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This report presents the results of our review of how the Internal Revenue Service (IRS)
administers its “tolerance” policy when assessing the penalty for failure to make proper
Federal Tax Deposits. In summary, the IRS has not increased the minimum amount at
which the failure to deposit penalty will be charged to keep pace with increased IRS
costs. This minimum amount, or “tolerance,” has not been increased since 1986.
Consequently, taxpayers are paying penalties based on a tolerance amount that is no
longer appropriate.

We also found that the IRS does not send educational notices explaining how to comply
with complex Federal Tax Deposit requirements to taxpayers who are not penalized due
to the tolerance amount. This type of notice could help improve compliance. In
addition, the IRS has not changed its tolerance policy statement since 1960. This policy
views setting tolerance amounts from the IRS perspective and does not acknowledge
taxpayer costs and other burdens in dealing with relatively small dollar cases.

We recommended that the IRS immediately increase the tolerance amount, educate
taxpayers who were not penalized due to the tolerance amount on how to comply, and
revise the tolerance policy statement to include the taxpayer’s point of view.

Management’s response was due on September 27, 2000. As of September 28, 2000,
management had not responded to the draft report.



Copies of this report are being sent to the IRS managers who are affected by the
report recommendations in accordance with this requirement. Please contact me at
(202) 622-6510 if you have questions, or your staff may call Gordon C. Milbourn 11,
Associate Inspector General for Audit (Small Business and Corporate Programs), at
(202) 622-3837.
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Executive Summary

The Internal Revenue Service (IRS) can immediately help thousands of small businesses
and other taxpayers save an estimated $76.6 million a year in relatively low-dollar
penalties. In addition, the IRS can reduce the paperwork burden for these taxpayers by
eliminating an estimated 1.1 million notices and letters annually that result from these
penalties. The savings and reductions can be realized by increasing the “tolerance”
amount that the IRS uses to help administer the penalty charged to taxpayers who have
not followed Federal Tax Deposit requirements.

The IRS’ tolerance policy provides that IRS functions should not work on smaller, less
productive cases where the revenue involved would not warrant the handling costs and
the interests of the government would not be jeopardized. In accordance with this policy,
the IRS established a dollar amount under which a taxpayer would not be charged a
penalty for failing to meet Federal Tax Deposit requirements.

The IRS’ penalty administration and understanding of the complicated Federal Tax
Deposit requirements are among the most serious problems facing taxpayers, especially
small businesses. Our objective was to determine whether the IRS’ dollar tolerance
under which a failure to deposit penalty is not assessed should be changed to conform to
IRS policy and contribute to more effective and efficient tax administration.

Results

The current tolerance amount was established in 1986, and the IRS has not increased it to
keep pace with changes in the value of the dollar. Businesses that did not make proper
deposits may have fallen under the penalty tolerance amount in 1986 (and thus would not
have had to pay the penalty) but would likely be penalized with the same practices in
2000. This represents an increase in taxpayer burden. The IRS’ handling costs have
increased over the last 14 years. However, the tolerance amount for charging a failure to
deposit penalty has remained the same. This has resulted in the IRS assessing hundreds
of thousands of relatively low-dollar penalties each year for not making proper deposits.
Sixty-nine percent of the taxpayers included in our analysis fully paid their taxes and
were billed for the penalty charge only. Over 90 percent of the taxpayers penalized were
small businesses.

These penalties would not have been charged had the tolerance amount kept up with the
value of the dollar. Consequently, the tolerance amount established in 1986 is no longer
at an appropriate level.
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The IRS has an opportunity to expand its educational efforts to those taxpayers who have
not met the complex Federal Tax Deposit requirements. The educational efforts would
further implement IRS initiatives to help taxpayers understand their tax responsibilities.
In addition, the IRS also has the opportunity to update its policy on tolerances to consider
taxpayer costs and other burdens when determining the appropriate tolerance amount for
all types of penalties.

Subsequent to our review, the Commissioner approved sending to the Department of the
Treasury a separate proposal affecting Federal Tax Deposits. A by-product of this
proposal is raising the tolerance amount above the amount we recommend. The IRS’
proposal could be implemented as early as January 2001. However, independent of this
proposal, the IRS has the opportunity to immediately change the tolerance to the amount
we recommend. This action would benefit tax administration for taxes due through the
remainder of Calendar Year 2000.

The Tolerance Amount Is No Longer at an Appropriate Level for Small
Businesses and Other Taxpayers

The IRS is not following its tolerance policy. The tolerance policy states that IRS
functions should not work on smaller, less productive cases where the revenue involved
would not warrant the handling costs and the interests of the government would not be
jeopardized. Yet, the IRS has not increased the tolerance amount for charging a failure to
deposit penalty to keep pace with increased IRS costs. In fact, the last change was in
1986. The tolerance amount has not changed because the IRS does not have a process for
periodically evaluating the tolerance amount in comparison with costs.

Consequently, an estimated 142,000 taxpayers paid to the government approximately
$19.1 million in failure to deposit penalties for Employer’s Quarterly Federal Tax
Returns (Form 941) filed for the quarter ending March 31, 1999." These penalties would
not have been charged had the tolerance amount risen with increased costs. Therefore,
the penalty tolerance amount is no longer at the appropriate level. If the quarter included
in our audit is typical of other gquarters, taxpayers may have paid an estimated

$76.6 million a year in unnecessary penalties.> Our estimates are based solely on
increased IRS costs since 1986 and do not consider economic changes beyond those
costs.

Consistent with the Paperwork Reduction Act of 1995,° the Office of Management and
Budget has an initiative to reduce the paperwork burden on small businesses. For our

1 All estimates presented in this report are subject to percentage variances, and the actual figures may be
more or less than the number or dollar amount presented. Appendix VI includes those variances.

2 Annualized total does not equal 4 x $19.1 million due to rounding.

® paperwork Reduction Act of 1995, Pub. L. No. 104-13, 109 Stat. 163.
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sampled quarter, the IRS’ outdated tolerance amount caused the generation of an
estimated 269,000 notices and subsequent letters that resulted in taxpayer paperwork,
costs, and other burdens falling largely on small businesses. The IRS spent an estimated
$249,000 to mail the correspondence, receive responses, and resolve the issues raised in
the responses. If the quarter included in our audit is typical of other quarters, taxpayers
may have handled an estimated 1.1 million notices and letters a year. At the same time,
this correspondence cost the IRS approximately $996,000 annually to process.

Educational Efforts Should Be Directed at Taxpayers Who Were Not
Compliant But Were Not Penalized Due to the Tolerance

The IRS mission, in part, is to help taxpayers understand and meet their tax
responsibilities. However, when taxpayers are not penalized due to the tolerance, the IRS
does not notify them that they did not comply and the reason for the noncompliance. The
IRS computer system is not programmed to identify these taxpayers. As a result, the IRS
is not able to use this direct channel to improve these taxpayers’ abilities to follow
Federal Tax Deposit requirements.

The Tolerance Policy Statement Does Not Consider the Taxpayer’s Point
of View

One of the IRS’ guiding principles is to understand the customer’s point of view and use
this understanding to prevent and solve problems and provide quality service. The IRS’
tolerance policy focuses on costs to the IRS for handling small, less productive cases.
However, the policy does not recognize costs and burdens incurred by taxpayers for
handling the same cases. The tolerance policy statement may unintentionally misinform
the public and misguide IRS employees responsible for administering the policy that the
taxpayer’s viewpoint is not to be considered along with the interest of the government.
The IRS adopted the tolerance policy in 1960, 38 years before it began to emphasize
customer needs.

Summary of Recommendations

The Chief Operations Officer can immediately provide to small businesses and other
taxpayers relief from relatively small dollar failure to deposit penalties and the related
paperwork, while reducing its own administrative costs. This can be accomplished by
increasing the tolerance amount for charging a failure to deposit penalty in line with
changes in the value of the dollar. To minimize the impact on taxpayers of future cost
increases, the tolerance amount should be re-evaluated periodically.

The Chief Operations Officer should also explore a new educational opportunity by
notifying taxpayers who were not penalized due to the tolerance amount that they did not
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comply and the reason for the non-compliance. The success of these notices for
improving compliance should be monitored.

The issues in this report also affect one aspect of overall administration. The Chief
Operations Officer should revise the tolerance policy statement to include the taxpayer’s
point of view. This action would enhance consistency with one of the IRS’ guiding
principles.

Management’s Response: Management’s response was due on September 27, 2000. As
of September 28, 2000, management had not responded to the draft report.
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Taxpayers Fully Paid Their Liabilities

83%

3%

e gb)(aj:ze U.S.C. 6103,(b)X7)E)

HBFull Paid Liability 93%
ElPenalty Assessedforp, = Jorless 2%
ClCollection Action not Warsranted 2%

B Collection Action Warranted 3%

Figure 1. Taxpayers fully paid their Hability. These taxpayers are a large
percentage of all taxpayers included in our sample. Source: TRS Masterfile.
Taxpavyers incurred paperwork, costs, and other
burdens when handling IRS correspondence
generated by the relatively low-dollar penalties

In addition to paying small The IRS does not consider the taxpayer burdens, such as

penalties, taxpayers are also . paperwork, costs, and frustration, when determining the
burdened with actions needed tolerance amount. A taxpayer incurs these burdens
to handle these penalties. when the owner, an employee, or an accountant reads an

IRS notice or letter, determines a course of action in
response, takes that action, and then deals with the
outcome of the action. The IRS’ outdated tolerance
amount caused the generation of penalty notices and
_subsequent letters that resulted in taxpayer paperwork, -
cost, and other burdens falling largely on small
businesses. -

Paperwork Burden Consistent with the Paperwork
Reduction Act of 1995," the Office of Management and
Budget (OMB) has an initiative to reduce the paperwork
burden on small businesses. In conjunction with this
imitiative, the Commissioner of the IRS stated that the
impact of this paperwork burden is particularly felt by

4 Paperwork Reduction Act of 1995, Pub. L. No. 104-13, 109 Stat.
163.
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(b)(3):26 U.S.C. 6103,(b)(7)E) small businesses whose proprietors’ most precious asset
: e+ istime.

269,000 written contacts between the IRS and taxpavers because of a failure to
" between the IRS and taxpayers  deposit penalty of up to}: om Forms 941 filed
because of relatively small for the quarter ending March 31, 1999." These
Jfailure to deposit penalty taxpayers fully paid their taxes and were billed for the
charges. : failure to deposit penalty only.- Had the tolerance

amount been increased, the burdensome contacts would
not have been necessary. These 269,000 contacts i
‘consisted of:

e 1 15,000 IRS first notices sent to inform the taxpayer
of the penalty.

» 34,700 subsequent IRS notices sent when the penalty
may not have been resolved before this notice was
sent. '

s 97,800 taxpayer payments for the penalty.

-« 9,000 taxpayer requests for an abatement of the
penalty for reasonable cause.'

o 12,500 IRS letters informing the taxpayer of the
IRS’ decision on the request for abatement of the
penalty.

If our sampled quarter is typical of the other 3 quarters
in 1999, taxpayers may have handled an estimated

1.1 million notices and other correspondence on this
topic in 1999.

Cost Burden The IRS does not have comprehensive
While IRS costs for processing  gata on the cost of the taxpayer paperwork burden. As
small penalties have risen, so an alternative, we used publicly available data to provide
zg:fﬂlz i’g’%’;‘;’:}i‘iﬁ; examples of: (1) how costs to taxpayers have increased
' over time, and (2) possible taxpayer costs today.

13 The total was derived from separate populations and samples for
evaluating penalty assessments and abatements.
' Taxpayers also requested 3,500 abatements by telephone.
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Costs to Taxpayers Have Increased Over Time

Both the CPI and the ECI Both the Consumer Price Index (CPI) and the
hqve risen over 50 percent Employment Cost Index (ECI) have risen over
since 1986. . 50 percent since 1986. The CPI is the most widely used

measure of inflation. It measures the average change
over time in the prices paid by urban consumers for a

. market basket of consumer goods and services. The CPI
can be used as a measure of inflation as experienced by
consumers in their day-to-day living expenses. As
shown in Figure 2, the CPI increased from 110 points in
1986 to 167 points in 1999, an increase of 52 percent.

PELTTRBRA LA

Consumer Price Index 1986-1999

160 1 ,
140 -— - ' Cee e . o

120 ___'74 R

100

Index Points

1986 1089 1 992 1985 1997 1999
Year

Figure 2. Increases in the CPI between 1986 and 1999. The CPI showed a 52%
inflation rate. Source: Bureau of Labor Statistics.
Another measure of economic change is the ECI, which
~ measures the change over time in the cost of labor. An
analysis of the ECI illustrates the potential cost increase
since 1986 that a business taxpayer must incur to pay an
employee to handle a relatively small IRS penalty
charge. The overall ECI rose 54 percent between 1986
and 1999. Figure 3 shows the difference between the
ECTin 1986 and 1999 for various segments of
employers.
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Examples of Employment Cost Index
Increases
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Figure 3. Increases In the ECI between 1986 and 1999. The cost of overall
private industry employment increased 54%, the white-collar cost increased 59%,
and the blue-collar cost increased 48%. Source:. Bureau of Labor Statistics.

Possible Taxpayer Costs Today

The AICPA has stated that too many taxpayers must
contact their tax advisers to understand and respond to
IRS penalty notices. This resulted in an additional
economic burden on either the taxpayers or the
advisers.” '

A taxpayer’s cost for contact We selected four occupations representative of
with the IRS could range from taxpayers who responded to IRS failure to deposit

$3.21 to 851.16 depending on notices and estimated the amount of time it may have
who handles the contact and taken to complete all actions necessary to resolve the
how long the actions take. notice. In our hypothetical scenarios, this cost could

range from $3.21 to $51.16, depending on who handles
the IRS contact and how long the actions take. For
example, a small business would incur an estimated cost
of $18.00 if a Certified Public Accountant (CPA) '
handled the penalty notice and if this action took

45 minutes. The CPA and other typical occupations that
could handle the IRS notices are shown in Table 1.

Ypenalty and Interest System-Comments and Recormmendations to
the Joint Committee on Taxation and the IRS,” March 2, 1999.
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Estimated costs per 15 minute increments
Occupation 15 30 45 . 1 hour
minutes minutes minutes

Secretary $3.21 $6.42 $9.62 $12.83

Construction $4.48 $8.95 $13.43 $17.90
Supervisor

CPA $6.00 - $12.00 $18.00 $24.00

Executive $12.79 $25.58 $38.37 $51.16

Table 1. Scenarhos of the cost to small businesses for handling IRS penalty
charges.. The costs could vary widely depending on occupation and time.
Sources: Bureau of Labor Statistics, National Compensation Survey for 1997 and
The Wali Street Journal. .

Raising the tolerance amount Othﬁl‘ Burdens RaISIIlg the tO]eI‘a.'ﬂce EI.IIlOllIlt Could

could reduce other taxpayer reduce the taxpayer burdens of frustration and
burdens associated with the annoyance.
need to contact the IRS by '

The IRS sends to a taxpayer an initial notice informing.
him/her of the penalty charge. The notice provides a
toll-free number for the taxpayer to call the IRS to
discuss any IRS errors. The notice also provides an
address to write to the IRS to request abatement or
reduction of the penalty.

telephone or in writing.

The IRS reported in 1995 that small business owners
frustrated with the IRS’ ha\{e expressed frustration with their attempts to receive
toll-free telephone system and assistance from the IRS’ toll-free telephone system.
concerned about waiting for Many said their calls were never answered or, if the
replies to their letters. call was answered, they were placed on hold for
considerable periods of time."® These frustrations may
have continued in 1999, In that year, the Level of
Service (i.e., the relative success rate of taxpayers who
are calling the toll-free telephone line for bills and
notices) was 46 percent.”

The 1995 IRS report also stated that small business
owners and practitioners have expressed “great

Small business owners were

18 JRS Outreach to Small Business, August 18, 1995.
' The Level of Service (LOS) improved to 59 percent in FY 2000.
However, 1999 and 2000 statistics may not be directly comparable
because the IRS changed its method of computing the LOS.
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annoyance” with IRS procedures regarding turnaround
time on correspondence. For example, taxpayers
included in our sample who wrote to the IRS to
request abatement of a penalty would need to wait
approximately 5 weeks from the time the letter was
received by the IRS to receive a response.

The IRS incurred costs for taxpayer contacts
penerated by penalties

Like taxpayers, the IRS also incurred costs in sending
and responding to correspondence related to these
penalties. And, like taxpayers, the IRS would not have -
incurred these costs if the tolerance amount had been
mcreased

i : The IRS spent an estimated $286,000 handling taxpayer
b)(3):26 U.S.C. 6103,(b)(7)E P g taxpay
(©)E) (X : XE) acts generated by failure to deposit penalties of up
om Forms 941 filed for the quarter ending
Ma:ch 31, 1999, as follows:

o $249, ;000 to mail correspondence receive responses,
and resolve the issues raised in the responses.

* $37,000 to handle telephone calls.

These costs were incurred to process penalties for
taxpayers who fully paid their taxes and were billed for
the failure to deposit penalty only. Had the tolerance
amount been increased, these costs would not have been
incurred.

The IRS may have spent an. If the quarter included in our audnt is typical of other
estimated $1.1 millionin 1999 quarters, the IRS may have spent approximately

for handling taxpayer contacts g1, million handling taxpayer contacts on these
generated by small failure o~ penalties in 1999: $996,000 for correspondence and
deposit penalties. $148,000 for telephone calls.

Recommendations

(b)(3):26 U.’S.C. 6103,(b)(7)(E) The Chief Ope—rations Officer should:

1. Immediately increase the dollar tolerance for
charging a failure to deposit penalty to at least
: o conform with the IRS mission and
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The IRS does not include in its
educational efforts taxpayers
who were not penalized
because of the tolerance
amount.

contribute to more effective and efficient tax
administration. Higher amounts should also be
considered to account for any short-term changes in
IRS costs and to include consideration of taxpayer
costs.

2. Periodically re-evaluate the tolerance amount and
change the amount, as appropriate, in line with-
changes to costs.

Management’s Response: Management’s response was
due on September 27, 2000. As of September 28, 2000,
management had not responded to the draft report.

Educational Efforts Should Be Directed at :
Taxpayers Who Were Not Compliant But Were
Not Penalized Due to the Tolerance

The IRS mission is, in part, to help taxpayers understand
and meet their tax responsibilities. An IRS strategic
goal is to provide top quality service to all taxpayers.
One way of providing this service is through better and
more targeted taxpayer education.

The IRS has a number of initiatives to help educate
businesses about deposit requirements. These initiatives
include contacting new employers to provide
information on employment tax responsibilities and
classes for taxpayers who were charged a deposit
penalty for the first time, in addition to the more
traditional sources of information, such as IRS
publications.

However, the IRS does not include in its educational
efforts taxpayers who did not comply with the Federal
Tax Deposit law but were not charged a failure to
deposit penalty due to the tolerance amount. The IRS
does not notify the taxpayers that they did not comply

and give the reason for the noncompliance.
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The IRS is not taking

advantage of an opportunity to

improve taxpayers’ abilities to
meet deposit requirements.

- The IRS does not notify these taxpayers because

controls are not in place for the Masterfile to identify
them. As aresult, the IRS is not taking advantage of an
opportunity to improve taxpayers’ abilities to meet
Federal Tax Deposit requirements,

Recommendations

The Chief Operations Officer should:

3. Include in its ongoing educational efforts taxpayers
who are not penalized due to the tolerance amount
by identifying them on the Masterfile and then
sending an educational notice advising them of their
noncompliance, the reason for the noncompliance,
and how to prevent it in the future.

4. Monitor the success of these notices in improving
compliance.

The Tolerance Policy Statement Does Not
Consider the Taxpayer’s Point of View

IRS policies are major decisions that govern and guide
IRS personnel in the administration of internal revenue
laws, and they form a framework within which IRS
officials prepare procedures and instructions. The lRS
policies are available to the public.

One of the IRS” guiding principles states that the IRS
needs to understand the customer’s (taxpayer’s) point of
view and use this understanding to prevent and solve
problems and provide quality service. This principle
represents a significant shift in emphasis, from an
internal focus to a customer focus.
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The tolerance policy focuses The current tolerance policy provides that IRS functions
on IRS costs and does not should not work on smaller, less productive cases where
recognize taxpayer costs in the revenue involved would not warrant the handling
handling small cases. costs and the interests of the government would not be

- jeopardized.” However, this policy does not recognize
taxpayer costs in handling the same small cases. It does
not weigh taxpayer costs against the potential benefit of
improving taxpayers’ understanding of their tax
responsibilities and meeting those responsibilities.

The IRS adopted the tolerance The IRS adopted the tolerance policy in 1960, 38 years

policy in 1960, 38 years before the IRS emphasized customer needs. The IRS
before it emphasized customer mission in the 1960s did not address service to the
needs. taxpayer. However, the IRS revised its mission in 1998

to include an emphasis on providing quality service,
The IRS also began shifting emphasis from its own
internal operations to administering its responsibilities
from the taxpayer’s point of view. However, the
tolerance policy was not changed simultansously.

As a result, the current tolerance policy statement may
unintentionally misinform the public and misguide IRS
employees responsible for administering the policy that
the taxpayer’s viewpoint is not to be considered along
with the interest of the government.

Recommendation

5. The Chief Operations Officer should revise the
tolerance policy statement to include consideration
of the taxpayer’s point of view when setting -
tolerances.

Conclusion

The IRS’ penalty administration and understanding of
Federal Tax Deposit requirements are among the most

 The National Taxpayer Advocate stated that the “interests of the
povernment” have been viewed as raising revenue. '

Page 18




The Internal Revenue Service Can Help Small Businesses Save Mlillons of
Dollars in Failure to Deposit Penalties

serious problems facing taxpayers, especially small
businesses. Penalty relief has been a concern of the
Congress, the Department of the Treasury, and the IRS.
In addition to concemns about penalties, the OMB is
concerned about the paperwork burden on taxpayers.

A warranted increase to the tolerance amount would
simplify penalty administration affecting thousands of
small businesses by reducing the number of times they
need to interact with the IRS. It would also provide
those taxpayers with millions of dollars in immediate
penalty relief and cost savings, as they would not need
to pay penalty charges that are no longer appropriate and
would not incur costs responding to IRS correspondence
on the penalties.

Increasing the tolerance amount would provide cost
savings to the IRS. It would also provide the IRS with
an opportunity to expand its educational efforts,
marketing them to reach an untapped group of
customers who have not met the complex deposit
requirements. '
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Appendix |

Detailed Objective, Scope, and Methodology

Our objective was to determine whether the Internal Revenue Service’s (IRS) dollar
tolerance amount under which a failure to deposit penalty is not assessed should be
changed to conform with IRS policy and contribute to more effective and efficient tax
administration. To accomplish this objective, we:

A) Researched the Internal Revenue Manual (IRM) from 1960 to the present to
determine when the IRS tolerance policy statement was approved and evaluated
its conformance to the IRS mission.

B) Reséarched the IRM and the Law Enforcement Manual (LEM) from 1984 to the
present to determine when the current tolerance amount was established and
evaluated the IRS’ support for selecting that amount.

C) Determined at dollar amounts above the tolerance: (1) the number and amount of
. penalties that would not be assessed, and (2) the number and amount of these
penalties that would not be abated if the tolerance amount was raised, by selecting
two statistically valid random samples from the Masterfile (the IRS’ computer
system of taxpayer accounts) records (see Appendix VII - Detailed Population
and Sample Data).

1) Assessments of the Failure to Deposit Pena]tv To identify records for review,
we used data from the Masterfile showing Employer’s Quarterly Federal Tax
Returns (Form 941) filed for the quarter ending March 31, 1999.

We identified a population of 427,402 records that had at least 1 failure to
depos1t penalty assessment £ r less. We used attribute sampling
el of 90 percent, an expected rate of occurrence of
percent, and a precision of +/- 5 percent to determine a sample size of
271 records. V

(b)(3):26 U.S.C.
6103,(b)(7)(E)

(b)(3):26 U.S.C. We defined an occurrence as a record with a total assessed failure to deposit
6103,(b)(7)(E) penalty o |or less, but not $0. We established an occurrence by
: ewing additional Masterfile records showing Federal Tax Deposits for the
sampled quarter. Of the 271 sampled records, 186 met the definition of an
occurrence.

3):26 US.C.
(61?1)(()3)(b)(7)(E) We further analyzed the 186 records to identify thoso with a total assessed

or less. Of the 186 records, 108 met this
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cntenon We based our mtlmates on analyses conducted on these
108 records.

2) Abatements of Assessed Failure to Deposit Penalties. To identify records for
review, we used data from the Masterfile showing Forms 941 filed for the
quarter ending March 31, 1999.

- We identified a population of 78,459 records that had at least 1 failure to
(b)(3):26 U.S.C. deposit penalty assessment fi r less and codes indicating that a
6103,(b)(7XE) taxpayer ma € a request for abatement. We used attribute sampling

' confidence level of 90 percent, an expected rate of occurrence of
50 percent, and a precision of +/- 5 percent for determining a sample size of

271 records. : (b)(3):26 U.S.C. 6103,(b)(7XE)

We defined an occurrence as a record with a total assessed penalty o
or less, but not $0, and adjustment documents or Masterfile codes indicating
that a taxpayer had requested an abatement of the failure to deposit penalty for -
reasonable cause. We identified 80 records that met this definition of an -

. occurrence.

(b)(3):26 uscC.

6103, (b)(7)(E) We further analyzed the 80 records to identify those with a total assessed

fa.tlure to deposxt en or less. Of the 80 records, 43 met this
¢ based our estimates on analyses conducted on these 43 records.

3) To help us apply statistical sampling techniques and use the sample results to
make estimates over the populations, we coordinated our work with the IRS’
Statistics of Income Division.

D) Evaluated non-quantifiable costs and benefits of increasing the tolerance amount
by soliciting comments from the following IRS functions: the Office of Penalty -
and Interest Administration; the Assistant Commissioners (Collection), (Criminal
Investigation) and (Customer Service); the Director, Legislative Affairs; the
National Director, Office of Public Liaison and Small Business; and the National
Taxpayer Advocate. ‘

E) Assessed the taxpayer’s cost of responding to an assessment and requesting an
abatement by:

1) Intervie\#ing IRS personhel from the Office of Program Evaluation and Risk
Analysis.

2) Evaluating Bureau of Labor Statistics data, including the Consumer Price
Index from 1986 through 1999, the Employment Cost Index for 1986 through
1999, and the National Compensahon Survey for 1997.

3) Evaluating salary guides cited in The Wall Street Journal.

Page 21




The Internal Revenue Service Can Help Small Businesses Save Millions of
Dollars in Failure to Deposit Penalties '

F) Determined the IRS’ cost of processing an assessment, a request for abatement,
and an abatement by:

1) Interviewing employees from the Philadelphia Service Center Federal Tax
Deposit Unit and Customer Service Telephone Unit to determine the
processing procedures for failure to deposit penalty assessments and requests
for abatements.

2) Researching the IRM to determine the appropriate letters, computer notices,
stuffers, and envelopes used for failure to deposit penalty assessments and
abatements.

3) Evaluating wage and benefits data for 1986 and 1999 from the Office of
Personnel Management, A

4) Researching and evaluating processing cost data obtained from the IRS
Costing Guides for Fiscal Years (FY) 1986 and 1998. We also obtained the
cost of toll-free telephone service for FY 1999 from the Customer Service
function. :

G) Determined the IRS’ procedures for collecting a lower dollar assessment of a
penalty and the success in collecting these assessments by:

1) Interviewing IRS employees from the Ass1stant Commissioners (ColIectlon)
and (Customer Service).

2) Reviewing the IRM and the LEM.

H) Evaluated the characteristics of the taxpayers who would benefit from penalty
relief at amounts above the current tolerance amount by further analyzing the.
samples of failure to deposit penalty assessments from C.1. and failure to deposit
penalty abatements from C.2.

1) Using the sample from C.1, we obtained additional Masterfile information and
evaluated the records for taxpayer characteristics. For example, these
characteristics inchxded the type and number of notices and letters issued, the
number of payments made after the tax return was filed, and whether the
taxpayer had fully paid all assessed liabilities.

2) Using the sample from C.2, we evaluated IRS documents showing the results
of taxpayer contact and Masterfile records. We used the data to identify
whether the contact was a request for abatement for reasonable cause, whether
the contact was made by telephone or in writing, and the IRS’ decision
whether to grant or deny the abatement.
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Appendix II
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Carole Connolly, Auditor

John J. Ochal, Auditor .

Page 23




The Internal Revenue Service Can Help Small Businesses Save Millions of
Dollars in Failure to Deposit Penalties

~ Appendix lil
Report Distribution List
Deputy Chief Financial Officer, Department of the Treasury
Deputy Commissioner Operations C:DO
Chief Operations Officer OP
Commissioner, Small Business/Self-Employed Division S
Assistant Commissioner (Customer Service) OP:C
Assistant Commissioner (Examination) OP:EX
National Director, Specialty Taxes OP:EX:ST
Director, Office of Interest and Penaity Admmlstration OP:EX:ST:1&P
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Appendix IV

Outcome Measures -

This appendix presents detailed information on the measurable inipact that our :
recommended corrective actions will have on tax administration. These benefits will be
incorporated into our Semiannual Report to the Congress.

Findine and recommendation: _

. The current tolerance amount was established in 1986, and the Internal Revenue Service
(IRS) has not increased it to keep pace with changes in the value of the dollar.
Businesses that did not make proper deposits may have fallen under the penalty tolerance
amount in 1986 (and thus would not have had to pay the penalty) but would likely be
penalized with the same practices in 2000. This represents an increase in taxpayer
burden. The tolerance amount was not changed because the IRS does not have a process
for periodically evaluating the tolerance amount in comparison with costs. The IRS
should: (1) increase the tolerance amount, and (2) periodically re-evaluate the tolerance
amount and change it, as appropriate, to be in line with changes to costs (see page 4).

Type of Outcome Measure:
¢ Taxpayer Burden - Actual
¢ Cost Savings - Recommendation That Funds Be Put to Better Use (Reductions in
Outla Actual
(b)(3) 26 U.5.C. 6103 (b)(%’)s()E) (b)(3):26 U.S.C. 6103,(b)(7)(E) (b)3):26 U.S.C. 6103'(,.'??(7)(5)
Value of the Benefit: '
¢ Taxpaver burden Taxpayers had an estimatc
(b)(3):26 U.S.C. by telephone) with the IRS originating with a failure to dep
6103,(b)(7XE) _|from Forms 941 filed for the quarter ending March 31, 1999. These
agpayers fully paid their taxes and were billed for the failure to deposit penalty only.
ad the tolerance amount been increased, the contacts would not have been (0)(3):26 U.S.C
necessary. If the results of our sampled quarter are typical of any quart 510 3).(b) (7).(E.) :
estimate that taxpayers would no longer need to handle approximatel s
contacts for the 3 quarters remaining in Calendar Year (CY) 2000, at the time we
notified the IRS.

o Cost savi In our sampled quarter, the IRS would receive actual savings of an
(b)(3):26 U.S.C:estirmat - for correspondence that it would no longer need to process and
6103,(b)7)(E) telephone calls that taxpayers would not need to make for failure to deposit penalties.
If the results of our sampled quarter are typical of any quarter, we estimate that the
(b)(3):26 U.S.€. " acluat suvings would be approximately
6103,(b)(7)E)
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remaining in CY 2000, at the time we notified the IRS. These funds could be put to
better use.

Methodolo,qy Used to Measure the Reported Benefit:
We determined that dollar amounts above the current tolerance: (1) the number and
amount of penalties that would not be assessed, {2) the number and amount of these

- penalties that would not be abated, and (3) the impact of any changes on taxpayers and
the IRS.

We selected two statistically valid random samples from Masterfile (the ‘IRS’ primary
computer system) records to accomplish this objective. To help us apply statistical
‘sampling techniques and use the sample results to make estimates over the populations,
we coordinated our work with the IRS” Statistics of Income Division. We also analyzed
the IRS’ costs.

(1) Assessments of the Failure to Deposit Penalty To identify records for review, we
used data from the Masterfile showing Forms 941 filed for the quarter ending

March 31, 1999. (b)(3):26 U.S.C. 6103,(b)X7)(E)
We identified a population of | records that had at least 1 failure to deposit penalty
(b)(3):26 U.S. G“'assebmneut fory - or less. We used attribute sampling with a confidence level of
6103,(0)(7)(E) 90 percent, an expected rate of occurrence of 50 percent, and a precision of +/- 5 percent
to determine a sample size o ecords (b)(s) 26 U.S.C. 6103, (b)(7)(E) '
We defined an occurrence as a record with a total assessed failure to deposit penalty of
[~ Jor less, but not $0 We established an occurrence by reviewing additional

terfile records showing Federal Tax Deposits for the sampled quarter. Of the
(b)(3)26 U.S.€ sampled records, met the definition of an-oceurrence:+(b)(3):26 U.S.C. 6103,(b)(7)(E)

6103,(R)(7)E) We further analyzed the 186 records to identi

(b)(3):26 U.S.C: to-deposit penalty off—— _Jor less. Ofthe|
6103,(b)(7XE) based our ‘estimates on-analyses conducteden

(b)(3):26 U.S.C.
6103,(b)(7)E)

ith a total assessed failure
et this criterion. We

_ _ ] (b)(3) 26 U.S.C. 6103 (b)(7)(E)
(b)(3):26 U.S.C e also used the adchtxonal Masterﬁle mformatlcn to evaluate the records for taxpayer
6103,(b)(7)(E) characteristics.’ For example, these characteristics included the type and number of
(b)(3):26 U.S.C. fiotices and letters issued, the number of payments me_tde after the tax return was filed,
6103,(b)X(7)(E) and whether the taxpayer had fully paid all assessed liabilities. .

(2) Abatements of Assessed Failure to Deposit Penalties To idehtify records for
review, we used data from the Masterfile showing Forms 941 filed for the quarter ending
(0)(3):26 U.S.C. March 31, 1999.

6103,(b)(7)XE) ) . )
~~~~~~~~ We-identified a populationo ecords that had at least 1 failure to deposit penalty
~...assessment-for or less and codes indicating that a taxpayer may have made a

b)(3):26 U.8.C.
21)(()3) (b)(% (E;V request for abatement. We used attribute sampling with a confidence level of 90 percent,
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16103, (b)7XE)
(b)(3):26 U.S:C~
6103,(b)(7)(E)

(b)(3):26 U.S.C.
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0 percent, and a precision of +/- 5 percent for
cords. (b)(3):26 U.S.C. 6103 (b)(7)(E)

We defined an occurrence as a record with a total assessed penalty o or less, but

not $0, and adjustment documents or Masterfile codes indicating that a taxpayer had

requestcd batement of the failure to deposit penalty for reasonable cause. We _

| records that met this definition of an occurrence. - (b)(3):26 U.5.C.

We further analyz : ecords to identify those with a total assessed failure to 6103, (D)7)E) -
,dePOSIt pena]ty ef o

dctcrmmmg a sample size o

We revnq_wed addltlonal Masterfile records and IRS documents (when avaﬂable) to
identify whether the contact was a request for abatement for reasonable cause, whether
the contact was made by telephone or in writing, and the IRS’ decision whether to grant

or deny the abatement

(3) The IRS’ Costs To determine the IRS’ costs of processing an assessment and a

~ request for abatemnent, we:

¢ Evaluated wage and benefits data for 1986 and 1999 obtained from the Office of
Personnel Management. The evaluation was based on basic salaries for a
Grade 9, Step 5 employee adjusted for locality pay (an adjustment to reﬂect
private-sector salaries on a city-by-city basis).

¢ Determined the cost of processing notices, letters, payments, and requests for
abatement using data obtained from the IRS for Fiscal Year 1998, the most recent
information available at the time of our review. These data included costs such as
. salaries, benefits, printing various types of correspondence, IRS information
documents included with that correspondence, envelopes, postage, quality assurance,
and overhead. We also evaluated comparable costs for 1986, where available.

» Determined the cost of toll-free telephone service for 1999 using data obtained from
~ the IRS. These data included salaries, benefits, and circuitry costs.
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Appendix V

Glossary of Terms

Abatement — A reduction in the assessment of tax, penalty, or interest when it is
determined the assessment is incorrect or when the taxpayer shouId be relieved of a
liability, e.g., penalty abatement for reasonable cause.

American Institnte of Certified Public Accountants (AICPA) — The national
professional organization of Certified Public Accountants.

* Assessment — Formal bookkeeping entry of tax debt including penalty and/or interest that
has'been determined to be due and collectable by the Internal Revenue Service (IRS) and
to be charged to a taxpayer’s account.

Consumer Price Index (CPI) — The Bureau of Labor Statistics publishes the CPL. The
CPl is the most widely used measure of inflation. It measures the average change over
time in the prices paid by urban consumers for a market basket of consumer goods and
services.

Customer Service — The IRS component that answers tax law questions over the
telephone and with automated systems.

Delmquency A situation m which a taxpayer has filed a return, has not fully paid, and
is in collection status.

Employer’s Qu'arterly Federal Tax Return (Form 941) — Form that must be filed each
calendar quarter by employers who withhold tax on wages or who must pay social
~ security or Medicare tax.

Employment Cost Index (ECI)— The Bureau of Labor Statistics publishes the ECI.
The ECI measures the change over time in the cost of labor. The cost of labor includes
wages, salaries, and employer costs for employee benefits.

Failure to Deposit — Penalties may apply if the taxpayer does not make required deposits
on time, makes deposits for less than the required amount, or does not use the Electronic
Funds Transfer Payment System when required. The penalties do not apply if any failure
to make a proper and timely deposit was due to reasonable cause and not to willful
neglect.

General Accounting Office’s “Standards for Internal Control in the Federal
Government” — The overall framework for establishing and maintaining internal control.
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Internal Control — An integral component of an organization’s managenient that
provides reasonable assurance that the objectives of efficiency of operations are being
achieved (as well as other objectives).

- Internal Revenue Manual (IRM) — The official compllatlon of policies, delegated
authorities, procedures, instructions, and guidelines relating to the organization,
functions, administration, and operations of the IRS.

Law Enforcement Manual (LEM) - Protects information of a procedural nature, the
release of which to the public would hinder the law enforcement process. The LEM
includes those IRS materials which are not available to the public and are classified as
“Official Use Only.” '

Letter — Correspondence sent to a taxpayer as a result of an IRS employee exercising -
his/her judgment in working/resolving a specific taxpayer case or correspondence.

Level of Service (LOS) — The relative success rate of taxpayers who are calling for
toll-free telephone services. For Fiscal Year (FY) 1999, the LOS was expressed as the
total number of calls answered divided by the total call attempts, to arrive at the
percentage of callers who actually received service. In FY 2000, the LOS is based on a
combined percentage of three toll-free telephone lines because the reporting system did
not allow for individual totals.

Masterfile — The IRS database that stores various types of taxpayer account information.
This database includes individual, busmess and employee plans and exempt
organizations data.

Mission of thie IRS — Provide America’s taxpayers top quality service by helping them
understand and meet their tax responsibilities and applying the tax law with integrity and
fairness to all.

National Compensation Survey (NCS) — The Bureau of Labor Statistics publishes the
 NCS. The NCS is a statistical survey program on levels and trends in compensation for
civilian workers in private industry establishments and state and local governments.

Notices — For the purpose of this report, bills that are sent to taxpayers who have filed a
tax return and have not fully paid the balance or have not paid additional assessments of
tax, penalties, or interest. For example, the CP 161 is the first notice issued to inform the
taxpayer of tax, penalty, and/or interest due.

Office of Management and Budget (OMB) — Assists the President in overseeing the
preparation of the Federal budget and supervising its administration in Executive Branch
~ agencies. In addition, the OMB oversees and coordinates the Administration’s
procurement, financial management, information, and regulatory policies. In each of
these areas, one of the OMB’s roles is to reduce any unnecessary burdens on the public.
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Office of Personnel Management (OPM) — The Federal government’s human resources
agency. The OPM’s responsibilities include compensation policy development.

Penalty — Used by the IRS to encourage voluntary compliance with tax laws by:

(1) helping taxpayers understand that compliant conduct is appropriate and that
non-compliant conduct is not; (2) deterring noncompliance by imposing costs on it; and
(3) establishing the faimess of the tax system by Justly penalizing the non-compliant
taxpayer.

Policy — A major decision of the Commissioner within the framework of basic tax and
administrative policies of the Treasury and the Congress, which govern and guide IRS
personnel in the administration of internal revenue laws. They form a framework within
which IRS officials prepare procedures and instructions.

Reasonable Cause — Based on all the facts and circumstances in each situation, allows -
the IRS to provide relief from a penalty that would otherwise be assessed. Reasonable
cause relief is generally granted when the taxpayer exercises ordinary business care and
prudence in determining its tax obligations but is unable to comply with those
obligations. It is important to note that the penalty relief does not make a non-compliant
act compliant but rather relieves the taxpayer of the penalty incurred for failing to deposit
as required.

Small Business/Self-Employed Division — The new IRS division that serves
approximately 45 million taxpayers who are fully or partially self-employed individuals
and small businesses. The Division includes corporations and partnerships with assets
less than or equal to $5 million and self- employed and supplemental income earners with
business-like characteristics.

Taxpayer Advocate Service — The IRS component that ensures that taxpayer problems,
which have not been resolved through normal channels, are promptly and properly
handled.

Taxpayer Compliance Burden — The time and money spent by individuals and
businesses to comply with the Federal tax system. -

Tolerance — The allowable deviation from standard operations to facilitate ad.mmlstratlon
of a program. A tolerance can take the form of a dollar amount. ‘
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Appendix vi

Federal Tax Deposits and the Failure to Deposit Penalty’

'Introd»uction

- The past three decades have been marked by a growing appreciation for the importance
of the time value of money and the benefits of efficiently using “float” (money in transit
from a transferor to a transferee). Reflecting that awareness, the Congress and the
Internal Revenue Service (IRS) have taken a number of steps to see that tax revenues
collected by, or on behalf of, the Federal government are actually made available to the
government as quickly and as efficiently as possible.

Enforcing prompt payment also reduces the risk of collection problems. This is
particularly important when the taxes involved are trust fund taxes, such as withheld
social security, because the government gives employees credit for amounts withheld on
their behalf even if those amounts are not paid over to the government.

It is not efficient for the IRS to collect payments directly and then transport those
payments to a bank for deposit for taxpayers who pay, or who collect and pay over, large
amounts of tax. These taxpayers must deposit their payments directly into government
accounts at Federal Reserve branches or at commercial banks authorized to act as Federal
depositories. Currently, such deposits account for over 80 percent of the Federal
government’s cash flow. To further enhance efficiency, those who deposxt significant.
amounts of tax must make their deposits electronically. :

Deposit requirements

The IRS has broad authority to determine how Federal taxes are to be collected. The IRS
has provided detailed guidance specifying how, how much, where, and when Federal
taxes are to be deposited. Under these rules, deposits are required for taxes paid in
connection with certain types of tax returns.

The largest category of tax deposits and the largest single source of Federal government
revenue consists of employment taxes deposited by employers in connection with the
Employer’s Quarterly Federal Tax Return (Form 941). Employment taxes generally
include income tax withheld from wages, tips, taxable fringe benefits, and supplemental

'This information was excerpted from the Study of Present-Law Penalty and Interest Provisions as required
‘by Section 3801 of the IRS Restructuring and Reform Act of 1998 (inctuding provisions relating to
corporate tax shelters), Volume [, pp. 129-136, prepared by the Staff of the Joint Committee on Taxation,
July 22, 1999.
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unemployment compensation benefits and the amounts withheld for the employer and
employee share of social security and Medicare taxes.

Employers are classified by size of tax liabilitics for purposes of determining:

(1) whether an employer has to make deposits, (2) how often it must make them, and

(3) how it must make them. Most employers can determine at the beginning of each
calendar year the deposit schedule that applies for the year. The determination of the
employer’s deposit requirements for a calendar year depends upon the aggregate amount
of employment taxes reported by the employer during a lookback period, which is the
12-month period ending on June 30 of the preceding calendar year.

No deposits. .Employcrs with less than $1,000 for a calendar quarter do not have to make
deposits. Instead, employers may send their tax payments dlrectly to the IRS along with
their Forms 941.

Once-a-month depositors. Employers whose employment taxes are $50,000 or less
during the lookback period are required to make their deposits once a month. Each
month’s deposit is due the 15th day of the foliowing month.

Twice-a-week depositors. An employer with more than $50,000 of employment taxes
during the lookback period is required to make its deposits up to twice a week, depending
on when and how often it has paydays.

Next-business-day depositors. Whenever an employer’s cumulative employment tax
liability reaches $100,000 within a single deposit period, it becomes liable to make
deposits on the following banking day.

" Penalties for t'ailure to deposit

To avoid penalties, tax depositors must make their payments in full, on time, and in the
right manner. There is a four-tier penalty rate structure for failures to make deposits.
‘This penalty structure is designed to reward timely, voluntary correction of deposit
shortfalls and/or quick compliance with IRS payment demands. The apphcable penalty
rates are as follows:

Tier 1: 2 percent if a taxpayer corrects a late or underdeposited amount within 5 days -
after the due date of the return on which it takes credit for the deposit.

Tier 2: 3 percent additional (5 percent overall) on late or short deposits that a taxpayer
corrects more than 5 days after the return due date, but within 15 days.

Tier 3: S percent additional (10 percent overall) on late or short deposits that a taxpayer
corrects more than 15 days after the return due date

Tier 4: 5 percent additional (15 percent overall) on deposits that are not made within
10 days after the IRS issues a delinquency notice. :
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(b)(3):26 U.S.C. 6103,({b)7)E) Appendix V"

: (b)(3):26 U.S.C. , |
6103,(b)(7XE) Detalled Population and Sample Data: Toleranc or Less

(b)(3):26 US.C.
6103,(b)(7)E) -

This aﬁﬁeﬁdix presents two tables with our specific audit results for each taxpayer
characteristic included i m thereport. These tables show the sample results the estxmated

(0)(3):26 U.s.é
6103,(b)(7)E)

(b)(3):26 U.S.C. "
6103,(b)7XE)

g_;)ég):ﬁs 7“ SE C" determined by a preclslon measurement” which is derived from a mathematical formula.
(OXTXE) The precision measurement for this characteristic is 4.89 percent; that is, 4.89 percent

6103,(b)(7)(E) ‘
(b)(3):26 U.8:C:*

61 E .

03,(b)(7XE) cha:actenstlc of “penalty assessed” is between: . GCourrences.(b)(3):26 U.S.C.
(b)@)28 U.8C ' 6103,{b)}{(7)E)
6103,(b)}(7XE) Failure to Deposit Penalty Assessments: Occurrences in Sample and Estimates of

Occurrences in Population, by Taxpayer Characteristic

(b)(3):26 U.S.C.

1 . : R :
6103 (b)(7)(E) ------ Pw:‘:;:t;yer : i Estimated $ in population

Characteristic |~ in with Precision
) Measurement » population Measurement
(b)(3):26 U.S:C.” L ' (FM)

6103,(b}(7XE)

Penalty
assessed
Penalty paid

Small business

Liabitity for
penalty onlv
Current no
balance due
Current
delinquent status
13t notice,
penalty only
Subsequent
nofice: pen onlv

Totals may not equal support due to rounding.

Page 33




The Internal Revenue Service Can Help Small Busmesses Save Millions of Dollars
in Failure to Deposit Penalties

(b)(3):26 U.S.C. Failure to Deposit Penalty Abatements for Reasonable Cause: Occurrences in Sample and
6103 (b)(7)(E) Estimates of Occurrences in Population
“““““““ Confidence: 90%  Precision: As shown
Request for Abatement in Writing
Estimated Est. occurrence in pop. with

Estimated | Est. $in pop. with

(b)(3):26 U.SC |
occurrence: { Precision Measurs

61 03:(b)(7)(E) on request for sample occurrence: Precision Measure {PM)
abatement Count populahon population | Precision Measure
as % of occurrence

in Pop.

1 B o
: . : Tot Requests for Abatement in Writing and by Telephone

Totals may not equat support due to rounding.
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