad to change notces to aliow
individual correspondence audit campuses to
(5} Clearly link those measures with strategic IRS-wide  anter & customized response date basaed on

can also halp IRS objectives.
determing whather its
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Appendix 1V Selected Open GAD
Recommendations to IRS That May AHect
Small Businesa Taxpayer Burdan

Benefit to Small

Businesses Open recommendations Status

decisions have a " 'goals on ensuring compliance in a coslelaclve way their respactive invenlory levels at the ime

disproporiicnate or while mirimizing taxpayer burdan. nofices ara sent. The notices are expactad to

negative impact on small be available and implamentad in January

businesses. To belter infarm decisions being made about the %':'1 G ahar ”;'3”:53&“-" Pt“.c*@f?"'- “f’dgt_es'
correspandence audit program, the Commissioner of the  SYPPArEng decumantation frorm IRS is

Ensuring an effective Internal Revenus Service should: panting.

investment of resources will (6) Document how the decisions are to be made about . . ;

halp IRS identify expecled  the correspondence audit program using performance (3] through (5} IRS will review current
banefits and track whether  infarmation. documentation and ensure there is a clear
the benefits were achiaved. link establishing the corespondence audit
These efforts will help to program objectives and measures with tha
balance the allocation of cwarall IRS goalz and chjectives, Officials
resoureas belween also said thay will update official guidance as

(7} Track and use cthar program data thal havs not been
used to provide more complete pedformance information,
such as taxpayer burden and experience.

providing laxpayers’ o warrantad. Actions on these three

telephone assistance and 1o betier ensure an effective investmeant of resources in - resommendations are due by March 2018,
reviewing their the Carespendence Azsessment Pragram (CEAP) Suppoding documeantation on imaframes for
correspondence. This could 2fforts, the Commissioner of the Intarnal Revenus specific actions ralated fo thase

be particularly important for  Service should, recommendations is panding,

small businasses since this  (8) Clearly document the intended benefits of ongaing
taxpayar group may need  efforts to address identified problems, and the process 18] IRS will thoroughly docurment tha original

or use mare of IRE's Tear measuring and tracking actual benafits, plan development pracess. Action on this
FeSptjuge. {9) Develop a plan and timeline for implementing the racommendation is due by March 2015,
CEAP contractor's recommandations on possibla ways  Supporting decumantation on imeframes for
ta imgrove the (a) selection of correspondence audit spacific actions rel!;lamd o thase
workload and (b} allocation of resourses between recommendations is panding,
providing telephone assistance and reviewing taxpaysr
correspondeance, {7) IRS will evaluale the methodelogy used In
sovaral axsting studies lo determing the most
Report: IRS Correspandence Audils: Better preductive use of cellectability data. Officials
Management Could Improve Tax Gempliance and also said IRS will avaluate the feasibility of
Reducs Taxpayer Burden, GAD-14-479 (Washington,  cullecting and using additional data. Action on
D.C.: June 5, 2014), this recommendation is due by March 2016.

Supporting documentation on fmeframes for
spacific actions related 1o these
racammendations 5 pending.

18) IRS will document the expected banafits
of ongaing changes. Action on this
recommendation is due by Juna 2016
Supparting documentation on timeaframes for
spacific actions related to these
recammendalions s pending.

9] IRS will continue to pursue efforts with
research functions to further improve
workload selection and maximize rasource
usage, Action an this recommendation is dua
by June 2016, Supporting documentation on
fimeframes for specific actions related o
these racommendalions is pending.

This could streamlina the  The Cammissioner of Inlernal Revenue should develop a RS agreed that adopting standardized

process for entering set of standardized account entrigs and aliminate account entries, as we recommaended in
_nslallment agreements.  unnecessary redundancy when entering installment December 2013, has benefits. Howaver, e

Page 61 GAD-15-513 Small Businesses



Appendix 1V Selected Open GAD

Recommaendations to IRS That May Affect

Small Business Taxpayer Burden

Benafit to Small
Businesses

Open recommendations

Status

These efficizncizs could
raduce complance burdens
of taxpayars, including
small business laxpayers,
by dacreasing the ime it
takes IRS to handla
installment agreement
cases.

This could provide easier
access o information and
could reduce taxpayear
burden, including for small
businesses, by anabling
examinars to find critical
data and dacuments
auicker during the
examinatiocn.

agreamant dala inlo sccounts,

Report: 2013 Tax Fiing Season: IRS Neads to Do hMore
ttr Adress the Growing lmbalance befwean the Demand
for Services and Rasources, GAD-14-133 {Washington,

0. Dec, 18, 201 3).

‘since the agency changed its installment

agresment program, it has dacidad to
evaluate those changes before exploding
whelher adopting our recommandation will
yield increasad efficiancies and lower costs
without advarsaly impacting tax
administration. IRS officials stated they will
provide a slatus update in Oclabear 2015,

Toincreaze the effscliveness of IRS's examinations of
individual tax returns, the Commissioner of the Intarnal

Revenue Service should:
(1) Transeribe cata from paper-filad Farm 1040

Schedules C and E that are not surrently transceibed and
make thosa cdata available to Small Business and Self-
Employed division [SB/SE) examiners for classification. If
IRS has evidence thal the costs related to ranscribing all
such data on Schedules C and E are crohibitive, IRS

could do one or both of the fallowing actions: {a)

transcriba less dala by transcribirg only the missirg data
for selected line items, such as carlain, large expansa
line iterms; or (b} develop a budget proposal to furd an

initiative for transcribing Schedule © and E

(2) Make all data collactad from electronically submittad

Form 1040z available to examinars condusting
classification.

Report: Tax Administration: IRS Could Impraove

Examinations by Adopling Certain Research Program
FPractices, GAD-13-480 Washington, D.C.: May 24,

2013).

As of March 2015, IRS agreed ta study:

{1) whether o increase data trenscription of
additional tax retum information as GAD
recommanded in May 2013, The agency alsa
agread to study whether o use more data
from electranically-fled returns. IRS's study is
scheduled o be complated by Novemrber
2015, and is expectad to weigh the banefits o
tha agency and the impacts on taxpayers who
file retums electranically.

12} expanding lhe use of alacironic data to
enhanca return classificaton while weighing
the benefits of increassd information against
Ihe risks of petential impacts to electronic
filing

Improving telephone and
correspondence senvices,
dacreasing wait ime, and
ennancing taxpayear
contacts lowers compliance
burdens for taxpayers,
including =mall businesses
that may need and use
these services more oftan.

Tha Commissioner of Internal Revenus should:

1) Dutlineg a strategy that defines appropriate levels of
2lephone and corraspondence service and wait time,

and lists specific steps lo manage service based on an
assessment of time frames, demand. cagabililies, and

FESOLITCRS,

(2) Taller appropriate and timely interventions with
taxpayers who file balance due retumns by pilot testing

risk-based approaches that could include (a)

implemanting the Advanced Consolidated Data Analytics
plan, and (b) using more data-driven methads bo identify
the mast approgriate method for contacting a taxpayer,

Report: 2072 Tax Filing: IRS Faces Challengss

Froviging Service (o Taxpayers and Cowld Collect

Balances Due More Effectively, GAD-13-156
{Washington, D.C.: Dec. 18, 20121,

(1) IRS has taken steps to modify services
pravided to taxpayers, but has not yal
developed a strategy outlining IRS's cuslomer
service goals,

(2} IRS agreed with our December 2012
racommandation 1o pilot more risk-based
approaches for contacting taxpayers who
have & balance due. However, IRS has
reporied that because thal project was nat
funded, it used an alternative mode! to
cenduct analysis, IRS implamented its
updated model in late Aprl 2014, In Qctobar
2014, IRS reported that better (more
productive) casas will be assigned to select
wark streams. Further, in January 2015, IRS
afficigls said they will be placing revised
rmodels inlo production in fiscal year 2015,
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Appendix IV: Selected Open GAD
Recommendations to IRS That May Affect
Small Business Taxpayer Burden

Beanefit to Small
Businesses

Open recommendations

Status

This could help IRS battar
usa its resources for
axaminations that are
neadad and justified. This
would minimize the
chances of a compliant
small business being
subjectad o an

Urnecess EII:'::,-' axam.

To help ensure that RS Lses its examination resources
efficiantly, the Commissioner of the Internal Ravenua
EService should:

1) Document and analyze the results of examinalions
invalving the Small Employer Health Insurance Tax
Cradit to identify how much of those rasulis are related to
tha credil versus other tax issuss being examined, what
arrors are being made in claiming the credit, and whan
the examinatians of the cradit are worth the resource
imvastment.

{2} Related to the above analysis of examination results
on the credit, identfy the types of errors with the credit
that could be addressed with allernative approaches,
such as soft notices.

Report: Small Employer Health Tax Credit: Factors
Confributing to Low Use and Complaxity, GAD-12-549
Washington, D.C. May 14, 2012),

(1} As of Cetobar 2014, SB/EE analyzed a
statistical sample of 2010 examination results
for the Small Employer Health Insurance Tax
Credit. As a result of the research, SB/SE
cancludad that the findings de not justify
salecting & specific number of returns far
examination with the Gradit as the primary
lssue. Instead, they will identify issuss as part
af the normal classification process. and
prapare auidalines for classifiers o referance
whean selecting relumns for examination,

(2) As of October 2014, IRS told us that Math
Errar Autharity, fully implamantad in January
2014, addresses many of the commen errors
claiming tha Credit, Therafore, there is not an
immediate need for alternative approachas,
such as soft notices. However, [RS will still
consider altamatives.

Davaloping metrics, goals,
and strategies to plan and
gauge progress in
ennancing taxpayear
asslstance can help IRS
daterming where it could
imprave sanvice dalivery,
This could lead to ovarall

taxpayer burden reduction,

Ineluding for small
husinesses,

Sharing expecled release

datas for Informatian
Reporting and Document
Managament (IRDM)
regulations and formal
guidance will improve
implementation of cost
basis and transaction
sattlemant reparting.
[ROM's componsnts
include aspeacts of other

2011).

The Commissioner of the Intemal Revenue Service
should;

(1) Davelop a new refund tmelinass measure and goal to
mare appropriataly raflect current capabilities,

(2} Complets an Intamed strategy that (a) provides a
justifisation for the implemantation of enline salf-servica
toals, and includes an assessmant of providing online
self-zervice tools that allow taxpayers to acoess and
update elemants of their account onling; (k)
acknowledges the cost and benefits to taxpayers of new
online sarvices; (c} sets the lime frame for whan the
onling service would be created and available for
taxpayer use; and {d) includes a plan to update the
strategy periodically.

Repart: 2017 Tax Filing: Processing Gains, buf
Taxpayer Assistance Could Be Enhanced by Mors Self-
Service Tools, GAD-12-176 {(Washington, D.C.: Dec. 15,

(1} As of October 2014, IRS has yat to
develop a new refund timsliness measura,
Howeaver, RS has taken steps Lo identify the
numbear of days it takes to izsue a refund in
addition to the percentage of refunds received
in daily incremants from § to 60 days.

{2} IRS has made progress in improving its
Internet online services strategy. In
Saptembar 2012, IRS provided us with &n
updatad version of thal strategy, Howsver,
IRS still needs to take a number of stops to
mare fully develep its long-term online
strategy. As of February 2015, IRS officials
reported that it does not have a separata
onling services strategy.

To in'i;ir-::'.r& implamentation of cost basis and transaction
settlemant reporting, the Commissioner of the Intemal
Revenue Service should;

Work with Treasury to share with Ihe public its plans and
expacled ralease dates for IRDM regulations and formal
guidance. IRS could consider including Information
similar to what is posed on tha Depariment of
Transportation's or tha Financial Industry Regulatory
Authority Web sites. IRS should alse include other
pertinent infarmation regarding IRDM implementation,

Az of June 2014, the IRS web page on
information reporting does not provide
infarmation on upcoming Information
guldancze, upcoming outreach, or a
description of the private lettar ruling process.,
IRS officials said information on letter rulings
is found elsewhers on wawirs.goy,
Ragarding coardination with the Deparlment
of the Treasury on sharing potential ralease
datas for regulations and formal guidance,
IRE did not provida any evidence of this
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Appandix IV: Selected Opan GAD
Recommendations to IRS That May Affect
Simall Business Taxpayer Burden

Banaofit to Small

Businassaes QOpen recommendations Status

systams and pilots that quastions, upcaming cutreach, and dessription of the coordination, However, IRS officials said they
administer programs letter ruling process, share with external stakeholders e general
focused on small timeframas for upcorming guidanca,
businesses,

Report: Information Reporfing: IRS Could Improve Cost
Basis and Transaction Sefiement Rsporting
fmplamentation, GAC-11-557 (Washinglon, D.C.: May

18, 2011},
Improving telephone and  To gain efficiencies and Improve taxpayer service, the (1) As of August 2014, IRS's position
comespondance services  Commissioner of Infermal Revenue should direct the remainad that its measure of telaphone
lowars compliance burdens  appropriate officials o service does not nead 1o be revised and the
for taxpayers, including (1) Determnine a customer sarvice telephone standard,  Surrent process for establishing IRS
small businesses that may oo the resources required to achiave this standard telephone plans is sufficient, However, wa
need and use these based on input from Congress and other stakeholders,  Gontinue to believa that a telephone standard
zarvicas moare often. would serve as a means of communicating to

Congrass and others what IRS balizves
[2} Assess Dusiness units’ needs for holding Cantact would constifute good sarvice.

Analytics calls beyond 45 days and store calls for this

eriad or document that the costs of doing so exceed the . )
geneﬁts. g (2} IRS dizagraad with this recommandation.

As of August 2014, IRS officials continue to
maintain that increasing the recorded call

{3) Establish a performance measure for taxpayer sterage bayond 435 days would not be a low
correspondence that includes providing timaly service to cost efforl. However, we canfinus to belisve
taspayers. that storing calls for extended periods would

allow IRS fo batter identify trends and

Report: 2010 Tax Filing Season: IRS's Performarice taxpayer cancams, thus offsetiing the cosls,

Improved in Soma Key Areas. buf Efficiancy Gaing Are

Possible in Others, GAC-11-111 (Washingtan, D.C.: [3) IRS agraed wilh this recommeandation and

Dea, 186, 2010), started using more detalled performance
measures that includes an
ovaragaditimeliness measure for its
carrespondence baginning in fiscal year
2011, However, in April 2014, we reported
that overaged correspondence increasad
fram 256 fo 47 percent; thuz, we conlinue to
peliava that elevating this measure to IRS's
suite of calancad measures would halp
provide more visibility and ultmately batter
sanvice,
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Appendix IV Selected Open GAD

Recommendations to IRS That May Affect

Small Business Taxpayer Burdan

Bonefit to Smail
Businesses

Open recommendations

Status

(13 1t will allow IRS ta
develop a cost-effective
strategy to identify payers
that never submit 1095-
MIZCs. This could aleviate
the Burden on compliant
taxpayers, including small
businessas,

[2) By knowing mare abaout
these charactaristics IRS
can develop more afective
stratzgies to increaze 1099
MISC submissions. This
could also alleviale the
burden on compliant
laxpayers, including small
businesses.

Ta gaugé'the axtent of 1099-MISC payer noncempliance
and its contribution to the tax gag, we recommend that
the Commissicner of Ihe Intamal Revenue Service, as

part of future research studies:

{1) Develup an estimate of 1099-MISC payer
noncompliance,

(2} Determine the nalure and characteristics of those
payers that do nat comply with 1089-MISC reparting
requirements so that this information can be factored into
an IRS-wide sirategy for increasing 1099-MISC payar

complianca,

Repart: Tax Gap: (RS Cowld Do More to Promote
Compliance by Third Partias with Miscellaneous Income
Reporting Reguirements, GAC-09-238 (Washington,

D.C: Jan, 28, 2009).

{1) According to IRS, develoging such an
estimate requires a multi-pronged approach
and a large amount of coordinated effart, As
of Seplember 2014, IRS estimates results wil
be available in December 2015,

{2] IRS researchars are collscting data an
1098-MISC reporting as part of its National
Research Program sludy an employment
taxas, a program that involves examinations
of & sample of tax relums expected to
culminate in 2015, As of September 2014,
IRS esfimales results will be available in
Decembar 20185,

Sairee: GAD analyss of ader rapcrls. | SO I6613
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