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Foreword

This edition of the IRS Research Bulletin (Publication 1500) features select-
ed papers from the latest IRS Research Conference, held at the Georgetown
University School of Law in Washington, DC, on July 8-9, 2009. Confer-
ence presenters and attendees included researchers from all areas of the IRS,
officials from other Government agencies, and academic and private sector
experts on tax policy, tax administration, and tax compliance.

The conference began with a keynote address by Austan Goolsbee,
member of the Council of Economic Advisors and staff director and chief
economist of the President’s Economic Recovery Advisory Board. Dr.
Goolsbee acknowledged the critical role of research in support of both tax
policy and tax administration. He expressed his appreciation for the re-
search being conducted at the IRS, in academia, and at other institutions and
agencies. He concluded his remarks by answering a few questions from the
audience.

Mark Mazur, former Director of Research, Analysis, and Statistics,
then led a panel discussion that highlighted and critiqued the IRS’s tax gap
estimation methodologies. Panelists discussed the strengths and weaknesses
of recent estimates’ major components. The remainder of the conference
included sessions on tax systems and taxpayer behavior, the tax behavior
of corporations, measuring and facilitating low-income tax benefits, issues
affecting high-wealth individuals, and tax preparation services. For the first
time, the conference also included a poster session highlighting additional
IRS research.

We hope that this volume will enable IRS executives, managers, em-
ployees, stakeholders, and tax administrators elsewhere to stay abreast of the
latest trends and research findings affecting Federal tax administration. We
also hope that the research featured here will stimulate improved tax admin-
istration and additional helpful research.
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A Panel Analysis of Behavior Change
In Individual Income Tax Compliance

Attah K. Boame,
Canada Revenue Agency

ncome tax is an important source of revenue for both federal and

provincial/territorial governments in Canada. The Canadian tax sys-

tem assumes voluntary compliance and self-assessment by taxpayers.
Voluntary compliance is based on mutual responsibility. Individuals, corpo-
rations, and trusts that are obliged to pay tax in Canada are expected to meet
their responsibilities under the law. The Canada Revenue Agency (CRA) is
responsible for maintaining public confidence in the fairness and integrity
of the tax system through the effective delivery of its mission. The CRA
mission is to promote voluntary compliance through communication, quality
service, and responsible enforcement. Even though many taxpayers comply
with their tax obligations, others do not.

The tax literature identifies several factors, both economic and noneco-
nomic, as determinants of the taxpayer compliance decision. This research
aims at identifying the factors that contribute to the observed tax compliance
of individual taxpayers over time based on individual income tax returns.
This study is carried out within the Baseline Compliance Research, a com-
ponent of the Compliance Measurement Framework (CMF), which focuses
on compliance of all CRA’s major client groups. '

While some of the Baseline Compliance Research studies use cross-
section data to analyze tax compliance for a particular year, there is a
research gap on panel (longitudinal) data analysis of tax compliance.® This
research provides a first Canadian study of tax compliance using panel data
from 1996 to 2002. This research uses microdata to identify individual in-
come taxpayers’ compliance behavior.* The same taxpayers are followed for

! Canada Revenue Agency (2003), “Compliance Measurement Framework,” Ottawa, September.

2 These client segments are Individuals (T1 returns), Businesses [Unincorporated Businesses (T1 returns),
Corporations (T2 returns), GST Registrants, and Employers], Charities, and Trusts (T3 returns).

3 Maloney, G. (2005), “The Determinants of Canadian Tax Compliance Behavior: A Filing and Payment
Compliance Perspective,” Compliance Research Division, CRA; and Li, W. (2007), “Individual Income Tax
Reporting Compliance in Canada: Results of Assessment and Reassessment,” Compliance Research Division,
CRA.

4 Macroeconomic indicators also influence a taxpayer’s compliance behavior. However, analysis of macroeco-
nomic variables entails the use of aggregate-level macroeconomic data, which are not available from the T1
tax returns.
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Tax Years 1996 to 2002 to find out changes in their tax filing, reporting, and
paying patterns over the period.

The paper is structured as follows. It begins with the definition of
tax compliance that sets the context for the analysis, and then notes some
caveats with the analysis, which is followed by literature review and the data
used in the analysis. The next section provides a general overview of tax
compliance rates with regard to demography, province/territory, income, tax
rates, and filing methods. The following section carries out a multivariate
analysis to provide empirical evidence of tax compliance discussed in the
preceding section. The last section concludes the paper with suggestions for
further research to improve resource allocation strategies.

Tax Compliance Defined

The Compliance Measurement Framework (CMF, 2003) identifies four main
compliance requirements as:

e Registering when required (applicable to business clients);
. Filing required tax forms on time;
e Reporting complete and accurate information; and

e Paying any amounts due in a timely manner (without enforcement
action).

Tax noncompliance is the failure to register, file, report, and/or pay cor-
rectly and on a timely basis. Tax compliance in this study refers to individual
filing, reporting, and payment compliance. The tax compliance rate for fil-
ing, reporting, and payment is the number of compliant taxpayers divided by
the total taxpayers (number of observations is 18,300,485 for each tax year)
in the dataset. The detailed definitions of the three compliance requirements
for this study are as follows:

Filing Compliance®

Filing compliance means filing tax returns on time, while filing noncompli-
ance occurs when this obligation is not met. Thus, late filers are included
while nonfilers are excluded in this study. The filing deadlines for each tax

5 The dataset for the study is Assessed and Reassessed T1 Individual Tax Returns, and, thus, the compliance

definitions here are skewed toward T4 recipients.
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year are April 30 for individuals, and June 15 for self-employed individuals
and spouses of self-employed individuals in the following calendar year.6 If
a taxpayer does not file his or her tax return by the deadline, he or she is as-
sessed a late filing penalty.” This study uses the presence or otherwise of the
late filing penalty charged to an account as an indicator of filing compliance
and/or filing noncompliance. The filing compliance rate is defined as the
number of taxpayers with no late filing penalty (i.e., they filed taxes on time)
as a percentage of the panel population for each tax year.

Reporting Compliance

Researchers working with individual level tax data generally use some mea-
sure of unreported income or unreported taxes as the dependent variable in
econometric models to measure tax-reporting noncompliance (Andreoni et
al, 1998). Unreported (underreported) income is the gap between an individ-
ual’s calculated total income by CRA and his or her reported total income.
The total income is the amount on line 150 of an individual’s T1 return. One
problem of using the total income reported as a measure of tax noncompli-
ance is that one may report complete and accurate information for line 150
but may overstate deductions and tax credits. Hence, using total income
reported to determine tax compliance or tax noncompliance does not capture
these effects.

Reporting tax noncompliance in this study is defined as the underre-
ported tax payable. This is the gap between the total tax payable (line 435)
as calculated by CRA and the total tax payable (line 435) as reported by in-
dividual taxpayers on their T1 returns. The total tax payable (line 435) is the
sum of net federal tax (line 420), CPP contributions payable on self-employ-
ment and other earnings (line 421), social benefits repayment (line 422), and
provincial or territorial tax (line 428).% An individual taxpayer is considered
reporting noncompliant if the calculated total tax payable is greater than the

¢ For instance, the filing deadlines for Tax Year 2002 are April 30, 2003, and June 15, 2003, respectively. If any
of these dates falls on a holiday or weekend, then the deadline is the next business day after the holiday or
weekend.

Taxpayers whose late filing penalty is waived for various reasons are considered filing compliant even though
they filed their taxes late. Also, refund returns are not assessed a late filing penalty and are assumed to be filing
compliant.

Even though compliance rates within the agency might be restricted to federal tax, provincial tax is included
in this study. This is because the agency collects provincial and territorial tax on behalf of the provinces/ter-
ritories, except Quebec. Also, the definition of tax payable (based on the T1 tax return) in this study includes
provincial or territorial tax. To arrive at a refund (line 484) or balance owing (line 485) on the T1 tax return,
provincial/territorial tax is included in the calculations.
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reported total tax payable. In other words, if the calculated total tax payable

is equal to the reported total tax payable, an individual taxpayer is said to be
reporting compliant. The total tax payable is calculated based on the compo-
nents listed above.

Canada Revenue Agency does not charge or refund a difference of $2
or less of tax payable. Hence, any difference greater than $2 tax payable
implies taxpayer noncompliance. This study, however, for efficiency reasons
(in terms of resources the agency will require to collect balances owing), de-
fines tax noncompliance as any difference greater than $50 of tax payable.’
The reporting compliance rate is the number of taxpayers reporting accu-
rately (i.e., with a tax payable difference of less than or equal to $50 between
assessment and what is reported) as a percentage of the panel population for
each tax year.'

Payment Compliance

This refers to an individual taxpayer’s paying any amounts due in a timely
manner without enforcement action by the CRA. In order to establish
whether an individual taxpayer is payment compliant or otherwise, it is
necessary to find out whether an amount owing is indicated on the return
after the payment deadline. If so, then, by definition, the individual is pay-
ment noncompliant. The payment deadline for all individuals is April 30
following the tax year.!" The absence of arrears interest on a return indicates
payment compliance; that is, any return with assessed arrears interest would
be defined as payment noncompliant. In addition, the amount of installment
interest charged will be used as an indicator for payment noncompliance

for individuals paying their taxes by installment. Any return that has one of
these interest charges against it is deemed to be payment non-compliant.'?
Payment compliance rate is the number of taxpayers without arrears interest
charges or installment interest charges as a percentage of the panel popula-
tion for each tax year.

9 The Processing Review Program of the Individual Returns and Payment Processing Directorate uses $50 as the
threshold for defining tax noncompliance. Li’s (2007) paper also used $50 as the threshold.

10 Tt might be interesting to consider the reporting compliance rate for taxpayers who had tax payable. Since this
is a subgroup of the entire taxpayers, a different study that emphasizes the reporting compliance behavior of
this subgroup would be appropriate. This might be the subject of a future research project.

""" For instance, the filing deadline for Tax Year 2002 is April 30, 2003. If this date falls on a holiday or weekend,
then the deadline is the next business day after the holiday or weekend.

Taxpayers whose arrears and installment interest charges are waived for various reasons are considered pay-
ment compliant.
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Caveats

The following presents the issues that might impact the results of this study;
hence, its findings and conclusions should be interpreted noting these caveats:

. The compliant taxpayers in this paper refer only to those identi-
fied by the CRA through assessment, reassessment, and compli-
ance review activities and do not include nonfilers. Taxpayers
included in the study also may or may not have tax payable. Non-
filers and taxpayers with no tax payable are two subgroups within
the taxpayer population, and require separate research projects to
analyze their tax compliance behavior. This is beyond the scope
of this project.

. Taxpayers using telephone filing (Telefile) to file their tax returns
are not required to report their total tax payable. This might affect
the reporting compliance rate for telephone filers. Since tele-
phone filers account for about 2 percent of total taxpayers, this
does not have a significant effect on the analysis. On the other
hand, deleting telephone filers from the dataset would generate an
unbalanced panel since the number of telephone filers varies over
the study period. Therefore, telephone filing is included in the
analysis.

. The total number of observations for each tax year (1996-2002)
in the analysis is 18,300,485, which is about 80 percent of all
taxpayers for each tax year. Hence, the analysis is not based on
all taxpayers who filed tax returns for each tax year but rather on
a panel of taxpayers who consistently filed their tax returns for
all 7 years of the study period. This does not mean the taxpayer
population in this study is skewed toward more compliant taxpay-
ers. Even though the taxpayer population filed their taxes in all 7
years, they could still be late filers, not accurately reporting their
tax owing, or not paying their tax owing on time.

. Overreported total tax payable also exists in the dataset. Overre-
porting is considered as tax reporting compliant in this paper.

. The multivariate regression models assume that there is no inter-
action between variables, or that the effect of each variable on the
outcome is the same regardless of the levels of the other variables.
Results of collinearity tests indicate very weak dependencies
among the independent variables (see Appendix A for details).
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Literature Review

This section briefly reviews the tax compliance literature, noting some
previous studies that are relevant to the analysis in this paper. In particular,
the review provides information on the relevant variables that influence tax
compliance. This provides guidance in selecting appropriate variables for
this study. It is also relevant to find out whether the conclusions of this study
reinforce or refute previous studies on tax compliance in other countries. In
other words, are Canadian taxpayers unique in their tax compliance behav-
ior, or does their behavior follow identified patterns of tax compliance in
other countries?

The tax literature identifies several factors, both economic and non-
economic, as determinants of the taxpayer noncompliance decision. Op-
portunity to evade, the marginal tax rate, income, demographic, and social
factors all play roles in the evasion decision (see Andreoni et al. (1998) for
an extensive review). Andreoni et al. 1998 note that, in general, the effect of
tax rates on evasion remains unclear, which requires further research. Alm
and Sanchez (1995) also note several economic and noneconomic factors
that influence tax noncompliance. These include detection and punishment,
burden of taxation, government services, overweighting of low probabilities,
and social norms.

Empirical evidence indicates that older people are more tax compli-
ant than younger people. Older people are more likely to be risk averse
than younger people. The tax compliance literature shows that men are less
compliant than women. The criminology literature and some papers on cor-
ruption have shown that females are on average more compliant than males
(Torgler and Schneider, 2004). Baldry (1987) finds that males tend to evade
more than females do. Marital status might influence legal or illegal behav-
iour, depending on the extent to which individuals are constrained by their
social networks (Tittle, 1980). Torgler and Schneider (2004) find that mar-
ried people seem to have a higher tax moral than singles. On the other hand,
the Taxpayer Compliance Measurement Program (TCMP) data indicate that
noncompliance is more common and of greater magnitude among house-
holds in which the head is married (Andreoni et al., 1998).

Tax compliance may be affected by education, the results of which
could be favorable or unfavorable. Educated people may better understand
the opportunities for tax evasion, which could influence their tax compli-
ance behavior. On the other hand, educated people are more likely to have
knowledge of tax laws that may reduce the noncompliance rate. Thus, the
impact of education on tax compliance is more of an empirical question than
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just speculation. The theoretical models all indicate that, as income rises,
tax evasion should increase over most ranges. The tax compliance literature
argues that self-employed taxpayers evade more taxes. The self-employed
have higher tax compliance costs so taxes that become more visible to them
(Lewis, 1982). Self-employed taxpayers would have more opportunity to
evade their taxes than taxpayers who have their taxes deducted each payday
by their employers. There is also no third party information reporting for
self-employed taxpayers, which increases the opportunity to evade taxes.

Data

A panel (longitudinal) dataset is constructed over a 7-year period (1996—
2002) to study the tax compliance behavior of individual taxpayers. The
dataset is based on T1 Sweep Initial Assessment and Reassessment of indi-
vidual taxpayers’ tax returns. The unit of analysis is the tax filers who filed
all returns during 1996-2002, including late filers.'* The unit of analysis is
a balanced panel of taxpayers from 19962002, with a total of 18,300,485
observations (tax returns) for each of the 7 years.

Changes in Tax Compliance

This section provides an overview of how tax compliance has changed over
time. It uses cross-tabulations and frequency distributions to ascertain the
general trends in individual tax compliance. It analyzes tax compliance in
general by threshold. Particular emphasis is placed on changes in tax com-
pliance by year and demographic and socioeconomic factors, province/terri-
tory, marginal tax rates, and filing methods. It begins with filing compliance,
followed by reporting compliance, and finally by payment compliance since
individual taxpayers are required to file, report, and pay any taxes owing. It
uses percentages to discuss general trends in filing, reporting, and payment
compliance in this section. Frequency counts for Tables 1 to 9 in this section
are shown in Appendix B.

Tax Compliance in General

The general trend in tax compliance (filing, reporting, and payment) over the
7-year period is shown in Table 1, and also in Figure 1. Appendix C

13 This provides a “balanced panel” for the analysis. Exit and entry of tax filers during the study period generate
an “unbalanced panel” dataset, which is not discussed in this study.



10 Boame

reports Chi-Square test results for association and Cramer’s V statistic for the
strength of the association for cross-tabulations of all tables in this section.

Table 1: Tax Compliance in General (%), 1996-2002

1996 1997 1998 1999 2000 2001 2002
Filing 92.29 92.48 92.15 92.31 92.11 92.19 92.80
Reporting 96.43 95.59 94.86 94.83 94.98 94.91 94.74
Payment 90.13 89.30 88.65 87.98 87.75 90.11 90.92

Figure 1: Filing, Reporting and Payment Compliance,

1996-2002
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9% |—E— g
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‘ —— Filing —— Reporting —2&— Payment ‘

Filing Behavior

The filing compliance rate has been consistent at 92 percent for the entire
period. This implies there has been no significant increase in the risk associ-
ated with late filing. However, it is relevant to allocate agency resources to
improve filing compliance, given that about 8 percent of Canadian taxpayers
did not file their tax returns on time during the 7-year period.

Reporting Behavior

The reporting compliance rate decreased throughout the study period from
96 percent in 1996 to 95 percent in 2002. The reporting compliance rate is
generally quite high compared to the filing compliance and payment compli-
ance rates. It is worth noting that the reporting compliance rate is much
dependent on the threshold amount (in this study less than or equal to $50 of
the difference between calculated tax payable and reported tax payable). If
the threshold is increased, the reporting compliance rate might increase.
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Payment Behavior

Canadian taxpayers were slow to pay their taxes owing during the study period.
The payment compliance rate decreased from 90 percent in 1996 to 88 percent
in 2000. There was an improvement in the payment compliance rate for 2001
and 2002. The agency might consider programs that aim at educating taxpay-
ers in the importance of paying their taxes on time. This could decrease future
resources allocated by the agency to collect taxes owing and also save noncom-
pliant taxpayers extra penalties for not paying taxes on time.

Tax Compliance by Demographic Group

This section provides a detailed analysis of the tax compliance behavior (fil-
ing, reporting, and payment) of Canadian taxpayers from 1992 to 2002 for
selected demographic variables.

Gender

The tax compliance rate (filing, reporting, and payment) by gender is shown
in Table 2.

Table 2: Tax Compliance by Gender (%), 1996-2002

| 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002

Male

Filing 9203] 9214| 9174]| 9192] o181 9197] 9288

Reporting 9579 | 94.95| 9424| 9424| o448 94.21 94.06

Payment 88.01| 8698| 86.16| 8538| 8523 87.89| 8888
Female

Filing 9254 9282| 9255] 9568| 9240 92.41 92.73

Reporting 97.04| 9621| 9546| 9540| 9546 9559| 9539

Payment 218| 9155| 9106| 9050| 9020 9227| 9290

Filing Behavior

The gender filing compliance rate is very similar to the general filing compli-
ance rate. The female filing compliance rate has exceeded the rate for male
taxpayers for every year of the study period except 2002. This observation

is consistent with the tax compliance literature (Baldry, 1987; Torgler and
Schneider, 2004). This finding might imply that male taxpayers are less risk
averse than female taxpayers. Figure 2 shows the filing compliance rates for
Canadian, male and female taxpayers over the study period.
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Figure 2: Canada, Male and Female Filing Compliance
(%), 1996-2002
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Reporting Behavior

Female taxpayers have consistently outperformed male taxpayers in terms
of reporting their taxes owing over the study period. Again, this observation
is supported by the existing tax compliance literature. Baldry (1987) finds
that males tend to evade more than females do. A comparison of Canadian,
male and female reporting compliance is shown in Figure 3. It is interesting
to note that females often file for credits (e.g., GST and Child Tax Benefit).
They may have little or no reported income, and hence may not be tax-

able. Another area of interest is refund returns, that is, tax returns that have
refunds. Are females more likely to file refund returns than males? This
issue is beyond the scope of the present study and may be an area for further
research. Recall that the dataset includes all taxpayers who consistently filed
their taxes for all 7 years, whether they have tax payable or not, and whether
they receive tax refunds or not.

Figure 3: Canada, Male and Female Reporting
Compliance (%), 1996-2002
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Payment Behavior

The payment compliance rate has generally been lower for both female and
male taxpayers compared to filing and reporting compliance rates. As with
filing and reporting compliance, female payment compliance is higher than
male payment compliance for all years under consideration. Unfortunately,
the database does not have variables to explain the differential between
female and male taxpayers with regard to payment compliance. Figure 4
compares the Canadian, male and female payment compliance.

Figure 4: Canada, Male and Female Payment
Compliance (%), 1996-2002
o8 \ /P—d;
M
g %05 —
(&)
= 88.5
g .\.\
86.5 \.\.\./
84.5
1996 1997 1998 1999 2000 2001 2002
—— Canada —#— Male —&— Female
Age Group

The tax compliance rate (filing, reporting, and payment) by age group is
shown in Table 3, and the mean tax compliance rate from 1996 to 2002 is
shown in Figure 5.

Figure 5: Mean Filing, Reporting and Payment
Compliance by Age Group (%), 1996-2002
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Table 3: Tax Compliance, by Age Group (%), 1996-2002

Age Group (Years)
Year
0-14 15-24 25-34 35-44 45-54 55-64 65+
Filing 1996 89.78 89.88 89.48 91.20 93.00 95.18 97.59
1997 93.87 90.88 89.31 90.98 92.95 95.32 97.84
1998 94.31 90.51 88.59 90.33 92.50 95.06 97.86
1999 95.18 90.51 88.56 90.40 92.67 95.10 97.71
2000 94.16 90.17 88.29 89.89 92.38 94.98 97.42
2001 94.36 90.47 88.58 89.86 92.27 94.87 97.05
2002 94.57 91.62 89.91 90.56 92.72 95.08 96.66
Mean 93.75 90.53 88.96 90.46 92.64 95.08 97.45
Reporting 1996 99.67 97.97 96.55 96.27 95.78 95.77 96.45
1997 99.70 96.84 95.54 95.28 95.05 95.42 96.07
1998 99.65 95.97 94.78 94.48 943.15 94.96 95.69
1999 99.63 95.58 94.52 94.31 94.25 95.17 96.03
2000 99.61 95.73 94.73 94.53 94.46 95.24 96.02
2001 99.55 96.23 94.72 94.28 94.24 94.89 96.41
2002 99.71 95.75 94.27 93.98 94.13 95.02 96.40
Mean 99.65 96.30 95.02 94.73 94.58 95.21 96.15
Payment 1996 96.09 94.82 90.83 89.36 88.33 87.46 90.54
1997 96.67 93.52 89.81 88.59 87.78 86.77 90.54
1998 94.90 93.18 89.60 88.03 87.19 85.85 89.69
1999 90.92 92.25 89.03 87.48 86.72 85.23 89.17
2000 95.13 91.74 88.89 87.14 86.49 85.38 89.23
2001 95.83 93.10 91.03 89.54 89.10 88.36 91.73
2002 95.98 94.07 92.15 90.50 89.95 88.85 92.53
Mean 95.07 93.24 90.19 88.66 87.94 86.84 90.50

Filing Behavior

Tax filers over 55 have a relatively higher filing compliance rate than other
age cohorts. This observation is consistent with the tax compliance literature.
Older people are more likely to be risk averse than younger people. Also,
older people may have acquired more social capital and be more strongly
attached to their communities. Older people have a stronger dependency on
others’ reactions, which may act as a restriction imposing higher potential
social costs of sanctions (Torgler et al., 2004).
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Reporting Behavior

The younger age group (under 25 years) and the older age group (over 54
years) show a higher reporting compliance rate. This might be due to the
fact that younger taxpayers have less complex tax situations and much less
earned and reportable income, while older taxpayers might have a broader
understanding of their tax obligations. The implied risk aversion of older
taxpayers is also important in this case.

Payment Behaviour

Younger taxpayers (under 25 years) have a higher payment compliance
rate than middle aged and older taxpayers. This might be due to the fact
that there are relatively few of them, most may not have taxable income,
and many file credit returns so that there are less instances of arrears or
installment interest. The younger cohorts have less financial obligations
and are thus able to pay their taxes owing relative to middle-aged and older
taxpayers. Financial difficulties might limit the ability of middle-aged and
older taxpayers to make good on their taxes owing, all other things being
the same. In other words, the risk of middle-aged and older taxpayers not
being able to honor their tax payment obligations is relatively higher than
for younger taxpayers. CRA programs that aim to educate middle-aged and
older taxpayers on the necessity of paying their taxes owing would be a step
in the right direction.

Marital Status

The tax compliance rate (filing, reporting, and payment) by marital status is
shown in Table 4, and the mean tax compliance rate is shown in Figure 6.

Figure 6: Mean Filing, Reporting and Payment
Compliance by Marital Status (%), 1996-2002
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Table 4: Tax Compliance, by Marital Status (%), 1996-2002

Martial Status
vear Married COT;CVO”_ Widowed Divorced Separated Single
Filing 1996 94.07 91.62 96.37 90.16 87.45 89.18
1997 94.12 91.90 96.54 90.20 87.40 89.52
1998 93.74 91.89 96.61 89.94 86.89 88.92
1999 93.90 92.23 96.45 90.10 86.98 88.89
2000 93.62 92.10 96.08 90.02 86.82 88.70
2001 93.66 92.36 95.68 90.14 86.96 88.76
2002 93.84 92.92 95.29 91.17 88.48 90.34
Mean 93.85 92.15 96.15 90.25 87.28 89.19
Reporting 1996 96.28 96.99 96.69 95.60 95.95 96.85
1997 95.53 96.22 96.27 94.64 94.88 95.77
1998 94.83 95.77 95.72 93.75 94.20 94.88
1999 94.84 95.69 95.99 93.76 93.98 94.65
2000 94.92 95.91 96.21 93.95 94.32 94.88
2001 94.78 95.37 96.54 93.91 94.07 95.04
2002 94.59 95.20 96.66 93.72 93.92 94.75
Mean 95.11 95.88 96.30 94.19 94.47 95.26
Payment 1996 89.25 90.59 89.67 88.27 87.43 92.70
1997 88.59 89.74 89.84 87.32 86.36 91.54
1998 87.84 89.33 89.08 86.89 85.98 91.09
1999 87.11 88.81 88.72 86.81 85.55 90.38
2000 87.07 88.47 88.80 86.44 85.00 89.85
2001 89.56 90.85 91.42 89.21 87.38 91.73
2002 90.39 91.48 91.83 90.10 88.47 92.66
Mean 88.54 89.90 89.91 87.86 86.60 91.42

Filing Behavior

Widowed taxpayers have the highest filing compliance rate among the vari-
ous marital statuses. Married and common-law taxpayers have the next high-
est filing compliance rate. The filing compliance rate for married couples is
contrary to the Taxpayer Compliance Measurement Program (TCMP) data,
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which indicate that noncompliance is more common and of greater magni-
tude among households in which the head is married. Separated and single
taxpayers have relatively lower filing compliance rates.

Reporting Behavior

The reporting compliance rate is quite similar among the various marital sta-
tuses, with the highest rate registered by widowed taxpayers. Divorced and
separated taxpayers, however, tend to have the lowest reporting

compliance rate.

Payment Behavior

Single taxpayers are more likely to pay their taxes owing compared to the
other marital groups. Financial constraints might impact the ability of di-
vorced, separated, and married taxpayers to make good on their taxes owing,
all other things being the same.

Province/Territory

The tax compliance rate (filing, reporting, and payment) by province/terri-
tory is shown in Table 5, and the mean tax compliance rate is shown
in Figure 7.

Figure 7: Mean Filing, Reporting and Payment
Compliance by Province/Territory (%), 1996-2002
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Table 5: Tax Compliance by Province/Territory (%), 1996-2002

Province/Territory
Yr.
NFL PEI NS NB QC ON MB SK AB BC NWT YU NU

Filing 1996 | 92.36 | 9393 | 92.65 | 94.48 | 9417 | 91.74 | 93.04 | 94.27 | 90.59 | 90.30 | 82.75 | 85.91

1997 | 93.99 | 9357 | 9246 | 9426 | 94.56 | 91.85 | 93.58 | 94.51 | 90.81 | 90.21 | 84.50 | 85.48

1998 | 93.67 | 9344 | 92.37 | 94.35 | 9475 | 91.13 | 93.30 | 94.42 | 9043 | 89.87 | 84.56 | 84.82 -

1999 | 94.65 | 9342 | 92.86 | 94.78 | 95.08 | 91.26 | 93.33 | 94.18 | 90.14 | 89.96 | 84.68 | 85.93 | 83.64

2000 | 93.89 | 93.02 | 92.28 | 94.38 | 94.93 | 90.76 | 93.33 | 94.20 | 90.92 | 89.98 | 8393 | 8642 | 78.83

2001 | 9373 | 9312 | 92.08 | 94.06 | 95.00 | 90.89 | 93.51 | 94.30 | 90.68 | 90.36 | 85.14 | 86.59 | 81.69

2002 | 9365 | 93.19 | 92.25 | 9448 | 95.39 | 91.68 | 93.98 | 94.60 | 91.60 | 91.04 | 87.39 | 8840 | 86.20

Mean | 93.71 | 93.38 | 9242 | 94.40 | 94.84 | 91.33 | 9344 | 9435 | 90.74 | 90.25 | 84.71 | 86.22 | 8259
Reporting | 1996 | 96.73 | 96.46 | 95.53 | 96.94 | 97.43 | 95.97 | 96.30 | 96.23 | 96.50 | 95.89 | 95.61 | 96.43 -

1997 | 94.93 | 9354 | 93.78 | 94.97 | 96.86 | 95.19 | 96.15 | 95.56 | 9531 | 95.10 | 94.81 | 95.69

1998 | 93.23 | 91.09 | 91.72 | 93.30 | 96.62 | 94.38 | 9589 | 94.91 | 9456 | 9420 | 94.54 | 9548 -

1999 | 9244 | 90.04 | 9147 | 92.76 | 96.66 | 94.23 | 95.85 | 94.87 | 9444 | 9471 | 9532 | 9572 | 93.46

2000 | 92.03 | 90.55 | 91.61 | 9267 | 97.06 | 94.31 | 95.71 | 95.11 | 94.82 | 94.58 | 9576 | 95.84 | 93.77

2001 | 9237 | 90.97 | 91.73 | 9266 | 96.57 | 94.32 | 9596 | 95.64 | 94.98 | 94.62 | 96.01 | 9570 | 93.99

2002 | 91.55 | 90.04 | 91.24 | 92.00 | 96.66 | 94.10 | 9572 | 95.11 | 94.57 | 94.59 | 9579 | 95.69 | 94.62

Mean | 93.33 | 91.81 | 9244 | 9361 | 96.84 | 94.64 | 9594 | 9535 | 95.03 | 94.81 | 9541 | 95.79 | 93.96
Payment | 1996 | 90.65 | 88.54 | 89.58 | 90.97 | 92.65 | 89.58 | 90.23 | 89.04 | 88.34 | 88.31 | 85.87 | 85.09 -

1997 | 89.54 | 86.93 | 88.37 | 89.62 | 92.16 | 88.95 | 88.99 | 87.70 | 86.83 | 87.23 | 87.58 | 87.54

1998 | 88.27 | 86.40 | 87.95 | 88.96 | 91.67 | 88.19 | 8852 | 87.03 | 86.34 | 86.48 | 85.86 | 86.91 -

1999 | 88.61 | 86.05 | 87.88 | 89.34 | 91.34 | 86.95 | 88.08 | 86.52 | 86.12 | 85.85 | 86.07 | 86.24 | 85.76

2000 | 89.01 | 86.00 | 87.21 | 88.53 | 90.95 | 86.81 | 87.35 | 86.94 | 85.72 | 8597 | 84.78 | 8565 | 86.18

2001 | 90.89 | 88.26 | 89.38 | 91.02 | 93.30 | 89.05 | 89.64 | 88.96 | 88.13 | 88.86 | 86.76 | 87.83 | 86.34

2002 | 90.70 | 88.49 | 89.20 | 91.00 | 93.64 | 90.10 | 91.07 | 89.89 | 89.94 | 89.49 | 90.13 | 88.65 | 88.66

Mean | 89.67 | 87.24 | 8851 | 89.92 | 92.24 | 8852 | 89.13 | 88.01 | 87.35 | 87.46 | 86.72 | 86.84 | 86.74

Filing Behavior

New Brunswick, Quebec, and Saskatchewan have the highest filing compli-
ance rate among the provinces. Ontario, Alberta, and British Columbia have
similar levels of filing compliance, which is lower than the Atlantic Provinc-
es. The territories consisting of Northwest Territories, Yukon, and Nunavut
are the least compliant when it comes to filing tax returns.

Reporting Behavior

Reporting compliance rates are similar among the provinces, though some
provinces come ahead of others. Quebec and Manitoba show the highest
level of reporting compliance. This is closely followed by Yukon, North-
west Territories, Saskatchewan, Alberta, Ontario, and British Columbia as
a group. The Atlantic Provinces have the lowest reporting compliance rate
among the provinces. There seems to be no clear reason for the observed
reporting compliance behavior.
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Payment Behavior

When it comes to paying taxes owing, the provinces/territories seem to be
on the same page, except that Quebec comes ahead. Quebec has consistently
outpaced all the provinces with regard to making good on tax obligations.
The database does not have variables that are able to explain observed pay-
ment compliance behavior at the provincial/territorial level.

Tax Compliance by Socioeconomic Group

This section presents evidence on tax compliance for income level, tax rates,
and major source of income. The theoretical models of taxpayer compli-
ance literature indicate that, as income rises, tax evasion should increase
over most ranges (Andreoni et al., 1998). Empirical studies, though, indi-
cate mixed results on the correlation between taxpayer noncompliance and
increases in income (Clotfelter, 1983; Joulfaian and Rider, 1996; Pom-
merehne and Frey, 1992; Feinstein, 1991). Compliance rates also appear to
differ across occupations and/or the source of income. The tax compliance
literature argues that self-employed taxpayers evade more taxes than salaried
employees. The lack of third party information reporting for self-employed
taxpayers tends to increase the opportunity to evade taxes.

Taxable Income

Taxpayers are categorized into three income groups: low-income for taxpay-
ers earning less than or equal to $35,000 annual taxable income; middle-
income for taxpayers whose earnings are greater than $35,000 and less than
or equal to $113,804 annual taxable income; and high-income for taxpayers
whose earnings are greater than $113,804 annual taxable income. These
income ranges are based on the 2004 Federal Schedule 1 taxable income.'
The tax compliance rate (filing, reporting, and payment) by taxable income
is shown in Table 6, and the mean tax compliance rate for the various taxable
income groups as shown in Figure 8.

4" The taxable income is normalized by the annual inflation rate (consumer price index) to convert it into real
taxable income. This ensures that taxpayers who move from one tax bracket to another do not invalidate the
results/conclusions of the analysis.
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Table 6: Tax Compliance by Taxable Income Group (%), 1996-2002

Taxable Income Group (2004)
Year Lovovr(i}assszg)oo $§’;i’%g:)eéth°r:§ t”r‘na;re Hig ;1(1’\;05;3 4t)h an
than $113,804) '

Filing 1996 92.14 94.25 96.70
1997 92.36 93.87 96.64
1998 91.67 93.12 95.26
1999 92.20 93.35 96.73
2000 92.05 94.16 97.05
2001 92.13 93.99 96.68
2002 92.73 93.85 97.10
Mean 92.18 93.80 96.59

Reporting 1996 96.57 94.26 95.84
1997 95.72 93.94 95.94
1998 95.71 92.81 95.47
1999 94.95 93.19 96.41
2000 94.97 95.03 95.65
2001 94.93 94.24 95.72
2002 94.78 93.74 96.22
Mean 95.38 93.89 95.89

Payment 1996 90.89 80.05 63.72
1997 90.10 80.32 64.22
1998 91.01 84.13 67.44
1999 88.92 77.95 61.28
2000 88.25 70.14 61.00
2001 90.61 75.78 65.35
2002 91.58 80.39 68.22
Mean 90.19 78.39 64.48

Filing Behavior

A glance at Table 6 indicates some correlation between the willingness of
taxpayers to file their taxes and income. High-income taxpayers have a
higher propensity to file their taxes than middle- and low-income taxpayers.
Low-income taxpayers have a consistently lower filing compliance rate over

the entire study period.
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Figure 8: Mean Filing, Reporting and Payment
Compliance by Taxable Income Group (%), 1996-2002
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Reporting Behavior

Even though low-income taxpayers have the lowest compliance rate when

it comes to filing their taxes, their reporting compliance behavior is on par
with high-income taxpayers. Thus, low-income taxpayers filing their tax re-
turns on time do report correctly their taxes owing. This might be due to the
fact that low-income taxpayers have less complex tax situations and are thus
able to report accurately their incomes and taxes. Middle-income taxpayers
do not do well when it comes to reporting their taxes owing relative to other
income groups.

Payment Behavior

Contrary to filing compliance behavior, payment compliance falls with
income, all other things being the same. Low-income taxpayers consistently
show higher willingness to pay their taxes owing compared to the middle-
and high-income taxpayers. In other words, high-income taxpayers may
have a higher risk of not paying their taxes owing. It might be due to the
fact that high-income taxpayers have higher tax obligations, and thus their
unwillingness to make these payments. Since high-income taxpayers are
about 2 percent of taxpayers, the agency might design programs that target
this group to increase payment compliance.

Major Source of Income

The tax compliance rate (filing, reporting, and payment) by major source
of income is shown in Table 7, and the mean filing, reporting, and payment
compliance is shown in Figure 9.
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Table 7: Tax Compliance by Major Source of Income (%), 1996-2002

Major Source of Income
Capital
Gross Invest- Gain/ Gross
Year | wage | rentsup ment . Profess . - Losses> | Renisin | oy
Eamers to Inc. Farming Jional Business| Fishing| $1,000 or Excess Jssion
$125,000 over Gross of
! $3,000 Proceeds | $125,000
> $25,000
Filing 1996 91.88 93.38 97.98 96.93 92.38 89.68 95.25 95.92 94.44 89.90
1997 92.24 93.24 98.04 96.71 92.73 89.46 95.08 95.55 94.88 89.79
1998 91.91 92.78 97.91 96.71 92.28 89.16 95.23 95.22 95.18 89.19
1999 91.99 92.94 97.82 96.62 92.63 89.40 95.30 95.19 95.50 89.56
2000 91.71 92.53 97.53 96.65 93.15 89.62 94.94 94.59 95.43 89.35
2001 91.76 92.64 97.51 96.57 93.36 90.08 94.62 95.09 95.58 89.80
2002 92.38 92.79 97.30 96.81 94.84 91.89 95.54 95.11 95.82 91.16
Mean 91.98 92.90 97.73 96.71 93.05 89.90 95.14 95.24 95.26 89.82
Reporting 1996 96.45 96.67 96.04 97.40 95.40 96.62 9272 94.17 96.10 95.69
1997 95.36 96.64 96.00 97.36 95.29 96.53 91.78 94.34 96.32 95.56
1998 94.39 96.62 95.76 97.57 95.44 96.52 92.15 93.55 96.13 95.61
1999 94.25 96.86 95.92 97.74 95.71 96.71 91.71 93.79 96.79 95.82
2000 94.51 96.74 95.41 97.66 95.55 96.71 92.69 93.33 96.51 95.77
2001 94.46 96.43 96.02 97.57 95.03 96.28 91.58 92.42 96.60 95.42
2002 94.24 96.39 96.25 97.45 95.07 96.10 91.22 92.58 96.63 95.39
Mean 94.81 96.62 95.91 97.54 95.36 96.50 91.98 93.45 96.44 95.61
Payment 1996 92.69 87.26 97.38 86.93 70.95 7713 66.79 81.66 74.56 81.63
1997 91.91 86.94 87.44 86.19 70.25 75.27 66.01 82.43 73.78 80.89
1998 91.57 85.71 85.86 85.07 68.61 7342 63.66 81.88 71.35 80.19
1999 91.20 84.86 84.80 83.80 67.14 71.76 58.67 79.89 68.09 80.18
2000 90.91 85.03 84.05 85.00 67.80 7216 60.90 80.41 67.92 79.98
2001 92.95 87.99 88.28 86.50 71.02 7472 65.59 83.57 70.62 83.00
2002 93.80 88.46 89.18 86.67 72.05 74.85 64.30 84.89 71.27 83.70
Mean 92.15 86.61 88.14 85.74 69.69 74.19 63.70 82.10 71.08 81.37

Figure 9: Mean Filing, Reporting and Payment
Compliance by Major Source of Income (%), 1996-2002
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Filing Behavior

The major source of income seems to influence filing compliance. Among
the self-employed, those receiving business income and commission income
have the lowest filing compliance rate. Taxpayers receiving investment in-
come over $3,000 and farmers show high levels of filing compliance. Capital
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gains and/or losses, gross rents in excess of $125,000, and fishing income
have a moderate effect on filing compliance. The general trend for filing
compliance is contrary to the observation in the tax compliance literature.
Wage earners report a lower filing compliance rate compared to the self-
employed (except those receiving commission income) for all the years
under study.

Reporting Behavior

It appears that no significant differences exist among the major sources of in-
come with regard to reporting compliance. Wage earners, fishing, and capital
gain/losses, though, show a relatively low reporting compliance among the
major sources of income. The low reporting compliance rate of wage earners
refutes what the tax compliance literature predicts.

Payment Behavior

Wage earners do a better job than other major income sources when it comes
to payment compliance. This observed behavior might reflect the fact that,
for wage earners, taxes are deducted at source, which for most taxpayers
reduces the taxes owing at the end of the tax year. Among the self-employed,
farming, business, and fishing have a high risk of no payment of taxes owing.

Tax Compliance by Marginal Tax Rates

The tax compliance rate (filing, reporting, and payment) based on the 2004
Federal Schedule 1 marginal tax brackets is shown in Table &, and the mean
tax compliance rate is shown in Figure 10. The income range for the low
marginal tax bracket (16 percent) and the high marginal tax bracket (29

Figure 10: Mean Filing, Reporting and Payment
Compliance by Marginal Tax Rates (%), 1996-2002
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percent) corresponds exactly to the low-income and high-income groups in
Table 6; hence, the tax compliance rates are the same. The income range for
the middle-income group is now split between the two middle marginal tax
brackets (22 percent and 26 percent).

Table 8: Tax Compliance by Marginal Tax Rates (%), 1996-2002

Tax Brackets (2004)
Year Marginal Tax Marginal Tax Marginal Tax Marginal Tax
Rate (16 Rate (22%) Rate (26%) Rate (29%)
Filing 1996 92.14 34.11 95.67 96.70
1997 92.36 93.70 95.47 96.64
1998 91.67 93.15 92.93 95.26
1999 92.20 93.15 95.12 96.73
2000 92.05 93.78 96.14 97.05
2001 92.13 93.66 95.83 96.68
2002 92.73 93.59 95.69 97.10
Mean 92.18 93.59 95.26 96.59
Reporting 1996 96.57 94.17 95.14 95.84
1997 95.72 93.81 95.18 95.94
1998 95.71 92.77 93.04 95.47
1999 94.95 92.91 95.66 96.41
2000 94.97 94.82 96.14 95.65
2001 94.93 94.02 95.46 95.72
2002 94.78 93.45 95.76 96.22
Mean 95.38 93.71 95.20 95.89
Payment 1996 90.89 81.28 67.99 63.72
1997 90.10 81.51 69.07 64.22
1998 91.01 84.93 79.34 67.44
1999 88.92 79.18 67.22 61.28
2000 88.25 71.37 63.80 61.00
2001 90.61 77.05 68.75 65.35
2002 91.58 81.60 72.06 68.33
Mean 90.19 79.56 69.75 64.48

Filing Behavior

The filing compliance rates for the low marginal tax bracket (16 percent)
and the upper marginal tax bracket (29 percent) are the same as the rates

for low-income and high-income taxpayers. The split of the middle-income
group into two marginal tax brackets (22 percent and 26 percent) does show
some slight differences in filing compliance over the study period, with the
26-percent marginal tax bracket having a higher tax compliance rate. The
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filing compliance rate for the two marginal tax brackets is higher than the
low marginal tax bracket (16 percent) but lower than the high marginal tax
bracket (29 percent). The observed pattern is similar to the filing compliance
of the taxable income group.

Reporting Behavior

The middle marginal tax brackets (22 percent and 26 percent) have relatively
lower reporting compliance compared to the low marginal tax bracket (16
percent) and the high marginal tax bracket (29 percent). The low marginal
tax bracket (16 percent) and the high marginal tax bracket (29 percent) have
comparable reporting compliance. This observation is contrary to the general
observation in the tax compliance literature that tax evasion should increase
with higher marginal tax rates.

Payment Behavior

The split of the middle-income group into two marginal tax brackets (22 per-
cent and 26 percent) does show significant differences in payment compli-
ance over the study period. In general, payment compliance decreases with
the marginal tax rate, that is, the higher the marginal tax rate, the lower is the
payment compliance, all other things being the same. It can be conjectured
that taxpayers in the high marginal tax bracket have a higher tax burden rela-
tive to the other tax brackets, and this might constrain their ability to make
good on tax obligations.

Tax Compliance by Filing Methods

The Canada Revenue Agency provides some programs that encourage
taxpayers to file, report, and pay their taxes.!> This section considers how the
various filing methods influence taxpayers’ compliance with tax laws.!®

15 Among these programs are the Voluntary Disclosures Program (VDP) and the Community Volunteer Income
Tax Program (CVITP).

6 The Canada Revenue Agency (CRA) provides four main methods for taxpayers to file their income tax returns.
These are the paper (hardcopy) and the electronic methods (Efile, Telefile, and Netfile). Efile is an electronic
service that allows registered tax professionals to send current-year individual tax returns to CRA over the
Internet. Telefile is an interactive computer program that allows eligible taxpayers (those with most common
types of income tax information such as employment income, pension income, interest income, registered
pension plan contributions, and charitable donations) to electronically file their tax returns for free using a
touch-tone telephone. Netfile allows taxpayers to file their income tax and benefit returns directly to CRA using
the Internet. Netfile is intended for individuals who use commercial software to manage their financial affairs
and prepare their tax returns. Netfile is available to most Canadians, but there are some types of tax returns that
cannot be submitted electronically using Netfile.
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Filing Methods

The filing methods available to taxpayers are paper (hard copy), electronic
filing (Efile), telephone filing (Telefile), electronic data interchange (EDI),
and Internet home filing. The tax compliance rate (filing, reporting, and pay-
ment) by filing method is shown in Table 9, and the mean filing, reporting,
and payment compliance is shown in Figure 11.

Table 9: Tax Compliance by Filing Methods (%), 1996-2002

Filing Method
Paper Electronic | Telephone | Electronic Internet
Year Filing Filing Filing Data inter- Home
(Hardcopy) (EFILE) (TELEFILE) change Filing
(EDI/EFILE)

Filing 1996 90.76 98.41 100.00 99.22 -
1997 90.66 98.80 100.00 98.94 -
1998 90.53 96.76 100.00 98.91 94.16
1999 90.52 96.60 100.00 98.92 97.64
2000 90.03 96.28 96.74 98.45 97.04
2001 89.64 96.36 96.59 98.13 97.54
2002 90.76 96.26 97.23 - 95.92
Mean 90.41 97.07 98.66 98.76 96.46

Reporting 1996 95.75 99.15 - 99.22 -
1997 95.69 99.05 - 99.09 -
1998 95.42 99.02 - 99.08 98.30
1999 95.82 98.91 - 98.97 97.63
2000 95.84 98.82 - 98.89 97.74
2001 95.29 98.82 - 99.86 97.40
2002 95.23 98.71 - - 97.53
Mean 95.58 98.93 - 99.19 97.67

Payment 1996 89.07 94.29 99.98 95.96 -
1997 87.92 93.71 99.50 94.74 -
1998 87.28 92.21 99.33 93.56 99.51
1999 86.67 90.14 99.22 91.54 96.25
2000 85.15 92.23 99.10 91.00 96.97
2001 87.68 93.45 99.23 91.94 97.15
2002 88.60 94.17 99.35 - 97.62
Mean 87.48 92.89 99.39 93.12 97.50
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Figure 11: Mean Filing, Reporting and Payment
Compliance by Filing Methods (%), 1996-2002
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Filing Behavior

Taxpayers using the paper method do perform poorly when it comes to filing
their taxes. The electronic methods, on the other hand, have a superior filing
compliance record. The agency needs to provide more incentives to taxpay-
ers through outreach programs (e.g., Community Volunteer Income Tax Pro-
gram) in order to increase filing compliance. Educating taxpayers to use the
electronic filing methods should be encouraged. The agency might consider
strategies to reduce the monetary costs of using the electronic methods in
order to encourage more taxpayers to them in filing their tax returns.

Reporting Behavior

Taxpayers using the electronic methods have a relatively higher report-

ing compliance rate than those using the paper method, though Telefile

has an exceptionally low reporting compliance rate. This is due to the fact
that taxpayers using telephone filing are not required to report their total

tax payable. Unlike the paper method, the electronic methods have inbuilt
mechanisms to control for simple arithmetic errors, which might not be
self-correcting with the paper method. Some of the tax noncompliance rate
for the paper filing method might be due to genuine arithmetic errors and not
intentional, which is difficult to isolate in the database.
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Payment Behavior

The paper method shows lower payment compliance relative to the elec-
tronic methods. The reason for this observed behavior among taxpayers is
not clear.

Multivariate Analysis

The preceding section provided an overview of the tax compliance rates
for filing, reporting, and payment. The focus has been frequency counts
(percentages) of the number of taxpayers with regard to filing, reporting,
and payment tax compliance, but does not provide statistical relationships
between the various compliance rates and the relevant variables. This sec-
tion is an attempt to provide empirical evidence for observed tax compli-
ance rates from 1996 to 2002. That is, the objective here is to identify any
statistical relationships and/or significance between the various measures
of tax compliance and the relevant variables. Statistical tests of significance
are carried out to identify factors that influence tax compliance. Appendix
D lists the dummy variable descriptions of all variables used in the analysis,
and Appendix E describes the multivariate process (logistic regression) in
some detail.

Results of the Logistic Regression Estimates

This section presents logistic regression estimates for the factors likely to
influence filing, reporting, and payment tax compliance over the study pe-
riod. The next subsection discusses factors influencing filing tax compliance,
reporting tax compliance, and payment tax compliance.

Filing Compliance Behavior

The odds ratio estimates for filing compliance are shown in Table 10, and the
interpretation of the odds ratios is provided in Table 11."

17 The Odds ratio indicates how much more likely, with respect to odds, a certain event occurs in one group rela-
tive to its occurrence in another group. For example, how much more likely are females (reference category)
to be filing compliant compared to males? The odds ratio shows the strength of the association between the
independent variable and the dependent variable. If the odds ratio is 1, then there is no association between the
independent variable and the dependent variable. If the odds ratio is greater than 1, then females (e.g., dummy
variable for gender in this study: female = 0 and males = 1) are more likely to be filing compliant than males.
If the odds ratio is less than 1, then males are less likely to be filing compliant than females. In Table 10, the
odds ratio for gender is 0.888, which implies males are roughly 11 percent less likely to be filing compliant
relative to females, all other things being the same.
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Table 10: Filing Compliance — Odds Ratio Estimates
) 95% Wald
Parameters E;?r;n;te Confidence
Intervals
Demographic Factors
Gender Male vs. Female 0.888 0.887 — 0.889
Age Group Middle vs. Young 1.083 1.081—1.085
Old vs. Young 2.061 2.055 — 2.067
Marital Status Widowed vs. Married/CL 0.743 0.740 — 0.746
Divorced vs. Married/CL 0.613 0.611-0.615
Separated vs. Married/CL 0.545 0.544 — 0.547
Single vs. Married/CL 0.726 0.725-0.727
Region Quebec vs. Atlantic 1.488 1.483 — 1.492
Ontario vs. Atlantic 0.692 0.690 — 0.694
Prairies vs. Atlantic 0.783 0.781-0.785
Pacific vs. Atlantic 0.625 0.623 — 0.627
Non-Residents vs. Atlantic 0.185 0.182-0.187
Income Factors
Pension Income Pension vs. No Pension 2.096 2.089 - 2.103
RRSP Income Income vs. No Income 0.818 0.816 — 0.820
Tax-Exempt Income Exempt vs. No Exempt 0.808 0.806 — 0.809
Main Source of Income Investment/Rent vs. Wages 1.291 1.288 — 1.295
Capital Gains/Loss vs. Wages 1.321 1.293 - 1.350
Self-Employed vs. Wages 0.979 0.977 — 0.981
Deduction Factors
Child Care Expenses Expenses vs. No Expenses 1.033 1.030 — 1.036
RPP Deduction Deduction vs. No Deduction 1.122 1.120-1.124
RRSP Deduction Deduction vs. No Deduction 1.785 1.782 - 1.788
Exploration & Devt. Expenses | Expenses vs. No Expenses 1.381 1.356 — 1.405
CRA Program Factors

Voluntary Program Preparer Participant vs. Non-Participant 1.508 1.493 — 1.524
Tax Preparer Services Preparer vs. No Preparer 0.692 0.691 —0.693
Filing Method EFILE vs. Paper 4.858 4.846 —4.870
TELEFILE vs. Paper 7.030 6.961 — 7.099
NETFILE vs. Paper 3.040 3.024 — 3.056
Marginal Tax Rates (%) 22% bracket vs. 16% bracket 1.055 1.052 — 1.058
26% bracket vs. 16% bracket 1.160 1.152 - 1.168
29% bracket vs. 16% bracket 1.851 1.828 — 1.874

Notes:
o N = 128,103,395

. Nagalkerke R? (Max-rescaled R-Square) = 0.1103
. All coefficients in the logistic regression have a statistical significance level of 0.0001.

Demographic Factors

The logistic regression estimates for the demographic factors are mixed,
with some factors having positive or adverse influence on filing compliance.
Estimates of the filing behavior of females are consistent with the general fil-
ing compliance rate. Females are more likely to be filing compliant relative
to males. The odds ratio indicates that males are 11 percent more likely to
file their taxes late compared to females. This is consistent with the conven-
tional wisdom that females tend to be more risk averse than males.
Compared to young (1434 years) taxpayers, middle-aged (3554

years) taxpayers are 8 percent less likely to file their taxes late, while older
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Table 11: Filing Compliance — Interpretation of the Odds Ratio Estimates™

Parameters

Filing Compliance Outcome

Demographic Factors

Less Likely to

More Likely to

File Late File Late
Gender Male vs. Female 11%
Age Group Middle vs. Young 8%
Old vs. Young 106%
Marital Status Widowed vs. Married/CL 26%
Divorced vs. Married/CL 39%
Separated vs. Married/CL 45%
Single vs. Married/CL 27%
Region Quebec vs. Atlantic 48%
Ontario vs. Atlantic 31%
Prairies vs. Atlantic 22%
Pacific vs. Atlantic 38%
Non-Residents vs. Atlantic 82%
Income Factors
Pension Income Pension vs. No Pension 109%
RRSP Income Income vs. No Income 18%
Tax-Exempt Income Exempt vs. No Exempt 20%
Main Source of Income Investment/Rent vs. Wages 29%
Capital Gains/Loss vs. Wages 32%
Self-Employed vs. Wages 2%
Deduction Factors
Child Care Expenses Expenses vs. No Expenses 3%
RPP Deduction Deduction vs. No Deduction 12%
RRSP Deduction Deduction vs. No Deduction 78%
Exploration & Devt. Expenses Expenses vs. No Expenses 38%
CRA Program Factors
Voluntary Program Preparer Participant vs. Non-Participant 50%
Tax Preparer Services Preparer vs. No Preparer 31%
Filing Method EFILE vs. Paper 385%
TELEFILE vs. Paper 603%
NETFILE vs. Paper 204%

Marginal Tax Rates (%)

22% bracket vs. 16% bracket

5%

26% bracket vs. 16% bracket

16%

29% bracket vs. 16% bracket

85%

* All numbers rounded to the nearest whole number

taxpayers (55 years and over) are 106 percent less likely to file their taxes
late. This observation is consistent with the frequency distributions. This
reinforces the general notion that older people tend to be more risk averse.
Marital status is found to influence filing tax compliance. Compared
to married and common-law taxpayers, all other categories of marital status
tend to be less filing compliant than those who are married. Specifically,
separated taxpayers have the lowest filing compliance rate (45 percent more
likely to file late), followed by divorced taxpayers (39 percent more likely to

file late).

Quebec Region taxpayers have a significantly higher filing compli-
ance rate compared to all other provinces/territories during the period under
study.’ Quebec Region taxpayers are 48 percent less likely to file their taxes

18 Tax returns data for Quebec include only the federal tax and do not include taxes paid to the Province of Que-
bec, while the other provinces/territories include both the federal and Provinces/Territories tax data.
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late relative to Atlantic Region (the base category) taxpayers. Non resident
taxpayers have the highest likelihood (82 percent) of filing their taxes late.

Income Factors

Similar to demographic factors, income factors also have mixed influence on
filing tax compliance. Estimates indicate that taxpayers receiving investment
and rent income and capital gains/losses are less likely to file their taxes late
(29 percent and 32 percent, respectively) than wage earners. On the other
hand, the self-employed are more likely to file their taxes late (2 percent)
compared to wage earners.

Taxpayers receiving Registered Pension Plan (RPP) income are 109
percent less likely to file their taxes late, while those receiving Registered
Retirement Savings Plan (RRSP) income are 18 percent more likely to file
their taxes late compared to taxpayers who do not receive pension and RRSP
income. This pattern reiterates the general finding in the tax compliance
literature. Older people are more risk averse than the young who tend to be
more risk taking.

Taxpayers receiving tax-exempt income (workers’ compensation ben-
efits, social assistance payments, and net federal supplements) generally do
not file their taxes on time. Specifically, tax-exempt earners are 20 percent
more likely to file their taxes late compared to taxpayers who do not receive
tax-exempt income.

Deduction Factors

Taxpayers claiming certain deductions are generally less likely to file their
taxes late. There seems to be not much of a difference between taxpayers
who claimed deductions for childcare expenses and those who do not. Tax-
payers claiming childcare expenses are 3 percent less likely to file their taxes
late compared to those who do not claim childcare expenses.

Taxpayers claiming RPP deduction are 11 percent less likely to file
their taxes late, while those claiming RRSP deduction are 78 percent less
likely to file their taxes late compared to taxpayers who do not claim pension
and RRSP deductions. Taxpayers who claim exploration and development
expenses are quick to file their tax returns. These taxpayers are 38 percent
less likely to be filing noncompliant compared to those who do not claim
exploration and development expenses.
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CRA Factors

Estimates indicate that taxpayers using electronic filing methods (Efile,
Telefile, and Netfile) have a significantly higher rate in filing compliance
than those using the paper method. Specifically, taxpayers using Efile (385
percent), Telefile (603 percent), and Netfile (204 percent) are less likely to
file their taxes late than taxpayers using the paper method. The electronic
methods are most attractive to taxpayers expecting to receive a refund
since these methods provide instant information on available refunds and
balance owing.

Estimates indicate a positive influence of the Community Volunteer
Income Tax Program (CVITP) on filing compliance. Taxpayers availing
themselves of the program are 50 percent less likely to file their taxes late
compared to other taxpayers not using the program. On the other hand, tax-
payers using the services of a professional tax preparer are 31 percent more
likely to file their taxes late compared to those who do not use tax preparers.

Finally, taxpayers in the lowest marginal tax bracket (16 percent) have
a lower filing compliance rate compared to all other marginal tax brackets.
Specifically, taxpayers in the 22-percent, 26-percent, and 29-percent mar-
ginal tax brackets are 5 percent, 16 percent, and 85 percent less likely to file
their taxes late compared to the lowest tax bracket taxpayers (16 percent),
respectively.

Reporting Compliance Behavior

This subsection discusses factors that influence reporting tax compliance for
the study period, 1996-2002. Table 12 shows the odds ratio estimates, and
Table 13 shows the interpretation of the odds ratio estimates.

Demographic Factors

Demographic factors influence tax-reporting compliance over time. Males
tend to be less reporting compliant than females. It is not surprising to find
that males are 33 percent more likely to underreport their taxes owing com-
pared to females. This observation is consistent with the tax compliance lit-
erature (Baldry, 1987; and Torgler and Schneider, 2004). Li (2007) finds that
females are 18.9 percent less likely to be reporting noncompliant compared
to males, using T1 tax return data for 2002.

Young taxpayers are ahead when it comes to reporting their taxes ow-
ing compared to middle-aged and older taxpayers. Again, the observation
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Table 12: Reporting Compliance — Odds Ratio Estimates

Point 95%. Wald
Parameters ; Confidence
Estimate
Intervals
Demographic Factors

Gender Male vs. Female 0.671 0.670—0.672
Age Group Middle vs. Young 0.874 0.872 -0.876
Old vs. Young 0.917 0.914 — 0.921

Marital Status Widowed vs. Married/CL 0.899 0.895—0.903
Divorced vs. Married/CL 0.747 0.744 - 0.750

Separated vs. Married/CL 0.714 0.711-0.717

Single vs. Married/CL 0.961 0.959 — 0.964

Region Quebec vs. Atlantic 1.593 1.587 — 1.598
Ontario vs. Atlantic 0.916 0.913 -0.919

Prairies vs. Atlantic 1.013 1.009 - 1.016

Pacific vs. Atlantic 0.943 0.940 — 0.947

Non-Residents vs. Atlantic 0.295 0.289 — 0.301

Income Factors

Pension Income Pension vs. No Pension 0.781 0.778 - 0.784
RRSP Income Income vs. No Income 0.422 0.421-0.423
Tax-Exempt Income Exempt vs. No Exempt 2.780 2.770 — 2.790
Main Source of Income Investment/Rent vs. Wages 0.974 0.971-0.977
Capital Gains/Loss vs. Wages 0.594 0.583 — 0.605

Self-Employed vs. Wages 0.833 0.830 — 0.835

Deduction Factors
Child Care Expenses Expenses vs. No Expenses 0.929 0.925 - 0.933
RPP Deduction Deduction vs. No Deduction 0.702 0.700 — 0.704
RRSP Deduction Deduction vs. No Deduction 0.709 0.707 - 0.710
Exploration & Devt. Expenses Expenses vs. No Expenses 0.895 0.880 — 0.910
CRA Program Factors

Voluntary Program Preparer Participant vs. Non-Participant 1.518 1.491 — 1.545
Tax Preparer Services Preparer vs. No Preparer 2.510 2.503 -2.516
Filing Method EFILE vs. Paper 2.527 2.517 - 2.537
NETFILE vs. Paper 2.331 2.318 —2.345

Marginal Tax Rates (%) 22% bracket vs. 16% bracket 0.869 0.866 — 0.871
26% bracket vs. 16% bracket 0.893 0.886 — 0.900

29% bracket vs. 16% bracket 0.957 0.945 — 0.968

Notes:
. N = 128,103,395

. Nagalkerke R? (Max-rescaled R-Square) = 0.2510
. All coefficients in the logistic regression have a statistical significance level of 0.0001.

here is consistent with the earlier pattern in the first part of this report. Young
taxpayers might have simpler tax situations relative to the middle-aged and
older age cohorts. Specifically, older taxpayers are 8 percent more likely to
underreport their taxes, whereas the middle-aged taxpayers are 13 percent
more likely to underreport their taxes owing compared to young taxpayers.
The middle-aged cohorts might have more complex tax situations and more
financial obligations compared to young and older taxpayers. The fact that
older taxpayers are less likely to underreport their taxes compared to middle-
aged taxpayers is consistent with the tax compliance literature (Andreoni

et al., 1998).

The reporting behavior with regard to marital status is very similar to
the pattern in filing behavior. Again, separated taxpayers have the lowest
reporting compliance rate (29 percent more likely to underreport their taxes
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Table 13: Reporting Compliance — Interpretation of the Odds Ratio Estimates*

Parameters Reporting Compliance Outcome
Less Likely to More Likely to
Demographic Factors Underreport Underreport
Gender Male vs. Female 33%
Age Group Middle vs. Young 13%
Old vs. Young 8%
Marital Status Widowed vs. Married/CL 10%
Divorced vs. Married/CL 25%
Separated vs. Married/CL 29%
Single vs. Married/CL 4%
Region Quebec vs. Atlantic 59%
Ontario vs. Atlantic 8%
Prairies vs. Atlantic 1%
Pacific vs. Atlantic 6%
Non-Residents vs. Atlantic 70%
Income Factors
Pension Income Pension vs. No Pension 22%
RRSP Income Income vs. No Income 58%
Tax-Exempt Income Exempt vs. No Exempt 178%
Main Source of Income Investment/Rent vs. Wages 3%
Capital Gains/Loss vs. Wages 40%
Self-Employed vs. Wages 17%
Deduction Factors
Child Care Expenses Expenses vs. No Expenses 7%
RPP Deduction Deduction vs. No Deduction 30%
RRSP Deduction Deduction vs. No Deduction 29%
Exploration & Devt. Expenses Expenses vs. No Expenses 1%
CRA Program Factors
Voluntary Program Preparer Participant vs. Non-Participant 52%
Tax Preparer Services Preparer vs. No Preparer 151%
Filing Method EFILE vs. Paper 152%
NETFILE vs. Paper 133%
Marginal Tax Rates (%) 22% bracket vs. 16% bracket 13%
26% bracket vs. 16% bracket 1%
29% bracket vs. 16% bracket 4%

* All numbers rounded to the nearest whole number.

owing); followed by divorced taxpayers (25 percent more likely to under-
report their taxes owing) compared to married and common-law taxpayers.
For separated and divorce taxpayers, tax complexities in terms of various
deductions, credits, and division of assets might influence tax reporting be-
havior. On the other hand, the Taxpayer Compliance Measurement Program
(TCMP) data indicate that noncompliance is more common and of greater
magnitude among households in which the head is married (Andreoni

etal., 1998).

The observation under filing compliance behavior is mimicked with

the reporting compliance. Quebec Region continues to be the province with
the highest reporting compliance (59 percent less likely to underreport taxes)
compared to taxpayers in the Atlantic Region. Prairies Region taxpayers are
1 percent less likely to underreport taxes owing than the Atlantic Region.
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Taxpayers in the Ontario Region (8 percent) and the Pacific Region (6 per-
cent) are more likely to underreport taxes compared to the Atlantic Region.
Again, nonresident taxpayers are the least likely (70 percent) to underreport
their taxes owing.

Income Factors

All income factors indicate a greater likelihood of tax underreporting except
for taxpayers who receive tax-exempt benefits. The reporting compliance
levels are very similar among taxpayers who are wage earners and those re-
ceiving investment and rent income. Taxpayers receiving capital gains/losses
are the least compliant (40 percent more likely to underreport taxes com-
pared to wage earners). The complex accounting and reporting rules among
different companies regarding capital gains/losses might explain this pattern.

Self-employed are 17 percent more likely to underreport income com-
pared to wage earners. The case of the self-employed is consistent with the
tax compliance literature. Self-employed taxpayers have higher tax compli-
ance costs so that taxes become more visible to them (Lewis, 1982). The
1985 household Taxpayer Compliance Measurement Program (TCMP) data
indicate that, among all sole proprietors, those who engaged in sales from
fixed locations (car dealerships, stores, restaurants, etc.) understated taxes by
the greatest percentage (39 percent), followed by those involved in transpor-
tation, communication, and utilities (36 percent) and those in retail sales (31
percent). Business filers in finance, real estate, and insurance; agriculture,
forestry, and fishing; and wholesale trade industries understated taxes by
the lowest percentages, 16 percent, 18 percent, and 19 percent, respectively
(Andreoni et al., 1998).

Even though taxpayers receiving pension income are ahead when it
comes to filing their tax returns, they tend to do a poor job with regard to
reporting their taxes owing. Registered pension income earners (22 percent)
and RRSP income earners (58 percent) are more likely to underreport their
taxes owing compared to taxpayers who do not receive pension and
RRSP income.

Tax-exempt income earners are over one and one-half times (or 178
percent) less likely to underreport their taxes than nontax-exempt taxpayers.
The tax database does not provide any clues as to this observed behaviour.
It may be conjectured that since this group of taxpayers did not work for the
income it received (especially, social assistance and federal supplements),
there is less incentive not to correctly report income.
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Deduction Factors

When it comes to deduction items, all taxpayers claiming these deductions
are more likely to underreport their taxes owing. Taxpayers claiming deduc-
tions for childcare expenses are 7 percent more likely to underreport their
taxes than taxpayers who have no childcare expenses. This might be due

to lack of recordkeeping and the necessary receipts to back such expense
deductions. Assessment Officers might disallow expenses that lack
supporting documentation.

Taxpayers who claim the registered pension deduction (30 percent)
and the RRSP deduction (29 percent) are more likely to underreport their
taxes owing compared to taxpayers who do not claim pension and RRSP
deductions. This observation could be due to improper deductions for RRSP
contributions that have been previously deducted, for example, repayments
for the Home Buyers Plan and the Lifelong Learning Plan, that are later cor-
rected through assessments and/or reassessments.

Even though taxpayers who claim exploration and development
expenses are quick to file their tax returns on time, they fall behind when it
comes to correctly reporting their incomes. These taxpayers are 11 percent
more likely to underreport taxes owing than those who do not claim explora-
tion and development expenses.

CRA Factors

The electronic methods, especially, Efile and Netfile, have exception-

ally high levels of reporting compliance compared to the paper method."
Taxpayers using Efile (152 percent) and Netfile (133 percent) are less likely
to underreport their taxes owing compared to paper filers. The electronic
methods have inbuilt mechanisms to control for simple arithmetic errors that
might not be self-correcting with the paper method.

It is no coincidence that taxpayers using the CVITP are ahead when it
comes to reporting their taxes owing correctly compared to those not using
the program. In short, the CVITP seems to achieve its objective, though this
study did not take into account agency resources devoted to the program.
CVITP users are 52 percent less likely to underreport their taxes owing than

1" The results of the Processing Review (PR) are quite different. Based on a random sample of all individuals
who claim deductions/credits reviewed in the PR program (the majority of deductions/credits on the T1 return),
with the added condition of a $50 tax recovery resulting if a claim was disallowed, the 2002-2003 program
estimated a noncompliance rate of 10.1 percent for 2001 returns. In addition, the results indicated that the
estimated noncompliance rate for the Netfile population (13.7 percent ) is higher than for all the other filing
methods (9.3 percent for paper and 9.9 percent for Efile) (IRPPD, 2004).
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those who do not use the program. Education and outreach programs to en-
courage low-income taxpayers to use the program would influence reporting
compliance, all other things being the same.

The tax literature presents mixed results on the impact of tax prepar-
ers on tax compliance. Results in this study indicate that taxpayers using a
professional tax preparer are 1.5 times more likely to correctly report their
taxes compared to those who do not use a tax preparer. This observation is
contrary to some of the findings by Erard (1993) and Klepper and
Nagin (1989).

Klepper and Nagin (1989) used data from the Internal Revenue Ser-
vice’s (IRS) Taxpayer Compliance Measurement Program, and an index of
legal ambiguity based on Revenue Rulings, to assess the impact of prepara-
tion mode (paid third party versus self) on compliance at the level of the
return line item. Results suggest that preparers contribute to compliance by
enforcing legally clear requirements but also contribute to noncompliance, as
measured by the IRS, by helping taxpayers take advantage of legal ambigu-
ity. Furthermore, an analysis of a campaign to enforce estimated tax require-
ments conducted by the Pennsylvania Department of Revenue suggests that
tax preparers also provide an important network for communicating tax
agency enforcement priorities to taxpayers.

Erard (1993) provided a joint analysis of tax preparation mode and tax
noncompliance. He used microlevel audit data from the Internal Revenue
Service. Although the availability of tax practitioners undoubtedly reduces
many of the informational and computational barriers to tax compliance,
results indicate that use of certified public accountants (CPAs) and attorneys
is associated with increased noncompliance. Results may have negative
implications for both tax equity and tax efficiency.

The tax literature argues that higher taxes may or may not lead to tax
evasion (Allingham and Sandmo, 1972; and Yitzhaki, 1974). Compared to
the lowest tax bracket (16 percent), taxpayers in the higher tax brackets (22
percent, 26 percent, and 29 percent) are more likely to underreport taxes
owing, all other things being the same. Analysis indicates that taxpayers in
the 22-percent, 26-percent, and 29-percent tax brackets are 13 percent, 11
percent, and 4 percent, respectively, more likely not to report taxes correctly
compared to the lowest tax bracket taxpayers (16 percent). Estimates in our
study reinforce the following previous studies on the marginal tax rate and
tax compliance.

Clotfelter (1983) finds that the elasticity of underreporting with respect
to the marginal tax rate is positive for every audit class, with the magni-
tude of the elasticity varying from 0.5 to more than 3.0. In their analysis of
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noncompliance based on Swiss canton data, Pommerehne and Frey (1992)
include both a measure of the canton tax rate and the median income as in-
dependent variables. Their results indicate a positive, significant relationship
between each of these variables and noncompliance, similar to Clotfelter’s
result. Joulfaian and Rider (1996) examine the impact of tax rates (inclusive
of Social Security taxes and accounting for the Earned Income Tax Credit)
for a random sample of low-income households from the 1988 Taxpayer
Compliance Measurement Program (TCMP). They find that both the prob-
ability and the level of noncompliance among low-income proprietors are
positively and significantly associated with the marginal tax rate, consistent
with Clotfelter.

On the contrary, Alm, Bahl, and Murray (1993) report results for
Jamaica from the estimation of three-equation models in which the depen-
dent variables are evasion, reported income, and “allowance” income. They
include the marginal tax rate as an independent variable in their equations
but did not include any measure of income. Their results indicate that an
increase in the marginal tax rate actually lowers evasion.

Payment Compliance Behavior

This subsection discusses factors that influence payment tax compliance for
the study period, 1996-2002. Table 14 shows the odds ratio estimates, and
Table 15 shows the interpretation of the odds ratio estimates.

Demographic Factors

Results of the estimates for demographic factors on tax payment compliance
are mixed. Logistic regression estimates indicate that males are 30 percent
more likely to pay taxes late compared to females. Males generally have
higher incomes and more financial obligations compared to females, and
hence have higher tax obligations. This might explain the inability of males
to honor their tax payments compared to females.

Older taxpayers come ahead of young and middle-aged taxpayers with
regard to payment compliance. Older taxpayers are 20 percent less likely to
pay taxes late, while middle-aged taxpayers are 6 percent more likely to pay
taxes late compared to young taxpayers.

The same pattern in payment behavior is observed in filing and report-
ing compliance. Separated and divorced taxpayers have the lowest payment
compliance rates compared to married and common-law taxpayers, as well
as other marital categories. Separated taxpayers are 33 percent more likely
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Table 14: Payment Compliance — Odds Ratio Estimates

Point 95%. Wald
Parameters Estimate Confidence
Intervals
Demographic Factors

Gender Male vs. Female 0.698 0.698- 0.699

Age Group Middle vs. Young 0.936 0.934 — 0.937

Old vs. Young 1.201 1.199 — 1.204

Marital Status Widowed vs. Married/CL 0.814 0.812-0.816

Divorced vs. Married/CL 0.697 0.695 — 0.698

Separated vs. Married/CL 0.672 0.670 - 0.674

Single vs. Married/CL 1.023 1.021 - 1.025

Region Quebec vs. Atlantic 1.708 1.704 - 1.712

Ontario vs. Atlantic 1.143 1.141-1.146

Prairies vs. Atlantic 1.116 1.113-1.119

Pacific vs. Atlantic 1.047 1.044 - 1.050

Non-Residents vs. Atlantic 1.464 1.433 — 1.495

Income Factors

Pension Income Pension vs. No Pension 0.731 0.729 - 0.733

RRSP Income Income vs. No Income 0.395 0.394 — 0.396

Tax-Exempt Income Exempt vs. No Exempt 2.385 2.380 — 2.391

Main Source of Income Investment/Rent vs. Wages 0.723 0.722 - 0.724

Capital Gains/Loss vs. Wages 0.586 0.579 — 0.593

Self-Employed vs. Wages 0.357 0.356 — 0.357

Deduction Factors

Child Care Expenses Expenses vs. No Expenses 1.083 1.080 — 1.086

RPP Deduction Deduction vs. No Deduction 1.150 1.148 - 1.152

RRSP Deduction Deduction vs. No Deduction 1.022 1.021 -1.024

Exploration & Devt. Expenses | Expenses vs. No Expenses 0.976 0.968 — 0.985

CRA Program Factors

Voluntary Program Preparer Participant vs. Non-Participant 3.957 3.878 —4.038

Tax Preparer Services Preparer vs. No Preparer 0.637 0.636 — 0.638

Filing Method EFILE vs. Paper 2.703 2.698-2.707
TELEFILE vs. Paper 13.101 12.909 — 13.297

NETFILE vs. Paper 4.336 4.312 - 4.360

Marginal Tax Rates (%) 22% bracket vs. 16% bracket 0.645 0.644 — 0.646

26% bracket vs. 16% bracket 0.492 0.490 — 0.494

29% bracket vs. 16% bracket 0.395 0.393-0.398

Notes:
. N = 128,103,395

. Nagalkerke R? (Max-rescaled R-Square) = 0.1384
. All coefficients in the logistic regression have a statistical significance level of 0.0001.

to pay taxes late, while divorced taxpayers are 30 percent more likely to pay

taxes late compared to married and common-law taxpayers.

Estimates indicate that Quebec Region is the favored region when
it comes to paying taxes owed. Quebec Region is 71 percent less likely to
pay taxes late compared to taxpayers in the Atlantic Region. Unexpectedly,
nonresident taxpayers are ranked second regarding their ability to pay taxes

owing. Specifically, nonresident taxpayers are 46 percent less likely to pay
taxes late than taxpayers in the Atlantic Region.

Income Factors

The taxpayers’ sources of income influence their ability to pay taxes on
time. Wage earners do a better job paying taxes owing compared to other
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Table 15: Payment Compliance — Interpretation of the Odds Ratio Estimates*

Parameters Payment Compliance Outcome
Demographic Factors Less Likely to More Likely to
Pay Late Pay Late
Gender Male vs. Female 30%
Age Group Middle vs. Young 6%
Old vs. Young 20%
Marital Status Widowed vs. Married/CL 19%
Divorced vs. Married/CL 30%
Separated vs. Married/CL 33%
Single vs. Married/CL 2%
Region Quebec vs. Atlantic 1%
Ontario vs. Atlantic 14%
Prairies vs. Atlantic 11%
Pacific vs. Atlantic 4%
Non-Residents vs. Atlantic 46%
Income Factors
Pension Income Pension vs. No Pension 27%
RRSP Income Income vs. No Income 60%
Tax-Exempt Income Exempt vs. No Exempt 138%
Main Source of Income Investment/Rent vs. Wages 28%
Capital Gains/Loss vs. Wages 41%
Self-Employed vs. Wages 64%
Deduction Factors
Child Care Expenses Expenses vs. No Expenses 8%
RPP Deduction Deduction vs. No Deduction 15%
RRSP Deduction Deduction vs. No Deduction 2%
Exploration & Devt. Expenses | Expenses vs. No Expenses 2%
CRA Program Factors
Voluntary Program Preparer Participant vs. Non-Participant 295%
Tax Preparer Services Preparer vs. No Preparer 36%
Filing Method EFILE vs. Paper 170%
TELEFILE vs. Paper 1,310%
NETFILE vs. Paper 333%
Marginal Tax Rates (%) 22% bracket vs. 16% bracket 35%
26% bracket vs. 16% bracket 51%
29% bracket vs. 16% bracket 60%

* All numbers rounded to the nearest whole number.

major income sources. The self-employed are 64 percent more likely,
taxpayers receiving capital gains/losses are 41 percent more likely,
and taxpayers receiving investment and rent income are 28 percent more
likely to pay taxes late compared to wage earners. Registered pension
income earners (27 percent) and RRSP income earners (60 percent) are
more likely to pay taxes late compared to those not receiving pension
and RRSP income. This might be explained by the low-income status of
most pensioners. Tax-exempt taxpayers are 138 percent less likely to pay
any taxes late compared to other taxpayers.
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Deduction Factors

All taxpayers claiming deductions do a good job when it comes to paying
taxes. Taxpayers who claim childcare deductions are 8 percent less likely

to pay taxes late compared to those who do not claim childcare deductions.
This observation is not surprising, given that most taxpayers who claim
childcare deductions are females. Analysis in this study indicates that fe-
males are more tax compliant (filing, reporting, and payment) than males, all
other things being the same.

Compared to taxpayers who do not claim registered pension and RRSP
deductions, taxpayers who claim deductions for pension and RRSP are 15
percent and 2 percent, respectively, less likely to pay taxes late. Taxpayers
who claim exploration and development expenses are 2 percent more likely
to pay taxes late than those who do not make such claims.

CRA Factors

The general observation is that CRA factors have both favorable and un-
favorable influence on the willingness of taxpayers to honor tax payment
obligations. Estimates here are very similar to filing and reporting compli-
ance behavior. The electronic methods indicate a higher level of payment
compliance than the paper method. CVITP users are less likely to pay taxes
late than taxpayers who do not use the program. Specifically, CVITP users
are 3.8 times less likely to pay any balance owing late than taxpayers who do
not make use of the program. Taxpayers using a professional tax preparer are
36 percent more likely to pay taxes late compared to other taxpayers. This
should not be surprising since taxpayers may have an incentive to first pay
the tax preparer than to pay the tax authority. This might be due to the need
to maintain the established networking relationship with the professional tax
preparer.

Similar to reporting behavior, taxpayers in the highest tax brackets (22
percent, 26 percent, and 29 percent) are more likely to pay taxes late. It is
obvious that taxpayers in the highest tax brackets have higher tax obligations
in addition to other financial responsibilities that might constrain their ability
to pay taxes on time. The next section concludes the paper.

Conclusion

Personal income tax is an important source of revenue for both federal and
provincial/territorial governments in Canada. For instance, personal income
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taxes accounted for an average of $81.6 billion quarterly in revenues for the
Federal government from 2000 to 2004. The Canadian tax system assumes
voluntary compliance and self-assessment by individual taxpayers. Even
though many taxpayers comply with their tax obligations, others do not. The
tax literature identifies several factors, both economic and noneconomic,

as determinants of the taxpayer compliance decision. This research aims

at identifying the factors that contribute to the observed tax compliance of
individual taxpayers over time.

A balanced panel (longitudinal microdata from T1 tax returns) was
used to analyze the impact of several economic and non-economic factors
on Canadian tax compliance from 1996 to 2002. Frequency distributions
were used to study patterns in tax compliance among different categories
of taxpayers. Also, a multivariate analysis using a logistic regression was
used to identify the likelihood of various economic and noneconomic factors
influencing tax compliance.

The findings of the study indicate several contributing factors for Ca-
nadian tax compliance. At the same time, other factors represent high risks to
Canadians’ tax compliance. These risk areas are worthy of greater attention
by the Canada Revenue Agency. Specifically, the study finds that females
are more tax compliant (filing, reporting, and payment) than males. Further-
more, middle-aged taxpayers are less tax compliant compared to young and
older taxpayers. Married and common-law taxpayers are more likely to be
tax compliant than other marital status categories. Nonresidents have a lower
compliance rate than other regions of Canada.

Among others, low-income taxpayers are more likely to be tax compli-
ant compared to middle- and high-income taxpayers. This finding is also true
for taxpayers in the lowest tax bracket compared to taxpayers in the high-
est tax bracket. The likelihood of wage earners filing, reporting, and paying
taxes due are better than taxpayers receiving investment and rent income and
capital gains/losses and for the self-employed. The electronic methods are
superior in promoting tax compliance relative to the paper method. Also, the
use of professional tax preparers improves reporting compliance, though the
record on filing and payment compliance is unfavorable. Finally, taxpayers
who claim various deductions (e.g., childcare expenses, pension and RRSP,
and exploration and development expenses) are less likely to be reporting
tax compliant than those taxpayers who do not claim such deductions.

The analysis in this paper has revealed several interesting facts about
Canadian taxpayers’ compliance behavior with regard to filing, reporting,
and paying taxes. Other interesting research questions, though, were beyond
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the scope of this study. For instance, what are the characteristics of taxpay-
ers who use professional tax preparers to file their tax returns? Or what are
the characteristics of taxpayers who avail themselves of the benefits of the
community volunteer income tax program to file their tax returns? Given the
importance of these topics, they surely deserve further investigation.
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Appendices

Appendix A: Collinearity Tests for the Independent
Variables

Variance s
Variable Inflation Eigenvalue Ccmgg)l(on
Factor
Gender 1.14374 2.22051 1.69249
Child Care Expenses 1.06488 1.35765 2.16451
RPP Income 2.72935 1.25314 2.25296
RRSP Deduction 1.26059 1.11730 2.38598
RRSP Income 1.02607 1.08395 2.42241
Tax Preparer Services 1.50937 1.03641 2.47735
RPP Deduction 1.21546 1.02914 2.48608
Exploration and Development Expenses 1.02160 1.01589 2.50225
Tax-Exempt Income 1.24341 1.00351 2.51763
Voluntary Program Participant 1.01924 1.00155 2.52009
Quebec 3.16964 0.99915 2.52312
Ontario 3.62269 0.98819 2.53708
Prairies 2.62864 0.96714 2.56454
Pacific 2.30588 0.95018 2.58733
Non-residents 1.00910 0.92521 2.62200
Widowed 1.34071 0.90088 2.65718
Divorced 1.05661 0.88466 2.68143
Separated 1.03997 0.84295 2.74697
Single 1.31252 0.76075 2.89157
Efile 1.39501 0.70053 3.01328
Telefile 1.02657 0.94909 3.13040
Netfile 1.03467 0.55963 3.37135
Investment/Rent Income 1.16124 0.52574 3.47832
Capital Gains 1.00316 0.46161 3.71205
Self-employed 1.14546 0.41883 3.89702
Middle Age 1.77874 0.33583 4.35204
Old Age 3.34812 0.29350 4.65528
Marginal Tax Rate (22%) 1.34462 0.20133 5.62086
Marginal Tax Rate (26%) 1.11324 0.12108 7.24811
Marginal Tax Rate (29%) 1.07200 0.03393 13.69200

Notes:

. Variance Inflation Factor (VIF) shows how the variance of an estimator is inflated by the
presence of multicollinearity. As a rule of thumb, if the VIF of a variable exceeds 10 that
variable is said to be highly collinear.

. Eigenvalues near zero indicate strong collinearity.

. Condition Index values between 10 and 30 suggest weak dependencies, between 30 and
100 indicate moderate dependencies, and greater than 100 indicate strong collinearity.
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Appendix B: Frequency Counts for the Tax
Compliance Tables
Table 1B: Tax Compliance in General, 1996-2002
1996 1997 1998 1999 2000 2001 2002
Filing 16,888,770 | 16,924,902 | 16,863,767 | 16,892,582 | 16,856,664 | 16,872,000 | 16,983,174
Reporting | 17,646,664 | 17,494,103 | 17,360,070 | 17,354,053 | 17,381,343 | 17,369,887 | 17,337,096
Payment | 16,493,785 | 16,343,111 | 16,223,042 | 16,100,707 | 16,059,130 | 16,490,572 | 16,638,926
Table 2B: Tax Compliance by Gender, 1996-2002
1996 1997 1998 1999 2000 2001 2002
Male
Filing 8,292,667 | 8,302,822 | 8,266,711 | 8,282,835 | 8,273,240 | 8,287,825 | 8,368,108
Reporting | 8,631,889 | 8,556,320 | 8,492,096 | 8,492,078 | 8,513,754 | 8,489,711 | 8,474,884
Payment | 7,930,854 | 7,838,213 | 7,764,142 | 7,693,810 | 7,680,246 | 7,919,411 | 8,008,304
Female
Filing 8,593,154 | 8,619,126 | 8,594,109 | 8,606,770 | 8,580,455 | 8,581,195 | 8,612,064
Reporting | 9,011,708 | 8,934,623 | 8,864,824 | 8,858,822 | 8,864,461 | 8,877,046 | 8,859,051
Payment | 8,559,958 | 8,501,876 | 8,455,861 | 8,404,079 | 8,375,913 | 8,568,168 | 8,627,633
Table 3B: Tax Compliance by Age Group, 1996-2002
Age Group (Years)
Year
0-14 | 15-24 25-34 35-44 45-54 55 - 64 65+
Filing 1996 | 28,054 | 2,052,693 | 3,483,272 | 3,979,668 | 3,005,629 | 1,958,674 | 2,380,780
1997 | 20,634 | 1,795,303 | 3,350,296 | 4,031,827 | 3,129,875 | 2,022,910 | 2,574,057
1998 | 15,691 | 1,511,456 | 3,195,013 | 4,050,316 | 3,238,524 | 2,094,453 | 2,758,314
1999 | 12,164 | 1,232,899 | 3,076,484 | 4,074,157 | 3,378,952 | 2,176,113 | 2,941,813
2000 | 9,432 | 947,374 | 2,981,024 | 4,035,864 | 3,502,307 | 2,256,087 | 3,124,576
2001 | 7,484 | 672,901 | 2,926,807 | 3,984,505 | 3,595,136 | 2,378,716 | 3,306,451
2002 | 5904 | 410,708 | 2,914,393 | 3,933,855 | 3,695,809 | 2,535,395 | 3,487,110
Reporting | 1996 | 31,147 | 2,237,541 | 3,758,456 | 4,200,577 | 3,095,361 | 1,970,728 | 2,352,854
1997 | 21,915 | 1,913,049 | 3,583,725 | 4,222,261 | 3,200,577 | 2,024,916 | 2,527,660
1998 | 16,579 | 1,602,730 | 3,418,279 | 4,236,572 | 3,296,472 | 2,092,282 | 2,697,156
1999 | 12,733 | 1,301,940 | 3,283,502 | 4,250,191 | 3,436,621 | 2,177,736 | 2,891,330
2000 | 9,978 | 1,005,716 | 3,198,590 | 4,244,116 | 3,580,987 | 2,262,205 | 3,079,751
2001 | 7,895 | 715,758 | 3,129,702 | 4,180,686 | 3,672,004 | 2,379,298 | 3,284,544
2002 | 6,225 | 429,206 | 3,055,474 | 4,082,728 | 3,751,974 | 2,533,816 | 3,477,673
Payment | 1996 | 30,028 | 2,165,499 | 3,535,851 | 3,899,127 | 2,854,795 | 1,799,826 | 2,208,659
1997 | 21,251 | 1,847,399 | 3,369,105 | 3,925,831 | 2,955,875 | 1,841,485 | 2,382,165
1998 | 15,790 | 1,556,188 | 3,231,509 | 3,947,379 | 3,052,726 | 1,891,540 | 2,527,910
1999 | 11,619 | 1,256,651 | 3,092,824 | 3,942,560 | 3,162,177 | 1,950,245 | 2,684,631
2000 | 9,529 | 963,837 | 3,001,471 | 3,912,086 | 3,278,970 | 2,028,089 | 2,865,148
2001 | 7,600 | 692,448 | 3,007,768 | 3,970,481 | 3,471,828 | 2,215,407 | 3,125,040
2002 | 5992 | 421,668 | 2,986,800 | 3,931,312 | 3,585,528 | 2,369,329 | 3,338,297
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Table 4B: Tax Compliance by Marital Status, 1996-2002
Marital Status
vear Married CoanarrJvon- Widowed | Divorced | Separated Single
Filing 1996 | 9,217,779 937,427 957,856 | 848,134 609,688 | 4,278,377
1997 | 9,304,123 | 1,002,973 | 1,017,211 | 861,212 628,337 | 4,092,107
1998 | 9,340,625 | 1,056,223 | 1,071,919 | 869,487 639,660 | 3,874,568
1999 | 9,424,774 | 1,099,634 | 1,124,826 | 882,332 654,287 | 3,699,231
2000 | 9,462,120 | 1,126,775 | 1,173,926 | 894,338 670,920 | 3,523,440
2001 | 9,494,431 | 1,178,793 | 1,230,110 | 917,252 687,532 | 3,358,650
2002 | 9,554,890 | 1,240,102 | 1,282,886 | 937,512 708,500 | 3,256,968
Reporting | 1996 | 9,434,711 992,299 960,962 | 899,250 668,935 | 4,646,565
1997 | 9,443,779 | 1,050,095 | 1,014,320 | 903,623 682,089 | 4,378,054
1998 | 9,448,662 | 1,100,839 | 1,062,101 | 906,352 693,472 | 4,134,256
1999 | 9,519,134 | 1,140,849 | 1,119,377 | 918,207 706,929 | 3,939,264
2000 | 9,593,383 | 1,173,450 | 1,175,489 | 933,454 728,886 | 3,768,922
2001 | 9,610,327 | 1,217,206 | 1,241,172 | 955,652 743,707 | 3,596,525
2002 | 9,631,314 | 1,270,528 | 1,301,250 | 963,658 752,002 | 3,415,780
Payment 1996 | 8,745,473 926,902 891,204 | 830,367 609,526 | 4,447,602
1997 | 8,757,239 979,397 946,610 | 833,694 620,823 | 4,184,344
1998 | 8,752,229 | 1,026,861 988,411 | 840,026 633,011 | 3,969,273
1999 | 8,742,950 | 1,058,908 | 1,034,644 | 850,109 643,487 | 3,761,542
2000 | 8,800,230 | 1,082,399 | 1,084,942 | 858,850 656,885 | 3,569,414
2001 | 9,081,641 | 1,159,529 | 1,175,416 | 907,783 690,836 | 3,471,211
2002 | 9,204,078 | 1,220,882 | 1,236,229 | 926,495 708,385 | 3,340,572
Table 5B: Tax Compliance by Province/Territory, 1996-2002
Province/Territory
Year
NFL PEI NS NB Qc ON
Filing 1996 | 323,621 | 79,857 | 529,336 | 449,182 | 4,368,885 | 6,199,468
1997 | 319,138 | 79,493 | 526,302 | 445917 | 4,376,340 | 6,213,079
1998 | 313,011 | 79,268 | 525590 | 444,782 | 4,378,547 | 6,170,229
1999 | 313,923 | 79,256 | 529,455 | 446,471 | 4,385468 | 6,191,523
2000 | 308,609 | 79,081 | 525,376 | 443,504 | 4,373,231 | 6,168,179
2001 | 306,674 | 79,304 | 523,498 | 441,179 | 4,373,534 | 6,177,758
2002 | 306,283 | 79,538 | 524,977 | 443,277 | 4,390,835 | 6,230,818
Reporting 1996 | 338,914 | 82,533 | 545,743 | 460,851 | 4,520,348 | 6,485,915
1997 | 322,341 | 79,468 | 533,806 | 449,274 | 4,482,808 | 6,439,230
1998 | 311,532 | 77,273 | 521,887 | 439,812 | 4,464,865 | 6,389,884
1999 | 306,599 | 76,392 | 521,518 | 436,954 | 4,458,350 | 6,393,064
2000 | 302,491 | 76,974 | 521,567 | 435437 | 4,470,898 | 6,410,092
2001 | 302,209 | 77,471 | 521,497 | 434,600 | 4,445,727 | 6,411,352
2002 | 299,421 | 76,844 | 519,241 | 431,633 | 4,449,119 | 6,395,707
Payment 1996 | 317,613 | 75,758 | 511,771 | 432,481 | 4,298,284 | 6,053,693
1997 | 304,041 | 73,859 | 503,030 | 423,954 | 4,265,341 | 6,017,019
1998 | 294,958 | 73,294 | 500,416 | 419,353 | 4,236,043 | 5,971,386
1999 | 293,911 | 73,008 | 501,023 | 420,835 | 4,212,946 | 5,898,920
2000 | 292,583 | 73,113 | 496,504 | 415,994 | 4,189,704 | 5,899,948
2001 | 297,382 | 75,161 | 508,175 | 426,915 | 4,295,371 | 6,052,872
2002 | 296,647 | 75,525 | 507,616 | 426,940 | 4,310,125 | 6,123,372
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Table 5B: Tax Compliance by Province/Territory, 1996-2002 (Continued)

Province/Territory
MB SK AB BC NWT YU NU

Year

Filing 1996 653,824 | 575,297 | 1,543,610 | 2,113,138 | 27,588 | 15,171 -
1997 653,239 | 574,232 | 1,574,790 | 2,110,600 | 27,588 | 14,939 -
1998 649,474 | 568,688 | 1,590,310 | 2,095,609 | 27,262 | 14,5632 -
1999 648,181 | 567,038 | 1,591,374 | 2,088,929 | 18,087 | 14,699 8,980
2000 645,594 | 561,337 | 1,615,773 | 2,085,706 | 17,542 | 14,558 8,733
2001 643,526 | 557,308 | 1,626,293 | 2,091,738 | 17,923 | 14,432 9,099
2002 645,072 | 556,418 | 1,646,873 | 2,105,565 | 18,460 | 14,775 9,614

Reporting 1996 676,736 | 587,267 | 1,644,328 | 2,243,877 | 31,877 | 17,029 -
1997 671,188 | 580,598 | 1,652,738 | 2,225,097 | 30,956 | 16,723 -
1998 667,496 | 571,593 | 1,662,916 | 2,196,490 | 30,479 | 16,358 -
1999 | 665,659 | 571,162 | 1,667,244 | 2,199,243 | 20,360 | 16,374 | 10,035
2000 662,056 | 566,771 | 1,685,172 | 2,192,243 | 20,013 | 16,145 | 10,388
2001 660,337 | 565,228 | 1,703,385 | 2,190,295 | 20,211 | 15,950 | 10,469
2002 657,050 | 559,414 | 1,700,310 | 2,187,813 | 20,224 | 15,993 | 10,553

Payment 1996 | 634,115 | 543,346 | 1,505,287 | 2,066,515 | 28,628 | 15,026 -
1997 | 621,220 | 532,859 | 1,505,813 | 2,042,058 | 28,595 | 15,300 -
1998 | 616,178 | 524,136 | 1,518,426 | 2,016,545 | 27,679 | 14,890 -
1999 | 611,701 | 520,879 | 1,520,261 | 1,993,543 | 18,384 | 14,752 9,208
2000 | 604,228 | 518,058 | 1,623,351 | 1,992,645 | 17,718 | 14,428 9,547
2001 616,859 | 525,735 | 1,580,514 | 2,057,126 | 18,263 | 14,638 9,616
2002 | 625,108 | 528,711 | 1,617,144 | 2,069,721 | 19,077 | 14,817 9,888

Table 6B: Tax Compliance by Taxable Income Group, 1996-2002

Taxable Income Group (2004)
Year Low ($35,000 or Mégglgo(glg{f ::)?n High (More than
less) more than $113,804) $113,804)
Filing 1996 15,763,564 1,060,937 64,269
1997 15,657,957 1,187,781 79,146
1998 11,640,644 4,954,480 268,643
1999 15,553,429 1,248,671 90,482
2000 16,406,035 399,231 51,398
2001 16,327,955 487,285 56,760
2002 16,054,490 850,034 78,650
Reporting 1996 16,521,908 1,061,058 63,698
1997 16,226,899 1,188,635 78,569
1998 12,152,613 4,938,236 269,221
1999 16,017,355 1,246,514 90,184
2000 16,927,747 402,937 50,659
2001 16,825,125 488,562 56,200
2002 16,410,113 849,042 77,941
Payment 1996 15,550,393 901,046 42,346
1997 15,274,216 1,016,299 52,596
1998 11,556,728 4,476,124 190,190
1999 15,000,779 1,042,607 57,321
2000 15,729,415 297,405 32,310
2001 16,059,346 392,858 38,368
2002 15,855,467 728,114 55,345
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Table 7B: Tax Compliance by Major Source of Income, 1996-2002

Major Source of Income

Capital
Gross Investment RG;(ESS.n Gain/Losses

Year Wage Rents Income Ee s! > $1,000

Earners s up to $over x(c)?ss or Grodss
125,000 3,000 Proceeds >

$125,000 $25.000
Filing 1996 12,556,049 899,143 1,178,590 38,372 19,273
1997 12,626,746 904,495 1,061,109 38,510 21,274
1998 12,574,930 903,595 1,030,628 39,710 29,357
1999 12,381,438 913,637 1,226,943 36,313 30,668
2000 12,255,095 917,413 1,327,823 33,412 25,084
2001 12,293,738 926,898 1,301,955 34,645 26,117
2002 12,523,835 936,612 1,160,641 35,231 26,136
Reporting 1996 13,180,851 930,835 1,155,246 39,049 18,921
1997 13,053,738 937,483 1,039,015 39,093 21,003
1998 12,914,478 941,068 1,007,993 40,106 28,843
1999 12,685,744 952,223 1,203,132 36,806 30,218
2000 12,619,942 959,185 1,299,044 33,788 24,752
2001 12,655,869 964,827 1,282,109 35,018 25,385
2002 12,777,029 972,911 1,148,073 35,531 25,440
Payment 1996 12,666,400 840,259 1,051,057 30,296 16,408
1997 12,581,984 843,391 946,432 29,946 18,353
1998 12,529,284 834,816 903,769 29,767 25,244
1999 12,275,584 834,191 1,063,665 25,893 25,739
2000 12,139,184 843,055 1,144,367 23,778 21,326
2001 12,452,587 880,451 1,178,712 25,599 22,954
2002 12,716,382 892,912 1,063,788 26,205 23,328

Table 7B: Tax Compliance by Major Source of Income, 1996-2002
(Continued)

v Major Source of Income
ear
Farming Professional | Business Fishing Commission
Filing 1996 366,748 249,537 | 1,234,712 37,073 309,273
1997 367,685 257,265 | 1,292,014 35,001 320,803
1998 365,257 262,343 | 1,314,476 32,147 311,324
1999 362,449 266,196 | 1,320,382 31,863 322,693
2000 360,086 268,802 | 1,321,300 31,317 325,332
2001 356,049 264,971 1,313,045 30,550 324,032
2002 350,979 268,004 | 1,332,288 30,581 318,867
Reporting 1996 368,548 257,691 1,330,213 36,089 329,221
1997 370,170 264,345 | 1,394,060 33,737 341,409
1998 368,469 271,324 | 1,422,943 31,109 333,737
1999 366,636 275,035 | 1,428,349 30,660 345,250
2000 363,847 275,718 | 1,425,807 30,575 348,685
2001 359,710 269,701 1,403,393 29,569 344,306
2002 353,298 268,633 | 1,393,322 29,196 333,663
Payment 1996 328,918 191,661 1,061,956 25,996 280,834
1997 327,676 194,885 | 1,087,125 24,302 289,017
1998 321,298 195,048 | 1,082,420 21,492 279,904
1999 314,349 192,944 | 1,059,835 19,614 288,893
2000 316,670 195,651 1,063,813 20,090 291,196
2001 318,913 201,558 | 1,089,142 21,178 299,478
2002 314,204 203,594 | 1,085,189 20,581 292,743
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Table 8B: Tax Compliance by Marginal Tax Rates, 1996-2002

Marginal Tax Rates (2004)
Year Marginal Marginal : )
TaxRate | Tarfae | MOt Tec | Mo fa
(16%) (22%)

Filing 1996 15,763,564 961,206 99,731 64,269

1997 15,657,957 1,072,071 115,710 79,146

1998 11,640,644 4,244,605 709,875 268,643

1999 15,553,429 1,117,645 131,026 90,482

2000 16,406,035 333,110 66,121 51,398

2001 16,327,955 411,381 75,904 56,760

2002 16,054,490 740,215 109,819 78,650
Reporting 1996 16,521,908 961,878 99,180 63,698

1997 16,226,899 1,073,285 115,350 78,569

1998 12,152,613 4,227,541 710,695 269,221

1999 16,017,355 1,114,741 131,773 90,184

2000 16,927,747 336,818 66,119 50,659

2001 16,825,125 412,944 75,618 56,200

2002 16,410,113 739,139 109,903 77,941
Payment 1996 15,550,393 830,171 70,875 42,346

1997 15,274,216 932,589 83,710 52,596

1998 11,556,728 3,870,090 606,034 190,190

1999 15,000,779 950,015 92,592 57,321

2000 15,729,415 253,528 43,877 32,310

2001 16,059,346 338,404 54,454 38,368

2002 15,855,467 645,408 82,706 55,345
Table 9B: Tax Compliance by Filing Methods, 1996-2002

Filing Method
Year Paper Electronic | Telephone Eleégtc;nlc Internet
Filing Filing Filing Interchange Home
(Hardcopy) (EFILE) (TELEFILE) (EDI) Filing

Filing 1996 13,322,351 3,324,050 4,006 238,363 -

1997 12,919,977 | 3,460,209 263,925 280,791 -

1998 12,567,659 | 3,559,761 402,693 333,267 387

1999 12,151,701 3,506,633 490,970 433,685 309,593

2000 11,341,689 | 3,425,544 452,872 650,165 986,394

2001 10,634,046 | 3,400,485 380,935 807,024 | 1,649,510

2002 9,986,227 | 1,945,549 456,342 - | 1,708,796
Reporting 1996 14,065,127 | 3,349,236 3,928 238,373 -

1997 13,635,830 | 3,469,066 107,973 281,234 -

1998 13,245,572 | 3,642,766 137,483 333,845 404

1999 12,862,566 | 3,590,261 157,781 433,901 309,542

2000 12,073,795 | 3,515,959 147,772 653,086 990,731

2001 11,304,944 3,487,415 117,335 813,077 1,647,116

2002 10,477,072 | 1,995,022 146,117 - | 1,737,364
Payment 1996 13,074,200 | 3,185,038 4,005 230,542 -

1997 12,529,678 | 3,281,932 262,621 268,880 -

1998 12,115,222 | 3,392,153 399,998 315,260 409

1999 11,635,047 | 3,271,992 487,162 401,331 305,175

2000 10,727,209 | 3,281,367 463,891 600,983 985,680

2001 10,401,900 | 3,297,798 391,723 756,143 | 1,643,008

2002 9,748,389 | 1,903,270 465,879 - | 1,738,986
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Appendix C: Chi-Square and Cramer’s V Tests
of Association

Table 2C: Tax Compliance by Gender, Cramer’s V Tests

1996 1997 1998 1999 2000 2001 2002
Filing 0.0437 | 0.0418 | 0.0429 | 0.0425 | 0.0421 0.0398 0.0392
Reporting 0.0343 | 0.0327 | 0.0322 | 0.0322 | 0.0286 0.0347 0.0343
Payment 0.0698 | 0.0739 | 0.0772 | 0.0787 | 0.0757 0.0734 0.0699

Table 3C: Tax Compliance by Age, Cramer’s V Tests

1996 1997 1998 1999 2000 2001 2002
Filing 0.0904 0.0861 | 0.0893 | 0.0878 | 0.0883 0.0837 0.0734
Reporting 0.0225 0.0237 | 0.0284 | 0.0304 | 0.0281 0.0292 0.0311
Payment 0.0706 0.0610 | 0.0772 | 0.0544 | 0.0508 0.0441 0.0480

Table 4C: Tax Compliance by Marital Status, Cramer’s V Tests

1996 1997 1998 1999 2000 2001 2002
Filing 0.0738 0.0719 | 0.0738 | 0.07430 | 0.0723 0.0713 0.0546
Reporting 0.0192 0.0176 | 0.0207 0.0219 | 0.0212 0.0205 0.0214
Payment 0.0546 0.0474 | 0.0484 0.0458 | 0.0419 0.0403 0.0376

Table 5C: Tax Compliance by Province and Territory, Cramer’s V Tests
1996 1997 1998 1999 2000 2001 2002
Filing 0.0444 | 0.0474 [ 0.0577 | 0.0592 | 0.0583 | 0.0562 0.0551
Reporting 0.0241 | 0.0294 | 0.0386 | 0.0416 | 0.0438 | 0.0411 0.0455
Payment 0.0539 | 0.0594 | 0.0601 | 0.0638 | 0.0596 | 0.0644 0.0564

Table 6C: Tax Compliance by Taxable Income Group, Cramer’s V Tests

1996 1997 1998 1999 2000 2001 2002
Filing 0.0375 | 0.0377 | 0.0891 | 0.0378 | 0.0195 0.0209 0.0214
Reporting 0.0220 | 0.0172 | 0.0814 | 0.0224 | 0.0021 0.0045 0.0099
Payment 0.1024 | 0.0970 | 0.1290 | 0.1057 | 0.0940 0.0949 0.0994

Table 7C: Tax Compliance by Major Source of Income, Cramer’s V Tests

1996 1997 1998 1999 2000 2001 2002
Filing 0.0594 | 0.0556 | 0.0544 | 0.0551 0.0541 0.0518 0.0444
Reporting 0.0130 | 0.0248 | 0.0332 | 0.0375 | 0.0352 0.0332 0.0359
Payment 0.1752 | 0.1769 | 0.1885 | 0.1968 | 0.1881 0.1954 0.2090

Table 8C: Tax Compliance by Marginal Tax Rates, Cramer’s V Tests

1996 1997 1998 1999 2000 2001 2002
Filing 0.0377 | 0.0380 | 0.0891 | 0.0382 | 0.0199 0.0214 0.0284
Reporting 0.0184 | 0.0146 | 0.0676 | 0.0199 | 0.0027 0.0044 0.0098
Payment 0.1073 | 0.1018 | 0.1333 | 0.1100 | 0.0949 0.0964 0.1024

Table 9C: Tax Compliance by Filing Methods, Cramer’s V Tests

1996 1997 1998 1999 2000 2001 2002
Filing 0.0814 | 0.0917 | 0.0767 | 0.0804 | 0.0820 0.0924 0.0746
Reporting 0.0422 | 0.2866 | 0.3517 | 0.3731 | 0.3795 0.3817 0.3883
Payment 0.0716 | 0.0866 | 0.0830 | 0.0817 | 0.1256 0.1186 0.1141
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Chi-Square Tests

The test examines whether there is an association between two categorical
variables. A statistically significant chi-square statistic indicates strong
evidence that an association exists between the variables in the analysis. The
chi-square test does not measure the strength of the association.

Note: All the Chi-Square tests for the cross-tabulations in the paper are
statistically significant with p-values of <0.0001, which implies strong
evidence that an association exists between the variables and tax compliance.

Cramer’s V Statistic

The test is one measure of the strength of the association between two
nominal variables. It is in the range of —1 to +1 for 2-by-2 tables and 0 to 1 for
larger tables. Values further away from 0 indicate the presence of a relatively
strong association. Cramer’s V test results are shown in the following tables.
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Appendix D: Characteristics Associated with Filing,
Reporting, and Payment Compliance

Variable

Description of Variable

Dummy Variable
Description

Dependent Variables

Filing Compliance

A dummy variable used to indicate whether
an individual’s tax return has been filed on
time or has been filed late.

0 = Filed on Time
1 =Filed Late

Reporting Compliance

A dummy variable used to indicate whether
an individual has correctly reported his/her

taxes owed or underreported his/her taxes

owed.

0 = Reported Taxes
Correctly

1 = Underreported
Taxes

Payment Compliance

A dummy variable used to indicate whether
an individual has paid his/her taxes owing on
time or has paid his/her taxes owing late.

0 = Paid Taxes on Time
1 = Paid Taxes Late

Independent Variables

Demographic Factors

Gender A dummy variable indicating the gender of 0 = Female
the individual. 1= Male

Age Group A dummy variable used to indicate the age 0 = 34 and under
category (in years) an individual falls under. 1=35t0 54

Three categories are used in the study: 34
and under, from 35 to 54, and 55 and over.

2 =55 and over

Marital Status

A dummy variable used to indicate an
individual's marital status.

0 = Married or Common-
Law

1 = Widowed
2 = Divorced
3 = Separated
4 = Single

Region

A dummy variable used to indicate the
region in which an individual resides.

0 = Atlantic Region
1 = Quebec Region
2 = Ontario Region
3 = Prairies Region
4 = Pacific Region

5 = Non-Resident of
Canada

Income Factors

Pension Income

A dummy variable used to indicate whether
an individual received pension income or
not.

0 = No Pension Income
1 = Pension Income

RRSP Income

A dummy variable used to indicate whether
an individual received RRSP income.

0 = No RRSP Income
1=RRSP Income

Tax-Exempt Income

A dummy variable used to indicate whether
an individual received tax-exempt income
(Worker's compensation benefits, Social
assistance payments, and Net federal
supplements).

0 = No Tax-Exempt
Income
1 = Tax-Exempt Income

Main Source of Income

A dummy variable used to indicate an
individual’s main source of income.

0 = Wage Earner

1 = Investment and Rent
Income

2 = Capital Gains and/or
Losses

3 = Self-Employed
Income
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Deduction Factors

Childcare Expenses

A dummy variable used to indicate whether
an individual has childcare expenses or not.

0 = No Childcare
Expenses
1 = Childcare Expenses

RPP Deduction

A dummy variable used to indicate whether
an individual has a Registered Pension Plan
(RPP) deduction or not.

0 = No RPP Deduction
1 = RPP Deduction

RRSP Deduction

A dummy variable used to indicate whether
an individual has a Registered Retirement
Savings Plan (RRSP) or not.

0 = No RRSP Deduction
1 = RRSP Deduction

Exploration & Devt.
Expenses

A dummy variable used to indicate whether
an individual has an exploration and
development expenses or not.

0 = No Exploration &
Development Expenses
1 = Exploration &
Development Expenses

CRA Program Factors

Voluntary Program
Preparer

A dummy variable used to indicate whether
an individual used the CRA-sponsored

Community Volunteer Income Tax Program
(CVITP) to prepare his/her tax return or not.

0 = Did not use CVITP
1 =Used CVITP

Tax Preparer Services

A dummy variable used to indicate whether

0 = Did not use Tax

an individual used a tax preparer to prepare Preparer
his/her tax return or not. 1 = Used Tax Preparer
Filing Method A dummy variable used to indicate the 0 = Paper
method an individual used in filing his/her tax | 1 = EFILE
return. 2 =TELEFILE
3 = NETFILE
Tax Bracket (%) A dummy variable used to indicate the tax 0=16%
bracket an individual falls under based on 1=22%
the 2004 Federal Schedule 1. 2=26%
3=29%

Appendix E—The Multivariate Analysis Process

The following is a brief outline of the methodology used in the multivariate

analysis.

Dataset

The dataset in the multivariate analysis is based on T1 Initial Assessment

and Reassessment of individual taxpayers’ tax returns. The unit of analysis
is tax filers who filed all tax returns from 1996 through to 2002. A balanced
panel (longitudinal) dataset is thus constructed where exit and entry of tax
filers are deleted.? Thus, any taxpayers who did not file their tax returns for
any of the selected years after 1996 are deleted. Any new taxpayers who
filed their tax returns after 1996 are also deleted from the sample. Each of
the selected years, 1996 to 2002, has 18,300,485 observations, that is, the
number of taxpayers who filed their tax returns for all the years. This rep-
resents an average of 80 percent of all taxpayers who filed their tax returns

20 The focus of the analysis on a balanced panel is to avoid complications with econometric estimations.
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during the study period. The total number of observations for the multivari-
ate analysis is 128,103,395.

Logistic Regression Method

The T1 Initial Assessment and Reassessment data contain demographic and
economic variables for all the individual taxpayers. In addition, there are
some variables that pertain to the Canada Revenue Agency, for example,
whether a taxpayer participated in the Community Volunteer Income Tax
Program (CVITP). Given the large number of observations and the fact that
some of the variables have missing or not applicable values, dummy vari-
ables were used to recode all the variables, and also in some cases to reduce
the number of categories (see Appendix A for details). Thus, the dependent
and independent variables are all categorical, which necessitates the use of
a logistic regression for the multivariate analysis. The logistic regression
method seeks to model the likelihood of various socioeconomic variables in
determining Canadian tax compliance (filing, reporting, and payment) over
the study period.

The time series cross-section procedure in SAS was used to arrange
the input dataset for the analysis.?! The time series cross-section procedure
requires that the dataset be sorted by cross-section and by time within each
cross-section. To achieve this, the input dataset normally contains a vari-
able that identifies the cross-section for each observation, and a variable that
identifies the time period for each observation. In this study, the taxpayer’s
identification number (a recoded social insurance number for confidential-
ity reasons) was used to identify the cross-section; and the taxation year
variable (TAX-YR) to identify the time period. The dataset was sorted by
identification number and tax year (1996-2002). The time series cross-
section procedure also requires that the time series for each cross-section has
the same number of observations and covers the same time range, that is, a
balanced panel. The following variables, based on the T1 Returns database,
are used in the logistic regressions.

Dependent Variables

The following dependent variables are used in the analysis. For filing com-
pliance, the late filing penalty is used, that is, if a taxpayer has no late filing

21

The PROC TSCSREG (Time Series Cross-Section Regression) procedure analyzes a class of linear econo-
metric models that commonly arise when time series and cross-sectional data are combined. The TSCSREG
procedure deals with panel data sets that consist of time series observations on each of several cross-sectional
units.
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penalty assessed, then the taxpayer is filing compliant, but otherwise, he

or she is filing noncompliant. For reporting compliance, the underreported
tax payable is used, that is, if a taxpayer has no underreported tax payable,
then he or she is reporting compliant, but otherwise, he or she is reporting
noncompliant. For payment compliance, the arrears interest or installment
interest is used, that is, a taxpayer with no arrears interest or installment
interest charged is said to be payment compliant, but otherwise, he or she is
payment noncompliant.

Independent Variables

The following independent variables are used in the analysis. They are
grouped under demographic factors, income factors, deduction factors, and
agency factors that facilitate filing of tax returns by taxpayers.

Demographic Factors

These include age group (34 years and under as young, 35 to 54 years as
middle-aged, and 55 years and over as older) with young taxpayers as the
base or control group; gender (male and female) with female as the base cat-
egory; marital status (married, common-law, widowed, divorced, separated,
single); and region. Married and common-law were combined and used as
the base category. There are five regions, namely, Atlantic, Quebec, Ontario,
Prairies, and Pacific, in addition to nonresidents.?? Atlantic Region is the
base or control region.

Income Factors

These include main source of income (employment income, self-employ-
ment income (business, professional, commission, farming, and fishing
income), capital gains and losses, investment income, and rent income);
tax-exempt income (workers’ compensation benefits, social assistance pay-
ments, and net federal supplements); pension income (Old Age Security
(OAS), Canada Pension Plan or Quebec Pension Plan (CPP/QPP), and other
pensions or superannuation); and registered retirement savings plan (RRSP)

22 Atlantic Region consists of Newfoundland, Prince Edward Island, Nova Scotia, and New Brunswick; Quebec
Region consists of Quebec; Ontario Region consists of Ontario and Nunavut; Prairies Region consists of
Manitoba, Saskatchewan, Alberta, and Northwest Territories; Pacific Region consists of British Columbia and
Yukon.
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income. The main source of income variable has been re-grouped as wage
earners, investment and rent income, capital gains and losses, and self-
employment income. Wage earners are the base category. Taxpayers who do
not receive tax-exempt income are the base category, while taxpayers who
receive neither pension nor RRSP income are the base category.

Deduction Factors

The Income Tax Act allows some eligible deductions from total income in
order to calculate net income and taxable income. Some deduction items are
included in the analysis. These are deductions for child care expenses, explo-
ration and development expenses, registered pension plan (RPP) contribu-
tions, and RRSP contributions. Taxpayers who do not make claims for any
of these deductions are used as the base or control group in the analysis.

CRA Factors

These factors include filing method, marginal tax rates, tax preparer ser-
vices, and participation in the Community Volunteer Income Tax Program
(CVITP).

The Canada Revenue Agency (CRA) provides four main methods for
taxpayers to file their income tax returns. These are the paper (hardcopy)
and the electronic methods (Efile, Telefile, and Netfile). Efile is an electronic
service that allows registered tax professionals to send current-year individ-
ual tax returns to CRA over the Internet. Telefile is an interactive computer
program that allows eligible taxpayers (those with most common types of
income tax information like employment income, pension income, interest
income, registered pension plan contributions, and charitable donations)
to electronically file their tax returns for free using a touch-tone telephone.
Netfile allows taxpayers to file their income tax and benefit returns directly
to the CRA using the Internet. Netfile is intended for individuals who use
commercial software to manage their financial affairs and prepare their tax
returns. Netfile is available to most Canadians, but there are some types of
tax returns that cannot be submitted electronically. The paper method is the
base or control variable for filing methods.

The extra burden of the income tax reporting system in terms of
monetary cost to hire an income tax expert might be high for some taxpay-
ers. Realizing this setback, the Canada Revenue Agency initiated in 1971
the Community Volunteer Income Tax Program (CVITP) to assist individu-
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als who have low incomes and simple tax situations to file their income tax
returns. The program involves volunteers from CRA who share their time,
knowledge, and experience by helping taxpayers who need assistance in
filing their income tax returns. The program, which was founded in 1971,
assists more than 500,000 people annually. A dummy variable is included in
the analysis to assess the impact of CVITP on tax compliance.

Some taxpayers make use of the services of a professional tax preparer
to complete their tax returns. Several reasons may account for this. They
may not have the time or the knowledge to fill the tax return, or be able to
afford the services of tax preparer. Some taxpayers might have the wrong
notion that a professional tax preparer would assist them to get a tax refund.
A dummy variable is included in the analysis to study the impact of tax pre-
parers on tax compliance.

The Income Tax Act provides four marginal tax rates (or marginal tax
brackets) based on the 2004 Federal Schedule 1. These marginal tax rates
are 16 percent for taxable income of $35,000 or less; 22 percent for taxable
income that is more than $35,000 but not more than $70,000; 26 percent for
taxable income that is more than $70,000 but not more than $113,804; and
29 percent for taxable income that is more than $113,804. The lowest mar-
ginal tax rate (16 percent) is the base or control category.

Model Specification

In order to reduce the potential for multicollinearity, some of the variables
are recoded to reduce the number of categories. The following logistic equa-
tion for microlevel regressions is used:
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Filing Compliance
Logit (L) =In(p, /1= p;) = a, + px, +¢,

Equation (1) is modeling the probability of filing compliance. The
dependent variable is late filing penalty, which takes a value of 0 if the tax-
payer has no late filing penalty assessed (filing compliant) and a value of 1
if the taxpayer has a late filing penalty assessed (filing noncompliant); x, are
the set of independent or control variables; and ¢, denotes the error term.

Reporting Compliance
Logit (L,)=In(p,/1-p.)=a, + px, +¢,

Equation (2) is modeling the probability of reporting compliance. The
dependent variable is underreported tax payable, which takes a value of 0 if
the taxpayer has no underreported tax payable (reporting compliant) and a
value of 1 if the taxpayer has underreported tax payable (reporting noncom-
pliant); x, are the set of independent or control variables; and ¢, denotes the
error term.

Payment Compliance
Logit (L,))=In(p,/1-p,)=a, + fx, +¢,

Equation (3) is modeling the probability of payment compliance. The
dependent variable is arrears interest or installment interest, which takes
a value of 0 if the taxpayer has no arrears interest or installment interest
charged (payment compliant) and a value of 1 if the taxpayer has arrears
interest or installment interest charged (payment noncompliant); x, are the
set of independent or control variables; and &, denotes the error term.
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agree on one thing: it is complex. Surveys show that the U.K. tax code

is now the longest in the world, having recently overtaken India to claim
that dubious title. It is equally the case that the amount, as well as the complex-
ity of the legislation, increases every year. Given this situation, and the fact that
increasing complexity leads to increasing compliance and administration costs, it
is at first sight puzzling that none of these interested parties makes any concerted
effort to reverse the trend. The recently attempted capital gain tax (CGT) reforms
in the U.K. may offer some clues to this apparent dichotomy.

ﬁ 1l parties with an interest in United Kingdom tax law can apparently

U.K. Tax Legislation

The U.K.’s tax legislation primarily consists of a number of Parliamentary
Acts and delegated legislation in the form of Statutory Instruments. Finance
Acts are passed at least once a year, introducing new legislation and updating
or repealing old law. Other Acts are passed as the need arises. Statutory Instru-
ments are introduced throughout the year to enable continual updating of the
tax legislation.

Laws relevant to all taxes are often grouped together in book format
for use by tax professionals, one of the classic reference works being Tolley’s
Tax “Yellow and Orange” handbooks. Aside from the primary and secondary
legislation, the handbooks also contain a large amount of material produced by
HMRC to provide their interpretation of the law, including:

. Extrastatutory concessions
. E.C. material

. Statements of practice

. Press releases

. Other nonstatutory material
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In addition, there are judgements from tax cases which are usually
not included in the handbooks but with which a tax practitioner would be
expected to be familiar. Some of these decisions will ultimately be incorpo-
rated into the legislation.

Lord Wedderburn in his book, “The Worker and the Law,” commented
“Most people want nothing more from the law than that it should leave them
alone.” However, this is hardly possible with tax law, which is one of the
few branches of law to touch the lives of almost everyone.

The Making of Tax Law

The making of tax law follows an established procedure and usually starts
from an initiative from one of the government’s executive branches, such
as Her Majesty’s Revenue and Customs (HMRC) or HM Treasury. There
is no statutory requirement for consultation before a Bill is drawn up,
although informal discussions with interested parties often occur.

Parliament has no formal role in generating or consulting on pro-
posals until the publication of the Finance Bill, when it is considered by
Members of Parliament (MPs) on the Finance Bill Committee. Given the
technical nature of the Bill, MPs often rely on interpretation provided by
external bodies. The Committee only sits for about 6 weeks due to the
time constraints in passing the legislation through Parliament. Backbench
MPs are often encouraged not to delay the process, and the House of
Lords has no scrutiny role of the Finance Bills.

Complexity of the U.K.’s Tax Legislation

Commentators appear to be unanimous that the U.K.’s tax legislation is
complicated. Martin (2005a) is typical when he states that the U.K. tax
legislation is “lengthy and intricate but is usually drafted in a dense style
that makes it inaccessible to the layman.” In a similar vein, Vann de-
scribes lengthy tax legislation as “tax rule madness.”

History of Tax Complexity

The complaint that the U.K.’s tax legislation is too complex is not new. In
1853, MPs urged William Gladstone, then Chancellor of the Exchequer, to
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see that income tax legislation was made intelligible even to those without a
legal education. He replied:

“To bring the construction of these laws within the reach
of [everyone is] no doubt extremely desirable, but far from
being easy ... The nature of property... and its very compli-
cated forms [render] it almost impossible to deal with it for
the purpose of the income tax in a very simple manner.”

By 1981, the Presiding Special Commissioner referred to Gladstone
when he said, “The plea today is that it would be some advance if laws of
this kind were intelligible to those who iave received a legal education.”

Very similar comments have also been made in the U.S. The 1927 Re-
port of the Joint Committee on Internal Revenue Taxation stated, “It must be
recognised that while a degree of simplification is possible, a simple income
tax for businesses is not.”

Both quotations recognize that tax itself is an inherently complex sub-
ject. So, it should come as little surprise that tax legislation is also complex.

Reasons for Complexity

Complexity can arise simply from increasing length as the more pages in
the tax legislation, the less likely it is that an individual can be familiar
and feel comfortable with all of its provisions. On first principles, tax
law increases in length due to new tax law enactments each year exceed-
ing the amount of material repealed. Martin (2005) notes that this is in
part due to government introducing political policy measures with little
pressure or incentive to reform ineffective legislation or to try to simplify
the legislation. In his opinion, these have been introduced piecemeal over
a long period with little regard to principles which could have created a
simple, coherent system.

Complexity can also arise from the language used. The language
may be difficult to understand or stylistically poorly drafted. The Tax Law
Rewrite project, discussed in detail below, set out to simplify the language
of the legislation, but its effectiveness is being called into question.

Martin (2005a) also notes the unique nature of tax law compared to
other law in that its primary purpose is not to help taxpayers. As a result,
criticism that it can harm business through its complexity can be deflected.



64 Jelfs and Lymer

Other Relevant Factors

A number of other factors have been identified as leading to complexity in
tax legislation. Some of these were identified by Martin (2005) from a U.K.
perspective and Gale (2001) from the U.S.

1) Conflict between policy goals

Gale (2001) states that most people agree that taxes should be simple,
fair, conducive to economic prosperity, and enforceable, but cannot agree
on the relative importance of each goal. When governments implement
policy, it will therefore represent a balance between the goals, and legis-
lative complexity is a consequence of trying to achieve this.

It is well-known that more equitable or fairer taxes usually conflict
with tax simplification. Tax burdens are often tailored via legislation to
the circumstances of individuals, improving equity but increasing overall
complexity of the tax system by increasing the length and complexity of
the legislation. In addition, tax rates that vary with individual character-
istics create opportunities for tax planning and avoidance, which may in
turn require the passing of antiavoidance legislation.

2) Fiscal incentives

Successive governments have shown a desire to promote or discourage
certain types of behavior among taxpayers by providing tax or fiscal incen-
tives. However, these targeted subsidies often increase complexity by cre-
ating more distinctions between taxpayers and sources or uses of income.

Academic literature has widely analyzed this area and generally
concluded that acting in a particular way for tax reasons impairs economic
efficiency, distorting the market and giving rise to costs known as the “ex-
cess burden of taxation,” which arises from actions that would not other-
wise have been performed.

In general, taxes with a wide base are less distorting and more ef-
ficient than those with a narrow base. In some situations, the market is
inefficient, an example being a polluter maximizing profits while impos-
ing remediation costs on the community. Governments often use tax as
a policy instrument to discourage such behavior, or to encourage actions
thought to benefit the community, such as enhanced tax relief for research
and development expenditure.



Taxpayer Response to “Flat Tax,” U.K. Capital Gains Tax Reform 65

Martin (2005a) considers incentives based on this premise to be
likely to produce unsatisfactory results, along with situations where the
basis for providing incentives is unclear in itself, giving examples of
incentives introduced and subsequently withdrawn, such as profit-related
pay and the business expansion scheme, both victims of unwanted tax
avoidance schemes. Expanding on his observations, it is evident that, in
order to prevent such abuse, special reliefs become so full of conditions
or require such extensive redrafting that they greatly add to the complex-
ity of tax legislation.

3) Prevention of tax avoidance

Tax avoidance is the arrangement of one’s affairs to pay the minimum
amount of tax, as spelled out by Lord Tomlin in the well-known case of
Duke of Westminster vs. CIR: “Every man is entitled if he can to order
his affairs so that the tax attaching under the appropriate Acts is less than
it otherwise would be ... However unappreciative the Commissioners of
Inland Revenue or his fellow taxpayers may be of his ingenuity, he can-
not be compelled to pay an increased tax.” It is within the letter, if not
always the spirit, of the law, unlike tax evasion.

As the U.K.’s tax legislation has grown more complex, tax advis-
ers have increasingly exploited loopholes to create complex avoidance
schemes. Loopholes are often created by the specific statutory language,
and HMRC is highly likely to challenge any such scheme in the courts.
Where the taxpayer is successful, government will act to reduce revenue
loss in areas where significant avoidance occurs. Taxpayers and their
advisers will then seek new opportunities for avoidance. This creates a
cycle of increased complexity in both tax laws and avoidance strategies.

Some commentators hold the view that tax advisers are responsible
for the generation of such legislation by the avoidance schemes they de-
vise and promote to business. Others consider the role of legislators who
have added successive layers of antiavoidance legislation by “tinkering”
with the system to be more significant. One such example identified by
PwC and the World Bank (2006) was of a single transaction of borrow-
ing in the U.K., which may require up to six sections of antiavoidance
legislation or case law to be considered before treatment for tax purposes
may be ascertained, namely:
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. $209 ICTA 1988—whether interest is dependent on the results of
the business and hence a distribution

. p13 Sch9A FA1996—Ioans for unallowable purposes
. Sch28 AA ICTA 1988—thin capitalization and transfer pricing
. $24-31 & Sch3 FA(no.2) 2005—antiarbitrage provisions

. $349 ICTA 1988 and SI 1970/488—treaty clearance from U.K.
20-percent withholding tax

. relevant case law, e.g., WT Ramsay, Furniss vs. Dawson

Possibly the most common form of avoidance is the manipulation of
tax affairs to take advantage of other provisions of tax law. The more tax law
in existence, the more such opportunities exist. New tax law presents new
opportunities to move profits to a lower rate of tax. This may involve artifi-
cial steps or even lead to tax evasion. Antiavoidance legislation is required to
prevent such schemes from succeeding, but is usually particularly complex
and obscure as a result of the complex nature of its target.

In the past, legislation to block such schemes was passed on an
individual scheme basis. More recently, HMRC has tried to move toward
“principle-based” antiavoidance legislation, such as the recent “disguised
interest” legislation. It is designed to repeal piecemeal legislation by iden-
tifying the avoidance principle at stake, removing length and complexity
from the legislation. However, such legislation is proving very difficult to
draft satisfactorily, throwing into question whether the predicted benefits
will ever materialize.

A piece of research carried out on behalf of the Tax Justice Network
(2007) looked at the purpose of all 1,503 pages of the Finance Acts from
2004 to 2006. While the purpose of legislation is often open to debate, the
report nonetheless shows the importance of antiavoidance provisions in add-
ing length to the legislation. It found that 48 pages dealt with routine issues
like tax rates, 841 were government-driven initiatives, and 614 (41 percent)
were antiavoidance measures.

4) Tax Law Rewrite project

The Tax Law Rewrite project was initiated to rewrite tax law in plain,
modern English but without changing the underlying law. However, the
implication that the project is meant to reduce the overall complexity of the
tax legislation is probably misplaced. Simplification was not a remit of the
project as the rewritten Acts had to be fast-tracked through Parliament. Even



Taxpayer Response to “Flat Tax,” U.K. Capital Gains Tax Reform 67

so, some of the new wording does amount to a change in tax law which may
have repercussions.

PwC and the World Bank (2006) claim that the project is responsible
for a 50-percent increase in length of the rewritten provisions and note that,
at the date of the report, less than half of U.K. tax law had been rewrit-
ten. Other criticisms of the usefulness of the project have included the fact
that the general public is unlikely to want to read tax law regardless of the
language’s clarity, and that many tax professionals were content with the old
terminology which had been defined by the courts.

In 1995, Avery Jones (subsequent chairman of the IFS Tax Law
Review Committee) commented concerning the new Tax Law Rewrite
project, “My real objection to rewriting is that I do not find much of a con-
nection between the causes [of complexity] and the proposed solution. The
solution seems to me to be an implied acceptance that nothing can be done
to remove the real causes of complexity which are deeply rooted in our
whole legal culture.”

This observation was largely proved in that, as Gammie (2007)
states, “Expressing concepts in plain English does nothing to simplify
the concepts themselves ... complexity of language has been replaced by
the complexity of legislative volume as more words (albeit simpler ones)
have been required to retain precision.” The worth of the project remains a
subject for keen debate.

Effects of Tax Complexity and Responses

Tax legislation in both the U.K. and the United States continues to increase
in length. By 2008, Tolley’s Yellow Tax Handbook, containing the U.K. pri-
mary and secondary direct tax legislation, could only be fitted on to 10,134
pages by using a smaller format text than the previous year, up from 5,952
pages as recently as 2001.

Truman’s case study into the effect of Finance Act 2008 on the length
of the U.K. tax legislation revealed the following:

. Abolition of taper relief removed between 8,000 and 9,000 words,
but these remain in Tolley’s Yellow Tax Handbook to enable
taxpayers to calculate their liability in future years, giving the illu-
sion of failure to simplify.
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. The introduction of entrepreneurs’ relief to appease the outcry
from taxpayers and advisers over the abolition of taper relief will
add back about half of the words removed above.

e The changes in residence and domicile laws will add about 5,000
words to the legislation.

. Income-shifting provisions of 700 words provide a good example
of the worst kind of “legislation by guidance.” The legislation is
vague and wide-reaching and required over 9,000 words of inter-
pretative guidance.

. The major causes of extra legislation often concern a very small
number of taxpayers, such as antiavoidance legislation for insur-
ance companies.

Truman describes the efforts to reduce legislative complexity as
“a rout” and repeats his suggestion from the 2007 Hardman Lecture that
government needs to set a target of legislative reduction within a certain
number of years for any realistic hope of simplification occurring. He
acknowledges that his suggestions of a 25-percent reduction in length
within 5 years currently show little sign of being achieved.

Taxpayer Desire for Simplification

PwC and the World Bank (2006) highlight the unfavorable consequences
of large volumes of legislation making it impossible for tax advisers

in industry or practice to read or understand all relevant legislation

and having to rely on more specialists, including those at HMRC. As a
result, large to medium companies may have to make a decision whether
obtaining tax advice is of benefit using a cost/benefit analysis.

Their report concludes that increasing complexity probably leads to
lower international competitiveness, and voluminous legislation reaches
a point where the level of compliance drops through ignorance rather
than evasion. As a result, business leaders and their representatives often
make public their concerns over the complexity of tax legislation and the
negative effect this has on running their business, chiefly the time and
cost of compliance, both of which increase with increasing complexity.

One such study was the Tenon Forum Think Tank’s 2005 report
which interviewed directors of small and medium-sized businesses in the
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U.K. 77 percent claimed the U.K. tax system was too complicated, and
73 percent wanted a flat rate tax scheme. The Think Tank was divided on
whether this was a plea for simplification, as some members felt that lack
of understanding of a flat tax meant it was incorrectly being positioned
as a solution to complexity. They also raised the issue that a simple tax
system could easily become complicated very quickly, and this size of
company often benefits from targeted exemptions, a classic source of leg-
islative complexity. However, the message from the study was apparently
clear in that U.K. businesses want simplification of the tax system and
legislation, although, as discussed below with the recent CGT reforms, ap-
parently not at the expense of potentially higher rates of tax.

Government’s Inability to Reduce Complexity

While successive U.K. governments have often expressed their desire to
reduce complexity of the tax legislation, the trend is inexorably toward
greater length and complexity.

Gale (2001) points out that the simplest tax system would be a
consumption tax at a flat rate with universal deductions, exemptions,
and credits and withheld at source. However, the U.K. system bears no
resemblance to this model as a progressive income tax with targeted
exemptions and withholding for a small number of income types.

Simplification of the U.K. tax system remains a prominent topic,
and leading figures still pronounce on the subject. The incoming 2008
President of the Chartered Institute of Taxation (CIOT) highlighted it
as one of the themes of his presidential year, and the government reaf-
firmed its “commitment to tax simplification” at various times, including
the 2007 Prebudget Report. The new Chancellor of the Exchequer, in his
first speech in July 2007, stated, “We must continue to simplify the tax
system wherever we can.” Continuation of a process, however, implies
that it has already started, and there is little evidence of simplification
occurring before or after his speech.

Indeed, government pronouncements on the issue have a long his-
tory. Even after the first Income Tax Act of 1799, the 152 pages of the
Act were proving sufficiently complex for the government to publish
a guide entitled “A Plain Short and Easy Description of the Different
Clauses of the Income Tax so as To Render it Familiar to the Meanest
Capacity.”
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Difficulties in Comparing and Measuring Complexity

Apart from the difficulty of defining the concept of legislative complexity,
it is not a simple matter to attempt to measure it, given the lack of obvious
comparisons. Comparison with the current system appears on first principles
to be a reasonable choice.

A study performed by PwC LLP and the World Bank (Paying Taxes—
The Global Picture, 2006) compared the GDP of a number of countries with
their tax administration burdens, as measured by the number of pages of
primary federal tax legislation. The results are shown below:

Country GDP ranking GDP $m Number O.f pages
(ranking)
U.S. 1 11,711,834 5,100(5)
Japan 2 4,622,771 7,200(4)
Germany 3 2,740,551 1,700(10)
U.K. 4 2,124,385 8,300(2)
France 5 2,046,646 1,300(13)
China and Hong Kong 6 1,931,710 2,000(9)
Italy 7 1,677,834 3,500(7)
Spain 8 1,039,927 530(17)
Canada 9 977,968 2,440(8)
India 10 691,163 9,000(1)
Korea 1 679,674 4,760(6)
Mexico 12 676,497 1,600(12)
Australia 13 637,327 7,750(3)
Brazil 14 603,973 500(18)
Russia 15 581,447 700(=15)
Netherlands 16 578,979 1,640(11)
Switzerland 17 357,542 300(20)
Belgium 18 352,312 830(14)
Sweden 19 346,412 700(=15)
Turkey 20 302,786 350(19)

The report acknowledges that certain countries levy taxes at state and
local levels. In these cases, the number of pages data above are likely to be
severely understated.

The authors make two key conclusions: the volume of a country’s pri-
mary federal tax legislation is not directly proportional to its economic size,
and the volume of legislation is increasing. It is generally accepted that the
U.K.’s tax legislation is now the longest in the world, having overtaken India
since the report was published. So, on a first viewing, it might seem that the
U.K. has a disproportionately complex and lengthy tax legislation.

However, in a later study, the authors claimed that this work was only
intended to stimulate debate and not to represent an accurate comparison of
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complexity. Factors such as print size were not taken into account, which,
taken with the possible understatement mentioned above, casts consider-
able doubt on the usefulness of the above data as a comparison study. It is
somewhat surprising that the results of this study were not linked to those
of another by the same authors comparing compliance times for a range of
countries to see if any connection with the length of legislation existed.

Tax Law Simplification Strategies

Strategies other than “flat tax™ are regularly put forward to attempt to reverse
the growth of the tax legislation’s complexity. However, only simplifying the
language of tax law will not address the underlying complexity, which arises
from different demands made of the tax system and the constraints under
which it operates.

The 1994 Tax Law Review Committee’s final report listed three types
of complexity—Ilinguistic, policy, and compliance—which would all need
addressing by comprehensive reform. It also stated, “Without policy chang-
es, the benefits from rewriting tax legislation are limited.” Similar sentiments
were expressed by the Tax Law Improvement Project in Australia.

Martin (2005) considers that three-quarters or more of tax law could
be removed with a commitment to simplification. The principles behind this
strategy would include:

. Refocusing on the primary objective of direct tax to identify and
tax profit, using accounting profit as the starting point for calculat-
ing taxable profit. Any departures from accounting profits should
only made with reference to clear principles. All profits would be
taxed in the same way and the schedular system abolished.

. The approach should be purposive, with detailed rules replaced
with statements of underlying principles, and backed up by wider
use of rulings from HMRC both before and after the transaction.

*  Reviewing to ensure all parts fit coherently, including combining
and aligning tax rules currently used in different situations.

Martin (2005) considers that simplification is possible given
political will, although he acknowledges that not everyone is so opti-
mistic, pointing to failed simplification programs in Australia and New
Zealand. Efforts to this end should be appreciated as long as the sense
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of direction was clear, although both taxpayer and government could
lose out under individual simplification proposals. He notes that a num-
ber of sections of tax law would have to remain, such as group relief, to
prevent companies having to distort their group structures to offset any
loss as it arises, and rollover relief to prevent a disincentive to replace
business assets.

In addition, simpler taxes would be unlikely to remove the desire
of taxpayers to undertake tax avoidance. They would probably require
simpler antiavoidance laws, but these would still be required in such
areas as diverting profits overseas to lower tax jurisdictions and dis-
guising interest as a tax-free dividend from a U.K. company.

Martin (2005a) notes that his proposals for simplification can be
achieved without altering tax rates. He states, “The question of whether
simplifying tax and reducing tax rates are connected, or whether they
are independent objectives, needs to be properly analyzed,” noting that
simplification has its limits, and review of existing law is more likely to
establish them rather than discarding all current law and starting again.

“Flat Tax”

The history of flat tax falls into two distinct phases. The first phase was
the development of a theoretical tax system by American academics
throughout the 1980s and 1990s, the most dominant model being the
Hall Rabushka (HR) flat tax. The second phase was the actual introduc-
tion of tax systems known as “flat taxes” from the early 1990s to date,
pioneered by a number of Eastern European countries and henceforth
designated “EE flat tax.”

It is vital to bear in mind that the flat taxes of the second phase
bear little relation to the HR flat tax or its associated theoretical mod-
els. It is obvious that certain commentators do not appreciate this fact,
leading to a general lack of coherence in the flat tax debate which has
been described by Keen et al. (2006) as “marked more by rhetoric and
assertion than by analysis and evidence.” Much of the argument to date
has focused on such issues as the reduction in marginal rates of tax
paid by the highest earning individuals on the introduction of a flat tax
system, and whether overall tax revenue would decrease. Other aspects
of the “flatness” of flat tax, including its proposed simplifying features,
have been subject to little analysis.
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Definitions of “Flat Tax”

Generic definitions of flat tax may apply to both HR and EE flat tax systems.
A short but useful description was provided by the U.K. Treasury in its 2005
report, which defined a flat tax as “a tax structure that has a single positive
marginal tax rate.”

In the U.S., the General Accounting Office (1998) prepared a report
which noted that the term “flat tax” could refer to any system with a single
tax rate using either a consumption or income base, but chose the HR flat
tax to analyze. The Joint Committee on Taxation produced a report in 2005
discussing issues relating to flat tax proposals, which considered a flat tax to
be “any tax system with only one marginal tax rate [above zero] and a broad
base.” Many flat tax systems, both theoretical and actual, substantially alter
the existing tax base, a point deemed important enough to be included in this
generic definition of a flat tax.

A final definition is provided by Weisbach (2000) who considered the
design and implementation of the HR flat tax. He identified immediately the
problem of defining the term “flat tax™ and gave a generic definition of “any
tax that has a proportional rather than progressive rate structure.”

Hall-Rabushka (HR) Flat Tax

The first use of the term “flat tax was coined in the work of two American
academics, Robert Hall and Alvin Rabushka of the Hoover Institution, Stan-
ford University. Their proposed flat tax system was published in the Wall
Street Journal in 1981 and expanded in their book, The Flat Tax (1995). The
HR flat tax system was put into a draft legislative form by Richard Armey
and Richard Shelby and given political prominence by a number of Ameri-
can politicians, most notably the Republican Steve Forbes, who used its
principles in his bid for nomination as his party’s presidential candidate.

The HR flat tax is a theoretical model tax system designed to replace
the American tax system. Its publication originally stimulated debate in the
U.S. throughout the 1980s and 1990s and reached Europe during this second
decade, especially following the novel tax reforms seen in Eastern European
countries.

In practice, no country has adopted the HR flat tax in its pure form, and
it remains a theoretical model only. None of the countries that have intro-
duced tax reforms described by some as “flat taxes™ has altered its tax base
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from income to consumption, probably the single most significant differ-
ence between the HR flat tax and the current U.K. and U.S. tax systems.
All countries which have introduced flat taxes already had a consumption
tax in the form of a value added tax (VAT), a tax which does not exist in
the U.S.

Definition

A succinct definition of the HR flat tax is provided by the Congressional
Research Service of the Library of Congress (2005), which describes it
as “a wage tax and a cash-flow tax on business (a wage tax is a tax only
on salaries and wages; a cash-flow tax is generally a tax on gross receipts
minus all outlays)... It is essentially a modified VAT, with wages and
pensions subtracted from the VAT base and taxed at the individual level.”
Both taxes are levied at the same, single, “flat” rate, with a tax-free per-
sonal allowance for individuals.

Businesses pay tax on the difference between their gross sales and
the sum of wages, pension contributions, and purchases from other busi-
nesses, including the cost of materials, services, and capital purchases.
Individuals pay tax on their wages (including benefits in kind) and pen-

sion disbursements, less personal exemptions.

Eastern European (EE) Flat Taxes

During the last 15 years, a number of Eastern European countries have
reformed their tax systems by introducing regimes which have collec-
tively become known as “flat taxes.” Similar systems had already been
introduced in certain countries, including Hong Kong (1947), Jersey
(1940), and Guernsey (1960), but the more recent adopters may be
grouped conveniently into two “waves.” The first wave commenced with
Estonia in 1994 and the second with Russia in 2001. Although flat taxes
have been debated keenly in the U.K. and the rest of Western Europe,
none of these countries has yet adopted similar systems, so that the re-
sults of the new tax systems have been analyzed with some interest.

The EE flat tax systems recently introduced vary widely in design.
Their only common feature is that their tax on labor income may be de-
scribed in symbolic form, as per Keen et al. (2006):
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T,(Y)=max[t.(Y-4,),0]

where:
T(Y) is the tax liability on income of ¥,
t is the single marginal rate of tax (the “flat” rate), and

A, 1s a tax-free allowance given to the taxpayer.

Keen’s formula still meets the U.K. Treasury’s generic definition of
a flat tax.

The flat rate used to calculate both taxes may be the same, as under
the HR flat tax, but, in practice, this is unusual among the EE flat taxes.
Keen’s analysis of EE flat taxes only considers tax systems that follow
the above equation for PIT, incorporating as it does a personal allowance
which is an important design component of these real-life flat taxes.

Potential Simplifications of a Flat Tax

Supporters of flat taxes, both HR and EE varieties, have long held that
significant simplification of the current tax system would occur should
their favored system be implemented. Indeed, even opponents have often
implicitly accepted the claim, while sometimes questioning the extent of
the impact of their introduction.

HR flat tax proponents such as Armey (1996) routinely claim
that compliance costs would be cut were it introduced. The claim of its
creators that individuals and companies would be able to file their tax
returns on a postcard-sized form, and the hint that lengthy tax legislation
can be swept away by a simple law, were important factors in its initial
appeal. Superficially, the abolition of a number of exemptions and the re-
duction in the number of tax rates appear powerful simplifying features.

A typical view of flat tax supporters is that of Davidson, who agrees
with Mitchell (1998) that “two of Mitchell’s benefits are unambiguously
correct: a flat tax is simple and honest.” The McLeod Report (2001),
a study of New Zealand’s tax systems, concluded that a proportional
income tax (or flat tax) would “be simple and resolve several complex
taxation issues.”
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Limitations of Flat Tax Simplification

Martin (2005) considered the effect of a flat tax in the context of EE flat
taxes on U.K. tax legislation. He agreed that such a flat tax would remove
many of the reliefs that cause legislative complexity. However, he points
out that abolishing all of the reliefs noted by Teather (2005) would be likely
to repeal only 1 percent or 2 percent of current direct tax law, doing little to
remove complexity generated by length.

Martin (2005) concludes that “simplification of the tax system is ulti-
mately a matter of political will and conviction. An attractive panacea—such
as the flat tax—will not in itself solve the problem of complexity.” He notes
that supporters of flat taxes and their potential for simplifying the U.K. tax
system should beware of the danger identified by Mencken that “for every
complex problem, there is a solution that is simple, neat, and wrong.”

Analysis of the EE Flat Taxes

Keen et al. (2006) undertook a detailed analysis of the EE flat tax systems.
There is already a large amount of academic literature on behavioral and
overall tax revenue effects of changing tax rates, issues which, as already
noted, have been prominent in the flat tax debate. However, there has been
little analysis of the effect of “flatness” per se, although, as Keen et al.
(2006) point out, “it is difficult (perhaps impossible) to disentangle these
empirically from those of the accompanying tax increases or reductions that
movement to a flat tax implies.”

Keen et al. (2006) note a few obvious simplifications arising from
the flatness of tax rates, including reducing incentives to reallocate income,
making withholding simpler, and simplifying income averaging. However,
the tax-free allowance means that none of these problems disappears since
there are two marginal rates (the flat rate and zero). PAYE would still be
problematic for individuals with more than one job to ensure that the tax-
free allowance is only claimed once. Income averaging is a negligible part of
the overall complexity burden.

More importantly, it is generally agreed that the rate structure is not the
main source of complexity in a tax system. Factors to which complexity can
largely be attributed include difficulties in defining the tax base due to leg-
islative exemptions and special treatments which may be disputed at length
between taxpayer and tax authority.

Overall, Keen et al. (2006) conclude that there is little tangible evi-
dence for flat tax simplification solely due to their property of “flatness.”
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This was not a surprising observation as simply changing a tax rate is
predicted to have little effect on the much deeper, inherent complexity seen
in real life tax systems. The summary of the U.K. Treasury agrees with this
viewpoint that “having a progressive rate schedule with a reasonably low
number of income brackets is probably not much more complex than having
a single rate from an administrative point of view.” Some indirect survey
evidence from Ivanova et al. (2005) in Russia did not suggest that individual
taxpayers thought the tax system much simpler post reform.

Fundamental Problems of Tax Simplification

Gale’s (2001) conclusion effectively sums up the difficulties associated with
tax simplification, both generically and linked to the “flat tax™:

“As a purely technical matter, tax complexity and tax eva-
sion can be reduced, and tax administration can be made
more just and efficient. As a political and policy matter,
however, making these improvements has proven quite
difficult. Efforts to simplify the tax system typically run
up against conflict with other tax policy goals, political
factors, taxpayers’ efforts to avoid and evade taxes, and
revenue requirements. Each of these factors tends to shape
the base, credits, deductions, rate structure, and administra-
tive aspects of the tax system in ways that raise complex-
ity. Efforts to reduce evasion sometimes run into similar
problems.

To the extent that simplicity is a goal of tax reform,
many improvements could be made within the existing
system. Pure versions of both the national retail sales tax
and the flat tax could be vastly simpler than even an im-
proved income tax. But realistic versions of the flat tax and
especially the sales tax would require tax rates much higher
than advertised by their proponents. These higher rates
complicate tax compliance and enforcement. The sales tax
would face potentially serious problems with enforceability
and political pressure for exemptions. The flat tax would
face the same political pressures, and, while enforceability
is not a major issue, the tax would likely become signifi-
cantly more complex than currently proposed.”



78 Jelfs and Lymer

CGT Reform in the U.K.

On October 9, 2007, the U.K. Chancellor, Alistair Darling, announced an
unexpected reform to the U.K. CGT system, effectively proposing a flat
tax rate of 18 percent on capital gains for individuals and unincorporated
businesses. The proposal was without doubt a simplifying one as it re-
moved the need for complex calculations of taper relief, which reduced a
capital gain depending on the number of years of ownership of the asset,
as well as whether the asset had been used for “business” purposes. The
result was a range of effective CGT rates from 5 percent to 40 percent.

Taper relief was originally introduced by the incoming Labor
government to encourage entrepreneurship and create jobs. Endacott
(2008) notes that the government was influenced by U.S. thinking,
including a 1997 study of the venture capital industry by Gompers and
Lerner which highlighted a negative correlation between a CGT rate
and the magnitude of venture capital investment. However, the report
noted that the tax rate was only one of several factors to consider and
described it as a “blunt instrument.”

However, the legislative provisions for taper relief were lengthy
and complex, and, when they were described by financial journalist Mar-
tin Wolf as “a mess,” few would have disagreed. The concept of a “busi-
ness asset” was chosen to promote active risk-taking rather than passive
investment, but its definition was complex and often apparently arbitrary.
The far more generous relief that such assets attracted compared to “non-
business assets” was in some cases very hard to justify. In addition, the
increasing relief depending on the length of time the asset was held was
criticized by some as introducing arbitrary time limits to distort invest-
ment decisions.

“Flat Tax” Connection

It was somewhat ironic that the U.K. government introduced the pro-
posed reforms using some of the rhetoric of supporters of “flat tax.”
While the U.S. has a long and distinguished history of flat tax debate, the
concept is much newer in the U.K. and has met with little favor to date
in government circles. HM Treasury produced a critical report in 2005,
mainly on equity grounds, and the debate largely subsided.

Admittedly, the proposed U.K. CGT reforms bore little resemblance
to the original flat tax model of Hall and Rabushka and its subsequent
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development in the U.S. Under their model, capital gains are not taxed at
all. However, useful comparisons can still be made as to how the flatness
of a tax rate impacts on the simplicity of the underlying tax system.

In addition, it should be noted that the 2005 Treasury report high-
lighted the fact that no flat tax system had been introduced in an econ-
omy similar to the U.K., so that any conclusions about its effectiveness
would be largely speculative. While CGT is a minor tax in terms of the
revenue it raises, such a comment is now a less valid one.

Taxpayer Response

Given the purported desire for tax simplification in the U.K., it might
have been expected that this proposal would have met with a broadly
favorable response from taxpayers and their advisers. However, the
exact opposite occurred. The reforms were bitterly denounced by repre-
sentatives of small business, principally on the basis that, under the old
system, many of their constituents would have expected to pay a rate of
no more than 10 percent on disposal of shares in their companies. Emo-
tive phrases such as “80-percent tax rise” succeeded in attracting much
media attention. Simplification proved to be a principle readily sacrificed
to avoid even a modest tax increase, with the General Secretary of the
Trades Union Congress describing the Chancellor as having “called the
bluff of those business leaders who have long called for tax simplicity.”

Other arguments from the reform’s opponents included the need for
stability in a tax system, the damage to the country’s entrepreneurial cul-
ture with the prospect of wealth generators choosing to set up business
in lower tax jurisdictions, and the prospect of a “finance gap,” deterring
external investors from financially supporting small businesses.

The behavior of tax practitioners in response to the reform was
predictable. After initial complaints that the reforms had not undergone
a proper consultation process, a number of schemes were devised for
clients based on draft contracts of sale dated before April 6, 2008 (the
date the reforms took effect) to take advantage of the lower tax rates
under the previous regime. This pragmatic approach was demonstrated in
the actions of the prominent tax consultant Kevin Slevin who was quick
to denounce the reform as “the Darling Raid on small businesses.” Yet,
by July 17, 2008, he had written the first book to market on the subject of
entrepreneurs’ relief, available for sale to fellow practitioners.
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Government Reaction

In the event, the government gave in to demands and introduced further
legislation known as entrepreneur’s relief, based on repealed legislation
known as “retirement relief.” This effectively gave taxpayers the ability to
continue to pay only 10 percent on the first £1 million of capital gains, with
any excess taxed at 18 percent.

From a simplification point of view, this response was disastrous,
leading to greater volume of tax law and maintaining the complexity of
calculating a capital gain. As with taper relief, with which it shares a num-
ber of similarities while not providing as generous a relief, entrepreneurs’
relief creates distortions and influences investment behavior. Endacott
(2008) points out that the relief introduces substantial complexity for the
small amount of relief it provides. The Chartered Institute of Taxation, the
representative body for chartered tax advisers, noted that retirement relief
provisions, which formed the basis for entrepreneurs’ relief, contained ele-
ments that were “notoriously difficult to apply and, in practice, gave rise to a
number of problems for both taxpayers and HMRC.”

Conclusions

In summary, the recent experiences of the CGT reforms provide evidence of
the difficulty any government would face in trying to introduce significant
simplification to the U.K. tax system, be it by flat tax or any other means,
given the response to proposals to modify one minor tax. They also show
that, even if a simple tax system could be introduced, the pressures for
special interest groups may be too much for government to ignore, leading to
further legislation and increased complexity.
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ecent financial guidelines and regulations focus on the importance

of increasing transparency in financial reporting of companies to

protect investors. Financial Accounting Standards Board (FASB)
Statement No. 109 (FASB 109), “Accounting Uncertainty in Income Taxes,”
and its interpretation by FASB, Financial Interpretation No. 48 (FIN 48),
adopted in December 2006, is an example of one such regulation. State-
ments of Financial Accounting Standards (SFAS) 109, “Accounting for
Income Taxes,” released in 1992, provide the principle of deriving tax costs
in financial statements. FASB 109 and FIN 48 complement SFAS 109 and
provide guidelines on calculating tax costs under uncertain tax positions.
Companies are often uncertain about the tax authorities’ acceptance of their
tax calculations. These guidelines assist in reporting the expected acceptance
of controversial tax positions by tax authorities.

Prior to FIN 48, the public was concerned with companies’ possible
underestimation of their taxes, specifically when companies are uncertain
whether the tax authorities accept their tax positions.' Since a positive prob-
ability exists that an uncertain tax position goes unexamined, companies
have incentives to use aggressive tax planning to minimize taxes. Given a
tax examination, the IRS negotiates with the taxpayer using various formal
and informal processes to correct the current taxes. Even if the company’s
uncertain tax position is corrected through the process, the company gener-
ally pays at most the difference in the tax calculation, interest, and possibly
penalties. Most of this should have been initially paid by the company. This
is especially true for U.S. Federal taxes, as most taxpayers are generally not
audited and only subject to the “tax audit lottery.”

! For example, Poterba et al. (2007) investigate the deferred tax positions of large U.S companies during 1993,
essentially the first year of implementation of SFAS109, and 2004. Using panel data on deferred tax assets (DTAs)
and deferred tax liabilities (DTLs) of 100 FORTUNE 50 companies, they find that a higher proportion of compa-
nies have a net DTL rather than a DTA. Their analysis also shows that the aggregate value of deferred tax liabilities
is larger than that of deferred tax assets in the U.S. corporate sector.

2 Only 0.8 percent for companies with assets less than $250 thousand were subject to IRS examinations in Fiscal
year 2007 (IRS, 2008).
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Financial statements may not reflect the actual financial situation of
a company. Plesko (2007) finds that some companies report significant
financial statement income without tax consequences and use tax planning
without being subject to financial reporting costs. Given the incentives to use
aggressive tax planning, companies need to allocate money to a tax reserve
for tax contingencies.’ A tax reserve is essentially equal to the company’s
expectation of additional tax expenses after the finalization of a tax audit.
Increases in tax reserves reduce current assets and/or income. Blouin and
Tuna (2007) show that companies used tax reserves as “earnings smoothing”
tools prior to FIN 48. Companies increased their tax reserves when business
was booming to reduce expectations on the company’s stock and reduced
tax reserves when business was depressed to increase earnings. In addition,
companies disclosed nonrecurring income components strategically to high-
light good news. In order to avoid misleading investors, FIN 48 was imple-
mented to require companies to standardize their tax-related disclosures to
increase the accuracy of company financial statements.

Policymakers are interested in the effects of adopting FIN 48 as it may
affect tax revenues. Some researchers believe that FIN 48 will increase com-
panies’ taxes.* Under FIN 48, companies cannot record a tax benefit of an
uncertain tax position if the probability of successfully defending the tax po-
sition against a tax authority is not “more-likely-than-not” or not above 50.0
percent. Among tax practitioners, this threshold is considered to be higher
than the one used previously. Additionally, FIN 48 requires companies to
publicly disclose additional information regarding their tax positions. Tax
authorities gain access to more detailed information regarding tax positions
of companies with the implementation of FIN 48. This additional informa-
tion reduces the possible asymmetry in information between the company
and the tax authority and reduces the tax authorities’ costs in selecting
companies for tax audits. While the literature discusses FIN 48’s effects on
financial reporting strategies, its effect on tax revenues is not yet understood
and explored.’

3 Tax contingencies are reserves for uncertain tax positions. Tax contingencies are also known as tax cushion,

tax exposures, reserve for uncertain tax positions, and contingent reserves, etc. While there are other types of tax
reserves, including reserves for current taxes and reserves for deferred taxes, for the purposes of this paper, we use
the term tax reserves, specifically, for reserves for tax contingencies.

4 Readers are referred to Blouin et al. (2007) for the argument.

5 The literature analyzes the effect of FIN 48 on tax reserves. Blouin et al. (2007) find that tax reserve reductions
were more common for large companies but not small companies during 2005 through the first quarter of 2007.
The authors infer that their findings support the necessity of FIN 48 as a conformity tool. Blouin et al. (2008) ex-
amine if companies with excess tax reserves were concerned with the increase in the probability of a tax audit after
FIN 48. The authors hypothesized that this anticipation of FIN 48 may have altered companies’ strategies regarding
tax reserves prior to its implementation. Blouin et. al. (2008) show that companies with excess tax reserves tend

to decrease their reserves prior to FIN 48 adoption, while other companies waited until adoption to increase tax
reserves. The literature shows that the effects of FIN 48 on companies’ strategies vary by specific company charac-
teristics, such as company size and tax reserve levels.
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We examine the effects of FIN 48 on tax revenues using the S&P Com-
pustat North America database. The sample includes 78,061 observations on
9,465 U.S. companies from 1989 through 2008. Our analysis compares com-
panies’ taxes as reported on their financial statements before and after the
implementation of FIN 48 with the use of a reduced-form empirical model.
We also explore the possible differential effects by company size as compa-
nies of different sizes face different tax audit probabilities, and resources to
defend tax positions, thus, may behave differently.

Our analysis shows that FIN 48 appears to have had a statistically sig-
nificant effect on U.S. companies’ taxes only in the year of implementation
and not for the subsequent year. On average, U.S. companies increased their
U.S. Federal taxes with their implementation of FIN 48. As a proportion
of their U.S. Federal taxes, smaller companies increased their tax outlays
by more than larger companies. A combination of the companies’ differing
access to resources for tax planning strategies, tax audit defense, and the tax
audit lottery may explain this result. As the company size decreases, the re-
sources available to implement and defend aggressive tax planning strategies
generally fall as a proportion of tax savings. However, smaller companies
generally have a less of a likelihood of being audited compared with larger
companies. Very large multinational companies have sophisticated tax plan-
ning strategies to reduce their overall effective tax rates. Also, these compa-
nies have relatively more resources to defend their positions in tax examina-
tions. However, these companies have a larger probability of being audited.

Prior to FIN 48, smaller companies may have depended more heav-
ily on the tax audit lottery and the asymmetric information advantage. FIN
48 reduces the information advantage enjoyed by these smaller companies.
Therefore, smaller companies may have been affected more than larger
companies.

The remainder of the paper is organized as follows. It overviews
FIN 48 and the data used for analysis. It describes an empirical model for
studying the effect of FIN 48 on tax revenues. Results of the analysis are
presented, and the paper concludes.

Effects of FIN 48 Disclosures

In July 2006, the FASB released Financial Interpretation No. 48 entitled
“Accounting for Uncertainty in Income Taxes—An Interpretation of FASB
Statement 109 FIN 48.” As FASB 109 did not provide specific guidance on
addressing tax uncertainties, FIN 48 provides companies with these methods
and guidelines. Prior to FIN 48, there were minimal standards in accounting
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for uncertain tax positions in the companies’ financial statements. Compa-
nies adopted different practices which resulted in the use of inconsistent
criteria to recognize, derecognize, and measure benefits related to income
taxes. This affected the public’s ability to compare the companies’ reported
tax assets and liabilities in their financial statements. FIN 48 was issued to
standardize this process by reducing the companies’ flexibility in accounting
for uncertain tax positions.

FIN 48 increases disclosure, transparency, and comparability for
tax authorities and investors. As such, these FIN 48 disclosures received
much attention. The primary concern is its effect on tax audits since the tax
authorities are monitoring these disclosures.® While tax examination teams
are generally not allowed to request tax work papers, an IRS senior adviser
on transfer pricing stated that examination teams may utilize the FIN 48
disclosures themselves in selecting issues to examine during the tax audit
(Tax Management Transfer Pricing Report (TMTPR), November 6, 2008).
Similarly, foreign tax authorities have also been interested in the FIN 48
disclosures. FIN 48 applied to all companies that use the U.S. Generally
Accepted Accounting Principles (GAAP). This includes tax-exempt entities
and foreign companies registered with the Securities and Exchange Commis-
sion (SEC). As FIN 48 affects multinational corporations preparing financial
statements for the SEC in the U.S., it affects these companies’ uncertain tax
positions in all jurisdictions. Non-U.S. tax authorities can monitor these FIN
48 disclosures to increase their information set and minimize the use of tax
audit resources.” Furthermore, policymakers, including those in the Senate,
are also interested in the effect of FIN 48 to increase tax compliance.®

Our initial hypothesis is that introducing FIN 48 has increased taxes
paid by companies. Adopting FIN 48 potentially reduces the information

¢ The IRS Large and Mid-Size Business (LMSB) Division Deputy Commissioner of International stated on
January 4, 2008, that the IRS is monitoring FIN 48 disclosures regarding transfer-pricing-related uncertainty
discussions and tax reserves (Bureau of National Affairs (BNA), January 8, 2008). While the Deputy Commis-
sioner stated that the IRS is closely observing these disclosures; the IRS has not changed its position on its policy
of restraint for tax work papers. As of December 2008, the IRS maintains a policy of voluntary restraint regarding
the request for calculations and documents in the work papers used to calculate tax accrual, including FIN 48
disclosures.

7 An official at H.M. Revenue and Customs (HMRC), the U.K. tax authority, stated that HMRC have been
monitoring the FIN 48 disclosures closely. Not only have HMRC been monitoring to obtain additional informa-
tion for tax audit purposes, the office stated that HMRC have been monitoring the effects these disclosures have
on share prices; the market reactions to such disclosures; and financial analysts’ use of these disclosures (TMTPR,
December 4, 2008).

¢ Senator Carl Levin and the Senate Homeland Security and Governmental Affairs Permanent Subcommittee on
Investigations have requested the work paper files surrounding FIN 48 and international transactions including
transfer pricing. It was stated that Senator Levin believed this policy of restraint is ill-conceived, and, during 2007,
this committee requested work paper files for an undisclosed set of companies regarding advanced pricing agree-
ments and the amounts of unrecognized tax benefits (TMTPR, September 11, 2008).
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asymmetry faced by tax authorities. This may reduce the resources necessary
for tax authorities to perform tax examinations. The tax authorities can raise
the efficiency of selecting companies for tax audits and focus attention on
specific tax issues within a tax audit. Nevertheless, different firms may react
differently to FIN 48’s introduction.’ For example, firms of different sizes as
measured by revenue and/or capital assets may react differently to FIN 48
implementation. These differential behavior responses may be due to a) the
differing exposure to tax audits and b) differing levels of resources needed
for creative tax planning and tax audit defense. The probability of being se-
lected for a tax audit decreases with company size. Very large companies are
continuously audited. As such, the financial and tax records of these com-
panies are continuously scrutinized by the IRS. On the other hand, smaller
companies are only exposed to the “tax audit lottery.”'® Similarly, larger
companies generally have more resources to gain access to higher quality
more sophisticated tax strategies and tax professionals with higher ability to
construct, implement, and defend these strategies.

There is a tradeoff effect between these two factors—tax audit lottery
and resources for tax saving. The effects of FIN 48 may vary depending
on which factor is more dominant. One possible hypothesis is that larger
companies with continuous tax audits are less likely to alter their behaviors
with FIN 48 relative to their smaller counterparts. With continuous scrutiny
and focus, the asymmetric information gap between large companies and the
tax authorities may be smaller than the gap between smaller companies and
the tax authorities. With FIN 48, all else held equal, we may observe smaller
companies increasing their taxes, while larger companies are unaffected by
FIN 48.

Another hypothesis is that introducing FIN 48 may increase taxes for
large companies. Prior to FIN 48, companies did not have the same demands

° One Ernst & Young director of Tax Accrual Services was not surprised with the diversity in FIN 48 disclosures.
He remarked that, since the analysis depends on the facts and circumstances, as well as a company’s intentions

in ultimately resolving the tax position, the results may be inconsistent between companies. One auditor at a Big
Four firm anonymously stated that companies showed various ranges of FIN 48 responses. While some companies
reported having an uncertain tax position, the company deemed some positions as being immaterial for reporting
purposes. Thus, the tax position was reported not to materially affect earnings or retained earnings (BNA May 22,
2007).

1% The proportion of tax returns examined by the IRS by asset groups provides the evidence. Only 3.0 percent of
the tax returns in each asset group with assets less than $10 million were examined in FY 2007. This probability
increases dramatically once assets surpassed $10 million (18.5 percent of the tax returns in the 5 asset categories
between $10 million and $1.0 billion were examined) and approximately doubles to 31.6 percent for companies
with assets between $1.0 billion and $5.0 billion. The probability further doubled to 62.9 percent for companies
with assets between $5.0 billion and $20.0 billion. All tax returns for companies with assets above $20.0 billion
were audited.
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on disclosing the viability of their tax positions. Larger companies have
more complex business structures with affiliates in many countries. These
companies may have used their multinational structures to implement com-
plex aggressive tax positions prior to FIN 48. Some aggressive tax positions
may not pass the “more-likely-than-not” threshold of FIN 48. Under this
hypothesis, larger companies would be more likely to increase their taxes
with FIN 48. These larger companies may reduce the number of aggressive
tax positions, especially those that do not pass the “more-likely-than-not”
threshold.

The following section examines which hypothesis seems to explain
what happened after the introduction of FIN 48. Of course, our analysis ac-
counts for a third possibility: FIN 48 did not affect companies’ taxes at all.

Data

The majority of the data we used were extracted from the S&P Compustat
North America database DVD issued in April 2009. The Compustat DVD
contains financial and market data for approximately 21,000 public com-
panies, including financial information on approximately 10,000 currently
active companies and approximately 10,900 inactive companies. The infor-
mation includes income variables (pretax income, sales revenue); tax cost
variables (Federal taxes); cost variables (cost of goods sold (COGS); sales,
general, and administrative expenses (SG&A); R&D expenditures); asset
and debt variables (cash and cash equivalents, gross amounts of property,
plant, and equipment (PP&E), inventory levels, goodwill, debt, and capital);
and the country of incorporation. Each Compustat DVD provides a panel da-
taset of up to 20 years generally on publicly owned companies obtained from
the documents filed with the Securities and Exchange Commission (SEC).
We used the full panel available in our Compustat DVD; therefore, the time
period for our analysis is 1989 through 2008. This time period includes two
recessions in the U.S. economy and, thus, is relevant to analyze companies’
strategic behaviors under several alternative situations.

We obtained data on the producer price index (PPI) for all commodi-
ties. All monetary measures are deflated with the PPI to 2007 dollars and
are measured in millions of dollars. We used the PPI because companies’
business environments may be more affected by changes in the PPI than the
consumer price index.

' These are companies in the agriculture, forestry, and fishing industry.
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Our analysis focuses on U.S. companies in relevant industry sectors.
We eliminated observations in Division A of the SIC Division Structure.'
We also eliminated observations in the government sector which are obser-
vations in Division J and in the SIC of 43.!2 We expect companies in these
SIC categories were not sensitive to the introduction of FIN 48. Our sample
also excludes observations that were considered subsidiaries by Compus-
tat or observations of companies that underwent a buyout. Subsidiaries are
under the control of parents. Their responses could be captured by analyzing
their parents’ behaviors. Additionally, we eliminated any company with less
than 3.0 years of observations. Unobserved company specific factors may
bias our results. A sufficient number of observations for each company are
necessary to control for such factors.

We split the observations into size categories in order to examine the
possible differential effect of FIN 48 by company size. All companies with
total assets greater than $250 million were classified as “Large.” Nonlarge
companies are those not classified as Large. This classification is consistent
with the IRS Data Books. "

Table 1 shows summary statistics of our sample.

Table 1. Summary Statistics for U.S. Companies

All Large Companies Nonlarge Companies
Dependent Variables Mean Std. Dev. Mean Std. Dev. Mean Std. Dev.
U.S. Federal Income Tax Payments 20.59 127.01 65.18 224.16 1.14 2.86
Variables of Interest Mean Std. Dev. Mean Std. Dev. Mean Std. Dev.
Large Companies 30.37% 100.00% 0.00%
Nonlarge Companies 69.63% 0.00% 100.00%
FIN 48 4.64% 9.17% 2.67%
FIN 48*Large 2.79% 9.17% 0.00%
FIN 48*(Nonlarge) 1.86% 0.00% 2.67%
FIN 48 (Year of Implementation) 3.51% 5.96% 2.45%
FIN 48 (Year of Implementation)*Large 1.81% 5.96% 0.00%
FIN 48 (Year of Implementation)*(Nonlarge) 1.70% 0.00% 2.45%
Control Variables Mean Std. Dev. Mean Std. Dev. Mean Std. Dev.
Net Sales Revenue 1,079.54 6,541.60 3,404.07  11,537.79 65.67 110.11
Total Cost 943.37 5,775.21 2,961.32 10,195.72 63.23 104.49
R&D Expense 2217 202.97 66.98 364.19 2.63 7.63
Depreciation and Amortization 46.98 330.18 148.80 586.55 2.57 4.64
Interest Expense 40.93 659.03 131.96 1,190.90 1.22 2.74
Gross PP&E 577.03 4,295.44 1,844.30 7,644.90 24.30 43.95
Cash Holdings 196.49 3,153.58 622.78 5,699.60 10.56 20.18
Inventory 196.54 4,265.79 631.06 7,723.21 7.02 15.37
Goodwill 73.26 832.24 238.94 1,497.06 1.00 6.09
BV of Capital 1,910.00 14,737.25 6,066.15  26,272.57 97.26 212.13
BV of Debt 601.81 10,300.49 1,955.54  18,620.87 11.37 24.77
Number of Observations 78,061 23,707 54,354

Note: All information except for ratios is presented in millions of 2007 U.S. dollars. All data are extracted from the Compustat Database.
Total Cost is the sum of COGS, SG&A, and Depreciation and Amortization expenses.

12 Division J includes Public Administration industry. Entities with SIC codes between 4300 and 4399 are classi-
fied as United States Postal Service entities.

13 The IRS Data Book provides the information on the proportion of audits by companies’ size. The data for the
years 1999 to 2006 show similar trends. Companies with less than $10 million in total assets generally experienced
less than 10 percent audit rates. Companies with assets between $10 million and $250 million generally faced a 15
percent audit rate. Companies with assets greater than $250 million had an historic audit rate of approximately 30
percent.



92 Tomohara, Lee, and Lee

We have 78,061 observations; 23,707 observations are Large compa-
nies while the remaining 54,354 observations are not. Large companies ac-
counted for 30.37 percent of the total sample. Approximately 4.64 percent of
the observations are after FIN 48, and approximately 2.79 percentage points
of these are classified as Large.

We also provide the percentage of observations that experienced FIN
48 for the first time. These are observations of companies with a fiscal-year
end date between December 31, 2007, and November 30, 2008.* Approxi-
mately 3.51 percent of the observations are from this period. Approximately
1.81 percentage points of these are classified as Large, and 1.70 are Non-
large.

The table shows a significant difference in taxes between the Large
companies and Nonlarge companies. While the average Federal taxes were
approximately $20.6 million, the average Large company paid approximate-
ly $65.2 million in Federal income taxes. The average Nonlarge company
paid $1.1 million.

We also observe a significant difference in the other variables between
Large and Nonlarge companies. In our sample, the average sales revenues
were approximately $1.0 billion. Larger companies’ sales revenues are 52
times larger than their smaller counterparts, which maintained approximately
$65.7 million. The total costs of the average company were approximately
$943.4 million. The average company earned an operating profit margin of
12.6 percent."” Larger companies’ average total costs were approximately
$3.0 billion, resulting in an operating profit margin of 13.0 percent, which
is slightly larger than the average for all companies combined. Nonlarge
companies earned an operating profit margin of approximately 3.7 percent.
Nonlarge companies maintained more R&D expenditures and depreciation
expenses relative to their book value of capital and maintained higher gross
PP&E and cash relative to the book value of their capital assets than Large
companies. These may imply that larger companies enjoy economies of
scale. On the other hand, Large companies have a higher debt-to-capital ratio
relative to Nonlarge companies.

14 Technically, observations with fiscal year end between December 16, 2007 and December 15, 2008 would have
first implemenated FIN 48. Nevertheless, companies generally do not have fiscal-year end dates in the middle of
the year. Therefore, our construction of this variable as between December 31, 2007, and November 30, 2008, will
introduce minimal noise.

15 Operating profit margin is (sales-total costs)/sales. It is a measure of the profitability of the operations relative to
sales revenues.
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In Table 2, we compared companies’ taxes before and after FIN 48 to
obtain a sense of the possible effect of FIN 48.

Table 2. Summary Statistics for Companies Before and After FIN 48

Before FIN 48 After FIN 48
Dependent Variables All Large Nonlarge All Large Nonlarge
U.S. Federal Income Tax Payments 18.30 60.49 1.14 67.47 111.62 1.21
Number of Observations 74,437 21,532 52,905 3,624 2,175 1,449
Right Before FIN 48 Right After FIN 48

Dependent Variables All Large Nonlarge All Large Nonlarge
U.S. Federal Income Tax Payments 48.47 99.84 1.09 54.96 105.58 1.11
Number of Observations 3,479 1,669 1,810 2,743 1,414 1,329

Note: U.S. Federal Income Tax Payments presented in millions of 2007 U.S. Dollars. All data are extracted from the Compustat
Database.

The upper panel compares taxes before and after FIN 48. While the
Federal taxes increased after FIN 48 for all samples, reviewing the level of
taxes shows an upward trend, except for recession years when the level of
taxes dropped. In the lower panel, we further compare taxes for the fiscal-
year prior to the mandatory adoption of FIN 48 (the right before FIN 48
columns) and the fiscal year FIN 48 was instituted (the right after FIN 48
columns). In reviewing the lower panel, the average company increased
taxes from $48.5 million to $55.0 million. In addition, large companies
increased their federal U.S. taxes by $5.7 million and Nonlarge companies
slightly increased taxes by approximately $200,000.

One inference from the analysis is that, on average, FIN 48 increased
Federal income taxes. Nevertheless, these results should be interpreted cau-
tiously because other factors that affect these variables have not been con-
trolled for. Our model in the following section controls for other influencing
factors through the use of a multivariate regression in order to examine the
separate effects of FIN 48.

Model

Our analysis investigates the effects of the initial adoption of FIN 48 on the
companies’ taxes using the following reduced form model.
V= o+B,*FIN48,+ControlVariables;*B+y,=8,+1,+¢g; (1)

it it

The dependent variable y;, is company i’s Federal income taxes in
industry j in year t.

FIN48,,is a dummy variable to distinguish companies’ behaviors
before and after FIN 48. We examined two different specifications of this
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variable. In our first specification, FIN48,,
company’s observations are for FYE December 31, 2007, or later. Other-
wise, FIN48,, is equal to zero. We are also concerned that FIN 48 may
have a transitional effect and affects companies’ taxes only in the year of
adoption. Therefore, we also constructed FIN48;, as a dummy variable for a
company’s first experience with FIN 48. This variable, FIN48,,= FIN48,§.,, is
equal to one for a company’s observations with FYE December 31, 2007, to
November 30, 2008. Otherwise, FIN48; is equal to zero.'® B, is the coef-
ficient of interest. For example, if the estimate is positive, companies are

found to pay more tax after FIN 48.
ControlVariables, is a set of other variables that may affect our de-

pendent variables. These variables are net sales revenues, total costs, R&D
expenses, depreciation and amortization, interest expense, gross property
plant and equipment (PP&E), cash and cash equivalents, inventory, good-
will, book value of capital, and book value of debt. In addition to these
firm-specific variables, broader control variables were included to control for
unobserved industry-specific effects, v;,17 We also included four-digit Stan-
dard Industrial Classification (SIC) group indicators. Unobservables that are
specific to each year are controlled for with a set of time dummies, t,, We
also included a linear time trend and total nonfarm employment to control
for unobserved macroeconomic factors that are not captured by the industry
dummies, and time dummies."®

The empirical model can be estimated by either a random effect model
or a fixed effect model approach. Random effects are used if an individual
company dummy, J,, is uncorrelated with the explanatory variable in all
time periods. Otherwise, fixed effects are used to eliminate the unobserved
company-specific effects, 8,. As a cautionary measure, fixed effects, mod-
eling may be more appropriate to control for any possible time-invariant
company-specific unobservable factors that may affect taxes.

Since companies measured by size may have differing responses to
FIN 48, we apply equation (1) to our subsample of Large and Nonlarge in

= FIN48..,it is equal to one if the

ijt>

16 FIN 48 is effective for companies with fiscal years beginning after December 15, 2006. The fiscal year of many
companies is the same as the calendar year, between January 1 and December 31. This implies that most companies
adopted FIN 48 with their 2007 fiscal year. Some companies may have voluntarily adopted FIN 48 methodologies
prior to finalizing their 2006 fiscal-year financial statements. However, given that many companies do not have

a FYE in the middle of the month, our construction of the FIN48 variable should introduce minimal noise to the
results.

17 For most companies, Y;, is time-invariant; however, a company can change its business to be reclassified into
another SIC.

'8 Our analysis tried several macroeconomic variables, such as real GDP and unemployment rates. The inclusion
of those variables did not have a qualitative effect on our results, and, thus, were dropped from our analysis.
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addition to all observations. These analyses allow us the gain an understand-
ing of the average response by size category.

Table 3. Regression Results for FIN 48

Nonlarge
Variables Overall Large Sample  Sample
1 2 3
FIN 48 4.07 9.08 0.07
(3.07) (8.50) (0.11)
Sales 0.04 0.04 0.09
(0.001)*** (0.001)*** (0.001)***
Total Cost -0.04 -0.04 -0.08
(0.001)*** (0.001)*** (0.001)***
R&D -0.03 -0.04 0.01
(0.002)*** (0.004)*** (0.002)***
Depreciation and Amortization 0.00 0.01 0.08
(0.002) (0.004) (0.003)***
Interest Expense -0.06 -0.06 -0.05
(0.001)*** (0.002)*** (0.006)***
Gross PP&E 0.00 0.00 0.00
(0.000)*** (0.000)*** (0.000)***
Cash and Cash Equivalents 0.00 0.00 0.02
(0.000)*** (0.000)*** (0.001)***
Inventory 0.00 0.00 0.02
(0.000)*** (0.000) (0.001)***
Goodwill 0.01 0.01 -0.01
(0.000)*** (0.001)*** (0.001)***
Book Value of Captial 0.01 0.01 0.00
(0.000)*** (0.000)*** (0.000)***
Book Value of Debt 0.00 0.00 -0.01
(0.000)*** (0.000)*** (0.001)***
Assumption on Company-Level Unobservables FE FE FE
Number of Observations 78,061 23,707 54,354

Note: Our overall dataset has 9,465 companies and 78,061 observations. All columns provide the results
of the fixed effect models. Column 1 provides the estimated results of FIN 48 on the entire population.
Column 2 provides the estimated results of FIN 48's effects on large companies. Column 3 provides the
estimated results of FIN 48's effects on nonlarge companies.

All models include company-specific variables. These variables are net sales revenues, total costs, R&D
expenses, depreciation and amortization, interest expense, gross PP&E, cash and cash equivalents,
inventory, goodwill, book value of capital, and book value of debt. We also include 4-digit SIC code
indicators, time dummies, time trend, and nonfarm employment to control for other macroeconomic factors.
Standard errors are provided in parentheses. All information is presented in millions of 2007 U.S. dollars.
All company level data are extracted from the Compustat Database.

*** Indicates statistical significance at 1 percent.

** Indicates statistical significance at 5 percent.

* Indicates statistical significance at 10 percent.
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Results of the Analysis

Table 3 provides the results of estimating (1) on U.S. Federal taxes using
FIN48,,= FIN43,,.

Column 1 provides the overall effects of FIN 48 using the full sample.
Column 2 presents the effects on the subsample of Large companies. Col-
umn 3 provides the effects on the subsample of nonlarge companies. While
we estimate a positive coefficient on the effect of FIN 48, these coefficients
are not statistically significant at conventional levels.

While the other covariates are included as controls, the estimated
effects of company level covariates are provided. An increase in sales is cor-
related with increases in taxes, and increases in total costs reduce taxes owed
to the U.S. Federal Government. We also find that increases in R&D expen-
ditures are generally correlated with a reduction in taxes; however, the oppo-
site relationship was uncovered with respect to Nonlarge companies. While
we do not find a correlation between depreciation and amortization expenses
and taxes for the overall sample and the sample of Large companies, we find
that increases in such expenses increases taxes owed by Nonlarge compa-
nies. Generally, one should find that an increase in such expenses reduces
taxes. We also find that increases in interest expenses are associated with
reductions in taxes owed to the Federal Government, and increases in assets
like Gross PP&E, Cash, Inventory, or Goodwill increase taxes owed to the
Federal Government.

Table 4 provides the results of estimating (1) on U.S. Federal taxes us-
ing FIN48,,= FIN4S,,.

Column 1 provides the overall effects of FIN 48 using the full sample.
Column 2 presents the effects on the subsample of Large companies. Col-
umn 3 provides the effects on the subsample of Nonlarge companies. We
also provide the estimated effects of the other company-level covariates.

Column 1 shows that U.S. taxes increased by $5.83 million with the
implementation of FIN 48. Columns 2-3 show that the results differ by
company size. While the average taxes of Large companies increased by
$10.29 million, the average taxes of Nonlarge companies increased by $0.19
million.!” It appears that the magnitudes of the estimates presented in Table
3 are qualitatively similar to those presented in Table 4. However, given
statistical significance estimates presented in Table 4, it appears that FIN 48
may have had a transitional effect on taxes and not a sustained effect. The

19 We take care in interpreting the results. While our analysis controlled for many factors that affect taxes, if an-
other event or policy jointly occurred at the end of December 2007, we would be unable to untangle its effects with
those of FIN 48.
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Table 4. Regression Results for FIN 48 in the Year of
Implementation

Variables Large Sample Nonlarge

Overall Only Sample
1 2 3
FIN 48 5.83 10.29 0.19
(2.27)** (5.86)* (0.09)**
Sales 0.04 0.04 0.09
(0.001)*** (0.001)*** (0.001)***
Total Cost -0.04 -0.04 -0.08
(0.001)*** (0.001)*** (0.001)***
R&D -0.03 -0.04 0.01
(0.002)*** (0.004)*** (0.002)***
Depreciation and Amortization 0.00 0.01 0.08
(0.002) (0.004) (0.003)***
Interest Expense -0.06 -0.06 -0.05
(0.001)*** (0.002)*** (0.006)***
Gross PP&E 0.00 0.00 0.00
(0.000)*** (0.000)*** (0.000)***
Cash and Cash Equivalents 0.00 0.00 0.02
(0.000)*** (0.000)*** (0.001)***
Inventory 0.00 0.00 0.02
(0.000)*** (0.000) (0.001)***
Goodwill 0.01 0.01 -0.01
(0.000)*** (0.001)*** (0.001)***
Book Value of Capital 0.01 0.01 0.00
(0.000)*** (0.000)*** (0.000)***
Book Value of Debt 0.00 0.00 -0.01
(0.000)*** (0.000)*** (0.001)***
Assumption on Company Level Unobservables FE FE FE
Number of Observations 78,061 23,707 54,354

Note: Our overall dataset has 9,465 companies and 78,061 observations. All columns provide the results
of the fixed effect models of the effect of FIN 48 for the first year of implementation. Column 1 provides the
estimated results of FIN 48 on the entire population. Column 2 provides the estimated results of FIN 48's
effects on large companies. Column 3 provides the estimated results of FIN 48's effects on nonlarge
companies.

All models include company-specific variables. These variables are net sales revenues, total costs, R&D
expenses, depreciation and amortization, interest expense, gross PP&E, cash and cash equivalents,
inventory, goodwill, book value of capital, and book value of debt. We also include 4-digit SIC code
indicators, time dummies, time trend, and nonfarm employment to control for other macroeconomic factors.
Standard errors are provided in parentheses. All information is presented in millions of 2007 U.S. dollars.
All company-level data are extracted from the Compustat Database.

*** indicates statistical significance at 1 percent.

** Indicates statistical significance at 5 percent.

* Indicates statistical significance at 10 percent.
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estimated effects of the other company-level covariates remain generally the
same as those provided in Table 3.

To understand the magnitude of these estimated effects, we divide the
coefficient estimates by the U.S. Federal taxes for the year of implementa-
tion. Our results are presented in Table 5.

Table 5. Fraction of U.S. Federal Taxes Estimated To Be Due to FIN 48

Variables Large Nonlarge
Overall Sample Sample
1 2 3
Estimated FIN 48 Effect/U.S. Federal Taxes during FIN 48 Implementation 10.6% 9.7% 17.4%

Number of Observations

Note: Our overall dataset has 9,465 companies and 78,061 observations. Estimated effect from the fixed effects models are used.
All columns provide the percentage of U.S. Federal tax payment due to FIN 48 in the year of implementation. Columns 1 provides
the result for the entire population. Columns 2 provides the results for large companies. Columns 3 provides the results for
nonlarge companies.

For the overall population, we find that approximately 10.6 percent of
the taxes for the year of implementation may be due to adopting FIN 48. For
Large companies, this percentage falls slightly to 9.7 percent. In addition,
17.4 percent of Nonlarge companies’ taxes appear to be from implementing
FIN 48. It appears that Nonlarge companies paid a higher proportion of their
taxes because of FIN 48 adoption.

One inference is that FIN 48’s disclosure requirements may have
reduced companies’ use of aggressive tax-saving strategies. Prior to FIN 48,
companies may have saved on taxes by aggressive tax strategies that would
not have passed the “more-likely-than-not” threshold in FIN 48, know-
ing their asymmetric advantages over tax authorities. Companies have full
knowledge of their operations, while the tax authorizes must generally rely
on publicly available sources and the information provided by the compa-
nies. Furthermore, while larger companies may have access to more sophis-
ticated tax strategies via highly qualified tax professionals who plan and
implement tax-saving strategies, smaller companies enjoyed a lower prob-
ability of being audited. FIN 48 helped to alleviate the asymmetric informa-
tion problem faced by the tax authorities. Even though FIN 48 disclosures
are the company’s own assessments, FIN 48 increases the tax authorities’
information and reduces the tax authorities’ auditing costs. Thus, FIN 48
appears to have increased the taxes of companies via improved tax compli-
ance and disproportionately affected smaller companies more than larger
companies.
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Conclusion

This paper examines whether FIN 48 affected companies’ tax strategies. It
does so by estimating the effects of FIN 48 on U.S. Federal taxes. While
several studies were performed to understand FIN 48’s effects on compa-
nies’ financial reporting, its effects on tax revenues had not previously been
explored. Our analysis compared companies’ taxes before and after FIN 48
using reduced form linear empirical models. Specifically, we focused our
analysis on the behavioral responses of U.S. companies with different sizes,
since FIN 48 may have induced different effects by company size.

We find that FIN 48 appeared to affect the taxes of companies only
during the year of implementation. Overall, FIN 48 appears to have in-
creased taxes for U.S. companies. Regardless of company size, adopting
FIN 48 appears to have increased company taxes in the U.S. Nevertheless,
it appears that smaller companies increased taxes relatively more than larger
companies. The results indicate the possibility that FIN 48’s disclosure
requirements have reduced the information asymmetry enjoyed more by
smaller companies with lower probability of tax audits.

The current study could be extended. Our analysis examines overall
impacts of FIN 48 on taxes as reported in the financial statements. Neverthe-
less, the tax reserves are buried within the data on taxes (Hanlon, 2003). Fur-
ther research should be performed to tease out the annual U.S. Federal tax
payment from the tax reserves. Another possible extension is to decompose
domestic taxes and foreign taxes and to study the impacts by tax jurisdiction.
While such analysis requires detailed private data, uncovering these effects
would increase the understanding of the tax authorities, specifically about
income shifting across countries.

Another extension is to conduct a robustness check of the current
model specification. Our analysis uses the implementation date of FIN 48 as
the threshold of the FIN 48 indicator. However, companies may adopt FIN
48 earlier than the mandate. As previous years are open to audit, companies
may have wanted to reduce aggressive tax planning strategies prior to the
mandated adoption of FIN 48. Since reaction to the implementation of FIN
48 may have occurred prior to the mandated date, we are currently estimat-
ing models with a modified FIN 48 indicator to allow for early adoption.

Future research can also be extended to develop a dynamic framework
to understand the effects of FIN 48 on the companies’ effective marginal
tax rates. In the U.S., tax losses are carried backward and forward for a
limited number of years to offset taxable incomes that existed in the past or
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will exist in the future. Therefore, companies’ tax decisions are intertempo-
ral. Models developed in several works, including Shevlin (1987), Shevlin
(1990), Graham (1996a), and Graham (1996b), may provide useful tools

to extend the analysis. All of these topics represent potentially interesting
future lines for research.
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Appendix

We needed to process the raw data prior to performing our analysis. We
first eliminated any observation with missing data in the included variables.
Second, differences in fiscal years among companies needed to be aligned
for our analysis. Different companies have different fiscal year ends (FYE)
throughout the year. For example, while many companies maintain a De-
cember 31 FYE, some companies end on March 31, and other end on other
dates throughout the year. We assumed all companies with a FYE six months
before and six months after December 31 FYE were in that particular fiscal
year. For example, observations with FYE between July 01, 2005, and June
30, 2006, are classified as 2005 data. Third, we adjusted stock variables in
balance sheets. Compustat measures these variables at the FYE; however,
the average amount through the fiscal year is more relevant for our analysis.



102 Tomohara, Lee, and Lee

Therefore, we obtained an average measure of all balance sheet data using
the previous year’s observation.?’ Fourth, we converted all Last in First

Out (LIFO) inventory using the LIFO reserves to First in First Out (FIFO)
inventory.?! The LIFO and FIFO methods are the two major methods for
inventory accounting. We assumed all companies used either the LIFO or
FIFO inventory accounting method. If a company reports a LIFO reserve,
the company is assumed to use the LIFO method. For the i company in year
t, we converted all average LIFO inventory to the FIFO inventory value us-
ing equation: Avg. INVFIF °=Avg. INVLIF °+Avg LIFO Reserve, where

Avg. INVFIFO is the FIFO measure of i 1nvent0ry, Avg. INVLIFO is the dol-

lar amount of inventory as measured using LIFO method and Avg.LIFO
Reserve,  is the amount of reserves in year t. As COGS is calculated using
changes in inventory, an adjustment to COGS is made with the change in
LIFO reserves. This converted all inventory and COGS to the same Scompa-
rable levels.

20 If the previous year’s observation did not exist, we did not calculate the average but rather used the FYE
observation.

21 The LIFO reserves are the difference between the FIFO value of inventory and LIFO value. The LIFO reserves
are a measure of the cumulative amount that a company’s taxable income or financial statement pretax income has
been reduced by using the LIFO method.
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thorities consider to be “aggressive” revenue reducing avoidance

behavior. The Organization for Economic Co-operation and Devel-
opment (OECD) has defined this as “planning involving a tax position that
is tenable but has unintended and unexpected tax revenue consequences,”
as well as “taking a tax position that is favorable to the taxpayer without
openly disclosing that there is uncertainty whether significant matters in
the tax return accord with the law.”' Revenue authorities around the world
are concerned to manage the risks of reduced revenue collection result-
ing from such behavior. At the same time, the behavior so described may
well be perfectly legal and not subject to any penalty. There are practical
management and resource allocation questions, as well as rule of law is-
sues about management of risk in this area. The current paper focuses on
the results of a survey of attitudes of tax directors to the response by the
United Kingdom (U.K.) revenue authorities to the management of tax risk.
Further discussion by the authors of the difficult definitional issues and
general analysis of tax avoidance questions can be found elsewhere.”

In recent years, a number of countries, including the United States
(U.S.), the U.K., Australia, and the Netherlands, have been experimenting
with innovative risk management techniques based on fostering a trusting
and co-operative relationship with taxpayers. The goals of these initiatives
are to improve resource allocation by revenue authorities, to reduce compli-
ance costs for co-operative taxpayers, and to reduce incentives to participate
in the behavior described above, even in cases where it is legal. These risk
management techniques have been endorsed in a study by the OECD.3

The U.K. revenue authority, Her Majesty’s Revenue and Customs
(HMRC), has recently adopted the Risk Rating Approach (RRA) for tax-
payers within its Large Business Service (LBS). This program has been
described by the Inland Revenue Service Advisory Council (IRSAC) as “a

C orporate taxpayers sometimes engage in what the revenue au-
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novel and fairly bold approach to managing taxpayer compliance risk”.*?
The IRSAC Report for 2008 explains that the present focus of the IRS Large
and Midsize Business Division (LMSB) is on improving current programs
rather than creating new ones. Despite this, the IRSAC recommends:

“...that LMSB management should monitor closely the
progress and results of the LBS Initiative—with a view to-
ward considering whether, at least, certain elements of that
program might be useful to LMSB in its ongoing efforts to
develop new and improved approaches for identifying and
managing large taxpayer compliance risks and incentiviz-
ing those LMSB taxpayers who are especially cooperative
in facilitating such efforts. Such consideration would be
particularly germane, we believe, to LMSB’s continuing
evaluation and modification of its Compliance Assurance
Program (“CAP”) and Limited Issue Focus Examination
Program (“LIFE”), both of which similarly seek to ease the
burden of tax audits as the result of enhanced cooperative
relationships with participating taxpayers.”®

The primary aim of this paper is to provide both an early assessment
of the RRA on the basis of empirical work undertaken by the authors, as
well as commentary on further U.K. initiatives designed to address tax
risk. It is hoped that this paper will be of assistance if the IRS decides to
consider an approach akin to the RRA or at least certain elements of it.
This assessment of the RRA is largely based on views the authors gathered
from tax directors. The views of tax directors are only one factor in judg-
ing the success of these developments, but, given that one aim of current
tax policy is an enhanced relationship with corporate taxpayers, directors’
views are significant in assessing the progress being made.

It is important to note that the RRA is in its early stages. Indeed,
the IRSAC Report comments that a “few years’ actual experience under
the LBS Initiative ... will of course be necessary before any reasonable
assessment can be made as to its overall effectiveness from the perspec-
tive of HMRC and participating U.K. companies.” This is undoubtedly
true. However, it is already possible to learn something about the appar-
ent strengths, weaknesses, and design of the RRA, and, indeed, there have
been modifications to the system in the U.K. since the survey discussed
here was completed, as described below.
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Between 2007 and 2008, the authors carried out a qualitative research
project examining a number of issues relating to tax risk and tax risk manage-
ment, avoidance, and the relationship between large corporates and HMRC.
The core part of this paper presents the findings on the two main issues
examined in the research project, namely the RRA as part of a wider enhanced
relationship model, and two new legislative approaches adopted by HMRC
to deal with avoidance. The two legislative approaches are targeted anti-
avoidance rules (TAARs), which are purpose-based avoidance rules akin to a
general anti-avoidance rule, though confined to one area of the tax code, and
principles-based legislation (PBL). Together, the RRA, as part of the broader
enhanced relationship program, and these new legislative approaches can be
seen as constituting HMRC’s multi-pronged approach to dealing with tax risk.
The primary focus of this paper is the RRA, although the findings on new
legislative approaches are also mentioned. A third, and very important, prong
of the program is the requirement to disclose certain tax schemes in advance.
The U.K. disclosure regime is now well established and was not discussed as
part of this research project, although it forms an important backdrop. A brief
explanation of the disclosure regime is given below.’

The research project was carried out by means of a survey of views of
large businesses undertaken by the authors (referred to herein as the Main
Survey).® The Main Survey examined the views of tax directors obtained from
in-depth interviews conducted in spring 2008 with tax directors of 30 corpo-
rate groups. In summary, the authors found that the RRA and the enhanced
relationship program on the whole have been successful in achieving some
aims but not others. Thus, for example, while the RRA has led to a perceived
better allocation of resources within HMRC, it seems to be less convincing as
a means of moderating the tax planning of certain types of corporate taxpayer.
With respect to the two new legislative approaches, the authors found that
there was some support for the view that they could advance the simplicity and
coherence of the tax system and possibly enhance competitiveness. However,
it was also clear that there remain serious concerns about certainty of applica-
tion and resistance by some to modifying behavior beyond what they per-
ceived to be required by law. The fact that these new regimes are co-existing
with the RRA approach did not necessarily moderate these concerns.

The rest of this paper is structured as follows. It provides a brief
comparative review of risk management initiatives based on co-operation. It
provides information on the survey, in particular the methodology employed
in carrying it out and analyzing its results. It provides an analysis of the main
findings of the survey. It describes and provides commentary on develop-
ments since the survey, and then concludes.
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Brief comparative review

OECD

In January 2008, the OECD published a study on the role of tax intermediar-
ies, a study which went considerably further than its title suggests in attempt-
ing to form the basis for an agreed approach to the management of tax risk by
revenue authorities.” The study concluded that “risk management is an impor-
tant tool enabling revenue bodies to prioritize risk and allocate resources effec-
tively.”!? As risk management depends on the information available to revenue
bodies, the study recommended, among other things, that revenue bodies
establish a “more collaborative, trust based relationship...between revenue
bodies and large corporate taxpayers who abide by the law and go beyond
statutory obligations to work together co-operatively.”"! Such an enhanced
relationship should lead to a better flow of information from taxpayers through
early disclosure and greater transparency and thus allow for a better allocation
of resource according to risk. Taxpayers also benefit from such a relationship
through, among other things, lower compliance costs and enhanced certainty.'?
The study team noted the existence of a number of mechanisms that can and
have been adopted to build this enhanced relationship, some of which will be
discussed below. It also suggested that, if taxpayers do not wish to enter the
enhanced relationship, revenue bodies should risk-assess such taxpayers on the
basis of information available and respond accordingly.'

As noted, some countries had been experimenting with initiatives based
on co-operation even prior to the OECD report. Before looking at the initia-
tives introduced in the U.S. and the U.K., it is worth noting the developments
in Australia and the Netherlands.

Australia

The Australian Taxation Office (ATO) has been a pioneer in develop-
ing wide-ranging programs espousing “responsive regulation” rather than
“command-and-control regulation.” As early as 1998, in fact, the ATO ad-
opted a pyramidal model of responsive regulation as a means of improving
its management of taxpayer compliance, and this Compliance Model, briefly
described here, has been used ever since to develop enforcement strategies.'
The Compliance Model espouses responsive regulation in that it re-
quires the authorities to select an enforcement strategy on the basis of the
specific taxpayer’s behavior. Following the Compliance Model, authorities
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are expected to commence their engagement with taxpayers by being co-
operative, through education, understanding, and service delivery, but they

are to use increasingly stronger methods, such as audits and penalties, should
compliance not be forthcoming. Responsive regulation is said to differ from
the command and control style of regulation previously espoused by the ATO,
in that, under the latter approach, they would quickly escalate their enforce-
ment strategies when problems arose.' It is also said to combine the best of
the deterrence and accommodative models of regulation, in that it does not ask
whether to punish or to persuade, but when to punish and when to persuade.'®

The Compliance Model was “significantly influenced” by the work of
Ian Ayres, John Braithwaite and Valerie Braithwaite in regulatory and psycho-
logical theory."” It appears to find backing partly in the “considerable research
literature [which] supports the failings of command and control regulation
when applied indiscriminately in areas where compliance and non-compliance
are multifaceted and complex phenomena.”'8

John Braithwaite notes that, when the Compliance Model was pro-
posed in 1998 by the Cash Economy Task Force, there were some doubts as
to whether it was relevant for large businesses. Writing in 2003, Braithwaite
argued that the Compliance Model has relevance to large business, though a
different kind of relevance than in the case of the cash economy."

Braithwaite helpfully represents different patterns of compliance for
individuals and large corporates graphically. Adapted versions of his represen-
tations are reproduced in Figure 1.

The individual Compliance Model works on the basis that the majority
of taxpayers want to comply. Braithwaite’s work suggests that more than two
thirds of individual taxpayers fall into this category, as shown in the first dia-
gram: the pyramid. As one moves up the pyramid through the gray area (which
we equate with tax avoidance) to the black area of unwillingness to comply, in
which tax evasion occurs, the number of taxpayers will become smaller and
smaller. According to Braithwaite, the majority of large corporations, however,
appear to want to comply with the letter but not necessarily with what the rev-
enue authorities regard as the “policy purposes of the parliament’s tax laws,”
thus making them “gamers” or “avoiders.” This makes the pattern of large
business compliance egg-shaped rather than pyramidical as is the case with
individuals, with large numbers of corporate taxpayers falling into the gray
area of tax avoidance, as shown in the second diagram in Figure 1. Braithwaite
notes that this makes the creation of compliance strategies harder, and, thus,
among other strategies, work should be carried out to move the egg-shaped
compliance pattern closer to a pyramidical shape. One key way to do this is by
law reform which reduces the size of the gray area.?
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Figure 1. Compliance Model
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In Australia, a number of initiatives have been taken, in fact, with
regard to large corporates, including the Priority Rulings Process (PRR),
the Forward Compliance Arrangements (FCA), and the Annual Compliance
Arrangements (ACA). The PRR, a process for handling complex private
rulings, was introduced in March 2005 and has been generally limited to
large transactions.?! The FCA, which was also introduced in 2005, entails
a voluntary arrangement between a large business and the ATO, which sets
up an agreed way of working together in the future. In particular, the FCA is
a commitment in writing to make a joint effort to focus on complying with
current tax requirements and anticipate future tax needs, especially when
major transactions affecting tax are likely. A high standard of corporate
governance (and a corresponding “low” tax risk profile) is a prerequisite
for entry into the program, and a demonstrated commitment to continuous
disclosure is also required.? Finally, the ACA, which was launched in 2008,
is designed to provide practical certainty by jointly assessing tax risks in
real time or at the time that the tax return is lodged. The ACA is currently
available only to the top 50 companies, based on turnover. To enter an ACA,
a company must have sound tax risk management processes and a commit-
ment to full and true disclosure of all relevant and material facts.?

The Netherlands

The Netherlands is another frontrunner in developing approaches based on
co-operation between the tax authority (the Tax and Customs Administra-
tion—TCA) and taxpayers. Indeed, this appears to reflect a broader and deeper
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culture of dialogue between government and major civil organizations aimed
at consensus within Dutch society, known as the Dutch Polder model of
dialogue. Underpinning this model is the belief that “[t]he Dutch Government
and its citizens are well aware of the fact that they depend on each other to ac-
complish great things.”?*

In the tax field this culture has manifested itself in a program of “hori-
zontal monitoring” introduced in 2005. This programme “‘entail[s] mutual trust
between the taxpayer and the TCA, clearer articulation of each other’s respon-
sibilities and means of enforcing the law, and the establishment of and compli-
ance with reciprocal agreements.”” The TCA started off by launching a pilot
project for 20 very large companies, most of them listed, followed by another
group of 20 companies in 2006.%

Under this program individual companies and the TCA conclude so-
called “supervision agreements” (or “enforcement agreements”). On conclu-
sion of such agreements, steps are taken to settle existing open issues, thus
clearing the way for the relationship between the two to be governed by the
principles and processes agreed on and embodied in the agreement. The board
of the TCA demands from the company at board level to commit itself to full
transparency on current tax issues, and, in return, the TCA will give its binding
opinion on issues that arise expediently. Companies should benefit from legal
certainty and significantly reduced vertical supervision which translates into
reduced administrative burdens. The TCA, on the other hand, should benefit
from avoiding devices normally combated through vertical supervision, and
also from spare capacity from the reduced vertical supervision which can then
be directed toward less compliant taxpayers.?” In 2007, the first part of the pilot
was evaluated, and, as the results were positive, the Netherlands is reported to
be encouraged to move forward along this road.?

As can be seen, this program is based on trust, co-operation, and reci-
procity. This brief overview should be enough for one to note that the Dutch
enforcement arrangements and the Australian FCAs “in general ... are based
on the same premises.”” The two approaches differ, however, in one important
respect. As noted, to enter the FCA program, the Australian authorities must be
satisfied that the company in question has sound tax risk management process-
es and a commitment to full and true disclosure. Also, due diligence is carried
out to determine the relevant tax risks.

In the Netherlands, no such conditions are imposed, and the empha-
sis, therefore, is even more firmly placed on trust. Happé concludes that the
enforcement agreement is more akin to a “co-operation pact,” while the FCA
is more akin to a “legal agreement.”*” On the other hand, the Dutch system is
not devoid of any monitoring. The TCA requires the company to set out a tax
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control framework, and this is the main vehicle for monitoring by checking
on internal risk control models. In interviews with large corporates, the TCA
has used Simon’s “levers of control” to provide a structure within which

to discuss core values and norms and the way in which these are built into
internal control systems.*!

The U.S.

There is considerable interest in co-operative approaches in the U.S. too. The
LMSB Commissioner Frank Ng asked the IRSAC, LMSB Subgroup when
preparing its Annual Report for 2008 “to focus its efforts ... on (a) improving
identification and management of tax compliance risks, and (b) improving
transparency through the development of an enhanced relationship between
LMSB and taxpayers.” The IRS has adopted, in fact, a number of compli-
ance risk management strategies over the years based on a co-operative model
including the Compliance Assurance Program (CAP), the Limited Issue Focus
Examination (LIFE), the Prefiling Agreement Strategy (PFA), the Fast Track
Settlement Strategy (FTS), and the Joint Auditing Planning Process (JPP). As
noted, the present focus of the LMSB is on improving current programs rather
than creating new ones.

CAP and LIFE are discussed here briefly, given that they were singled
out by the IRSAC as having parallels with the RRA. CAP, which currently has
about 100 participants, was used in the OECD Study as an example of a busi-
ness model aimed at improving the tax system through greater co-operation. It
was described in IRS Announcement 2005—-87 in the following terms:

“The CAP requires extensive cooperation between the Ser-
vice and participating taxpayers. Throughout the tax year,
these taxpayers are expected to engage in full disclosure of
information concerning their completed business transac-
tions and their proposed return treatment of all material
issues. Participating taxpayers that resolve all material is-
sues will be assured, prior to the filing of the tax return, that
the Service will accept their tax returns, if filed consistent
with the resolutions..., and that no post-filing examination
will be required. If all issues cannot be resolved prior to the
filing of the return, the program will identify the remain-
ing items that will need to be resolved through traditional
examination processes.”?
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The introduction of LIFE was announced in 2002, by means of IRS
Announcement 2002—-133:

“This initiative will involve a formal agreement, a Memo-
randum of Understanding (MOU), between the IRS and
taxpayer to govern key aspects of the examination. The
MOU will contain dollar-limit thresholds, established on a
case-by-case basis, below which the IRS will agree not to
raise issues and the taxpayer will agree not to file claims.
This will create, with the taxpayer’s assistance, an atmo-
sphere where the examination process is less difficult, less
time-consuming, less expensive, and less contentious for all
involved. Working together, both the IRS and the taxpayer
will focus their resources and time on the issues most sig-
nificant to the return under examination.”

The U.K.

In November 2006, HMRC launched its Review of Links with Large Busi-
ness project, known as the Varney Review, which aimed at creating a rela-
tionship based on trust and understanding between large corporate taxpayers
and HMRC.* More specifically, HMRC put forward proposals designed

to achieve four desired outcomes: greater certainty, an efficient risk-based
approach to dealing with tax matters, speedy resolution of issues, and clarity
through effective consultation and dialogue. The proposals, which all sought
to contribute toward the enhanced relationship, included the introduction

of a system of advance rulings, the extension of the then current clearance
system, a new approach to transfer pricing enquiries, a clear process for

the quick and efficient resolution of issues, a new consultation framework,
improved guidance, and the RRA.

The stated aim of the RRA is achieving a “more cost effective use of
resources and efficient resolution of issues.”** Under the RRA, each compa-
ny within the LBS is awarded a risk rating, which determines the volume of
HMRC’s interventions in the company’s affairs and the nature of the work-
ing relationship between the two. In essence, a light touch is adopted for low
risk companies, thus releasing resources that can be directed toward higher
risk companies.*® Risk here is “compliance risk,” defined by HMRC as “the
likelihood of failure to pay the right tax at the right time, or of not under-
standing what the right position might be.””¢
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The practicalities of the enhanced relationship are set out in HMRC
guidance. The version in use during the time covered by the Main Survey
was published in December 2007.37 Since completion of the Main Survey,
revised guidance has been published in May 2009.3

Methodology

Overview of Surveys and Related HMRC Research

The Main Survey, which is the primary foundation of this article, col-
lected the views of tax directors by way of in-depth, face-to-face inter-
views conducted in the spring of 2008 with representatives of 30 corporate
groups, comprising FTSE 100, FTSE 250, and unlisted companies. The
interviews focused on the workings of the Large Business Service (LBS),
which manages the affairs of the largest U.K. businesses.** The questions
were designed to elicit the experiences and opinions of large business
representatives with respect to the Risk Rating Approach (RRA), a key
feature of the Varney Review, as well as the status of relationships between
HMRC and large business more generally. The survey next sought respon-
dents’ views on the practical implications of two developing legislative
approaches—targeted anti-avoidance rules (TAARSs) and principles-based
legislation (PBL)—and how these approaches impact on and are influ-
enced by relationships between HMRC and large businesses. The primary,
but not exclusive, focus of this paper is the portion of the Main Survey that
explored the RRA.

Brief reference is also made herein to two pieces of research commis-
sioned by HMRC and carried out in 2007 by market research firms on the
experience of large business customers, including key aspects of the Var-
ney Review. Summary results were published by HMRC in January 2008.4°
A full report on one of the two pieces of research was published after the
Main Survey interviews had been completed.*' The authors understand that
the other research results will not be published.

Survey Design

The Main Survey was designed in early 2008, the goal being to interview
tax directors from a robust sample of U.K. based companies of sufficient
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size to be covered by the LBS. Formal approval from the University of
Oxford’s Research Ethics Committee was obtained in March 2008, and
interviews were carried out in April-June 2008. The Main Survey fol-
lowed from and built on the smaller Pilot Survey, which was designed and
implemented in 2007.4

A key feature of both surveys was the use of detailed, hypothetical
tax planning scenarios, around which a series of semi-structured questions
were asked by two of the present authors, bringing practical and academic
experience on various aspects of tax law, corporate law, and corporate
governance. In addition to asking more general questions regarding firms’
risk ratings, the relevant risk criteria, and the perceived effectiveness of the
RRA, the authors used the scenarios as a foundation for obtaining detailed,
practical views on the respondents’ approaches to tax planning—and,
accordingly, a key element of each respondent’s risk profile. The use of de-
tailed legal scenarios distinguishes this work from the research carried out
by HMRC and, indeed, from any other research of which the authors are
aware and defines the methodological approach to this qualitative survey.

In both the Pilot Survey and the Main Survey, two tax planning
scenarios were sent to each interviewee a few days in advance of his or
her interview. These scenarios had been designed earlier by the authors,
vetted separately with tax experts from our steering committee (two tax
directors and a chartered accountant specializing in tax), and subsequent-
ly revised for use in the interviews. In addition, a catalogue of standard
questions was prepared and tested with the same three experts and with
one tax solicitor.

The two scenarios used in the Pilot Survey are not discussed in this
paper. The two scenarios used in the Main Survey are summarized only
briefly here.* Each scenario involved some element of tax planning the ef-
fectiveness of which could have been affected by recent or proposed anti-
avoidance legislation in the U.K. Each was based on examples discussed
in HMRC publications, with additional details provided in order to make
the scenarios more realistic. The goal was to move beyond generalities in
order to understand how businesses might assess and react to specific tax
planning opportunities and to compare such assessments and reactions
to the academic and policy commentary on tax avoidance and tax risk. A
further goal was to draw connections between these results and the conclu-
sions regarding firms’ risk ratings and relationships with HMRC.
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Sampling, Implementation, and Analysis

Pilot Survey Sample

One purpose of the Pilot Survey was to test the use of detailed legal
scenarios as the basis of discussions with tax directors, and to determine
whether active, in-depth interviews on these subjects would elicit respons-
es that could reasonably be quantified or generalized. As such, a rigorous
sampling methodology was not pursued in the Pilot Survey. A letter was
sent to the “Hundred Group,” comprising FTSE 100 companies only, and
interviews were carried out with tax directors from the nine companies
which volunteered.

Main Survey Sample

Although the results of the Pilot Survey were interesting, the reliability of
the research was hindered by selection bias and by the small sample size.
For the Main Survey, the authors assembled a larger and more varied pool of
survey respondents using a combination of random and “purposeful” sam-
pling. As observed by Patton:

“The logic and power of purposeful sampling derive from
the emphasis on in-depth understanding. This leads to se-
lecting information-rich cases for study in-depth.”**

The respondents consisted of tax directors from eight of the nine
companies that participated in the Pilot Survey, 21 other companies from
a short list selected randomly from the FTSE 350 list, and one unlisted
company.*>* The companies short-listed randomly received a letter. Sev-
enteen companies responded and agreed to be interviewed. Others from the
random sample did not respond to the initial letter but were contacted by
telephone and then agreed to be interviewed. In all, 19 companies from the
FTSE 100, 10 from the FTSE 250, and one unlisted company were inter-
viewed. Twenty-seven of the companies interviewed are dealt with by the
LBS.¥ Of the remaining three companies, two had been informed that they
would be moved into the LBS soon. One of the 27 companies in the LBS
at the time of the interview had been informed that it was being moved
out. One high-level LBS official was interviewed in order to clarify some
points of fact and obtain a balancing view.

The main disadvantages of using this partly purposeful sample are,
first, that not all participants were randomly selected, and, second, that
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there was a disproportionate representation of very large companies (those
from the FTSE 100) compared to the population covered by the LBS. The
overwhelming advantage of this sample is that most of the respondents had
practical experience or general awareness of the issues which our inter-
views sought to explore. Although the authors cannot be absolutely certain
that the Main Survey sample was representative, it is comforting that the
distribution of responses regarding firms’ risk ratings was in line with
HMRC expectations and with official figures published in July 2008.%

Regarding firm size, the authors found it difficult to obtain partici-
pation from any companies in the FTSE 250, let alone companies below
this level of market capitalization. Most such companies indicated that
they were not aware of or interested in HMRC’s enhanced relationship
model or novel approaches to anti-avoidance legislation. It is notable that
the research commissioned by HMRC similarly found that “[i]n practice,
the extent of awareness and understanding of the Review of Links among
participants prior to the research was limited.”*® Moreover, companies
having a market capitalization below that of the FTSE 250 are unlikely to
have internal tax departments and, therefore, tend to rely on external tax
advisers.*® The authors decided to restrict this research to the views of tax
directors operating within large corporate groups, although the approach
used here could be extended to external tax advisers as well.”!

Conduct of Interviews

The authors’ primary goal in conducting these interviews was “to gener-
ate data which give an authentic insight into people’s experiences.” It
was decided that the only way to achieve this was to conduct face-to-face,
semi-structured interviews with individual respondents. The other obvious
options—focus group interviews and telephone or postal surveys—were
discounted at an early stage. The use of focus groups almost certainly
would have resulted in a lack of candor and completeness, given the sensi-
tivity around corporate tax risk profiles and avoidance activities.** Respon-
dents would have been concerned to protect their firms’ legal positions vis-
a-vis HMRC and competitive positions vis-a-vis other participating firms.
The use of telephone or postal surveys, on the other hand, would have
demanded short and quantifiable answers that would have revealed none of
the nuance and controversy surrounding the meaning of “tax compliance,”
“tax aggressiveness,” and “tax reputation.” As these shades of meaning
were precisely what the research was designed to explore, in-depth inter-
views were seen as the best choice.
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The survey was carried out by means of interviews of about 1 hour
conducted by two of the present authors. There was an interview schedule
and a catalogue of standard questions, but the interviews were semi-structured,
allowing the interviewees to focus on matters of importance to their compa-
nies. This flexibility permitted the interviewers to steer the interviews away
from broad generalizations to a more meaningful and concrete exchange. It
also facilitated the attainment of a satisfactory depth of discussion. On the
other hand, it meant that not all issues were discussed for the same length of
time and in the same amount of detail with all interviewees.

One further feature of the interviews was that the questions asked, and
the issues discussed, often did not lend themselves to an easy “yes” or “no”
answer. This again led to very engaging discussions. Yet this meant that some
respondents did not always provide direct answers to the questions asked.
These interviewees at times responded by providing examples, recounting an
anecdote, or speculating about the general view of tax directors. In the light of
all this, the authors note the difficulty at times encountered in determining the
exact view of an interviewee on a particular issue. The authors have erred on
the side of caution, by, for example, not attributing any specific views to the
interviewees unless this was clearly stated or implied in the answers given. If a
respondent’s answers only provide vague support for a view, then that is what
is stated in the paper.

Analysis of Interviews

The authors concede that it is impossible to create a “pure” interview that
would provide an exact reflection of reality in this or any other area. However,
the authors were satisfied that active, in-depth interviews could and would
elicit “authentic accounts of subjective experience” regarding tax risk, tax
avoidance, and the other matters discussed.>* Interviews were not electroni-
cally recorded—again to encourage candor from participants—but the two
interviewers took extensive notes which they transcribed and cross-checked
as soon as possible following each interview. The transcribed interviews
were then coded for particular views in respect of particular themes, follow-
ing typical procedures, although, given the highly nuanced and active nature
of the interviews, no attempt was made to force respondents’ answers into
rigid categories.’ 3 The authors coded the interviews independently, and any
discrepancies were resolved by consensus following re-examination of the
original interview notes.

Therefore, while the authors attempted to put order to the answers given,
to aggregate views, and to draw out some main and subsidiary themes, this
research remains very much of a qualitative and not a quantitative nature.
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Summary and Analysis of Main Survey Results

Risk Rating and the Relationship Between HMRC and Large
Businesses

Overview of the RRA and Note on Disclosure Regime

As mentioned above, one of the four desired outcomes of the Varney Review
is “an efficient risk based approach to dealing with tax matters,” which now
exists in the form of the RRA.%” Under the RRA, each company within the
LBS is assigned a risk rating on various specified criteria, as well as an
overall risk rating. That overall rating determines the volume of HMRC’s
interventions in the company’s affairs and the nature of the working relation-
ship between the two. Risk here is “compliance risk,” defined by HMRC

as “the likelihood of failure to pay the right tax at the right time, or of not
understanding what the right position might be.”®

The stated aim of the RRA is achieving a “more cost effective use
of resources and efficient resolution of issues.”’ It is clear from the pub-
lished documentation, however, that HMRC also view the RRA as a means
of incentivizing companies to alter their behavior in terms of transpar-
ency, governance, and tax planning. It can thus be characterized in part as
an administrative route to control tax avoidance. For example, HMRC’s
documentation speaks about having “encouraged businesses to consider their
positions by defining the benefits of being low risk.”® The theory, at least, is
that each company is free to behave in the way it chooses, which will result
in a particular position on the risk rating spectrum. If it makes choices that
result in it remaining on the higher end, it will simply forfeit the benefits of
being low risk.

The RRA, in conjunction with new legislative approaches for control-
ling tax avoidance, contains two aspects of HMRC’s multi-pronged approach
to dealing with tax risk. They need to be seen against a background of a third
prong: namely, the U.K. disclosure regime. That regime was introduced in
2004 with limited scope and was widened in 2006 to cover the whole of in-
come tax, corporation tax, and capital gain tax. It takes some characteristics
from U.S. disclosure requirements but differs in some respects.

Under the disclosure rules, a tax arrangement must be disclosed when
it will, or might be expected to, enable any person to obtain a tax advantage,
and that tax advantage is, or might be expected to be, the main benefit or one
of the main benefits of the arrangement, and it is a tax arrangement that falls
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within hallmarks prescribed in the relevant regulations.® In most situations
where a disclosure is required, it must be made by the scheme promoter (a
defined term) within 5 days of it being made available. However, the scheme
user must make the disclosure where the promoter is based outside the U.K.,
the promoter is a lawyer and legal privilege applies, or there is no promoter.
A person who designs and implements his or her own scheme must disclose
it within 30 days of implementation.

The hallmarks are: a wish to keep the arrangements confidential
from a competitor and/or HMRC; arrangements for which a premium fee
could reasonably be obtained; arrangements that include offmarket terms;
arrangements that are off-the-shelf products; loss schemes; and certain
leasing arrangements.

Disclosed schemes are given a number by HMRC, and this number
must then be included on the tax return of each user. Thus, it can be seen
that a considerable measure of transparency is required by the law—further
transparency requirements discussed as part of the RRA go beyond this.

Summary of Views

The respondents in the Pilot Survey agreed with the RRA in principle, but a
large majority raised serious questions about its details and practical opera-
tion.%? These reservations primarily concerned the risk rating criteria and
the purported benefits of being low risk. The details of the RRA, however,
had not been fully developed at the time of that survey. For the purposes
of the Main Survey, the authors were interested in finding out whether the
uncertainties had been overcome and how the approach was translating into
practice. Initial implementation of the RRA for companies within the LBS
was largely complete at the time of the Main Survey interviews.®

The Main Survey indicated that the respondent firms were split fairly
evenly between those that are low (or lower) risk and those that are high (or
higher) risk. The Main Survey revealed modest improvement in respondents’
comprehension of the risk rating criteria and their relative weight, yet some
confusion and scepticism remained. Most importantly, the results supported
the view that the RRA should lead to a better allocation of resources within
HMRC, and possibly a change in taxpayer behavior in terms of transpar-
ency and openness, but also indicated that the RRA is unlikely to change the
attitude of specific corporate taxpayers toward tax avoidance.® The results
also suggested that, while firms have wider reputational concerns associated
with public perceptions of their tax planning activities, the extent to which
reputational concerns limit a given company’s tax planning behavior is far
from obvious. The possible lack of incentives for some large businesses to
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do what is necessary to become low risk under the RRA has serious implica-
tions for the success of the Varney Review. Each of these results is discussed
in more detail below.

Reported Risk Ratings

As noted above, companies are given a risk rating on specific criteria as well
as an overall rating under the RRA. A high-ranking official from the LBS ex-
plained to the authors that there are only two overall ratings a company can
obtain—"low risk” and “higher risk”—but, as explained below, there was
some confusion about this among respondents.®> Guidance published more
recently by HMRC (well after the interviews were completed) has changed
the risk terminology to “low risk” and “non-low risk” and endeavors to make
clearer the fact that a company may be assigned only one of these overall
risk ratings.%

The responses given in the Main Survey showed that the firms inter-
viewed were spread quite evenly along the risk rating spectrum. A small
number of the companies interviewed were, at the time, still to undergo a risk
rating assessment. Of those that had received a risk rating, some reported a
single overall risk rating—these were divided almost equally between low
and higher risk. Some interviewees spoke of different gradations within the
“higher risk” category, such as “moderate risk,” although there is no recogni-
tion of such gradations in the HMRC guidance. The remaining respondents
merely said that they obtained different ratings on the different criteria. They
again split quite evenly between those that seemed to lie closer to the lower
end of the spectrum and those that seemed to lie closer to the higher end.®’

These findings are in line with HMRC’s stated expectation that, by
March 2008, nearly 40 percent of risk-rated companies would be low risk.*®
Interestingly, most interviewees were not surprised by this 40 percent figure,
tending to relate it to the relatively “small” size of many companies covered
by the LBS. There appeared to be a belief among some of the respondents
that there is a correlation between high risk and large, complex companies.
This is despite the fact that HMRC claim that large, complex companies may
be low risk and that, even within the sample, a number of large, complex
companies are in fact low risk or on the lower end of the scale. It remains to
be seen whether the Guidance published more recently by HMRC will affect
the views of large businesses with respect to this issue. The authors submit
that, in view of the apparent concern of some firms that there is a correlation
between size and risk and HMRC’s contrary position, it would be useful if
HMRC could provide a breakdown of risk ratings by size of company.
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Risk Rating Criteria

The criteria used for assessing compliance risk under the RRA can be
divided into two general groups: structural or inherent and behavioral.® In-
herent risks consist of change, complexity, and “boundary issues” (by which
HMRC mean issues arising from international relationships and transac-
tions), while behavioral risks include corporate governance, delivery, and tax
strategy.”® A final, overarching risk criterion is “contribution.””!

The results of the Pilot Survey suggested that it was unclear whether
the existence of structural issues or their management was more important
and thus whether companies of a certain size and complexity could ever be
low risk.”> Most of the interviewees assumed that inherent factors were more
important to the risk rating process. Following recommendations made by
the authors and others, HMRC have attempted to convey more clearly the
message that behavioral factors carry greater weight than inherent factors,
which they maintain has always been the case.”

A majority of the Main Survey interviewees seemed to believe there
had been a change, with some expressly noting the evolution of the ap-
proach.” Other respondents were less clear in their answers regarding the
risk rating criteria, simply observing that both structural and behavioral
issues are important.”” The remaining few interviewees, all from large and
complex companies, and all higher risk, acknowledged that HMRC assert
that large multinationals can be low risk but remain skeptical. Two further
interviewees believed that large multinationals cannot be low risk because
they were told so by HMRC staff. This brings to light a problem noted by
some other respondents, namely, that the attitude regarding the RRA may
not have filtered down from the top at HMRC. Evidently, the success or
otherwise of risk rating will depend critically on the extent to which HMRC
personnel having direct contact with large businesses understand and adopt
the elements of the approach.

Tax Strategy and the Centrality of Tax Planning

One of the three behavioral criteria noted above is a company’s “tax strate-
gy.” An important aspect of this criterion is a company’s attitude to tax plan-
ning and avoidance, as made clear in the HMRC Guidance.” If large multi-
nationals are to be low risk, then tax planning could be the most important
risk criterion in a considerable number of cases. These firms can never be
fully low risk on inherent factors, and can thus only bring down their overall
ratings by becoming low risk on behavioral factors: governance, delivery,
and tax strategy. None of the interviewees in either the Pilot Survey or the
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Main Survey said that they wanted to be anything other than low risk on cor-
porate governance and delivery. Indeed, becoming transparent and putting
good internal systems in place are aspects of the Varney Review that most, if
not all, the interviewees seemed to agree with. It follows that, if companies
manage to bring down their risk ratings on the other behavioral factors, their
overall risk ratings will hinge on their attitudes to tax planning.

The correlation between risk rating and tax planning behavior is
evident from the Main Survey, in that most of the FTSE 100 respondents
reporting a broadly low risk rating appeared to eschew activity that they de-
scribed as “aggressive tax planning.” Several other respondents stated that,
while they aspire to transparency and real-time disclosure, they also want to
be free to engage in tax planning that is legal and believed to be technically
effective—even if HMRC may dislike it. Thus, transparency, disclosure,
and robust compliance systems were seen to be reasonable requirements,
but engaging in tax planning was seen by a number of the interviewees as
something the company has a right to do and purely a matter of cost/benefit
analysis. Some of these interviewees made it clear that, although they knew
that they could reduce the company’s risk rating by altering its tax planning
behavior, they were resolutely unwilling to do so. This important conclusion
is broadly supported by the research carried out on behalf of HMRC.”

Other factors taken into account by HMRC when assessing the tax
strategy criterion are whether the company’s strategy is documented, the
extent to which tax planning is articulated in it, and the board’s awareness of
it.”® HMRC view a board approved tax policy, as well as board engagement
on tax matters, as features of good corporate governance.” The Risk Man-
agement Report states that a business that is successfully managing tax risk
will have, among other things, “strong governance, with a clear tax strategy
and principles set by its Board, and well-defined accountabilities, roles, and
responsibilities that are understood throughout the business.”*

A great majority of the interviewees stated that their companies had a
tax policy or a tax strategy, almost all approved by their boards.®! While tax
policies and strategies are common, it would seem that the former can often
be too vague and general to have much practical significance. All but one of
the high risk companies in the sample had a tax policy or strategy.®* Also,
all but one of these companies claimed to have formal or informal decision
making/review processes which involved the board or board members.®* A
few described the view that their boards might not be aware of the tax plan-
ning undertaken by their tax departments as “naive.” These results indicate
that companies engaging in non-conservative tax planning may neverthe-
less have corporate governance procedures in relation to tax matters.® The
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survey, however, did not investigate the adequacy and robustness of such
processes, in particular the ones of an informal nature. With that caveat, the
findings of the Main Survey support the view that tax planning behavior
could be the paramount risk rating criterion in a significant majority of cases
involving large, complex multinationals.

Benefits of a Low Risk Rating

HMRC set out their view of the benefits of being low risk in the Risk
Management Report and again in considerable detail in the December 2007
Guidance. In essence, low risk companies are to benefit from a light touch
approach, while higher risk companies will be the subject of “more intensive
scrutiny.”® A majority of respondents in the Pilot Survey could not see the
benefits of being designated low as opposed to higher risk. Some observed
that low risk companies are meant to enjoy a light touch approach but were
sceptical about that happening in practice.

In contrast, about half of the interviewees in the Main Survey affirmed
the benefits of being designated low risk.* The identified benefits included
being subject to fewer inquiries, obtaining formal and informal clearances
with greater ease, being approached by HMRC with less suspicion, a real-
time working relationship, and quicker resolution of disputes. Only two
respondents said that they were unclear about the benefits of being low risk.
The remaining interviewees were aware of the benefits, but did not think
they were sufficient to induce them to alter their tax planning behaviors and
thus become low risk.®” Some of these respondents said that the benefits
are “intangible”; others said that they could be tangible but still would not
justify altering their behaviors. All of these interviewees were rated higher
risk, apart from one whose company was yet to be risk rated. They observed
that one has to weigh the costs against the benefits of becoming low risk. If
the benefits do not outweigh the costs, then they would not undertake the
necessary changes to become low risk. Obviously, this has repercussions for
the fulfillment of some of the goals of the RRA.

Reputational Risk and Related Concerns

Another issue discussed with some interviewees was whether the influence
of shareholders, investors, or even the wider community makes a difference
to tax planning behavior. A number of reports have elaborated on the way in
which efforts by companies to understand and manage tax risk can enhance
shareholder value.®® Others have suggested that a company’s approach to
taxpaying and tax planning are relevant to its broader Corporate Social
Responsibility (CSR).¥ HMRC'’s effort to bring tax into the boardroom
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could thus be seen, in part, as an attempt to encourage directors to consider
what their duties to shareholders and stakeholders at large, require of them in
terms of tax and tax planning.

These issues were investigated in the Pilot Survey and were revisited
with some of the Main Survey respondents, although this was not a focus
of the Main Survey.” The limited number of interviewees with whom these
issues were discussed means that the results must be assessed with caution.
With that caveat, the results seem to confirm that companies do not see tax
as a CSR matter in the broad sense, that is, as defined by the European Com-
mission: “enterprises deciding to go beyond minimum legal requirements
and obligations stemming from collective agreements in order to address
societal needs.”"

Nevertheless, the Main Survey provided some indication that tax
matters can give rise to reputational concerns. For the minority of inter-
viewees with whom this issue was discussed, CSR seemed to be on the
agenda in the narrow sense, that is, in the sense of a director’s duty to
take into account wider interests to the extent that this furthers the maxi-
mization of shareholder value over time.”? In particular, a majority of
respondents who discussed this point seemed concerned about reputational
repercussions if their tax planning were subject to negative press cover-
age.” It is notable that some of the respondents who expressed concern
about negative press coverage did not fully articulate how this could be
damaging. One reason could be that there is a general lack of knowledge
and research on the effect of negative press on corporate profits and share
price. In addition, respondents’ views could have been influenced by nega-
tive (and in fact incorrect) press coverage of some tax planning undertaken
by a large corporation and a subsequent libel action, which was continuing
at the time the interviews were carried out.*

Given that the coverage was subsequently corrected, an apology issued,
and the libel action settled, this may have been a temporary effect. Indeed,
the editor of the national newspaper concerned has argued that the company’s
willingness to litigate may have made it harder for the media to investigate
such issues.”” Reputational concerns are therefore often relevant, but the public
reaction to engagement in legal tax planning is unlikely to be clear cut, given
that attitudes to tax are wide-ranging and also given that the media may have
considerable difficulties understanding and reporting complex tax issues. All
this makes the impact of reputational risk far from straightforward. Further
research is needed on the question of the impact of negative press coverage
regarding a company’s tax planning on its profits, share price, and general
reputation, but such research is likely to be difficult to structure and conduct.’
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Relationship with HMRC

The RRA is only one of the desired outcomes of the Varney Review,

the other three being certainty, speedy resolution of issues, and clar-

ity through consultation. All four contribute to the ultimate aim of the
Varney Review, namely, improving the relationship between HMRC and
large business. One cannot assess the effect of one without at least con-
sidering the others.

One of the more positive findings of the Main Survey was that most
of the interviewees said either that they enjoy a good relationship with
HMRC or that the relationship between the two has improved recently.”’
Critical to this positive relationship was the competence of the firm’s
“Customer Relationship Manager” (CRM), who acts as a first point
of contact with HMRC.?® Respondents from both low and higher risk
companies noted an improvement in the openness of the relationship, in
the speed with which issues are resolved, and in the focus on the more
important issues.”” The focus on important issues, in particular, marks
a clear difference from the past. Interviewees in the Pilot Survey had
complained about HMRC being indiscriminate, often demanding volu-
minous documentation in areas where the risk and the amount of tax in
question were low. In the Main Survey, both low and higher risk compa-
nies commented on an improvement in this respect. This is, of course, to
be expected for low risk companies. However, HMRC are committed to
speedier resolution and focusing their interventions on areas of signifi-
cant risk even for higher risk companies.'®

The relationship between HMRC and large businesses thus seems
to be moving in the right direction, but there is a need for further work. A
few interviewees first noted the improvement, then hastened to add that
there is still some way to go. One respondent commented that HMRC
still tended to react aggressively when challenged. Another observed
that, while HMRC have been very good at dealing with small, less sig-
nificant issues, it remains to be seen how they act when dealing with the
larger, more significant issues.

Evaluation and Conclusions

The goals of the RRA are more cost-effective use of resources, more ef-
ficient resolution of issues, and more incentivizing of companies to alter
behavior with respect to transparency, governance, and tax planning.
The Main Survey results support the view that the RRA should lead to
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a better allocation of HMRC resources and possibly an improvement in
taxpayer transparency and disclosure, but also indicate that it is unlikely
to change the attitudes of some large businesses toward tax planning.

Two features must be present for an alteration of tax planning
behavior to occur. First, all types of company, whatever their size and
complexity, must be able to become low risk. Whether this was possible
was still uncertain at the time of the Pilot Survey, but HMRC have gone
some way in clarifying the ability of large multinationals to be low risk,
both before and since the Main Survey. Second, the incentives to make
the necessary behavioral changes must exist. HMRC have clarified the
benefits of being low risk, yet a number of interviewees from higher risk
companies stated either that they cannot see what the benefits are, or that
these benefits are not substantial enough to justify altering their planning
activities, even when taking reputational concerns into account.

Company management ultimately applies a cost/benefit analysis
to this question. If the benefit of being low risk (savings made through
certainty and lighter engagement with HMRC) do not outweigh the costs
(foregoing the savings made from tax planning), then companies will
simply not have sufficient incentives to make the necessary changes to
become low risk. This is particularly so when the question of where the
boundary of the law lies is still, often, very indeterminate.

As noted earlier, Braithwaite has described the pattern of large
business compliance as being egg-shaped rather than pyramidical as is
the case with individuals. This is due to the large numbers of corporate
taxpayers falling into the gray area of tax avoidance. Clearly, for compa-
nies positioning themselves in this area, the costs do not as yet outweigh
the benefits of engaging in such behavior. Again, however, one should
not forget that the category of behavior Braithwaite labels as gray is nei-
ther homogenous, nor are its boundaries clear cut.

The diagram in Figure 2, adapted from Braithwaite’s by the authors,
is intended to reflect the different gradations within the gray area, which
we take to cover the whole range of what may be generically termed
“avoidance.” Taxpayers can lie along a whole spectrum of positions
between those who will not take any risk of not being compliant to those
prepared to engage in aggressive, highly artificial avoidance. Transac-
tions can move away from clear compliance to a position that takes a
“reasonably arguable position” through to highly artificial transactions
which involve non-commercial steps and are less and less acceptable to
the revenue authorities.
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Figure 2. Compliance Diagram with Gradations

PLANNING

COMPLIANCE

LBS TAX COMPLIANCE
(OUCBT Survey, 2008)

The diagram in Figure 2 reflects the view of the authors that the
distinction between evasion and avoidance remains, and should remain, a
firm one. The boundary between avoidance and compliance is less clear at
times because the law can be uncertain. To complicate matters, and to show
the frequently porous nature of these categories, transactions that revenue
authorities, and indeed other observers, may classify as aggressive avoidance
may be declared perfectly valid, and thus compliant, by courts.

Targeted Anti-avoidance Rules (TAARSs) Principles-Based
Legislation (PBL)

Objectives

As discussed in the preceding sections, a major part of the Main Survey
concerned the application and import of the RRA. Given the importance of
a firm’s tax planning to its perceived risk profile, the authors see the issues



The Relationship Between Corporate Taxpayers and Revenue Authorities 127

surrounding the RRA as being related to the manner in which relevant anti-
avoidance legislation is conceived, drafted, and applied. TAARs and PBL
provide more scope for revenue discretion than prescriptive legislation does,
and, accordingly, if they are to work in the context of a low risk relationship,
they demand greater trust from businesses that revenue interpretations will
be generally consistent with their own. This hypothesis was corroborated in
the Main Survey interviews. Detailed tax planning scenarios were used in
order to understand how large businesses would assess and react to TAARs
and PBL as a practical matter and to draw connections between these results
and the conclusions regarding tax risk and relationships. This aspect of the
Main Survey is discussed only briefly here.

General Comments on the Nature and Impact of TAARS

The targeted approach to curtailing unacceptable tax avoidance represents
a middle route between the application of a general anti-avoidance rule
(GAAR) (whether legislated or judicially created) and the use of detailed
technical measures to counter every transaction that is considered unaccept-
able. HMRC has stated that “TAARs aim to strike a balance between gen-
erality and specificity.”'”! The TAAR concept is not new, but it appears that
the terminology has only recently been adopted by HMRC and Treasury.'*
Unlike detailed prescriptive legislation, TAARs and GAARs usually place
significance on the main purpose or purposes for carrying out a transaction.

Tax directors in the Main Survey were asked which TAARs they had
encountered in practice and whether they viewed the introduction of new
TAARs positively. While not every respondent had dealt with the actual ap-
plication of TAARS to transactions carried out by his or her firm, all agreed
that existing TAARs could potentially affect a variety of transactions that
they undertake. The degree of concern regarding TAARSs varied. A majority
of interviewees emphasized that some TAARSs are too general, too vague, or
too opaque, such that they threaten what these interviewees often described
as “legitimate commercial transactions.”'®* A minority felt that there was
always a risk of TAARs applying to transactions they undertake.!™ Yet they
do not worry much about that risk because they are confident in the com-
merciality of their activities. It is notable that most of the tax directors in the
last group were from companies that have been rated by HMRC as low risk,
companies on the lower end of the risk spectrum, or smaller firms without
much knowledge about the scope of TAARs.

Most interviewees also commented on the complexity and uncertainty
of U.K. tax legislation, with TAARS and detailed anti-avoidance rules be-
ing illustrations of such problems. Interviewees identified various causes
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of legislative complexity and instability, including a constant thirst for tax
reform by HMRC and Treasury, often described as legislative “tinkering”; an
increasingly global and sophisticated business environment; and a keen de-
sire for tax law to be precise. Twenty-three respondents expressed exaspera-
tion with the complexity and unpredictability of current anti-avoidance rules,
all but one asserting that this was a phenomenon hindering the competitive-
ness of the U.K. economy.'®® However, seven other respondents expressly
recognized that the responsibility for legislative complexity and change may
lie as much with business as it does with government. They conceded that
the exploitation of tax minimization opportunities and the demand for legal
certainty by businesses have contributed to the current legislative frame-
work. These respondents insisted that complexity in itself has little effect on
the competitiveness of the U.K., arguing that legislative complexity follows
from the complexity of modern international commerce.

Interpretations of Purpose Rules Used in TAARS

Most TAARSs define tax liability by reference in part to the taxpayer’s
purposes for carrying out a transaction. This is illustrated by the two
provisions that were under consideration in the hypothetical tax planning
scenarios discussed in the interviews, which in broad terms disallow a tax
benefit where the main purpose, or one of the main purposes, of a particu-
lar transaction or arrangement is to obtain that tax benefit.!*

Two key results emerged from the interviews with respect to TAARs
purpose tests. First, there was a preference among the interviewees for the
use of common language across the various purpose tests. No interviewee
could identify the practical difference between a primary purpose and a
main purpose, nor could any interviewee explain how he or she would dis-
tinguish among a purported multiplicity of “main purposes.” Some inter-
viewees simply referred to the Duke of Westminster principle, which they
took to support the proposition that a taxpayer is entitled to arrange his or
her commercial affairs in the most tax-effective manner, and, in doing so,
effectively ignored the nuances of purpose tests.!”” Having said that, within
the current framework, a large majority of respondents stated that they
preferred a single legal test that focuses solely on a taxpayer’s “main,”
“primary,” “underlying,” or “overwhelming” purpose behind a transaction.

A key issue raised by a majority of interviewees was the need to
preserve a taxpayer’s ability to structure commercial transactions in a tax-
efficient manner. Most respondents argued that virtually any commercial
arrangement will be structured in a tax-advantaged manner, often stating
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that it would be “irrational” or “foolish” to ignore tax considerations. A
few respondents asserted that a test based on “one of the main purposes”
gives scope to HMRC to insist that taxpayers implement the highest tax
comparator transaction.

It was noted that the freedom to structure transactions in a tax ef-
ficient way depends not only on the text of relevant TAARs but also on
HMRC’s interpretation and application of those provisions. Half of the
respondents indicated that they had disagreed with HMRC about the main
purpose or purposes of a transaction, or expected imminently to have such
a disagreement. Most said that the question whether the presence of some
tax purpose takes a transaction offside of TAARs depends on whether
HMRC personnel analyzing the transaction apply the rule “sensibly.”!%
They felt that appropriate application of TAARs by HMRC personnel
requires a strong appreciation of the business perspective.

Nature of PBL

Various commentators have argued that the ever-increasing spiral of
detailed tax legislation, and its attendant lack of certainty, can only be re-
solved by shifting to an entirely new legislative approach, variously styled
as “purposive drafting” or “principles-based drafting.”'® A purposive rule
is still a rule, whereas a principle is something external to the rules, which
explains how the relevant rules should be construed. There is an appetite
for PBL among policymakers who have grown frustrated with the failures
of prescriptive legislation. This appetite is illustrated by various Australian
efforts and, more recently, by draft U.K. legislation regarding tax avoid-
ance associated with financial products.'!® !

The PBL Consultation Document was issued in December 2007
along with draft legislation, which was revised in February 2008 in
response to a series of open day discussions and written representations.
At the time of the interviews, the consultations were continuing. After
the interviews had been concluded, in December 2008, HMRC published
a further consultation document containing further amended draft clauses
which take on board some of the points made by the interviewees and
others. As the PBL Consultation Document and revised draft legislation
on financial products avoidance represent the first express attempt by
HMRC and Treasury to enact purposive or principles-based legislation,
the survey questions were focused on those proposals. Comments were
also welcomed from respondents regarding the merits and challenges of
PBL more generally.
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Comments on PBL Generally

The PBL Consultation Document stressed that a principles-based approach
would further the goals of simplicity, certainty, and revenue protection in
the U.K. tax system.!'? It also stated that such an approach would promote
fairness and consistency in tax treatment. The Main Survey interviews sug-
gested that there is some theoretical interest in a principles-based approach
as a means of improving the simplicity of the UK tax system. A majority
felt that PBL is a way forward and is worth exploring as an alternative to
overly specific prescriptive legislation and overly broad TAARs.!"* They
generally agreed that a principles-based approach would further the objec-
tives of simplicity and revenue protection.

These respondents’ enthusiasm was tempered, however, by concerns
about the need for certainty and appreciation of the business perspective. It
was often said that any legislated principles should be “meaningful,” “fo-
cused,” and “clear,” and should only be enacted following extensive con-
sultation with stakeholders. Only four of these respondents were optimistic
that a principles-based approach could enhance commercial certainty. It is
notable that three of these four respondents were from companies that have
been rated as low risk by HMRC. The remaining interviewees feared that
a move toward PBL would reduce certainty, but they were nonetheless in
favor of exploring the approach.

A further five interviewees expressed the opinion that a principles-
based approach is, as a policy matter, undesirable. These respondents
stated that they preferred explicit legislation and were wary of “leg-
islation by guidance.” A few of those opposed to PBL stated that they
simply did not trust HMRC personnel to apply broad principles with an
appropriate focus or with a consistent view of which planning activities
are and are not acceptable. Interestingly, there was no obvious correla-
tion between this view and a firm’s risk rating. The remaining five tax
directors were agnostic about the merits of PBL or did not express a clear
opinion either way.

Comments on the Draft PBL

In contrast to the broadly positive comments received about PBL as a
new legislative approach, none of the interviewees was happy with the
2007 draft or February 2008 revised draft legislation on financial products
avoidance. Most of the concerns from the 22 respondents who had ana-
lyzed the legislation fell into two categories: the lack of precision in the
stated principle and the lack of effective consultation in the development
of the principle.
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First, aside from one respondent who felt that the draft legislation
was not “ambitious” enough in its scope, most interviewees argued that the
draft legislation suffered from a lack of clarity and was, thus, excessively
broad and vague. Specifically, nine respondents believed that the way the
provisions were drafted—or the way that the draft guidance indicated they
would be interpreted—meant that the legislation threatened a variety of
“commercial transactions,” which in their view should not be so affected.
The remaining interviewees seemed to agree with this view without saying
so expressly.

The second and related concern expressed by some respondents
(seven) was that there had been a lack of “real” or “effective” consulta-
tion regarding the draft legislation.!'* There was a common feeling among
these respondents that the push to implement the draft PBL in Budget 2008
was too rushed. Some felt that the consultations only happened after the
substantial issues had been decided within HMRC and Treasury. A few
respondents suggested that more thorough consultation would result in
greater refinement of the stated principle, perhaps to exclude further “com-
mercial transactions” from its scope.

Reactions to Scenarios'*®

The first scenario, for which interviewees were asked to consider both

the current TAAR and the draft PBL on disguised interest involved an
intercorporate investment in cumulative redeemable preferred shares. The
target company was in a long-term loss position, and, accordingly, it was
indifferent about paying dividends on equity financing and paying interest
on debt financing. Thus, it was willing to offer a preferred share dividend
which exceeded what comparable companies might offer and which ap-
proached a commercial interest rate. The key questions were whether the
investor’s purpose in acquiring the shares would be treated as an “unallow-
able purpose” under Finance Act 1996 section 91D, or whether the divi-
dends would be considered “economically equivalent” to a loan at interest
under the draft PBL.

A substantial majority of respondents stated that this transaction
should be permitted as a policy matter. Specifically, 22 respondents said
that the “main,” “primary,” or “overwhelming” objective of this transac-
tion was investment.

They felt that this commercial objective was sufficient to make the
transaction legitimate. The eight remaining interviewees were ambivalent
or equivocal, suggesting that this transaction was probably acceptable but
depended on the relative weight of the commercial and tax motivations.
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Notably, no respondents said unequivocally that this transaction should be
considered unacceptable. Virtually all interviewees tended to apply a main
or primary purpose test when assessing the transaction, consistent with the
responses summarized above. It is interesting that respondents were gener-
ally in favor of this transaction regardless of whether their respective firms
had been rated as low risk or higher risk by HMRC.

Most but not all respondents, despite believing that this transaction
should be permitted as a policy matter, said that they would be worried
about HMRC challenging it under the relevant legislation. Regarding the
current TAAR, none felt that the legislation was inapplicable to this transac-
tion, meaning that the different opinions were based on different views of
how HMRC would apply the rules. Similarly, most respondents who were
familiar with the draft legislation and guidance stated that they would be
worried about HMRC challenging this transaction under the proposed PBL.
Thirteen interviewees said that they would be more uncomfortable about
proceeding with this transaction under the draft PBL than under the current
TAAR. A further nine felt it made no difference to the analysis whether one
applied the draft PBL or the current TAAR. None of the interviewees said
that they would be more comfortable proceeding with this transaction under
the proposed PBL, which is perhaps not surprising. An interesting obser-
vation made by four respondents was that HMRC routinely used to allow
transactions of this nature. They nevertheless conceded that the draft PBL
on disguised interest (and, to a lesser extent, the current rules) mandated a
different result.

The second scenario, for which only the existing TAAR were in issue,
involved a group restructuring. Briefly, the parent company caused a subsid-
iary to dispose of a variety of shares and assets, some with an accrued gain
and some with an accrued loss. The parties negotiated an option for another
subsidiary in the group to acquire certain of the transferred shares within
60 days, provided that the market value thereof had not risen or fallen more
than a nominal amount. This had the effect of recognizing a capital loss on
shares without a permanent change in the ultimate economic ownership of
the shares. The question was whether this loss was disqualified as an “allow-
able loss” under TCGA 1992 section 16A.

Most of the respondents had a more negative view of this transaction
compared to the previous scenario, although opinions were not unanimous.
Specifically, 18 interviewees felt that this transaction should not be permit-
ted as a policy matter, often describing it as “artificial” or “contrived,” This
group invariably said that the main or primary purpose of the arrangement
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was loss crystallization rather than commercial divestment. Some said that
the presence of the “repurchase” option meant there was no “real disposal”
or no “genuine intention” to dispose. Only five interviewees believed that
this transaction should be considered acceptable. They emphasized that the
latent loss on the shares was a real economic loss. The seven remaining
interviewees were ambivalent or equivocal, suggesting that the legitimacy
of the transaction depended on the relative weight of the commercial and tax
motivations. Interviewees who had a negative view of this transaction were
from a mixture of low risk and higher risk firms, while four of the five who
expressed favorable views were from higher risk firms. All interviewees,
whatever their policy views of this transaction, said that they would be wor-
ried about HMRC challenging it under the relevant legislation.

Evaluation and Conclusions

Various commentators have argued that massive increases in the volume and
detail of tax legislation have not enhanced legal certainty. Rather, they have
achieved the reverse.!® There is no doubt that some of the difficulty stems
from the courts’ traditional insistence on predominantly textual interpretation
of taxing statutes, but the attitude of the courts is changing, and much of the
responsibility for difficulties in giving legislation a purposive interpretation
has been argued to lie with the legislative designers and draftsmen.'"” One
way to ameliorate this problem may be to enact further purpose-based TA-
ARs, as they depend less on the technical details of a transaction and more
on a taxpayer’s purposes in carrying it out. It is far from obvious, however,
that the business community views such rules as enhancing commercial cer-
tainty. The Main Survey interviews indicated that there is significant concern
about the generality and potential vagueness of such rules, particularly the
uncertainty regarding how HMRC would apply these rules to what many
respondents characterized as legitimate commercial transactions.

As for the principles-based approach, the interviews indicated that
there is considerable interest in at least exploring it as a means of improv-
ing the simplicity of the U.K. tax system. Most respondents agreed that a
principles-based approach would further the objectives of simplicity and
revenue protection. Yet opinions were unfavorable when applied to specific
draft legislation. Most respondents’ enthusiasm for PBL was tempered by
concerns about the need for certainty/clarity and consistency in application,
and appreciation of the business perspective. The draft PBL on disguised
interest, along with its expected application by HMRC, were considered to
fail all three of these criteria.
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The desire for certainty/clarity in commercial transactions is under-
standable. Yet there may be a (perhaps unfounded) belief that such certain-
ty is best obtained via a traditional system of detailed prescriptive legisla-
tion. Appreciation of the business perspective by the tax authorities is also
important, although one should be careful to distinguish between appreci-
ating the business perspective and agreeing with the business perspective.
The desire for consistent application of legislated principles is also fully
understandable. It is not surprising that changing policy views on the part
of Treasury and HMRC, reflected in frequent amendments to legislation or
in altered application of purpose-based TAARs, have led some businesses
to lack trust in the tax administration. Without improving such trust, it will
be very difficult to gain acceptance of a principles-based system, which
evidently relies on administrative discretion to a greater extent than a sys-
tem of prescriptive rules.

Despite the fact that there was some indication in the interviews that
better relationships brought about by the Varney Review have improved
commercial awareness within HMRC, the interviews suggest that taxpayer
trust has not been enhanced to the point where all large businesses feel
comfortable to work with the discretion afforded to HMRC by TAARs
and PBL. The negative feedback on current and proposed anti-avoidance
legislation suggests that the RRA framework cannot replace the guidance
afforded by good statutory provisions.

New Developments

May 2009 Guidance

As noted above, since the completion of the Main Survey, the May 2009
Guidance has been issued, replacing the earlier 2007 Guidance.!'® " The
May 2009 Guidance states that it has been substantially changed from its
predecessor and that the risk assessment indicators have been altered to
distinguish more clearly between inherent and behavioral factors. This is
portrayed as a presentational difference, a clarification rather than a change
of stance. There are indeed presentational differences, but the extent to
which there is real change is not clear.

It is clearly stated at the head of the assessment indicators in the new
Annex B that:
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“A customer may have inherent factors that increase tax
compliance risk; however, the customer can still be Low
Risk if the behavior, governance, tax strategy, and delivery
effectively manage these inherent risks.”

In fact, there was a similar statement in the 2007 Guidance, but it was
contained within one of the risk factors rather than stated upfront. This statement
and the changes are generally a response to HMRC’s own consultations, which
reached similar conclusions to those in both the Pilot Survey and the Main
Survey on the need to reassure taxpayers that a low risk rating is possible despite
their size and complexity. If this were not so, there would be very little incentive
for large businesses to moderate their tax planning behavior so that this is critical
to the RRA method.

Processes and transparency, however, are still not sufficient to achieve
a low risk rating. For example, the fact that a taxpayer is involved in “a high
degree of complex issues” will indicate a major risk, and such a taxpayer will
need very strong processes to negate that factor. Tax strategy continues to play
an important part in that negation exercise. The wording with respect to the tax
strategy criterion has changed slightly, but the thrust seems to be much the same
as in the 2007 Guidance.

As one might expect, a taxpayer “heavily involved in tax planning with
no commercial context” will have an increased risk. This does not seem conten-
tious, but other indicators listed in the May 2009 Guidance are more so. “Fre-
quent tax planning that requires disclosure to HMRC” or “innovative interpreta-
tion of tax law” are perhaps debatable factors. A company’s risk rating could
be negatively affected by undertaking transactions that a court might conclude
are perfectly legitimate. Even more debatable is the indicator that consists of
regularly submitting requests for clearance or making voluntary disclosures
which are not in accordance with HMRC guidance, given that there are statutory
provisions which permit such applications for clearances, and that the HMRC
Web site advertises a clearance service for businesses that is said to “provide cer-
tainty for businesses operating in the U.K., as a useful practical service at a level
whereby speed of response from HMRC can be reasonably assured.”'’

It seems odd that businesses can be penalized for relying on such a service.
If the law is unclear so that clearances are needed, is this not arguably sometimes
due to the failure of government to provide adequate guidance in the legislation?
It also seems likely that large and complex businesses with innovative transac-
tions will be more in need of clearances and guidance on new legislation than
will smaller simpler businesses. Therefore, it remains unclear just how acces-
sible a low risk rating is to some very large firms in certain sectors.



136 Freedman, Loomer, and Vella

Finance Act 2009

Another new development has emerged in the Finance Act 2009 which
seems to be intended to impact on just such firms.'*! Under this provision,
the senior accounting officer (as defined) of a qualifying company must take
reasonable steps to ensure that the company and each of its subsidiaries (if
any) establishes and maintains appropriate tax accounting arrangements.'*?
This legislation has caused some concern to directors, who will be personal-
ly liable for any breach, and is being likened to section 404 of the Sarbanes
Oxley Act by some. The fact that it is believed to be necessary suggests that
the RRA regime alone is not having the desired effect on the modification of
the tax planning behaviors of large corporates.

The HMRC guidance published on this provision links it very firmly
into the risk review process, suggesting that some companies currently do
not have robust enough systems and processes to ensure that the “right”
amount of tax is being paid. Although the legislation refers to process, the
guidance states that HMRC consider that the “judgment around tax sensi-
tive decisions is part of “appropriate tax accounting arrangements” in so far
as companies are expected to ensure that those making the decisions base
them on reasonable interpretation of accurate information in full knowledge
of tax law and having taken appropriate advice.” It is acknowledged that the
fact that this judgment may differ from that made by HMRC does not mean
that the tax accounting arrangements are inappropriate, but the objective is
clearly to give decisions about entering into tax “avoidance” arrangements a
higher profile and to deter companies from using them.

Conclusions

The results of the surveys discussed here suggest that the RRA has resulted
in a substantial improvement in the relationships between many large
corporations and HMRC and that the development of the CRM role is par-
ticularly positive. From that point of view, it would appear to be a develop-
ment worthy of further examination as a way of improving resource alloca-
tion and reducing compliance and administrative costs. It is less clear that
this approach will result in corporate taxpayers becoming more accepting
of widely drawn anti-avoidance legislation giving considerable discretion
to the revenue authorities. This is not to say that such forms of legislation
have no place in the armory of revenue authorities, but other methods of
management may be needed to make them acceptable and workable.'?
These could include, for example, greater use of legislative clearances than
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currently exist in the U.K. This idea, however, runs counter to the apparent
distrust of a clearances system expressed in the May 2009 Guidance.

The underlying problem remains that the boundary between effec-
tive and acceptable tax planning and what is referred to in the OECD Study
as aggressive tax planning is one which cannot be expressed in definitive
terms.'?* Were this to be attempted, manipulation would be made very
simple. Taxpayers are entitled to a measure of clarity, however, as a funda-
mental tenet of the rule of law. As the OECD Study states:

“Taxpayers have a reasonable expectation that revenue
bodies will act consistently, objectively, and fairly. It would
seriously undermine trust and confidence for a revenue body
to seek to extract as much tax from the taxpayer as possible
regardless of whether it is due under the law, using whatever
commercial or other leverage can be brought to bear.”'*

This view is reflected in the IRSAC report, which takes the view that:

“While the core “risk review” feature of the LBS Initiative
should surely be a focal point for LMSB as well, the weight
properly assignable to the “tax planning strategy” factor

of that analysis should be driven by rules, principles, and
attitudes reflecting the evolving state of U.S. law—includ-
ing especially the application of nonstatutory doctrines (e.g.,
business purpose; substance v. form; step-transaction; sham
transaction)—with respect to the fine line that often can exist
between legitimate and abusive or otherwise overly aggres-
sive tax planning strategies.”!*

HMRC seem to be using the RRA to induce large corporate taxpayers
to stay on the right side of the acceptable/unacceptable boundary as drawn
by them, even if this might not be where a court would draw the boundary.
This could be one reason why the RRA has not been as successful in alter-
ing the tax planning behaviors of certain taxpayers as it has in achieving
other goals.

In sum, the RRA in the U.K. and other similar developments else-
where are well worth monitoring and considering, but this approach cannot
itself define what is due under the law nor should it be relied on to attempt
to override that central question.
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Earned Income Tax Credit
Participation Rate for Tax Year 2005

Dean Plueger, Internal Revenue Service

he Earned Income Tax Credit (EITC) was created in 1975 to offset
certain taxes for working individuals with low to moderate income
with children. The credit has been refined and expanded through
the years, and, in TY2005, the maximum credit was $4,400. The credit is
claimed by filing a tax return with the IRS. It is a refundable credit, meaning
taxpayers are eligible to obtain a refund for any portion of the credit that is
not offset by a tax liability.

There has long been interest in measuring the level of participation
in the EITC program by both IRS and other researchers.' As the credit
has grown in relative value to eligible participants, and its potential to lift
taxpayers out of poverty has been recognized, advocates for persons/fami-
lies with low to moderate income have increased their interest in measuring
EITC participation.

In 1999, the IRS formed the Stakeholder Partnerships, Education, and
Communication (SPEC) function in IRS, whose “business model incorpo-
rates an indirect approach to community outreach, tax return preparation
assistance, financial literacy, and asset building. Their model emphasizes
collaboration with organizations that have shared service objectives and the
ability to reach targeted special populations. The majority of the commu-
nity-based partners and coalitions serve the low-income, limited English
proficient (LEP), disabled, elderly, and Native American populations.”

SPEC promotes EITC participation by using aggregate filing data the
IRS produces annually on EITC claimants to inform community-based or-
ganizations of recipients’ tax return characteristics. Advocate organizations
also need data on the potentially eligible nonclaimant population to help
focus their outreach—which is not present in claimant data.

Most attempts to measure participation have been focused at the
national level. Karl Scholz published an article in 1994 titled “The Earned

! Participation can be divided into taxpayer participation and dollar participation. The distinction is necessary
because taxpayers who are eligible for higher credit amounts are more likely to participate than taxpayers who are
eligible for a minimal amount of EITC. Therefore, the dollar participation rate will generally exceed the taxpayer
participation rate.

2 United States Department of the Treasury, Internal Revenue Service (2007), “The 2007 Taxpayer Assistance
Blueprint Phase 2,” p. 87.
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Income Tax Credit: Participation, Compliance, and Antipoverty Effective-
ness” describing his effort to estimate the EITC participation rate for TY
1990.% Scholz concludes that between 80 percent and 86 percent of eligible
households participated in the program, and that 1.3 million to 2.0 million
eligible taxpayers did not claim the credit. The nonparticipating households
were estimated using data taken from the Survey of Income and Program
Participation (SIPP) for survey participants who appeared EITC-eligible
and did not file a return with the IRS. At the time of Scholz’s study, the IRS
calculated and refunded EITC benefits to those who did not claim the credit
when they filed a return and appeared eligible (instead of sending a notice).
The IRS has since ceased this practice. The current study improves on that
method by using a fact of claimant indicator supplied by the IRS. Addition-
ally, in TY 1990, there was no EITC benefit for childless workers. In TY
2005, childless workers could receive a benefit up to $399.

In 2001, the Government Accountability Office (GAO) estimated
taxpayer EITC participation to be 75 percent and dollar participation to be
89 percent for TY 1999 by using a multiple data source method that did not
involve linked records.*

The previous research did not provide estimates below the national
level. Today, there is a clear demand for credible measures of taxpayer par-
ticipation at lower geographic levels.

As there have been no regional estimates of participation, some users
of EITC data have computed their own estimates of the potential unclaimed
EITC in their communities. Improper and inconsistently applied assump-
tions and computational methods resulted in widely disparate estimates
across the country. To address the situation, the IRS formally estimated
unclaimed and overclaimed EITC at the Zip Code level by assuming that
participation and compliance were uniform across the country and applying
the TY 1999 GAO estimates using an appropriate computational method.
The IRS distributed these estimates in the fall of 2003. Given the assump-
tions behind the numbers, W&I Research believes the computation likely
produced very inaccurate results. Estimates using this methodology are
no longer produced. The IRS committed to developing a better method of
deriving more geographic-specific estimates.

In 2004, two similar, but different, approaches were pursued to esti-
mate participation below the national level. The first approach, termed the

3 Scholz, John Karl (1994), “The Earned Income Tax Credit: Participation, Compliance, and Antipoverty Effec-
tiveness,” National Tax Journal. 47: 1, pp. 63-87.

4 U.S. General Accountability Office, Earned Income Tax Credit Participation, GAO-02-290R, December 14,
2001. See http://www.gao.gov/new.items/d02290r.pdf.
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Regression method, combined data from the IRS Individual Return Transac-
tion File (IRTF) and EITC Compliance Studies, and Census Bureau Current
Population Survey Annual Social and Economic Supplement (CPS ASEC)
to build a regression equation that could estimate State-level participation
for years in which no compliance data were available.® The second ap-
proach, termed the Exact Match method, uses the IRS IRTF and CPS ASEC
and links the data from the two data sources. The remainder of this report
details the methodology and results of the Exact Match method. At present,
neither approach has produced reliable estimates of local EITC participation.
National participation estimates have been produced using the Exact Match
methodology, which could be used with the American Community Survey to
produce similar results but with greater geographic specificity. Future work
will determine whether the American Community Survey (ACS) is a feasible
replacement for the CPS ASEC. If feasible, the ACS would allow for local
statistics on potentially eligible, nonparticipants.

Participation Rates

Desirable Features of a Participation Estimate

Three factors affect the efficacy of computed participation rates.

Currency—It is desirable to have estimates that reflect present partici-
pation rates. Changes in eligibility criteria, the impact of current and new
enforcement and outreach activities, and economic conditions likely influ-
ence taxpayer behaviors and could produce changes in taxpayer participation
over time.

Resolution—Resolution refers to the precision or fineness of geo-
graphic detail the data source provides and is directly related to the sam-
pling frame of the data sources. The higher the resolution, the smaller the
geographic area for which estimates may be made. While most studies
have measured EITC participation only at the national level, getting to local
estimates is extremely important for advocacy groups and policymakers to
target outreach and education efforts.

Completeness—How ‘tight’ (accurate) is the methodology that
produces the participation estimate? Do the data sources provide sufficient
information needed to determine/estimate EITC eligibility or EITC fact-of-

3 The regression method was an internal analysis completed by W&I Research in 2004 that was not externally
published.
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claim?® Completeness includes both completeness of the data collection and
the accuracy of the responses provided by survey participants.

The Exact Match methodology provides relatively current estimates.
While this study examined TY 2005, in the future, results could be produced
within 1 year of the close of a tax year.

The dataset used for this project (CPS ASEC) does not provide exten-
sive resolution. At present, taxpayer participation estimates have not been
produced below the Census Bureau divisions.” The availability of variables
in the CPS ASEC to completely model EITC eligibility is described in a later
section of the paper.

Data Needed To Estimate Participation
Two primary data elements are needed to estimate participation:
*  The number of taxpayers who were legally paid EITC (numerator).

*  The total number of taxpayers potentially eligible to receive
EITC (denominator), including nonfilers.

Once these two data elements are known, the participation rate can be
computed by dividing the numerator by the denominator. The denominator
is estimated by applying the EITC rules to data in each survey record. The
numerator can be estimated from IRS compliance studies (which produce
estimates of the number of legal claimants) or derived from special projects
like this Exact Match project with the Census Bureau.

Number of Taxpayers Potentially Eligible To Receive EITC

The only source of data that enables a researcher to estimate the number of
taxpayers eligible for EITC is the Census Bureau. No other organization
collects data on U.S. residents at the level of detail and geography needed
to estimate the number eligible for the entire U.S. The Census Bureau has
three products capable of estimating the number of taxpayers eligible for
EITC. To determine EITC eligibility from any of the following datasets, a
“tax filing unit” is constructed by combining the income of married per-
sons and determining the number of children for each tax unit. Once all
relevant information is assembled into one record, the EITC eligibility rules

¢ EITC fact-of-claim is defined as a taxpayer/respondent who has been proven to have been paid EITC.

7 A division is a subregion of a Census Bureau Region. For example, the Northeast Region is composed of two
divisions (New England and Mid-Atlantic). See http://www.census.gov/geo/www/us_regdiv.pdf.
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are applied to the record, and those records that meet the requirements are
selected and weighted to provide national estimates of the number of respon-
dents eligible to receive EITC (denominator).

Of the following four Census Bureau datasets available to estimate
the number of taxpayers eligible for EITC, CPS ASEC currently provides
the best information from which to estimate eligibility. It is released annu-
ally. The sampling frame allows for estimates to the four U.S. regions. CPS
ASEC contains rich information relative to family structure and income to
allow a generally accurate determination of EITC eligibility.

American Community Survey

Primary advantage—Large sample size with over 3 million U.S. ad-
dresses surveyed annually.

Primary disadvantage—Income and family relationship of respondents
are not as detailed as the CPS ASEC dataset.

Survey of Income and Program Participation (SIPP)

Primary advantage—Panel survey that collects detailed income and tax
data, which allow for eligibility and recipient status to be determined from
the same data source.

Primary disadvantage—Lag in the date from when the survey data are
collected and when they are released. Data are not provided annually.

CPS Annual Social and Economic Supplement (CPS ASEC)

Primary advantage—Provides a rich set of information relative to fam-
ily structure and income, and is conducted annually.

Primary disadvantage—Sample size is not as large as American Com-
munity Survey, which restricts the ability to produce State-level estimates.

Future studies will explore using the American Community Survey as
the sample size is 10 times larger than the CPS ASEC and allows for more
geographic resolution.

Number of Taxpayers who are Legally Paid EITC

The number of taxpayers legally paid EITC may be estimated using three
methods. All three methods must determine both eligibility and EITC fact-
of-claim.?

& It should be noted that none of the methods will always record the taxpayer’s true income and therefore will
likely overstate the estimate of taxpayers legally paid EITC.
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Survey of Income and Program Participation (SIPP)—A panel in
this Census Bureau survey directly asks whether the respondent claimed
EITC on a tax return. If the researcher determines the respondent is EITC-
eligible from data gathered from the survey and if the respondent reports
claiming EITC, the respondent is classified as a legal claimant. The Cen-
sus Bureau recently redesigned this survey, and it will continue to collect
information related to tax filing, including EITC status. However, there is
substantial concern that, when the new SIPP is fielded, respondents will not
answer the EITC question accurately because they may not be aware of their
EITC status.

Match Census Bureau Data to IRS Administrative Records (Ex-
act Match)—A Census Bureau dataset (Decennial Long Form, American
Community Survey, SIPP, or CPS ASEC) is matched to IRS administrative
records that contain EITC fact of filing. The survey data are modeled to
determine who is potentially EITC-eligible, and the IRS data are used to
determine who was actually paid EITC. Once the match is completed, the
resulting set identifies eligible recipients. The number of eligible recipients
is compared to the number modeled eligible to determine the participation
rate.

IRS EITC Compliance Studies—IRS commissioned and publicly
released EITC compliance studies in TY 1997, TY 1999, and TY 2001 (Na-
tional Research Program).” The compliance studies were stratified samples
that did not include late EITC claimants; analysts weight the sample to arrive
at the number of nonlate filing taxpayers who made a legal claim. Alterna-
tively, an analyst may compute the percentage of taxpayers who made a le-
gal claim and multiply that percentage against the total number of claimants,
including late filers, to arrive at counts of taxpayers with a legal claim.'

Prior to TY 2005, none of the three methods that directly estimate the
number of eligible recipients was conducted on an annual basis. SIPP was a
panel study with study life cycles of several years and had a significant lag
time to data release. The Exact Match was viable only in years in which the
IRS provides the Census Bureau with administrative records that contain

° The IRS meets its need for current compliance information through the National Research Program (NRP). In
2000, IRS established the NRP office as part of its efforts to develop and monitor strategic measures of taxpayer
compliance. NRP provides a statistically valid representation of the compliance characteristics of taxpayers. The
IRS is currently conducting another NRP study of individual return reporting compliance for TY 2006 to TY 2008.
Preliminary, TY 2006 results are expected by 2010.

10 This method assumes late claimants have the same compliance rate as timely claims.
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EITC fact-of-filing." An EITC compliance study will be a component of the
TY 2006 to TY 2008 NRP studies.

An indirect method of estimating the number of eligibles was devel-
oped by W&I Research, in conjunction with National Headquarters Re-
search, and is known as the Regression Method. This method incorporates
data from CPS ASEC, EITC Compliance Studies, and IRS administrative
records to develop regression models that estimate EITC participation. The
models are applied to years in which no EITC Compliance Studies were
commissioned.

Methodology

Computing Population Eligible for EITC from the CPS ASEC

Both methods (Exact Match and Regression) used by the IRS to determine
EITC participation rates rely on CPS ASEC to provide estimates of the num-
ber of taxpayers eligible to receive EITC.

Current Population Survey Annual Social and Economic Supplement
(CPS ASEC)

The Current Population Survey is an annual survey of approximately
78,000 households nationwide. The Annual Social and Economic Supple-
ment, formerly known as the March Supplement to the CPS, is an expanded
sample that collects detailed income information. The population repre-
sented is the civilian noninstitutional population living in the United States.
Members of the Armed Forces living off post or with their families on post
are included if at least one civilian adult lives in the household. Most of the
data from the CPS ASEC are collected in March, with some data collected in
February and April.

Because the dataset has variables relating to family composition, it is
relatively straightforward to construct tax-filing entities from this file. For
example, a family of four, composed of a married couple with two children
ages 10 and 12, can easily be combined into one tax filing unit consisting of
the combined incomes of the two adults with two dependents (or qualifying
children).

" This match may be conducted annually, contingent on the IRS, Treasury, and Census ability to fund the project
and continuing agreement among the three entities to conduct such studies.
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IRS Modeling of the CPS ASEC Public Use File

The Wage and Investment (W&I) Research Division of IRS models EITC
eligibility using the CPS ASEC public use file. Person records are compiled
into filing units, Adjusted Gross Income (AGI) and EITC earned income are
computed, and EITC qualifying children are tallied. The person and house-
hold identifiers along with the modeled filing information were transmitted
to the Census Bureau and merged onto the internal file. The Census Bureau
also models filing units as part of a tax calculator. The units and qualifying
children modeled by the IRS differ slightly from the Census Bureau modeled
units. In certain situations, the IRS model maximizes EITC eligibility, per
IRS rules, whereas the Census Bureau model minimizes overall tax liabili-
ties. For purposes of this study, the W&I Research set of eligible tax units
was used. A summary of filing units transmitted to the Census Bureau is in
Table 1.

Table 1. IRS W&I Modeled Filing Units (Weighted CPS ASEC 2006), Millions
of Filers

0QC[1] 1QC 2+ QC Total
Single 3.94 0.00 0.00 3.94
Head of Household 0.67 1.75 3.89 6.31
Married Filing Jointly 0.00 4.47 4.33 8.80
Total 4.61 6.22 8.22 19.05

[1] QC=Qualifying Children.

Assumptions and Limitations

While the CPS ASEC provides a vast majority of the data needed to de-
termine eligibility (or ineligibility), it does not provide information on all
factors related to EITC eligibility. Following are the data limitations and
eligibility assumptions that were used by W&I Research and Census Bureau
analysts when implementing the algorithm to identify individuals/families
eligible for EITC.

Qualifying Children
Under TY 2005 tax law, a qualifying child is any child who meets all of the
following conditions:

*  Relationship Test—Must be a son, daughter, adopted child,
stepchild, eligible foster child, or a descendent of any of them
(for example, a grandchild); or a brother, sister, half brother, half
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sister, stepbrother, stepsister, or a descendent of any of them (for
example, a niece or nephew).

*  Age Test—Under age 19, or under age 24 and a full-time student,
or permanently and totally disabled, regardless of age.

*  Residency Test—Lived with the taxpayer in the U.S. for more
than half the year.

Relationship and Age Tests

The CPS ASEC provides the age and relationship of all household members
in relation to the householder. In cases when at least one parent resides with
a child, it is possible to identify the parent using a parent pointer, but, when
no parent is present, the exact relationship of a child to adults may not be
known (unless the child is a direct descendent, such as a grandchild).”> All
that would be known when the child is not a direct descendent is whether the
child is related or not related to the householder.

Residency Test

To be a qualifying child for EITC, the child must have resided in the house-
hold for more than 6 months. The CPS ASEC does not include information
on how much of the year the children lived with a potential EITC recipient.
All children are considered to have lived with the EITC-eligible individual
in the U.S. for the required length of time. Therefore, no children are
disqualified in the modeling due to a disqualifying residency outside of the
EITC-eligible individual’s home.

Adjusted Gross Income Tiebreaker (Qualifying Child of More than One
Taxpayer)

Under the TY 2005 definition of a qualifying child, a child may be the quali-
fying child of more than one taxpayer (i.e., the child’s parent and the child’s
grandparent, if they lived in the same home). In this situation, only one
person may claim the child for EITC.

IRS Publication 596 provides an example that demonstrates that the
taxpayers may decide how to allocate the qualifying children:

“You and your three children live with your mother all year long. You
are 25 years old. Your only income was $9,000 from a part-time job.
Your mother’s only income was $20,000 for her part-time job. Your

12 The variable is “a-parent” and identifies the parent of the child. The 2007 CPS ASEC (TY 2006) added two
variables that allow for the identification of both parents.
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children are the qualifying children of both you and your mother be-
cause they meet the relationship, age, and residency tests for both you
and your mother. Only one of you can use each child to claim EIC.
However, you and your mother can split the three qualifying children
between you. For example, you can use one child to claim EIC, and
your mother can use the other two.”!?

When determining the assignment of qualifying children, preference
was given to the parent(s). However, if the parent(s) had no income or had
more than two qualifying children, the (additional) qualifying children were
reassigned within the family (to a grandparent, uncle, etc.) if the parent’s
tax position was not harmed (increased tax liability). In these situations, the
parent would have no known economic incentive to block the other family
member from claiming the child(ren) for EITC. Because family members
may decide how to allocate the qualifying children, it is possible that family
members may try to maximize the amount of the total legal credit the house-
hold will receive; however, in the syntax as currently written, if the parent
had income and fewer than three qualifying children, the children were kept
with the parent.

Citizenship (Resident Status)

The CPS ASEC provides the U.S. citizenship status of all respondents.
However, if the respondent is not a U.S. citizen, CPS ASEC does not provide
whether the person is a legal resident with a Social Security number eligible
for employment (which is a requirement for EITC eligibility), or if he or
she is an illegal resident. Noncitizens are required to reside in the U.S. for
the entire tax year in order to be eligible for EITC. CPS ASEC does pro-
vide the location of residence of the respondent 1 year prior to the interview
date. Noncitizens who resided outside the U.S. in the previous survey were
disqualified for EITC in the model. The remaining group of nonresidents
was included in the group of eligibles, if they passed the remaining EITC
requirements (income, age, etc.).

Income

The Earned Income Tax Credit is allowed to individuals/families based on
the amount of earned income that they receive during a tax year." Addition-
ally, individuals/families are disqualified for the credit if their investment

13 TY 2005 publication, page 18, example 3.

14 Earned income generally consists of wages, salaries, tips, net earnings from self-employment, and gross income
received as a statutory employee.
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incomes exceed the maximum for the applicable tax year ($2,700 in TY
2005). The amounts of earned income, investment income, and AGI are
estimated from the amounts reported by the survey participants.'> However,
some limitations of the CPS ASEC data exist. They include:

*  Aperson who files Form 2555 relating to the receipt of foreign-
earned income is not eligible for EITC. Since CPS ASEC does
not include information on the receipt of foreign income or the
filing of Form 2555, no individuals were determined to be ineli-
gible for EITC due to the receipt of foreign income. In TY 2005,
there were 308,000 total tax returns filed with Form 2555, with
191,000 having an IRS-computed AGI of $37,000 or less.'*

e Individuals/families with investment income exceeding a certain
threshold in the applicable year are not eligible for EITC. Invest-
ment income includes taxable interest income, tax-exempt interest
income, dividend income, capital gains, and net income from
rents and royalties derived from real estate. The amount of capi-
tal gains reported by CPS ASEC is imputed by the Census Bureau
via a match with Statistics of Income (SOI) data. The match is
not an exact match; rather, it is based on a “categorical” match
and may not be accurate at the individual level. Therefore, the
CPS ASEC estimate of capital gains was not included as invest-
ment income, and no individuals were determined to be ineligible
for EITC because they received capital gains that would have
caused them to exceed the investment income limitation.'”

GAO conducted an analysis to determine the impact the missing capi-
tal gains may have had in the determination of eligibility for their TY 1999
study that estimated participation rates. Below is an excerpt from their TY
1999 participation study regarding this issue:

“The CPS does not contain all of the information needed to determine
eligibility. Data such as capital gains and contributions to individual
retirement accounts are not requested in the CPS survey. However,

it is likely that the missing data have little effect on our participation

15 1t should be noted that the householder reports the income for all members of the household and may provide
estimates for persons for whom the householder has less than perfect knowledge.

1 IRTF housed on the Compliance Data Warehouse.

17 The CPS individual is assigned a category based on age, income, location, etc. Then, persons from the SOI
public use file are grouped into the same categories. Then, the persons are matched on categories, and the capital
gains from the individual in the SOI public use file are assigned to the person in the CPS data file.
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estimates. These types of income and deductions are notcommon for
the lower-income people who may be eligible for the credit. To verify
this, we examined the tax returns of households in the 1996 Statistics
of IncomePublic Use File, the most recent data available. We found
that no more than 3 percent of households that met the other income
limits for credit eligibility had these types of income and deductions.”

»  Individuals whose AGI exceeds the limitations are not eligible for
EITC. Several items used in determining AGI were not available
in the CPS ASEC, including (but not limited to) taxable refunds,
IRA and other retirement plan contributions, medical savings
account deductions, moving expenses, self-employed health in-
surance deductions, penalties on early withdrawal of savings, and
alimony paid. Income from trusts is also not available. Therefore,
AGI will be understated for those individuals who had taxable
refunds and capital gains and overstated for those individuals
who had deductions and capital losses. Social Security income is
included in the AGI calculation.

*  Income computations are only as valid as the data provided by the
respondent. Some respondents will intentionally or unintention-
ally provide incorrect information leading to incorrect estimates
of income (earned income, investment income, and AGI). If the
incorrect data are reasonably close to the true value, the number
of taxpayers estimated to be eligible for EITC will not be sig-
nificantly affected.'® It is unknown if there are offsetting errors
caused by some respondents underestimating their incomes and
other respondents overestimating their incomes.

Finally, over the course of conducting the Exact Match, Census Bu-
reau analysts discovered that about 18 percent of tax units estimated to be
EITC-eligible had at least one income variable amount allocated. Amounts
are assigned (imputed) when the respondent refuses or cannot provide the
requested information. The amount imputed is based on the respondent’s de-
mographics and the income of others who reported their income in the same
demographic category.

'8 However, the estimated amount of EITC the taxpaper is eligible to receive will have more error as the amount of
EITC is directly related to income.
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Figure 1 provides a comparison of modeled AGI and actual AGI
for the population over 18 with positive AGI in TY 2005. The light bars
represent AGI reported by taxpayers to the IRS, and the dark bars represent
the AGI computed using CPS ASEC data.

Figure 1. Actual Tax Return and Estimated CPS ASEC AGI Comparison for
TY 2005
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SOURCES: 2006 CPS ASEC and TY 2005 IRTF housed on CDW.

The difference in the $10,000 to $19,999 income category is poten-
tially attributable to higher income taxpayers underreporting their incomes,
therefore artificially raising the percentage of taxpayers in the $10,000 to
$19,999 range. The difference may also be a result of tax units modeled in
the CPS ASEC that do not file a tax return; and the W&I Research algorithm
does not generate tax units for adult dependents (college students) as they
are not eligible to receive EITC.

It should be noted that Figure 1 is not a result of a matched dataset. It
was produced by creating two income distributions from the two datasets
and combining them into one chart. Figure 2 is the result of matching the
CPS ASEC set of taxpayers modeled eligible for and paid EITC to their tax
return information. Figure 2 depicts the differences between the IRS AGI
and CPS ASEC estimated AGI categorized into $1,000 increments. Differ-
ences of less than $1,000 (plus or minus) were grouped together. The group
with the highest count had a difference in estimated and actual AGI of plus



164 Plueger

or minus $1,000. For nearly every case where CPS ASEC AGI was overes-
timated, there is another case where it was underestimated, which explains
why the aggregate AGI distributions shown in Figure 1 match as well as they
do (the errors offset at the aggregate level). The counts of returns at the ends
of the distribution with differences of at least $10,000 comprise 14 percent
of all returns.

Figure 2. Difference between IRS AGI and CPS ASEC Estimated AGI
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SOURCE: TY 2005 IRS-CPS ASEC Exact Match.

Filing Status

A taxpayer whose filing status is Married Filing Separate is not eligible to re-
ceive EITC. The filing status used for return preparation is not collected by
the Census Bureau, but the survey does collect the person’s current marital
status (never married, married, divorced, and separated). Individuals who
have no children, and who reported their marital status as separated, were
assigned a filing status of Married Filing Separate and were not identified as
eligible.

Taxpayers who were separated from their spouses for the final 6
months of the tax year and who have children are potentially eligible to use
the Head of Household filing status. In the CPS ASEC data, individuals
reporting children and a marital status of separated were examined to de-
termine if their marital status was separated in the previous year (indicating
they were likely separated the final 6 months of the year). If they reported
their status as any status other than separated in the previous supplement,
they were assigned a filing status of Married Filing Separate in the current
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year.!” For TY 2005, 4.9 percent of the tax units identified as eligible for
EITC from CPS ASEC had a marital status of “separated.”

EITC is currently structured such that taxpayers using the filing status
Married Filing Joint are able to receive a higher credit than those who file
with other statuses when their AGIs or earned incomes are in the phaseout
region of EITC eligibility. Families who had both spouses present in the
household were assigned a marital status of Married Filing Joint and mod-
eled to be eligible for the higher credit, when their incomes dictated.

CPS ASEC-IRS Exact Match Method of Estimating EITC
Participation

Census Bureau Processing with the CPS ASEC Internal File

The CPS ASEC is an annual supplement to the basic monthly Current Popu-
lation Survey. Approximately 10 percent of households in the sample fail to
complete ASEC interviews. These cases are evaluated to determine whether
sufficient information exists to impute ASEC responses from a similar case.
Based on key demographic characteristics, all survey responses from another
case are imputed to replace the missing data. The Census Bureau and the
IRS agreed that these fully imputed cases were unsuitable for a record check
analysis, as the data in these records would not be expected to match admin-
istrative record data.

Table 2: Incidence of Full Record Imputation (2006 CPS ASEC)

Unweighted Weighted Percent of weighted
ASEC reported 189,112 264,170,000 89.9%
Fully imputed 19,450 29,664,000 10.1%
Total 208,562 293,834,000 100.0%

Source: Data Integration Division, U.S. Census Bureau

Person Identification Validation System

To enable the file linkage, the input files are processed through the Person
Identification Validation System (PVS). The PVS compares identifying
name, address, and date of birth due data from the CPS ASEC against a

19" As a result of the sampling structure set up by CPS ASEC, approximately 50 percent of the households in this
year’s CPA ASEC dataset will be present in the previous year’s CPS ASEC dataset.

20 The predominant marital status was “never married” at 35.5 percent, followed by married (spouse present) at
32.9 percent.
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reference file and assigns a unique identifier to records with verified data.
Similarly, name, address, and SSN from the individual tax returns are
compared to the reference file and assigned a unique identifier. In compli-
ance with Census Bureau privacy policy, survey records lacking respondent
consent for data linkage are not processed through PVS. Due to technical
constraints, the PVS does not process records where the first name and last
names are missing. The output file of the PVS process contains: all verified
records; all nonverified records, including those where multiple matches
were found; and all original records withheld from the PVS process due to
linkage refusals or incomplete identifying data. Only validated and uniquely
identified records are used in this study. A unique nine-digit protected
identification key (PIK) is assigned to each validated record. The PIK is the
linking key used in Census Bureau administrative record research projects;
SSNs are not used.

The 2006 CPS ASEC survey marked an important change regarding
the assignment of validated PIKs: It was the first survey year in which the
SSN was not requested from respondents. In prior years, responses to the
SSN question had fallen. This limited the number of persons who could
enter the PVS process. New language obtaining consent from respondents—
without asking for the SSN—permitted more cases to enter the PVS process
and obtain PIKs.

Table 3: Refusal To Provide SSN or Linking Authorization
(Unweighted Counts)

2003 CPSASEC | 2004 CPSASEC | 2005 CPSASEC | 2006 CPS ASEC
Refused 36,793 49,026 50,846 259
% of Total 17.0% 23.0% 24.1% 0.1%
Total 216,424 213,241 210,648 208,562

Source: Data Integration Division, U.S. Census Bureau

Not all records receive PIK in this process. The primary components
of the reference file are IRS and SSA Numident data. The Numident file
only includes information on persons who have SSNs. The process fails to

assign PIK to groups of persons, including undocumented residents, and per-
sons with Individual Taxpayer Identification Numbers (ITINs). Persons with
multiple matches also fail PVS and do not receive PIKs. A growing number
of survey respondents fail to provide their first and last name data. These
cases cannot enter the PVS process and lack PIK as well.
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Table 4: PVS Results for 2006 CPS ASEC (Unweighted Counts)

No authority to link 259 0.1%
Missing first and last name 2,299 1.1%
Found in Geokey search 175,237 84.0%
Found in name search 9,221 4.4%
Multiple matches 468 0.2%
Not found 21,078 10.1%
Total 208,562 100.0%

Source: Data Integration Division, U.S. Census Bureau

The increased number of persons entering the 2006 CPS ASEC PVS
process resulted in an increased number of persons with PIKs. The 2006
CPS ASEC increase in PIK affected adults more than children.

Table 5: Adult-Child Distribution of PIK Increase (Unweighted Counts)

2004 CPS ASEC

2005 CPS ASEC

2006 CPS ASEC

Adults 103,777 100,076 139,958
Children 47,342 46,672 44,500
Total verified 151,119 146,748 184,458

Source: Data Integration Division, U.S. Census Burea

Table 6 provides a breakout of citizenship status of tax units modeled
EITC-eligible and how many records were included in the final analysis.?!
Noncitizens were much less likely to be included in the final analysis be-
cause 29.5 percent were dropped as result of not being able to assign a PIK.
This percentage is three times larger the CPS ASEC respondent universe
(10.1 percent). This result raises questions about their initial eligibility de-
terminations based on the modeling when their SSN status is unknown.

Table 6: Citizen Status of CPS ASEC Records (Unweighted Counts)

Number Remaining

Number after Removal of Percentage included
Modeled Eligible Non-PIKed and in Analysis
Imputed Records
Citizen 11,647 6,605 56.7%
Non-citizen 2,292 805 35.1%
Total 13,939 7,410 53.2%

Source: Data Integration Division, U.S. Census Bureau

2! The CPS variable for citizenship status, PRCITSHIP, was used because the survey does not ask whether the
respondent has an SSN. It is an imperfect proxy for having an SSN because some noncitizens can obtain an SSN,

and some citizens may not have an SSN.
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Data

Tax Returns from the Individual Returns Transactions File

The IRS annually provides the Census Bureau administrative records con-
taining tax return information under 26 U.S.C. § 6103 (j)(1). The variables
transmitted to the Census Bureau under this agreement are:

1. Name, address, and taxpayer identifying number of the taxpayer
and spouse

. Marital status

. Number and type of exemptions (dependents)

. Wages and salary income

. Dividend income

. Interest income

. Gross rent and royalty income

. Social Security income

O 00 3 N I B~ W DN

. Total of wages, interest, dividends, alimony, business income, pen-
sions, rents, royalties, farm income, unemployment compensation,
and Social Security benefits.

10. AGI

11. Indicator variables for Schedules A, C, D, E, F, and SE and Form
8814.

Other CPS ASEC tax model evaluation projects have used the data.
This project uses the return level data on filing status, AGI, and number of
children at home exemptions. The return level data are processed through
the PVS, and records with validated information are assigned PIKs. ITINs
on the file do not receive PIKs because those numbers are not present on
the Numident file. Future refinements of our PVS process will address this
issue, potentially reducing the number of non-PIK cases restricted from the
analysis. The 1040 file is delivered for each filing year. Analysis proceeds
when all 52 weeks are received at the Census Bureau.

The exact match occurs by linking records in the CPS ASEC to the
1040 file by PIK. This allows us to append tax return data to the survey
record for the same individual. A key benefit to this analysis is the ability
to evaluate 1040 filing and EITC-claiming behaviors of the EITC eligible
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population, based on the CPS ASEC survey responses. For Tax Year 2005,
79,107 individual income tax returns matched to the nearly 140,000 CPS
ASEC adults with PIKs. We are confident that the PVS produces high-qual-
ity PIKs on the survey data. The IRS data have very high-quality identify-
ing information, which also results in high quality PIKs. Therefore, joining
the files by PIK provides data from both agencies on the same subset of the
population. The records that did not receive PIKs were not investigated in
this study.

This transmission does not contain late-filed returns (for example, a TY
2005 return filed in Calendar Year 2007 would not be included in the normal
Form 1040 delivery).

EITC Returns Extract

The data in the Form 1040 transmission allow fact of tax return filing to be
determined for CPS ASEC respondents, but they do not identify which filers
were paid EITC. In order to identify who was paid EITC, the IRS negoti-
ated a contract under 26 U.S.C. § 6103 (n) with the Census Bureau. Under
the contract, the IRS agreed to transmit four additional EITC variables for
TY 2005 to the Census Bureau: earned income amount, number of EITC
qualifying children, taxpayer-reported EITC amount, and IRS-computed
EITC amount.

Taxpayers claiming EITC on their TY 2005 tax returns or subsequent
amendments (including taxpayers paid EITC because of a CP-09/27 eligibil-
ity notice), through the end of Calendar Year 2007, were included in the data
transmission to the Census Bureau. There were 23,296,704 records meeting
these criteria. Although some TY 2005 EITC claims arrived after the cutoff
date, this transmission accounted for 99 percent of EITC claims.?

This second set of IRS data was processed through PVS to assign PIK
to enable data linkage, resulting in 14,081 returns matching PIK in the CPS
ASEC. Input files from the IRS are processed in the Data Integration Divi-
sion and protected per instructions in our Interagency Agreement and IRS
Publication 1075.

The matched sample of EITC-eligible persons from the CPS ASEC data
and IRS administrative data indicating who received EITC enable production
of EITC participation estimates using our Exact Match methodology.*

22 As of October 15, 2008, there were 23,465,092 TY 2005 returns filed meeting the condition.

2 The accuracy of the estimates is discussed in the limitations section.
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ITIN Extract

To investigate how missing ITINs could impact modeling efforts and the
participation rate estimate, IRS transmitted an extract of 3,000,000 ITIN
filers.* These administrative record cases were first linked to CPS ASEC
persons on name and address, then on name alone. We wanted to check
whether the survey data on citizenship and migration permitted accurate
modeling of EITC eligibility. Any return with an ITIN, whether the primary
or secondary filer, is ineligible for EITC. The name match determined that
565 persons were common between the files.” None of those persons had
been modeled EITC-eligible.?® While more research is needed on this sub-
set, this preliminary finding indicates that the survey questions on citizenship
may permit adequate modeling.

The original set of CPS ASEC tax units identified as EITC-eligible
contains an unknown number of tax units that are not eligible for EITC—
U.S. residents without an SSN valid for employment. The error of not being
able to exclude these residents will upwardly bias the number of taxpayers
eligible for EITC and the number of nonclaimants. The inclusion of addi-
tional ITIN data in future years may help reduce this known but unquantified
bias.

Combined 1040-EITC Data

The combined 1040-EITC file was expanded from return level to person
level. The combined file contained 41,824 single and head of household
returns. Of the 79,112 returns, 37,288 were married filers. Both spouses
received PIK in 33,083 of these returns, leaving 4,205 with only one spouse
receiving PIK. The other spouses may have failed validation for a number
of reasons: they may have lacked sufficient name or date of birth informa-
tion, they may not have had an SSN, or they may have had multiple matches.
After expanding the married returns to person records with PIK, the IRS data
contained 112,195 records.

24 ITINs used in the primary or secondary position on TY 2005 tax returns and their associated spouses, if present.

» The limited number of ITIN taxpapers matching the CPS ASEC database may be a result of limited information
available to identify a CPS respondent. W&I Research is working to provide additional information for future
matches to provide better identifying information.

26 The vast majority of the validated ITIN population had a citizenship classification as foreign born, noncitizen
(89 percent). Most taxpayers with an ITIN that were validated did not have imputed earnings (90 percent) and did
not have self-employment income (97 percent); most were between the ages of 25 and 44 (55 percent); only three
taxpayers were over the age of 55. Most taxpayers with an ITIN that were PIKed did not have a high school educa-
tion (55 percent).
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The 1040 and EITC data files containing PIKs present in the CPS
ASEC were combined by survey person identifiers. The analytical files do
not contain any personally identifiable information: no SSNs, no names, no
addresses, no dates of birth, and no PIK, only survey person identifiers.

Allocated Earnings

CPS ASEC respondents are asked about their labor force participation and
earnings. Persons who report being employed are asked for their hours and
earnings. 10 percent of survey respondents do not report an earned income
amount. Using other variables, earnings are allocated from another respon-
dent with similar characteristics to the person with missing data. This hot-
deck imputation produces $1.2 trillion in earned income, comprising 20.4
percent of total earnings in the survey. The income allocation in the CPS
ASEC is not State-specific; a donor record is not necessarily from the same
State or region as the recipient record. The allocated values are sufficient for
analyses at the national level when viewing the entire earnings distribution.
Allocated values are not designed for use at the person level. As a result, the
allocated amounts often differ substantially from income reported to the IRS
for the same person. The quality of allocated income amounts will be evalu-
ated in the future. At this time, cases with allocated earnings were removed
from the analysis.

Reweighting

The Census Bureau computes person weights for the CPS ASEC file that
sum to the population controls for the civilian, noninstitutionalized popula-
tion of the United States. By removing nearly one-quarter of the initial per-
son records—those lacking PIKs, those with fully imputed data, and those
with allocated earnings—the weights no longer aggregate to the population
count. The removed cases are missing income data that are essential for
modeling EITC eligibility, regardless of their reasons for being missing. As
in other administrative record research projects, we assume that the data are
missing at random and inflate the person weights on the remaining cases to
reflect the population count. The procedure is similar to the nonresponse
weighting adjustment the Census Bureau and other survey researchers use.
Adjustment factors are calculated for the following grouped variables: age,
marital status, race, and Hispanic origin. Some of the groups created by
crossing all of these variables are very small. Cells are collapsed to bring
the count (in each cell after the collapsing procedure) to at least 50 for the:



172

Plueger

1) under age 24 and married; 2) age 65 and older, not married, and Hispanic;
and 3) age 65 and older, married, and Hispanic. After calculating the adjust-
ment factors for the groups, the appropriate factor is applied to each sampled
person’s survey weight, which the Census Bureau calculates for each person
based on many characteristics. Data used to develop the adjustment factors

are shown in Table 7.

Table 7: Reweighting Factors, by Partition (2006 CPS ASEC)

Age Married Hispanic Race Count No PIK With PIK % w PIK
<24 N N White 46465 8677 37788 81.3%
<24 N N Black 8628 2285 6343 73.5%
<24 N N Aian[1] 943 265 678 71.9%
<24 N N A/Nhopi [2] 2851 934 1917 67.2%
<24 N N Other 2715 478 2237 82.4%
<24 N Y White 14018 4269 9749 69.5%
<24 N Y Black 444 137 307 69.1%
<24 N Y Aian 232 69 163 70.3%
<24 N Y A/Nhopi 108 28 80 74.1%
<24 N Y Other 507 129 378 74.6%
<24 Y N White 930 253 677 72.8%
<24 Y N Black 82 31 51 62.2%
<24 Y N All Other 78 30 48 61.5%
<24 Y Y All 586 354 232 39.6%
<24 N N White 20999 6139 14860 70.8%
24 to 64 N N Black 6536 2248 4288 65.6%
24 to 64 N N Aian 643 207 436 67.8%
24 to 64 N N A/Nhopi 1647 729 918 55.7%
24 to 64 N N Other 911 249 662 72.7%
24 to 64 N Y White 5414 2433 2981 55.1%
24 to 64 N Y Black 233 87 146 62.7%
24 to 64 N Y Aain 108 56 52 48.1%
24 to 64 N Y A/Nhopi 57 27 30 52.6%
24 to 64 N Y Other 146 59 87 59.6%
24 to 64 Y N White 51670 13067 38603 74.7%
24 to 64 Y N Black 4875 1730 3145 64.5%
24 to 64 Y N Aian 549 172 377 68.7%
24 to 64 Y N A/Nhopi 3963 1475 2488 62.8%
24 to 64 Y N Other 1068 261 807 75.6%

Footnotes at end of table.
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Table 7. Reweighting Factors, by Partition (2006 CPS ASEC)—Continued

Age Married Hispanic Race Count No PIK With PIK % w PIK
24 to 64 Y Y White 10089 4194 5895 58.4%
24 to 64 Y Y Black 213 99 114 53.5%
24 to 64 Y Y Aian 144 62 82 56.9%
24 to 64 Y Y A/Nhopi 78 34 44 56.4%
24 to 64 Y Y Other 219 79 140 63.9%

65+ N N White 6259 1050 5209 83.2%

65+ N N Black 1393 299 1094 78.5%

65+ N N Aian 101 20 81 80.2%

65+ N N A/Nhopi 375 95 280 74.7%

65+ N N Other 143 17 126 88.1%

65+ N Y All 805 169 636 79.0%

65+ Y N White 8679 1573 7106 81.9%

65+ Y N Black 877 171 706 80.5%

65+ Y N Aian 54 12 42 77.8%

65+ Y N A/Nhopi 584 185 399 68.3%

65+ Y N Other 187 29 158 84.5%

65+ Y Y White 900 191 709 78.8%

65+ Y Y NonWhite 56 11 45 80.4%

[1] American Indian or Alaska Native
[2] Asian/Native Hawaiian or Other Pacific Islander
Source: Data Integration Division, U.S. Census Bureau

Record Linkage of IRS and Survey Data

The reweighted CPS ASEC file was matched to the IRS 1040 and EITC files
by PIK, retaining survey person and household identifiers. This file con-
tained the modeled tax filing units to be used in determining eligibility. As
the modeled return information was assigned to the presumed tax filer, the
file could now be collapsed back to the return level. The file was unduplicat-
ed at this point. A preliminary review indicated that many duplicate returns
were due to second returns being filed to correct filing status and income

amounts.

Four general results are possible when attempting to match an EITC-

eligible CPS ASEC respondent to the IRS tax return data:

A match occurs between the two databases, and the respondent
received EITC from the IRS (Figure 3—Box 1.1.1)

A match occurs between the two databases, and the respondent

did not receive EITC from the IRS (Figure 3—Box 1.1.2).



174 Plueger

*  No match occurs, indicating the respondent did not file a return
(Figure 3—Box 1.2).

*  No match occurs because the respondent did not obtain a PIK.
This group was excluded prior to matching the datasets.

Figure 3 displays a tree detailing all of the possible combinations of
CPS ASEC eligibility status, filing status, and claimant status.

Figure 3. Potential Results of Matched Datasets

CPS Persons in filing units

1. Modeled eligible 2. Not modeled eligible
I I
| 1.1 In 1040 | | 1.2 Notin 1040 | | 2.1 In 1040 | | 2.2 Not in 1040 |
]
| 1.1.1 Paid EITC | | 1.1.2 Not paid EITC | | 2.1.1 Paid EITC | | 2.1.2 Not paid EITC |

At this point, a participation rate could be calculated by dividing the
number of records in box 1.1.1 by the total number of records from box 1.
Computing participation rates at this step assumes CPS ASEC respondents:
accurately report their incomes to the Census Bureau, accurately report their
incomes to the IRS, and follow modeled filing behavior.”’

The taxpayer participation rate that results is 63 percent, which is sub-
stantially lower than previous estimates by other researchers. Our assump-
tions do not always hold and warranted further investigation.

The number of returns per household based on IRS filing units and on
modeled survey filing units was tabulated. It was clear that the modeling
predicted too many filing units in some households, and too few filing units
in other households. Even in households where one unit was modeled and
only one claimed, the modeling may have assigned the tax head to a person
other than the claimant. The difficulty of modeling behavior was clear: the
modeled filers did not always match the actual filers, and the assignment
of qualifying children was often puzzling and sometimes illogical. The

27 Assumptions 1 and 2 also imply that filers report their incomes to both agencies using similar income concepts.
However, this may not be the case. For example, a respondent could report gross wages to the Census but taxable

wages to the IRS.
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mismatch of expected filing units (thus income and credit amounts) and
actual filing units demanded revision of the modeled units.

Without adjustments to correct for instances when any of the three
assumptions do not hold, the estimated participation rate will be in error
(and understated). Therefore, the initial set of EITC-eligible respondents
was reevaluated to ensure that income reported to both agencies was within
reasonable agreement. In addition, households that had at least one unantici-
pated tax unit were investigated to ensure that legal taxpayer behavior was
incorporated into the participation estimate.

Realigning EITC Eligibility

The data were evaluated to determine how well the model predicted actual
filing behavior. The modeled cases were realigned per the actual return
where deemed appropriate. Some of these modifications were made to best
utilize the IRS data. Two objective adjustments were made to address un-
paid claims and married separate filers. The special EITC extract transmit-
ted to the Census Bureau included variables on the amount of EITC claimed
and the amount actually paid. The flag used to this point had included the
presence of any EITC information on the return. At this point, only cases
with EITC paid were used in the analysis. This seemed appropriate to do
when computing the participation of persons who received the credit. The
second adjustment removed eligibility for persons who filed married sepa-
rate returns. EITC rules prohibit married separate filers from claiming the
credit. Using the household information in the CPS ASEC, modelers are
unable to predict which household will choose to file married jointly or
married separate. The filing category variable transmitted by the IRS was
used to make this adjustment. These two adjustments reduced the number of
eligible modeled filers by 225,000, from 18.27 million to 18.05 million.

Additional, more subjective, changes were made to modeled filers.
These adjustments were made following IRS 1040 and EITC instructions,
with consultation from W&I staff. Clerical review of the households with
one or more EITC claimants per model or per IRS revealed that many house-
holds claimed children differently than the model had predicted, or did not
claim children present in the survey at all. Additionally, childless house-
holds in the survey filed returns with EITC qualifying children. More analy-
sis is needed to determine whether the unclaimed children in some returns
and the unanticipated children in other returns balance out when viewing the
national survey results.
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The cases that could be altered were those where children were mod-
eled to one adult but claimed by another. A similar situation occurred when
one adult was modeled and another in the household was the claimant. The
filing status and qualifying child assignment for these units were flagged
and adjusted manually. These adjustments resulted in a 231,000 increase in
eligible returns, bringing the total to 18.28 million. The adjustments also
affected the numerator of the participation rate, with a 337,000 increase,
bringing the total of matched eligible units who received the credit to 11.96
million.

The following scenarios provide specific examples of when eligibility
was reassigned.

*  Two unmarried adults live in the same household with one child.
Adult A is the known parent of the child and was modeled as
eligible for EITC. Adult B actually claimed EITC with one
qualifying child. In the 2006 CPS ASEC, information identify-
ing the second parent was not collected; however, if the second
adult was a known relative (grandparent, aunt, etc.) of the child,
then eligibility was reassigned to Adult B (if income thresholds
permitted). If Adult A claimed childless EITC, he or she was not
counted as an eligible claim due to the rule that disallows taxpay-
ers from claiming EITC if they have a qualifying child who was
claimed for EITC on another person’s tax return.

. Same situation as 1, except Adult A is the known parent of two
children in the household. If both adults claimed EITC using one
qualifying child, both claims were counted as legal claims.

. Same situation as 2, except Adult B is not related to Adult A but
was within 20 years of Adult A. It was assumed that Adult B was
cohabitating with Adult A and was the other parent of the child
and therefore eligible to claim the credit. EITC eligibility was
reassigned to Adult B.

Changes to this point were made based on a person mismatch that
shifted the filing assignment within the unit. There were still many cases
where qualifying child(ren) were modeled differently than the administrative
record indicated. The data were reviewed to determine the best approach
to address these seemingly eligible units. In the majority of these cases,
children were assigned to a filer who did not actually claim them. Ifthe
IRS child at home exemption flag verified that no children (or fewer than
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modeled) were present on a return, then, based on a cursory AGI test, the
unit was removed from eligibility. This stage also removed eligibility in
cases with overstated survey income. The incidence and extent of survey
tax return income reporting discrepancies will be addressed in the future. At
this time, it seemed appropriate to remove eligibility on a combination of
tax return qualifying child (QC) and income data. The following rules were
applied to automatically remove eligibility for households meeting these
conditions:

* 0 qualifying children were modeled, no child exemptions were
present, and AGI was greater than $11,750.

. 1 qualifying children was modeled, no child exemptions were
present, and AGI was greater than $34,000.

* 2 qualifying children were modeled, 2+ child exemptions were
present, and AGI was greater than $38,000.

* 2 qualifying children were modeled, 1 child exemption was pres-
ent, and AGI was greater than $32,000.

These changes impacted both the number of eligible and number of
paid returns for our analysis. The number of eligible cases fell from 18.28
million to 14.99 million, a 3.29-million reduction. The number of paid
returns fell from 11.96 million to 11.29 million, a 668,000 reduction. This
reduction of 668,000 taxpayers seems to indicate that the Census Bureau
algorithm may not have been precise enough when identifying cases that
did not appear eligible. This algorithm will be investigated for future
improvement.

Future research projects will investigate households that did not have
a tax unit identified as EITC-eligible, but were paid EITC, as there are likely
to be cases where EITCeligibility was incorrectly modeled. We have pre-
liminarily identified tax units who reported no earned income to the survey
but the tax return reported wage income. If all other information between
the two agencies agrees and income amounts are within EITC tolerances,
these tax units could have their eligibility reassigned. To facilitate this ef-
fort, an approximation for gross wages from W-2s will be computed and
transmitted to the Census Bureau for future work. The W—2 will confirm the
existence of earned income, and gross wages from the W—2 will be used to
determine if income discrepancies between the two agencies are a result of
CPS ASEC respondents reporting gross incomes to the Census Bureau and
taxable incomes to the IRS.
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Results

Participation Estimates after Adjustments

After the filing units were realigned, the taxpayer participation rate (TPR)
was computed by dividing the number of modeled units who received the
EITC per IRS by the total number of modeled units. This analysis used the
CPS ASEC-modeled eligibles as the base and used the record check method-
ology to assess participation. Note that W&I Research originally predicted
eligibility for 13,393 records, but fewer than 9,000 were used in the TPR
computations. 15 percent (2,036 records) were omitted because no PIK was
assigned to the survey record. 9 percent (1,022 records) of those remaining
were omitted because their survey data were fully imputed. Of those left,
18.1 percent (1,873 records) were omitted because their earnings amounts
were imputed.

Of the 14,081 EITC recipients PIKed by the Census Bureau, only 76
percent were used in the TPR computation.”® These records will be evalu-
ated in the future to determine why no eligibility was modeled given the
CPS ASEC information. It is anticipated that the presence and assignment
of EITC-qualifying children and income reporting differences between the
agencies will be important factors.

W&I Research estimated 19.05 million tax units (single persons or
families) eligible to claim $31.4 billion for TY 2005. The total counts
of eligible taxpayers in the following tables sum to just under 15 million
(14,988,890), a reduction of about 4 million from those originally mod-
eled (because of the adjustments previously described). The true number
of taxpayers eligible to receive EITC for TY 2005 has not been determined
as of the writing of this report (due to the issues previously discussed that
still require investigation), but it is likely to be larger than the 14.9 million
reported in the following tables and less than the originally modeled 19.05
million. The reader should realize that future adjustments to the population
identified as eligible for EITC will alter the participation estimate. Addition-
ally, the number of nonclaimants will likely increase with future revisions
(but that does not necessarily mean the participation rate will decrease if the
number of claimants increases proportionately).

Based on the results of the match and subsequent adjustments, an es-
timated 11.3 million of the remaining 14.9 million taxpayers included in the

28 Based on the TY 2001 NRP audit results of individual tax returns, about 65 percent of TY 2001 EITC claimants
were EITC-eligible. In TY 2002, tax law changes went into effect that may have reduced the percentage of taxpay-
ers who were noncompliant.
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analysis were paid EITC, resulting in a participation rate of 75 percent (+/—2
percent). (Again, the reader should note this count of 11.3 million likely un-
derstates the true number of eligible recipients and will be revised.) Table 8
provides a breakout of the number of eligible tax units who filed a tax return.
Most of the tax units who were identified as eligible for EITC filed a tax
return (84 percent) and were paid EITC (75 percent). Taxpayers who do not
file a tax return account for about two-thirds of nonparticipants (2.4 million
out of 3.7 million nonclaimants).

Table 8: Census Eligible Population, by Filing Status

Filing Status EITC Status Eligible Count Eligible Percent
Paid 11,289,390 75.3%
Filed
Not Paid 1,300,100 8.7%
Did Not File Not Paid 2,399,400 16.0%
Total 14,988,890 100.0%

Source: TY2005 IRS-CPS ASEC Exact Match

Table 9 provides the participation rate by the number of qualifying
children present in the tax unit. Not surprisingly, the participation rate
increases as the number of qualifying children increases (which is directly
tied to the number of dollars a taxpayer is eligible to receive). While taxpay-
ers with no qualifying children had the lowest participation rate, it should
be noted that there are more taxpayers with qualifying children who are not
participating (2.3 million) than taxpayers without qualifying children (1.4
million). Taxpayers with qualifying children represent about 60 percent of
the eligible nonclaimants. The participation rate for taxpayers with qualify-
ing children is estimated to be 81 percent, which compares well to Scholz’s
estimate of 80 percent to 86 percent for TY 1990 (when there was no credit
for childless workers).

Table 9: Participation Rate, by Number of Qualifying Children

’ Number - S
Qgrillzzg;g Observations NU mEt_)l"el'rcPald '\I/—ZI(I)ig?lng NEoI Ingf: :)el‘res Péll?r;_lt(; ‘\)A?ittlr? "
(Weighted) (Weighted) (Weighted) Margin of Error
0 1,256 1,738,125 3,124,484 1,029,500 55.6% +/-3%
1 2,628 3,803,345 5,171,023 658,870 73.6% +/-2%
2+ 3,526 5,747,930 6,693,383 713,490 85.9% +/-2%
Total 7,410 11,289,400 14,988,890 2,401,860 75.3% +/-2%

Source: TY2005 IRS-CPS ASEC Exact Match
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The IRS sends eligibility notices to taxpayers who file tax returns, ap-
pear eligible for EITC, but do not claim the credit. In TY 2005, there were
622,000 of these letters sent to taxpayers notifying them of potential eligibil-
ity. In an effort to reduce mailing costs in Calendar Year 2006, approximate-
ly 100,000 to 140,000 taxpayers who normally would have been notified of
their eligibility were not mailed a notice.” There likely would have been
about 720,000 to 760,000 notices mailed in TY 2005 if the eligibility notices
not been suppressed. Additionally, some taxpayers who appear eligible
for EITC, but do not claim EITC, are not sent a notice due to the following
issues:

*  Current or past compliance issues related to EITC or dependents

*  Uncertainty in accurately determining EITC eligibility based on
return information

*  Certain types of income are present

»  Taxpayer specifically indicates on the tax return that he or she
does not want to receive EITC (i.e., for religious reasons).

Table 10 shows the number of taxpayers remaining eligible for EITC
as the EITC rules are applied to the tax return (applying the rules in a dif-
ferent order would result in different intermediate counts). Steps 1 to 11
remove taxpayers who do not pass the eligibility rules, and steps 13—18
identify reasons why an eligibility notice was not sent to the taxpayer. W&l
Research estimates an additional 700,000 taxpayers in TY 2005 who could
have been sent a notice but did not receive one (step 12). When the number
of notices that do not result in a claim is added to the number of additional
notices that could be sent, the total is around one million returns (step 11).
This number corresponds to the estimated number of filer, nonclaimants (1.3
million) derived from the Exact Match. It seems that the number of eligible
nonclaimant filers identified as a result of the match is too high, and could
indicate that the participation rate is understated. For future studies, the IRS
will transmit a list of taxpayers who received one of the eligibility notices
and the list of the taxpayers who could have received the notice. If the
taxpayer is not in the list of payees or the list of the CP—09/27 notices (actual
and suppressed), he or she will be deemed not eligible for EITC, and, if the
taxpayer is in the list of CPS ASEC tax units eligible for EITC, it is antici-
pated that he or she will be removed from that list.

2 Taxpayers who computer-prepared and printed their returns were not sent the eligibility letter.

3 For example, taxpapers with dependent children over age 18 are not sent a notice because the IRS does not know
if the child was enrolled in school. Dependents over 18 and not enrolled in school are not qualifying children for
EITC (unless the dependent is totally and permanently disabled).
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Table 10: Step by Step Results of EITC Eligibility Determination of
Nonclaimants

Tax Returns

Tax Returns

Step Eliminated Remaining Filter Applied
Start — 133,646,046 —

Taxpayers with invalid primary TIN; taxpayers who
used an ITIN; Earned Income or AGI exceeded
$37,262; taxpayers with investment income that
exceeded thresholds (preliminary definition of

1 126,741,070 6,904,976 investment income); taxpayers who claimed EITC;
taxpayers using a filing status of Married Filing
Separate; taxpayers with no earned income;
taxpayers claimed as a dependent on another
taxpayer’s return

2 4,555,277 2,349,699 Taxpayers under 25 or over 64 with no dependents
Taxpayers with Earned Income exceeds QC

3 338,013 2,011,686 thresholds (preliminary definition of QC)

4 348,913 1,662,773 Taxpayers wﬂh dependent§ over age 23 and do not
meet age and income requirements

5 110,480 1,552,293 Taxpayers wﬁh investment income (revised defini-
tion) exceeding thresholds

6 12,616 1,539,677 Taxpayers with Form 2555

7 74,462 1,465,215 Taxpayers residing in U.S. territories

8 168 1,465,047 Taxpaye.rs who had EITC manually adjusted during
processing
Taxpayers whot indicate they are not eligible for

9 8,372 1,456,675 EITC and are not subject to self-employment tax

10 33,970 1,422,705 Taxpayers using Form 1040NR

1" 366,441 1,056,264 Taxpayers paid EITC after return processing

12 267,696 788,568 Taxpayers who received an eligibility notice

13 375,462 413,106 Taxpayers with a Return Processing Code of B
present

14 204,778 208,328 Taxpayers v.vho completgd their returns electroni-
cally, but printed and mailed the returns

15 113,468 94,860 Taxpayers with all qualifying children ages 19 to 23

16 11,181 83,679 Taxpayers who filed their returns in 2007 (late
filers)
Taxpayers who filed as Married Filing Joint but did

i 272 83407 not report a secondary SSN/TIN

18 35 83,372 Taxpayers with a criminal investigation indicator

Source: W&I Research CP-09/27 Eligibility Algorithm applied to TY 2005 IRTF
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Table 11 provides the participation rate by grouped values of the EITC
amount that taxpayers were estimated to be eligible to receive. The table
clearly demonstrates that the participation rate increases with the amount of
EITC. Taxpayers eligible for less than $100 were paid EITC less than 50
percent of the time, while taxpayers eligible for amounts greater than $4,000
were paid 90 percent of the time. The only dollar range that appeared to
have a lower level of participation than the previous dollar range was the
$600-$699 group, but that difference was not statistically significant. Given
the relative small sample size of the $500-599 group, the $500-$599 group
may have an overstated participation estimate due to sampling variability.
Figure 4 shows the participation rate versus the modeled EITC amount.
Increases of $100 in the EITC amount appear to have a larger impact on
participation when the value is less than $600.

Table 11: Participation Rate, by EITC Amount

Modeled EITC Number Paid EITC Number Modeled Participation
Amount (Weighted) Eligible (Weighted) Rate
$1-$99 398,515 940,524 42%
$100-$199 606,724 1,116,412 54%
$200-$299 506,430 861,120 59%
$300-$399 782,476 1,259,337 62%
$400-$499 261,608 405,019 65%
$500-$599 95,075 124,788 76%
$600-$699 208,555 294,021 1%
$700-$799 77,790 105,787 73%
$800-$899 188,804 257,437 73%
$900-$999 273,046 337,551 81%
$1,000-$1,999 2,257,904 2,792,087 81%
$2,000-$2,999 2,743,983 3,287,461 84%
$3,000-$3,999 1,297,015 1,473,187 88%
$4,000+ 1,279,818 1,422,511 90%
o -
Total 11,289,390 14,988,890 75%

Source: TY2005 IRS-CPS ASEC Exact Match
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Figure 4. Participation Rates by Modeled EITC Credit
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SOURCE: TY 2005 IRS-CPS ASEC Exact Match.

Table 12 provides a breakout of taxpayer participation by marital
status/gender and number of qualifying children. Three groups exceeded
the national participation rate of 75 percent—single females with one or two
(or more) qualifying children (80 percent and 90 percent, respectively) and
married filers with two (or more) qualifying children (84 percent). Single,
male taxpayers with no qualifying children had the lowest participation rate
(48 percent). Single, male taxpayers lagged single, female taxpayers in each
qualifying child category by margins of 13 percent to 21 percent.

Table 12: Participation Rate, by Marital Status and Qualifying Children

Number Number Participation

Marital Qua_llfylng Observations Paid EITC qugled Rate yvlth
Status Children (Weighted) Eligible Margin of

9 (Weighted) Error

0 156 207,571 342,554 61% +/-10%

Married 1 778 955,434 1,502,750 64% +-5%
2+ 1,615 2,464,920 2,939,910 84% +/-3%

0 545 683,728 1,435,040 48% +/-5%

Male 1 356 497,891 740,613 67% +-7%
2+ 220 287,460 413,963 69% +-9%

0 555 846,826 1,346,890 63% +/-5%

Female 1 1,494 2,350,020 2,927,660 80% +/-3%
2+ 1,691 2,995,550 3,339,510 90% +/-2%

Total 7,410 11,289,390 14,988,890 75% +/-2%

Source: TY2005 IRS-CPS ASEC Exact Match
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Table 13 provides the participation rate by age of the taxpayer and
number of qualifying children. Taxpayers under age 25 are eligible only if
they have qualifying children; therefore, it is not surprising that the partici-
pation rate for those under 25 (81 percent) is in the participation range for
taxpayers with qualifying children (79 percent to 83 percent). For taxpayers
older than 44, the percentage of eligible taxpayers with no qualifying chil-
dren increases for each age group, which likely is contributing to decreasing
participation rates (eligible taxpayers with no qualifying children have a
lower participation rate than taxpayers with qualifying children).

Table 13: Participation Rate, by Age of Taxpayer

Number L
Age Number Modeled Participation
Observations Paid EITC . Rate with Margin
Category (Weighted) Eligible of Error
g (Weighted)
<25 4 3,701 6,682 56% +/-72%
25-34 469 724,386 1,271,700 57% +-5%
0QcC 35-44 226 293,062 558,855 52% +/-8%
45-54 304 413,169 728,210 57% +/-7%
55+ 253 303,808 559,033 54% +/-8%
<25 431 698,733 881,840 79% +/-5%
25-34 743 1,155,180 1,497,310 7% +-4%
1QC 35-44 694 952,075 1,317,210 72% +/1-5%
45-54 564 764,292 1,096,190 70% +/-5%
55+ 196 233,066 378,479 62% +/-10%
<25 310 556,954 670,469 83% +/-4%
25-34 1,349 2,285,480 2,639,410 87% +/-4%
2+ QC 35-44 1,288 2,021,810 2,310,750 88% +/-4%
45-54 474 734,497 881,871 83% +/-4%
55+ 105 149,186 190,889 78% +/-4%
<25 745 1,259,390 1,558,990 81% +/-6%
25-34 2,561 4,165,040 5,408,420 7% +/-3%
All Groups 35-44 2,208 3,266,950 4,186,810 78% +/1-3%
45-54 1,342 1,911,960 2,706,270 1% +/-5%
55+ 554 686,061 1,128,400 61% +-11%
Total 7,410 11,289,400 14,988,890 75% +/1-2%

Source: TY2005 IRS-CPS ASEC Exact Match
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The Data Integration Division of the U.S. Census Bureau created
unique geographic divisions of the United States to determine if there was a
difference in EITC participation rates in different parts of the United States
(Table 14). The definitions of the geographies follow:

. East Central=Ohio, Indiana, Illinois, Missouri, West Virginia,
Kentucky, Tennessee, Arkansas

. East Coast=New York, New Jersey, Pennsylvania, Delaware,
Maryland, District of Columbia, Virginia, North Carolina

. New England=Maine, New Hampshire, Vermont, Massachusetts,
Rhode Island, Connecticut

. North Central=Michigan, Wisconsin, Minnesota, lowa, North
Dakota, South Dakota, Montana, Idaho

. Southeast=South Carolina, Georgia, Florida, Alabama, Missis-
sippi, Louisiana

. Southwest=Nebraska, Kansas, Oklahoma, Texas, Colorado, New
Mexico, Arizona, Utah

. West=California, Washington, Oregon, Idaho, Nevada, Alaska,
Hawaii

The States were grouped in this fashion in order to create a division
that contained the States from the Southeast region of the U.S. Previously
defined Census Bureau divisions divide the States from the Southeast into
three different divisions. The Southeast contains a large proportion of the
EITC claimants, and the theory was that the Southeast might exceed other
areas in participation.’! The West lags the national participation rates in each
of the three qualifying children groups, with the largest lag in the zero quali-
fying children segment (46 percent versus 56 percent nationally). Previous
work by W&I Research has found the West to lag in participation. The same
work found the South region (as defined by the Census Bureau) to have
increased levels of participation, which was not found in this effort.*

31 The residents of these six States submit 19 percent of all EITC claims (and receive 21 percent of all EITC dol-
lars), but the total number of tax returns from these States represents only 14 percent of all tax returns filed. About
17 percent of all tax returns report EITC. In these States, 23 percent of tax returns report an EITC claim. Missis-
sippi has the highest percentage (32 percent) of tax returns reporting EITC.

32 The South Region includes the South Atlantic, East South Central, and West South Central divisions.
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Table 14: Participation Rate, by Geographic Area

Geographic Number Paid Number Participation
Agrez’i) Observations EITC (Weighted) Modeled Eligible | Rate with Margin
g (Weighted) of Error

East Central 1,134 2,039,670 2,681,200 76% +/-3%
East Coast 1,148 2,070,180 2,719,100 76% +/-3%
New England 646 437,751 577,134 76% +-T%
North Central 996 908,616 1,201,720 76% +/-4%
Southeast 875 1,792,560 2,391,510 75% +/-3%
Southwest 1,334 2,236,790 2,887,850 78% +/-3%
West 1,277 1,803,830 2,530,370 1% +-3%
Total 7,410 11,289,400 14,988,890 75% +/-2%

Source: TY2005 IRS-CPS ASEC Exact Match

AGI and earned income are used to determine the amount of EITC
each taxpayer is entitled to receive. The EITC amount is based on earned in-
come when AGI is less than the income amount associated with the phaseout
range of the program, which varies by number of qualifying children. The
EITC amount is based on AGI and earned income when the AGI amount
is in the phaseout range. A plot of earned income on the x-axis and the
EITC benefit on the y-axis provides a graph that looks like a pyramid with a
plateau at the top. As earned income increases from zero, the amount of the
credit also increases, and that income range is termed the phase-in range (left
side of the pyramid). At a certain income, the amount of EITC is constant
(the maximum benefit range), even with increases in income (plateau area
of the pyramid). Finally, further increases in income result in a decreased
amount of EITC (phaseout range) until the income exceeds the maximum
amount of income to qualify for EITC (right side of the pyramid). Table
15 provides the income ranges for each of the three income ranges, by the
number of qualifying children.

Table 15: Incomes Ranges for Phase-In, Maximum Benefit, and
Phaseout Groups

Max Benefit Income Phase-Out Income
Phase-In Income Range
Range* Range*
0QcC $1-$5,199 $5,200-$6,549 $6,550-$11,749
1QC $1-$7,799 $7,800-$14,399 $14,400-$31,029
2+QC $1-$11,049 $11,050-14,399 $14,400-$35,262

*For taxpayers who file as Married Filing Joint, the income ranges are increased by an additional $2,000 in the max
benefit and phaseout ranges.
Source: TY 2005 IRS Publication 596, Earned Income Credit
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Table 16 provides participation estimates for taxpayers in the three
income ranges (phase-in, maximum benefit, phaseout) related to EITC. Tax-
payers in the phase-in income range show lower levels of participation when
compared to taxpayers in the maximum benefit and phaseout income ranges.
This finding is true for all qualifying children categories. There does not
appear to be any significant difference in participation between the maxi-
mum benefit and phaseout income groups. Taxpayers in the phase-in group
may not have a filing requirement, and given their low incomes, are likely
to have had less income tax withheld and have less incentive to file a return
to receive a refund of withholding—this is especially true of taxpayers with
no qualifying children. This may explain why taxpayers with incomes in the
phase-in range lag the other income groups in participation.

Table 16: Participation Rate, by Benefits Phase

| | numper | b Parapaton
Benefits Phase | Observations Palq EITC Eligible Margin of
(Weighted) (Weighted) Error

Phase-In 573 662,280 1426270 | 46% +-5%

0Qc Max Benefit 135 218,605 342,863 | 64% +-10%
Phaseout 548 857,240 1,355,340 | 63% +-5%

Phase-In 528 706,802 1,047,710 68% +/-6%

1QC Max Benefit 472 745,863 947,226 79% +-5%
Phaseout 1,628 2,350,680 3,176,090 74% +/-3%

Phase-In 764 1,211,970 1,513,720 80% +-4%

2+QC Max Benefit 378 655,275 735,325 89% +-4%
Phaseout 2,384 3,880,670 4,444,340 87% +-2%

Phase-In 1,865 2,581,060 3,987,710 65% +/-3%

All Groups | Max Benefit 985 1,619,740 2,025,410 80% +-3%
Phaseout 4,560 7,088,590 8,975,770 79% +-2%

Total 7,410 11,289,400 14,988,890 75% +-2%

Source: TY2005 IRS-CPS ASEC Exact Match

Table 17 provides a breakout of modeled AGI for tax units modeled
as eligible who did not file a tax return. The vertical boxes contain the tax
units who would not have a filing requirement based solely on their modeled
AGIs.* The counts in the boxes are summed in the row “AGI below filing

3 Filing requirements are based on gross income and not AGI. Gross income includes gross (rather than net) busi-
ness income. The use of modeled AGI is a close approximation to gross income as it only contains one subtraction
from income (one-half of self-employment tax). However, the modeled AGI includes net income, not gross
income. About 11 percent of the eligible nonfilers had self-employment income. Income thresholds were obtained
from the TY 2005 Form 1040 Instructions, page 12. The income threshold associated with taxpayers under age 65
was the income threshold used for the three filing statuses.
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requirement” to give the total, estimated number of tax units by modeled
filing status without a filing requirement. Roughly 60 percent of the nonfil-
ers did not have a filing requirement, with about 1.2 million having less than
$8,000 in AGI. If the respondent had an AGI of less than $8,000, it is under-
standable that the respondent did not file a tax return, given the respondent’s
expected benefit of filing a return (small refund of withholding, if any) and
costs associated with filing (paid preparer).

Table 17: Modeled AGI Categories for Eligible Non-filers
(Weighted Modeled Returns)[4]

AGI Amount Single Hgl?:gh%fld Marr\i]iciinliiling Total
Negative 236 0 0 236
$0 21,941 7,488 5,495 34,923
$1-$1,000 151,810 37,053 100,170 289,033
$1,001-$2,000 90,901 16,556 62,117 169,574
$2,001-$3,000 66,161 19,722 47,530 133,413
$3,001-$4,000 56,346 10,598 33,737 100,681
$4,001-$5,000 88,445 2,171 51,157 141,773
$5,001-$8,000 231,081 61,048 99,467 391,596
$9,001-$10,000 115,793 40,021 57,349 213,163
$11,001-$16,000 116,694 89,926 146,431 353,051
$16,001+ 0 304,580 267,340 571,920
';(:Lﬁ:ﬁ‘é"nfti"”g 684,744 187,169 597,958 1,469,871
Total 939,408 589,162 870,793 2,399,363

Source: TY 2005 IRS—-CPS ASEC Exact Match
[4] Nonfilers with modeled AGI equal to or less than zero were not included in the group with no filing requirement be-
cause they reported negative income, which may be obscuring a filing requirement.

Table 18 reports the participation rates by major industry.** Taxpay-
ers in the education/health services, financial activities, and wholesale/retail
trade had higher levels of participation, while taxpayers in the construction
and information industries had lower levels of participation. Unmarried fe-
males were the predominant group in each of the three highest participating
industries (education/health at 77 percent, financial services at 65 percent,
and wholesale trade at 57 percent). Unmarried females make up 51 percent
of the 14.9 million taxpayers eligible for EITC.

3 See Appendix A of the March 2006, ASEC technical documentation for industry coding details
<http://www.census.gov/apsd/techdoc/cps/cpsmar06.pdf>.
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Table 18: Participation Rate, by Industry

. Number R
Industry E#(J:mo?v::r?: 0 Mozjvt\elleelg Ellg |) ble | PartieIpation
Agriculture, forestry, fishing, hunting 149,017 188,299 79%
Construction 574,630 915,435 63%
Manufacturing 933,604 1,169,684 80%
Wholesale and retail trade 1,557,299 1,917,801 81%
Transportation and utilities 368,115 461,236 80%
Information 102,778 162,026 63%
Financial activities 511,599 628,566 81%
Professional and business services 825,333 1,124,690 73%
Educational and health services 2,476,930 2,952,245 84%
Leisure and hospitality 1,176,963 1,524,511 7%
Other services 581,188 823,724 71%
Public administration 296,196 372,426 80%
Other 1,735,741 2,748,247 63%
Total 11,289,390 14,988,890 75%

Source: TY2005 IRS-CPS ASEC Exact Match

Conclusions

Employing an Exact Match methodology that relies solely on information
reported to the Census Bureau and that does not incorporate information
from tax return filings underestimates the participation estimate because of
income underreporting. Taxpayer filing behavior that cannot be anticipated
prior to a comparison of tax return filings also causes the participation rate to
be underestimated. The taxpayer participation rate that resulted after appro-
priate adjustments were made to the set of eligibles is in alignment with pre-
vious participation estimates produced by Scholz, GAO, and W&I Research.
The characteristics of modeled eligible nonclaimants seem to confirm the
validity of the methodology employed in this project as nonclaimants were
generally nonfilers. And tax units modeled as EITC-eligible were more
likely to claim the credit as the amount of the modeled credit increased.

The taxpayer participation rate appears to be relatively stable over time
(the current estimate of participation for taxpayers with children is within the
range Scholz estimated for TY 1990, and the national estimate is the same
as GAO’s estimate for TY 1999). Sustained substantial increases in the
participation rate may be difficult to achieve if filing requirements remain
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the same, and/or credit amounts are not increased to induce consistent filing
by eligible nonfilers.?

Improving participation among taxpayers with smaller credit amounts
and/or no filing requirement will be difficult. Taxpayers with no filing
requirement who are unaware of their EITC eligibility may determine that
the costs of filing a tax return outweigh the benefits of filing a tax return.
Migrating low-income taxpayers to low-cost, return preparation options may
improve participation rates.

Taxpayers with no qualifying children had lower rates of participation
than taxpayers with qualifying children, but the majority of the nonclaim-
ant population appeared to have at least one qualifying child. Viewing the
nonclaimant population as primarily childless workers does not appear to be
an accurate assessment of the population.

The participation rate estimate will likely change after the inclusion
of several planned improvements to the methodology, scheduled to occur
late in 2009 (described in the following section). It is anticipated that these
improvements will produce a higher participation estimate. The planned im-
provements will also allow for a more accurate estimate of the total number
of eligible taxpayers and eligible participants/nonparticipants.

Limitations and Future Improvements

Correctly Identifying Population Eligible To Receive EITC

The subsample identified as EITC-eligible from CPS ASEC excludes some
individuals/families who are eligible for EITC and includes tax units who
likely are not EITC-eligible. For an Exact Match methodology to be suc-
cessful, the modeling must not misclassify a tax unit as ineligible when the
tax unit actually is eligible to receive EITC. The misclassified tax units
would generally fall into boxes 1.1.2 and 2.1.1 shown in Figure 3. Box 1.1.2
has been investigated, leaving only box 2.1.1 for future study.

3 TY 2007 saw a 1.6-million increase in the number of returns claiming EITC. Most of the increase in claims was
due to the general increase in the total number of returns that resulted from the Economic Stimulus Program in TY
2007 that sent rebate checks to qualifying taxpayers. Taxpayers were induced to file for the stimulus payments and
also qualified for EITC. (There was an increase of about 300,000 first-time EITC claimant taxpayers over earlier
tax years.) It is too soon to know whether claims in TY 2008 drop back to TY 2006 levels.
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Income Discrepancies

One of the key requirements for EITC eligibility is meeting the income
requirements (having earned income greater than zero and having earned
income and AGI both less than certain thresholds). When reporting income
to the Census Bureau, it is possible that a respondent will provide rounded
income to the Census Bureau (unless the respondent has tax return/income
reporting documents in hand). In most situations, the rounding of income by
a survey respondent is not a problem when attempting to determine eligibil-
ity (it does cause issues when trying to estimate the dollar amount). Howev-
er, in cases where the taxpayer is very close to the EITC thresholds, round-
ing can cause significant issues. For example, suppose a married couple
earns $32,000 and has one qualifying child. When asked by the Census
Bureau official how much they earned, they round up and report $35,000 (an
overstatement of less than 10 percent). The cutoff for a married couple with
one qualifying child was $33,030 in TY 2005, meaning that the couple was
eligible for EITC but would not be classified as eligible because $35,000
exceeds $33,030.

CPS ASEC respondents reporting gross income to the Census Bureau
and taxable income to the IRS have a similar impact on eligibility determina-
tion to rounding. Many workers contribute to retirement plans (401K/403B/
TSP/SEP), enroll in employer-offered health insurance plans, and enroll in
medical/dependent care flexible spending accounts. These payroll deduc-
tions are deducted from gross wages before withholding is applied, as
taxable wages are equal to gross wages minus these deductions. If someone
had $35,000 in gross wages and accurately reported that income to the Cen-
sus Bureau, but taxable wages were $30,000 (as a result of health insurance
deductions and tax-deferred investments), and he or she had one qualifying
child, he or she would also be wrongly categorized as not eligible for EITC
through appearing to have too much income.

Another source of misreporting arises when income is reported by
another person in the household. When a Census Bureau employee obtains
information about a household, the interviewer obtains the information from
the reference person. In households with multiple families, the householder
may not have complete knowledge of the earnings of other household mem-
bers or may not feel comfortable sharing information about others in the
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household. If the householder does not report income for his or her relatives
or housemates, or is unable to provide accurate estimates of that income,
then accurately determining EITC eligibility for these persons will be dif-
ficult and prone to error.

An obvious source of income mismatches results from reporting
noncompliance. In these instances, the taxpayer underreports income to the
IRS and/or overstates adjustments to income and self-employment expenses
to generate a smaller tax liability. This misreporting could result in the
taxpayer appearing eligible for EITC to the IRS, but the taxpayer would not
have been modeled as eligible (assuming the taxpayer accurately reported in-
come to the Census Bureau). In instances where the difference in income is
large (for example, $40,000 versus $20,000), it may be easier for an outside
party to assume the difference is a result of noncompliance (especially if the
income source is self-employment), but, in instances where the difference is
relatively small (for example, $35,000 versus $30,000), it is more difficult
to make the assumption that the difference is noncompliance because of the
possibilities previously discussed.

In future studies, the IRS will transmit an estimate for gross wages, in
addition to taxable wages, to study the impact the different income concepts
have on the eligibility determination. Analysts will correct for instances
where the difference in income is a result of reporting gross wages to the
Census Bureau. The Census Bureau will also explore the impact of self-
reported versus proxy-reported income on accurately determining EITC eli-
gibility (especially as it relates to taxpayers who show no earned income in
the survey data but report wage income on their tax returns) and will provide
recommendations on corrective action.

Inability To PIK all CPS ASEC Respondents

This research assumes that all of the CPS ASEC respondents who do not
have a PIK assigned are missing at random. This may be a valid assumption
for respondents who are legal U.S. residents, but it clearly is not valid for
U.S. residents who are not residing in the U.S. legally.

The IRS provides ITINs to noncitizens without SSNs (residing in the
U.S. and abroad) to properly track their tax accounts. In future studies, the
IRS will provide the Census Bureau with a population file of ITIN applicants
residing in the U.S. so that the Census Bureau will be able to identify U.S.
residents modeled as EITC-eligible who have an ITIN and remove them
from the set of tax units modeled eligible for EITC. Variables included in
the transmission would include name, address, country of birth, date of birth,
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and gender. With these variables, the Census Bureau will assign unique link
identifiers and use these cases in the analysis. The removal of this popula-
tion from the set identified as eligible will not correct the whole issue of
modeling U.S. residents without SSNs as eligible for EITC (because not all
U.S. residents without an SSN apply for an ITIN), but it is a step in the right
direction. The number of persons with an ITIN is estimated to be about 15
million (not all ITIN users reside in the U.S.).

Table 19 provides a summary of the limitations encountered by the
Exact Match method and the projected impact of each limitation on the
estimated participation rate. No actual percentages are reported in the table
because the issues require research in future work. Once impacts on the par-
ticipation rate are quantified, the participation rate will be modified accord-
ingly. Most of these limitations are likely to cause the participation estimate
to be understated.

Table 19: Limitations to the Exact Match Methodology and Impact on
Participation

Limitation Projected Impact on
Participation Estimate

Income Discrepancies .
—Reporting Gross Income versus Taxable Income Negative
Income Discrepancies Neaative
—Third Party Income Reporting 9
Income Discrepancies

. . Neutral
—Reporting Noncompliance
Inability to PIK All CPS ASEC Respondents Neutral
—U.S. Residents without an SSN
Inability to PIK All CPS ASEC Respondents Unknown
—U.S. Residents with an SSN
Modeling Ineligible Tax Units as Eligible for EITC Negative
—Inappropriate Assignment of QC to Tax Unit

Income Discrepancies—Reporting Gross Income Versus Taxable
Income—The anticipated impact of this error on the participation estimate is
negative because the error is likely to be focused on taxpayers near the upper
income eligibility thresholds. These taxpayers would appear to be ineligible
for EITC (based on CPS ASEC gross income data) but may actually be eli-
gible for EITC when using taxable income. Taxpayers in this income range
are more likely to file a tax return (due to filing requirements) and as result
of filing receive the credit. This error will cause the number of eligible tax-
payers to be underestimated.
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Income Discrepancies—Third Party Income Reporting—Another
way the number of EITC-eligible CPS ASEC respondents is understated
results when respondents are not considered eligible for EITC because they
have no reported earnings in the Census Bureau data. Some of these persons
have IRS tax returns showing earned income. A cursory examination of
these records indicates that household responses may have been provided by
the reference person rather than the filer/earner. We will investigate whether
income reporting accuracy is affected by household composition, specifi-
cally in the relationship of the earner to the reference person.

Income Discrepancies—Reporting Noncompliance—Taxpayers may
underreport their incomes to the IRS (to avoid a tax liability and/or to in-
crease EITC benefits). If taxpayers also underreported their incomes on the
Census Bureau survey, then our computations of EITC would be unaffected.
Other income discrepancies between the agencies need to be evaluated to
determine any impacts on eligibility determination and the participation
estimate.

Inability To PIK All CPS ASEC Respondents—U.S. Residents
without an SSN—When eligibility is computed using the CPS ASEC person
records, citizenship and legal work status are unknown. This could result
in modeled EITC eligibility for persons who are unable to claim the credit
because they do not have SSNs. This error is addressed in the PIK process,
as persons who were never assigned an SSN by the Social Security Admin-
istration do not receive PIKs. Our EITC participation analysis includes only
records with PIK, so that the persons without SSNs are excluded.

Inability To PIK All CPS ASEC Respondents—U.S. Residents with
an SSN—Like U.S. residents who do not have an SSN, persons who do not
pass the PVS process and obtain a PIK are not included in the participation
rate analysis. The reasons why a person with an SSN would not receive a
PIK will be evaluated in future research. It is unclear if excluding persons
with SSNs biases the taxpayer participation rate.

Modeling Ineligible Tax Units as Eligible for EITC—Inappropriate
Assignment of Qualifying Children to Tax Unit—This error has been cor-
rected by clerical review in households where multiple families reside and
the child or children were assigned to the wrong family (if the families filed
tax returns reporting EITC and a reassignment was appropriate). The error
has not been corrected for tax units where the child was not the qualifying
child of any tax unit in the household (for example, a child who resided in
the household for less than the required time and may have been a qualifying
child of a tax unit in another household). Nonfiling tax units may appear to
be eligible for EITC but would not have a legal claim credit. These cases
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would be counted as eligible nonparticipants. Other combinations of appar-
ent eligibility and unclear legal claims will be evaluated to document and
describe any resultant bias.
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he earned income tax credit (EITC) was enacted nearly 35 years ago.

One goal of the EITC is to encourage people to work, while another

is to lift families out of poverty. Yet little is known about the long-
term effects of the credit on recipients due to data limitations.! This paper
introduces a new data set that contains the tax records of over 60 million
individuals who claimed or received the EITC between 2000 and 2006.> The
panel follows those individuals over the 7-year period and should provide
new insight into how people respond to the credit over time.

This paper is largely descriptive, laying the foundation for future
research that could explore some of the long-term effects of the EITC.
Using the new panel data set, we examine how the incidence and duration
of EITC receipt change over time and the reasons for those changes—
focusing particularly on the impact of changes in family structure and
income over the period.

Description of the EITC

The EITC is refundable, meaning that low-income individuals and families may
receive the full amount of the credit even if they have little or no income tax
liabilities. To be eligible for the EITC, a claimant must work during the tax year.

! Findings from recent studies suggest that the EITC is very effective in meeting its goals of increasing labor force
participation and reducing poverty (particularly for single mothers), but most studies rely on annual Current Population
Surveys (CPSs) and difference-in-difference analysis to isolate the effects of changes in the EITC over time (Eissa and
Liebman, 1996; Meyer and Rosenbaum, 2001; Grogger, 2003). A recent study by Dahl et al. (2009) matched several
panels of the Survey of Income and Program Participation (SIPP) with administrative earnings records from the Social
Security Administration to show that the expansion of the EITC for taxpayers with two or more qualifying children in
the mid-1990s not only increased employment of single mothers, but also contributed to earnings growth over time.
However, that study—as with the earlier cross-sectional studies that solely used Census data—does not contain tax
return information indicating whether the person actually received the EITC and must infer the benefits of the credit
from imputations of eligibility. A second study by Dowd and Horowitz (2008) used a panel of tax returns to follow
EITC claimants over time. They find that about half of filers with children received the EITC over a period of nearly
2 decades, but this number may be an underestimate because their sample did not follow both spouses when married
filers divorced or separated over the span of the panel.

2 An earlier version of this data set was described in Masken (2006).
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The amount of the credit initially increases with earnings, reaches a maximum
amount, and then phases out gradually as income (the greater of earned income
or adjusted gross income) rises.

Eligibility for the EITC was initially limited to filers who resided with
qualifying children, and the amount of the credit did not vary with the number
of children in the household. Those restrictions were lifted in the early 1990s.
Since 1991, families with two or more children have been allowed a somewhat
larger EITC, and, beginning in 1994, very low-wage workers who do not reside
with any qualifying children have been eligible for a small credit.?

Table 1 shows the EITC parameters for 2000 and 2006—the first and
last years of the panel data set. Consider, for example, how the credit was

Table 1: EITC Parameters for Tax Year 2000 and 2006
by Filing Status and Number of Qualifying Children
Tax Year 2000

EITC Parameters No Qualifying Or_1e_ Tv_vo_
Children Quialifying Qualifying
Child Children
Credit percentage 7.65% 34.00% 40.00%
Phaseout percentage 7.65% 15.98% 21.06%
Maximum credit $353 $2,353 $3,888
Income at which begin maximum credit $4,610 $6,920 $9,720
Income at which credit begins
to phase out [1] $5,770 $12,690 $12,690
Income at which credit completely
phased-out [1] $10,380 $27,413 $31,152
Tax Year 2006
Credit percentage 7.65% 34.00% 40.00%
Phaseout percentage 7.65% 15.98% 21.06%
Maximum credit $412 $2,747 $4,536
Income at which begin maximum credit $5,380 $8,080 $11,340

Income at which credit begins
to phase out [1] $6,740 $14,810 $14,810

Income at which credit completely

phased-out [1] $12,120 $32,001 $36,348
[1] Beginning in 2002, the income at which the credit begins to phase out (and hence,

is completely phased out) was increased for married taxpayers. In 2006, the amount of this
increase was $2,000.

3 For 2009 and 2010, a new schedule was added, increasing the EITC for workers with three or more qualifying
children.
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calculated for a worker with one child in 2000. At very low-income levels, the
EITC increased by 34 cents for each dollar of earned income, up to a maxi-
mum credit of $2,353 when earnings reached $6,920. The credit remained

at this maximum amount as earnings continued to rise. The EITC was then
reduced by 16 cents for each additional dollar of earnings or adjusted gross
income (whichever was greater) in excess of $12,690. Filers were no longer
entitled to any credit when their incomes exceeded $27,413. In 2006, the
credit parameters were the same as in 2000, and, because the credit income
thresholds are indexed for inflation, the amounts shown for 2006 are the same
(in real dollars) as those shown for 2000.

As Table 1 suggests, the panel period—2000 through 2006—was one
of relative stability for the EITC. During the prior 2 decades, the EITC
parameters had been increased substantially, and eligibility for the credit
was expanded to new populations, including workers who do not reside with
children. In contrast, the EITC parameters were (with one exception for
married filers, described below) unchanged during the panel period.

Nonetheless, there were some changes to EITC eligibility rules during
this period, largely as a result of marriage penalty relief and simplification
provisions included in the Economic Growth and Tax Relief Reconciliation

Act 0f 2001 (EGTRRA).

. Marriage penalty relief extended the beginning and endpoints of
the phaseout range for married couples filing jointly by $1,000 in
2002 and then again by an additional $1,000 in 2005.

. EGTRRA simplified the rules for determining who would receive
the EITC when more than one taxpayer could claim the same
qualifying child. Previously, if more than one person qualified to
claim a child, then the EITC was awarded to the person who had
the highest adjusted gross income. This provision was difficult
to administer, because the IRS could not easily observe that more
than one person was qualified to claim a child if only one person
actually declared that child on his or her tax return. As a result
of EGTRRA, tie breaker rules only apply when more than one
taxpayer actually claims the same child.*

4 Under both prior and current law, a taxpayer can claim a qualifying child for the EITC if the child meets certain resi-
dency, relationship, and age tests. Those tests, however, sometimes result in more than one taxpayer being eligible to
claim the same child. For example, both a mother and her daughter are eligible to claim the daughter’s baby if all three
live together for over half the year. Previously, the EITC could be claimed only by the woman with the higher adjusted
gross income. As a result of EGTRRA, the tie breaker test only applies if both women actually claim the EITC—and
the winner would be the child’s mother, regardless of her AGI. If, instead, the household consists of a child and the
child’s grandmother and aunt, then the tie breaker is AGI, with the credit going to the woman with the higher AGI—
but, unlike pre-2002 law, the tie breaker would only apply if both women actually claim the child on their tax returns.
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. The definitions of adjusted gross income and earned income were
also simplified by EGTRRA. Beginning in 2002, taxpayers no
longer include nontaxable forms of earned income when computing
the EITC, and various modifications to adjusted gross income—
solely for purpose of calculating the EITC—were dropped.

While the marriage penalty relief provision unambiguously extended
eligibility to more married couples, the impact of the two simplification
provisions on claiming behavior is less clear. Those provisions were moti-
vated, in part, by concern that EITC claimants did not understand prior law,
resulting in unintentional errors. Simplification of the tie breaker rules and
definitions of income, therefore, may have legitimized EITC claims by some
filers. Those changes also made some individuals eligible for the credit who
had previously not claimed it—and conversely made others ineligible who
had. For example, changing the tie breaker test could have shifted eligibility
for the credit from one member of a family to another.

During this period, other changes occurred that affected all taxpay-
ers, including EITC recipients. First, EGTRRA created a new 10-percent
tax rate bracket and expanded eligibility for the refundable child tax credit
to include low-income workers with at least $10,000 of income. Those two
provisions, in combination, effectively reduced marginal tax rates for EITC
claimants with children in the credit’s phaseout range. Second, the defini-
tion of qualifying child for various child-related tax benefits (including the
dependent exemption and child tax credit) was made more uniform in 2004.
The 2004 legislation generally conforms the definition of a qualifying child
for other tax benefits to the definition used for the EITC, making it more
likely that a person who claimed a child for the EITC also claimed that same
child for other tax benefits.’

EITC Panel Data

The EITC panel data are derived from tax returns stored in the IRS’s Com-
pliance Data Warehouse. There are several advantages to using these admin-
istrative data for the population. First, doing so allows for a longitudinal file

* Although the focus of the 2004 legislation was primarily on other child-related tax benefits, it did change EITC
eligibility in two ways. First, it denied the EITC to certain individuals who previously had been able to claim
their siblings as qualifying children. Under the 2004 law, those individuals would no longer be able to claim
the credit if they were under 19 or 24 if a full-time student. That provision was largely repealed in the Fostering
Success and Increasing Adoptions Act of 2008. Second, simplifying the tie breaker rules for all child-related tax
benefits—while at the same time requiring only one taxpayer to claim a given child—made it easier for families
to game and allocate children among family members so as to maximize tax benefits received by the household.
The 2008 act made it more difficult for such gaming to occur.
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to be built retrospectively. Also, since this file is not based on a sample, it is
not dependent on any underlying sample design. This is particularly impor-
tant when there are changes in tax law—as there were between 2000 and
2006—since a sample may not adequately capture or reflect responses to tax
law changes. Finally, it allows for individuals—rather than the return filing
unit—to be followed. The ability to follow both the primary and secondary
taxpayers alleviates several issues encountered with sample panel data in
which only the primary taxpayer is followed. Following only the primary
taxpayer can lead to false attrition rates when the couple stops filing a joint
return and the secondary taxpayer continues to claim the EITC while the pri-
mary taxpayer does not. In this instance, sample data would not capture the
behavior of the secondary taxpayer. This also leads to gender bias over time
since the secondary taxpayer is typically female. Using the population data
makes it possible to capture changes in the composition of the household
and follow all members of the household.

Tax returns were selected from Tax Years 2000 through 2006.° Returns
were included if the taxpayers claimed the EITC on their original returns
or if the credit were allowed in processing or examination. The data also
include the returns of individuals who did not claim the EITC but received
notices from the IRS informing them of their potential eligibility. In total,
62 million taxpayers are included in the panel, including 1.2 million taxpay-
ers who died between 2000 and 2006. For purposes of this paper, we limit
the analysis to people who were alive throughout the panel. Our analysis
focuses on individuals who were allowed the EITC during processing, bring-
ing our total population down to 57 million.

While the panel is rich, the size of the population file makes it un-
wieldy to use for analysis. Therefore, for our analysis, we took a simple
random sample of 1 percent of the individuals in the population file. All
individuals were equally likely to be chosen in the random sample. Thus,
each individual has a weight of 100.

In both the population and sample panel files, tax return data are aug-
mented with information from each individual’s Form W-2 and Schedule SE.
In addition, the panel file also contains some information regarding certain
IRS enforcement actions, including indicators showing whether an individual
received notification of a mathematical or clerical error that might have in-
creased, reduced, or eliminated the EITC in processing. The file also contains

¢ An advantage of the panel is that we are able to include returns that were filed 2 or 3 years after the end of the
tax year. Consider a taxpayer who files a return for Tax Year 2000 in 2002 or 2003. That return is included in our
population.
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information on whether the return was the focus of an IRS examination and, if
S0, the results of that audit.

A virtue of the data is that it allows a longer-term perspective on EITC

recipiency than the typical 1-year snapshot provides. That virtue allows us,
in the next section, to contrast the characteristics of EITC recipients in 2000

with those who receive the credit at any point between 2000 and 2006.

Figure 1: The Difference between Recipient Behavior
and Observation in a 7-Year Panel
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A limitation of the data is that the file does not contain the full history of EITC
claims for those who received the credit at some point throughout the panel.
The panel effectively censors receipt of the EITC for years before 2000 and
after 2006. For example, consider if everyone in the panel received the EITC
for 7 consecutive years—but people began receiving the credit in different
years. As Figure 1 demonstrates, only those who began receiving the credit in
2000 would be identified as receiving the credit for all 7 years. The remaining
individuals would appear to receive the credit for fewer years.

The number of EITC participants changes little from year to year,
as shown in Figure 2. In 2000—at the beginning of the panel—about 23
million people received the EITC. By the end of the period, the number of
recipients had increased by 17 percent to 27 million. Most of that growth
was attributed to a spurt in EITC participation in 2002, following both
a recession and the enactment of the EGTRRA marriage penalty relief
and simplification provisions described above. After 2002, the number
of EITC participants increased by about 1 percent a year—and nearly all
that growth was attributable to growth in the number of recipients with
qualifying children.

A snapshot of EITC participants taken in 2000 reveals that 84 percent
had qualifying children and nearly half filed as heads of households (gener-
ally meaning that they were unmarried and had a child or other dependent

Figure 2: Number of Individual EITC Recipients 2000-2006
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Table 2: Basic Demographic Characteristics of Individual
EITC Recipients in Panel

Received EITC at

Characteristics of Individual TY 2000 Cross Some Point in
in First Year EITC Received Section Panel Period
(universe)
Total Number of Individuals (thousands) 22,816 57,061
Average Age of Recipient 36 36
Average Number of Years EITC Received 4.5 3.2
Average Number of Years Tax Return Filed 6.1 5.8
Percent Female 62% 55%
Filing Status
Single 17% 26%
Female 8% 11%
Head of Household 47% 37%
Female 36% 25%
Married Filing Jointly 36% 38%
Number of Qualifying Children in First Year
0 16% 26%
1 38% 39%
2 46% 34%

Ages of Children In First Qualifying Year
(Among those with Children)

Average age of oldest child 11.6 9.7
Percent with oldest child under 2 9% 18%
Number of Dependents

0 17% 27%
1 36% 37%
2 33% 26%
3 10% 8%
4 or more 4% 3%

living with them). Tables 2 and 3 summarize key demographic and income
characteristics of the participating population. EITC participants, on aver-
age, were 36 years old, and their oldest child (if they had any) was nearly

12. Among filers with EITC qualifying children, 9 percent had an oldest
child who was under the age of 2. Over 60 percent of EITC recipients were
female. On average, EITC recipients (and their spouses, if married) reported
nearly $17,000 in adjusted gross income, and most EITC recipients were
wage earners rather than self-employed. Among wage earners, the average



The Pattern of EITC Claims Over Time: A Panel Data Analysis 205

Table 3: Income Characteristics of Individual EITC Recipients
in Panel
[Income in Constant 2006 dollars]

Received EITC

Average Positive Income TY 2000 Cross at Some Point
in First Year EITC Received Section in Panel Period
(universe)
Return Level Income Characteristics
Adjusted Gross Income (Return Level) 16,670 15,890
Earned Income (Return Level) 16,300 15,290

Individual Level Income Characteristics
Average Wage Income (among those

with wage income) 14,470 13,580
Average Self-Employment Income [1]

(among those with SE income) 8,640 7,990
Individuals with Wage Income (thousands) 18,289 45,255
Individuals with Self-Employment Income 3,013 7,673
Total Number of Individuals (thousands) 22,816 57,061

[1] This table includes self-employment income as reported on Schedule SE. Thus, taxpayers with net
self-employment income under $400 are omited from the calculations.

Table 4: Receipt Patterns of Individual EITC Recipients in Panel

Pattern of EITC Receipt Total Perce_nt_ of All
(thousands) Recipients

Received EITC at least once in Panel Period
(Total Recipients) 57,061 100%
Once 17,183 30%
Consecutive

Two or Three Years 11,760 21%

Four to Six Years 8,749 15%

All Years 6,523 11%
Sporadic (Receipt was not in Consecutive Years)

Two or Three Years Total 6,136 11%

Four to Six Years Total 6,711 12%

wage (per worker) was $14,470. In contrast, those with self-employment
earnings reported, on average, $8,640 from those activities.’

Yet a snapshot misses significant turnover within the EITC recipi-
ent population. Table 4 looks at patterns of EITC receipt over the panel

7 Adjusted gross income and aggregate earned income are measured at the return level. Wage and self-employment
income is measured at the individual level from Form W-2 and Schedule SE, respectively. Because we are using
Schedule SE, the first $400 of net self-employment income (which is not taxable for Social Security purposes)
are omitted from these tabulations.
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Table 5: Demographic Characteristics of Individual
EITC Recipients in Panel by Pattern of Receipt

Received EITC In
Consecutive Years During

Characteristics of Individual Received Panel Period [1]
in First Year EITC Received EITC Once
2-3 4-6
Years Years All Years
Total Number of Individuals (thousands) 17,183 11,760 8,749 6,523
Average Age of Recipient 38 36 35 35
Average Number of Years EITC Received 1.0 2.4 4.9 7.0
Average Number of Years Tax Return Filed 51 5.4 6.3 7.0
Percent Female 47% 53% 62% 73%
Filing Status
Single 37% 26% 16% 8%
Female 15% 12% 9% 6%
Head of Household 25% 35% 44% 57%
Female 14% 22% 33% 49%
Married Filing Jointly 38% 39% 40% 34%
Number of Qualifying Children in First Year
0 43% 26% 13% 5%
1 34% 44% 46% 36%
2 23% 30% 41% 58%

Ages of Children In First Qualifying Year
(Among those with Children)

Average age of oldest child 11.3 8.9 8.6 9.4
Percent with oldest child under 2 21% 24% 21% 8%
Number of Dependents
0 43% 13% 14% 6%
1 32% 41% 44% 34%
2 18% 23% 30% 42%
3 5% 7% 9% 12%
4 or more 2% 2% 4% 5%

Footnotes at end of table.

period. While 22.8 million people got the EITC in 2000, 57.1 million
received the credit at least once over the entire 7-year period, including
17.2 million people (30 percent) who were paid the credit for just 1 year
during the span of the panel.® In contrast, only 6.5 million individuals (11
percent) collected the EITC for all 7 years. On average, individuals in the
panel received the EITC for 3 years. While most people received the EITC

8 Throughout the paper, we will sometimes refer to these individuals as one-time recipients. It is, of course,
possible that some of these individuals received the EITC more than once—but at a time outside the span of the
7-year panel.
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Table 5: Demographic Characteristics of Individual
EITC Recipients in Panel by Pattern of Receipt—Continued

Received EITC Sporadically
During Panel Period [1] (Total
Characteristics of Individual Years)
in First Year EITC Received

2-3 Years 4-6 Years

Total Number of Individuals (thousands) 6,136 6,711
Average Age of Recipient 36 35
Average Number of Years EITC Received 25 4.9
Average Number of Years Tax Return Filed 5.6 6.3
Percent Female 49% 60%
Filing Status

Single 32% 19%

Female 12% 9%
Head of Household 32% 44%
Female 19% 31%

Married Filing Jointly 37% 37%
Number of Qualifying Children in First Year

0 33% 17%

1 37% 41%

2 30% 42%
Ages of Children In First Qualifying Year
(Among those with Children)

Average age of oldest child 9.9 10.0

Percent with oldest child under 2 18% 14%
Number of Dependents

0 33% 18%

1 35% 38%

2 22% 31%

3 7% 10%

4 or more 3% 4%

[1] These categories are mutually exclusive. Thus, the category of individuals who "received the EITC
in 2 or 3 consecutive years" excludes any taxpayers who received the EITC for 2 or 3 consecutive
years and then again at some point thereafter. Such taxpayers would be classified in the "sporadic"
category.
in spans of consecutive years, over 12.8 million (23 percent) floated in and
out of the EITC population—being paid the credit on and off throughout

the panel period.

Demographic Characteristics

A comparison of Table 2 with Table 5 illustrates that there are marked differ-
ences among EITC recipients that are associated with the pattern of receipt.
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Those who received the EITC only once over the span of the panel were
somewhat older (38, on average). They were also more likely to be male,
single, and have no qualifying children or other dependents.

In contrast, long-term EITC recipients were more likely to be single
mothers. Nearly three-quarters of those who received the EITC for 7
consecutive years were female, and nearly 60 percent filed as heads of
households. Long-term recipients were also more likely to have more than
one child—58 percent of those who claimed the EITC every year during
the panel had at least two children. In the first year they received the EITC
(2000 for this group), they were, on average, aged 35 and thus slightly
younger during the first year of receipt than those who received the credit
for 3 or fewer years, and their oldest child was typically older than those
who received the credit for 2 to 6 consecutive years.

These images, however, are not typical. In a given year, the sample
is dominated by EITC recipients who were paid the credit during most
but not all years. Thus, the 1-year snapshot looks most like the EITC
recipients who were awarded the credit for 4 to 6 years. A somewhat dif-
ferent perspective is provided by looking at the characteristics of EITC
recipients over the entire panel. Because the majority of EITC partici-
pants over the course of the panel received the credit for only 1 to 3
years, the profile of the panel looks more like those individuals: slightly
over half were female, one in four had no children, and only about one-
third filed as heads of households.

We also compare individuals who receive the EITC over consecutive
years to those who pop in and out of the EITC population. Among those
who claimed the credit for a total of 2 or 3 years, the key difference is that
those who received the EITC sporadically were more likely to be single
and childless. This distinction is also true, though to a lesser degree,
among those who received the credit for more years.

Income

The magnitude and source of income also vary with the pattern of EITC
receipt over the span of the panel. Those who claimed the EITC only once
reported lower adjusted gross income—and lower earnings—than those
who received the credit for multiple years. Generally, average adjusted
gross income and earnings in the first year of receipt increased with the
number of years of receipt of the EITC. Thus, the average income and
earnings of one-time recipients (and their spouses, if married) were,
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Table 6: Income Characteristics of Individual EITC Recipients
in Panel

[Income in Constant 2006 dollars]

Received EITC In Consecutive

Average Positive Income Received Years During Panel Period [1]

in First Year EITC Received EITC (Years Received)
Once
2-3 4-6 All Years

Return Level Income
Characteristics

Adjusted Gross Income

(Return Level) 15,090 15,780 16,660 16,460

Earned Income

(Return Level) 14,350 15,120 16,110 16,190
Individual Level Income
Characteristics

Average Wage Income

(among those with wage income) 13,000 13,480 14,150 14,550

Average Self-Employment Income [2]

(among those with SE income) 7,420 7,800 8,350 8,740

Individuals with Wage

Income (thousands) 13,550 9,212 6,881 5,309

Individuals with Self-Employment

Income (thousands) 2,315 1,656 1,206 792

Total Number of Individuals

(thousands) 17,021 11,752 8,748 6,523

Footnotes at end of table.

respectively, $15,090 and $14,350—compared to $16,460 and $16,190

for long-term participants (see Table 6). We also observe the same pattern
when we look at the individual’s share of earnings in the first year he or
she received the EITC.

That result, however, is likely driven by the underlying family char-
acteristics of the EITC population. As Table 5 demonstrated, one-time
users of the credit were more likely to be childless individuals—and to be
eligible for the EITC, childless individuals must have very low incomes.
Thus, turning to Tables 7A and 7B, we observe—as we would expect—that
the average adjusted gross incomes and earnings for those without children
were substantially lower than for those with children.

When we distinguish EITC recipients by family characteristics, we
observe that average incomes in the first year of receipt, in fact, decline



210 Ackerman, Holtzblatt, and Masken

Table 6: Income Characteristics of Individual EITC Recipients in
Panel—Continued
[Income in Constant 2006 dollars]

Received EITC Sporatically
During Panel Period [1] (Total

Average Positive Income
Years)

in First Year EITC Received

Return Level Income
Characteristics

Adjusted Gross Income
(Return Level) 15,840 16,560
Earned Income

(Return Level) 15,210 16,130
Individual Level Income
Characteristics

Average Wage Income
(among those with wage income) 13,280 13,790

Average Self-Employment Income [2]
(among those with SE income) 8,140 8,550

Individuals with Wage
Income (thousands) 4,898 5,404

Individuals with Self-Employment

Income (thousands) 834 871

Total Number of Individuals

(thousands) 6,136 6,711
[1] These categories are mutually exclusive. Thus, the category of individuals who "received the EITC

in 2 or 3 consecutive years" excludes any taxpayers who received the EITC for 2 or 3 consecutive years
and then again at some point thereafter. Such taxpayers would be classified in the "sporadic" category.

with the number of years of receipt. For example, a married couple with
qualifying children had, on average, $24,780 of adjusted gross income in the
year they received the EITC if they claimed the credit only once during the
span of the panel, but a couple who received the credit for all 7 years had an
average of $19,220 in the first year of receipt. The same pattern applies, to
somewhat lesser degrees, to heads of households with children and single
filers. We also observe similar patterns when we look at total earned income
reported on the return, as well as at each individual’s share of wage income.
Another interesting observation is that people who receive the EITC
sporadically tend to have slightly higher income in the first year of receipt
than their counterparts who receive the credit for the same number of years
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Table 7A: Income Characteristics of the Tax Returns
of Individual EITC Recipients in Panel by Filing Status

[Income in Constant 2006 Dollars]

Received
EITC at
TY 2000 Some Receive
Average Income in First Year EITC Received Cross Point in EITC
Section Panel Once
Period
(universe)
Adjusted Gross Income Attributable to Tax Return
Single, Childless 6,560 6,750 6,910
Single, Qualifying Children 11,740 11,660 12,600
Head of Household, Childless 11,480 9,640 8,730
Head of Household, Qualifying Children 17,240 16,890 17,900
Married Filing Jointly, Childless 8,690 8,260 8,250
Married Filing Jointly, Qualifying Children 21,190 22,550 24,780
Earned Income Attributable to Tax Return

Single, Childless 6,380 6,490 6,600
Single, Qualifying Children 11,510 11,380 12,230
Head of Household, Childless 11,220 9,120 7,960
Head of Household, Qualifying Children 16,890 16,410 17,240
Married Filing Jointly, Childless 8,200 7,360 7,110
Married Filing Jointly, Qualifying Children 20,730 21,700 23,700

Average Income in First Year EITC Received

Received EITC In Consecutive
Periods During Panel Period [1]

2-3 Years 4-6 Years All Years

Adjusted Gross Income Attributable to Tax Return

Single, Childless

Single, Qualifying Children

Head of Household, Childless

Head of Household, Qualifying Children
Married Filing Jointly, Childless

Married Filing Jointly, Qualifying Children

Earned Income Attributable to Tax Return
Single, Childless
Single, Qualifying Children
Head of Household, Childless
Head of Household, Qualifying Children
Married Filing Jointly, Childless
Married Filing Jointly, Qualifying Children

6,530
11,690
9,490
16,910
8,050
22,290

6,310
11,430
9,020
16,360
7,210
21,290

6,440
11,280
10,540
16,490

8,190
21,100

6,270
11,040
10,160
16,040

7,800
20,280

6,130
11,310
11,180
16,140

9,730
19,220

6,100
11,140
10,970
15,870

9,580
18,910

Footnotes at end of table.
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Table 7A: Income Characteristics of the Tax Returns
of Individual EITC Recipients in Panel by Filing

Status—Continued
[Income in Constant 2006 Dollars]

Received EITC
Sporadically During
Sample Period [1]

Average Income in First Year EITC Received (Total Years)

2-3 Years 4-6 Years

Adjusted Gross Income Attributable to Tax Return

Single, Childless 6,860 6,610
Single, Qualifying Children 11,150 10,830
Head of Household, Childless 9,750 10,120
Head of Household, Qualifying Children 17,470 16,530
Married Filing Jointly, Childless 8,110 8,770
Married Filing Jointly, Qualifying Children 24,250 22,110
Earned Income Attributable to Tax Return
Single, Childless 6,590 6,440
Single, Qualifying Children 10,860 10,630
Head of Household, Childless 9,230 9,800
Head of Household, Qualifying Children 16,900 16,160
Married Filing Jointly, Childless 7,490 8,380
Married Filing Jointly, Qualifying Children 23,300 21,480

[1] These categories are mutually exclusive. Thus, the category of individuals who have "received
the EITC in 2 or 3 consecutive years" excludes any taxpayers who received the EITC for 2 or 3
consecutive years and then again at some point thereafter. Such taxpayers would be classified as
"sporadic."

but without any breaks in participation. For example, a married couple
with qualifying children who received the EITC for 2 to 3 consecutive years
had, on average, $22,290 in adjusted gross income during the first year of
receipt—while those who received the credit on and off for 2 to 3 years had
$24,250 in the first year of receipt.

Dynamics of EITC Participation

Of the nearly 23 million people who received the EITC in 2000, more
than half were no longer receiving the credit 6 years later. In this section,
we consider the reasons why people who received the EITC in 2000 were
no longer receiving the credit in 2006. The reasons for these findings reflect
both ups and downs in their financial circumstances, as well as changes in
their family structures.
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Table 7B: Income Characteristics of Individual EITC Recipients

in Panel by Filing Status

[Income in Constant 2006 Dollars]

Received
EITC at
TY 2000 Some Receive
Average Income in First Year EITC Received Cross Point in EITC
Section Panel Once
Period
(universe)
Average Own Wage Income (Among those with
Wage Income Greater than Zero)
Single, Childless 6,530 7,020 7,330
Single, Qualifying Children 11,570 11,520 12,290
Head of Household, Childless 11,240 9,520 8,750
Head of Household, Qualifying Children 17,090 16,760 17,860
Married Filing Jointly, Childless (per W-2) 6,510 7,160 7,540
Married Filing Jointly, Qualifying Children (per W-2, 13,990 15,210 17,380
Average Own Self-Employment Income (Among
those with Self Employment Income Greater than
Zero)[2]
Single, Childless 5,340 5,040 4,920
Single, Qualifying Children 7,560 7,470 7,620
Head of Household, Childless 8,610 7,580 6,480
Head of Household, Qualifying Children 8,860 8,750 9,020
Married Filing Jointly, Childless 6,340 5,390 5,060
Married Filing Jointly, Qualifying Childrer 10,450 10,290 10,380

Average Income in First Year EITC Received

Received EITC In Consecutive
Periods During Panel Period [1]

2-3 Years 4-6 Years All Years

Average Own Wage Income (Among those with
Wage Income Greater than Zero)
Single, Childless
Single, Qualifying Children
Head of Household, Childless
Head of Household, Qualifying Children
Married Filing Jointly, Childless (per W-2)

Married Filing Jointly, Qualifying Children (per W-2.

Average Own Self-Employment Income (Among
those with Self Employment Income Greater than
Zero)[2]

Single, Childless

Single, Qualifying Children

Head of Household, Childless

Head of Household, Qualifying Children

Married Filing Jointly, Childless

Married Filing Jointly, Qualifying Children

6,640
11,850
9,380
16,710
6,450
15,320

4,980
7,650
7,610
8,790
5,240
9,960

6,480
11,070
10,700
16,390

6,500
13,820

5,100
6,890
7,970
8,620
5,740
10,060

6,000
11,150
10,590
16,000

7,170
12,780

5,320
7,260
8,300
8,210
7,560
10,060

Footnotes at end of table.
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Table 7B: Income Characteristics of Individual EITC

Recipients in Panel by Filing Status—Continued
[Income in Constant 2006 Dollars]

Received EITC
Sporadically During
Sample Period [1]

Average Income in First Year EITC Received (Total Years)

2-3 Years 4-6 Years

Average Own Wage Income (Among those with
Wage Income Greater than Zero)

Single, Childless 7,020 6,700
Single, Qualifying Children 10,940 10,710
Head of Household, Childless 9,620 10,030
Head of Household, Qualifying Children 17,420 16,360
Married Filing Jointly, Childless (per W-2) 7,170 6,800
Married Filing Jointly, Qualifying Children (per W-2) 15,930 13,700

Average Own Self-Employment Income
(Among those with Self Employment Income Greater
than Zero)[2]

Single, childless 5,210 5,330
Single, Qualifying Children 7,710 7,520
Head of Household, Childless 7,750 8,380
Head of Household, Qualifying Children 9,310 8,660
Married Filing Jointly, Childless 5,470 5,930
Married Filing Jointly, Qualifying Childrer 10,990 10,650

[1] These categories are mutually exclusive. Thus, the category of taxpayers who have "received the
EITC in 2 or 3 consecutive years" excludes any taxpayers who received the EITC for 2 or 3
consecutive years and then again at some point thereafter. Such taxpayers would be classified in the
"sporadic" category.

Changes in Family Structure and Income

We first consider how people’s family and income characteristics changed
over the course of the panel, and how those changes were associated with
their patterns of EITC receipt over the span of the panel.

One benchmark is the characteristics of people who received the credit
every year between 2000 and 2006. Among people who received the EITC in
every year of the panel, we observe signs of both stability and expansion among
their families. 84 percent of married couples who filed jointly and 87 percent of
unmarried people who filed as heads of households in 2000 reported the same
filing status in 2006 (see Table 8). Over half still appeared to have the same
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Table 8: Characteristics of Individuals Who Received the EITC
in 2000: Filing Status in 2000 and in 2006
by Intensity of Participation

Filing Status in 2006

Filing Status in 2000

MFJ [1] HOH Single
Received the EITC in 2000 Only
MFJ [1] 60% 2% 5%
HOH 26% 16% 17%
Single 19% 2% 29%
All Filers 36% 7% 17%

Received the EITC in 2 or 3 Consecutive Years Including 2000

MFJ [1] 56% 2% 5%
HOH 25% 16% 17%
Single 16% 3% 27%
All Filers 34% 9% 15%

Received the EITC in 4, 5 or 6 Consecutive Years Including 2000

MFJ [1] 61% 3% 4%
HOH 20% 25% 17%
Single 15% 7% 31%
All Filers 35% 15% 14%
Received the EITC in All Years from 2000 through 2006
MFJ [1] 84% 14% 2%
HOH 7% 87% 6%
Single 10% 51% 39%
All Filers 34% 59% 7%
Received the EITC in 2000 and Sporadically 1 or 2 Additonal Years
MFJ [1] 63% 7% 8%
HOH 19% 32% 19%
Single 15% 10% 40%
All Filers 34% 17% 21%

Received the EITC in 2000 and Sporadically 3-5 Additonal Years

MFJ [1] 70% 16% 6%
HOH 15% 62% 14%
Single 15% 28% 43%
All Filers 35% 39% 16%

Footnotes at end of table.
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Table 8: Characteristics of Individuals Who Received the EITC
in 2000: Filing Status in 2000 and in 2006
by Intensity of Participation—Continued

Filing Status in 2006

Filing Status in 2000
MFS Non-Filer Total

Received the EITC in 2000 Only

MFJ [1] 1% 32% 100%
HOH 2% 39% 100%
Single 1% 48% 100%

All Filers 1% 39% 100%

Received the EITC in 2 or 3 Consecutive Years Including 2000

MFJ [1] 1% 35% 100%
HOH 2% 40% 100%
Single 1% 52% 100%
All Filers 2% 41% 100%

Received the EITC in 4, 5 or 6 Consecutive Years Including 2000

MFJ [1] 1% 31% 100%
HOH 2% 37% 100%
Single 1% 45% 100%
All Filers 2% 35% 100%
Received the EITC in All Years from 2000 through 2006
MFJ [1] n.a. n.a. 100%
HOH n.a. n.a. 100%
Single n.a. n.a. 100%
All Filers n.a. n.a. 100%

Received the EITC in 2000 and Sporadically 1 or 2 Additonal Years

MFJ [1] 1% 21% 100%
HOH 1% 29% 100%
Single 1% 34% 100%
All Filers 1% 28% 100%
Received the EITC in 2000 and Sporadically 3-5 Additonal Years
MFJ [1] * 8% 100%
HOH * 10% 100%
Single * 13% 100%
All Filers * 10% 100%

[1] Qualified widows are included with joint filers.
* Less than 0.5%

number of qualifying children or dependents in 2006 as in 2000 (see Table 9).
But we also see evidence of family growth among this population: over 60
percent of those who filed as single in 2000 claimed head-of-household filing
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Table 9: Characteristics of Individuals Who Received the
EITC in 2000: Number of Children in 2000, and Number of
Dependents in 2006 by Intensity of Participation

Number of Dependents in 2006

Number of
Qualifying
Children in 2000 None One Two or more Non-Filers Total
Received the EITC in 2000 Only
None 44% 4% 3% 48% 100%
One 38% 16% 12% 35% 100%
Two 20% 10% 37% 33% 100%
Total 35% 10% 16% 39% 100%
Received the EITC in 2 or 3 Consecutive Years Including 2000
None 41% 4% 3% 53% 100%
One 36% 15% 12% 37% 100%
Two 20% 9% 32% 39% 100%
Total 31% 10% 18% 41% 100%
Received the EITC in 4, 5 or 6 Consecutive Years Including 2000
None 43% 5% 5% 47% 100%
One 30% 21% 16% 34% 100%
Two 19% 12% 35% 34% 100%
Total 25% 15% 24% 35% 100%
Received the EITC in All Years from 2000 through 2006
None 56% 18% 25% n.a. 100%
One 4% 52% 44% n.a. 100%
Two 2% 18% 79% n.a. 100%
Total 6% 31% 64% n.a. 100%
Received the EITC in 2000 and sporadically 1 or 2 Additonal Years
None 50% 9% 7% 34% 100%
One 28% 26% 20% 26% 100%
Two 15% 15% 45% 24% 100%
Total 30% 17% 25% 28% 100%
Received the EITC in 2000 and sporadically 3-5 Additonal Years
None 54% 17% 16% 14% 100%
One 16% 40% 35% 10% 100%
Two 8% 20% 63% 8% 100%

Total 18% 27% 45% 10% 100%
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or joint status by 2006; 44 percent of those without any children in 2000 had at
least one dependent by 2006; and 44 percent of those with only one qualifying
child in 2000 had two or more dependents by 2006. Among this group, fami-
lies rarely contracted: Only 2 percent of families with two or more qualifying
children in 2000 had no dependents by 2006; similarly, only 2 percent of married
individuals filed as single in 2006.

The picture is somewhat different (and more diverse) among those who
received the EITC only in 2000. About 39 percent did not file any return in
2006—and the percentage not filing a return in 2006 was highest among those
who filed as single in 2000. Among those who continued to file tax returns, they
typically either gained a spouse or lost a dependent. One in four of those who
filed as heads of households in 2000 was married by 2006. And 38 percent of
those who had one qualifying child in 2000 had no dependents by 2006. Similar
patterns are observed for those who received the EITC for 1 or 2 more years.

The remaining EITC participants generally look more like the one-time
claimants. A large share of those who claimed the EITC more than 1 consecu-
tive year (particularly those who filed as single in 2000) were no longer filing
returns by 2006—and, among those who did file, they were about as likely as
the one-time recipients to gain a spouse or lose a dependent. This is less true,
though, of those who received the credit sporadically over the span of the panel.

Table 10 examines changes in adjusted gross income (in 2006 dollars)
between 2000 and 2006. By definition, those who received the EITC for all
7 years had to maintain income levels within the credit’s eligibility range.
Among those who reported less than $10,000 of income in 2000, 31 percent
remained in that income category in 2006, and 45 percent had moved up to
the next income category ($10,000 to $20,000). 38 percent of those whose in-
comes had been between $10,000 and $20,000 remained in that income range
in 2006—but over half saw their incomes rise by 2006. Among those who
had earnings between $20,000 and $30,000 in 2000, one in four reported an
increase in adjusted gross income by 2006. Still, about one-third had a drop in
income during the period.

As might be expected, the income growth among those who received the
EITC only in 2000 and were still filing a return in 2006 was far more dramatic.
Among those who had earned between $10,000 and $20,000 in 2000, nearly
a third were earning more than $50,000 in 2006; 43 percent of those who had
received between $20,000 and $30,000 of income were also in that higher
bracket by 2006. But, as noted earlier, about 39 percent of this population
did not file a tax return in 2006—and that difference was most marked among
those with the lowest incomes. Among those who had earned under $10,000
in 2000, 55 percent did not file a return in 2000.
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Table 10: Characteristics of Individuals Who Claimed the EITC
in 2000: AGI of Individuals in 2000 and in 2006 by Intensity
of Participation

Adjusted Gross Income in 2006

Adjusted Gross Income

in 2000 (2006 Dollars) less than $0- $10,000- $20,000- $30,000-
$0 $10,000 $20,000 $30,000 $40,000
Received the EITC in 2000 Only
$0 - $10,000 * 5% 7% 7% 6%
$10,000 - $20,000 * * 7% 10% 10%
$20,000 - $30,000 * * * 6% 14%
All Recipients 1% 3% 6% 7% 9%
Received the EITC in 2 or 3 Consecutive Years Including 2000
$0 - $10,000 * 6% 7% 6% 5%
$10,000 - $20,000 * 2% 7% 11% 10%
$20,000 - $30,000 * * 3% 7% 17%
All Recipients 1% 3% 6% 8% 9%
Received the EITC in 4, 5 or 6 Consecutive Years Including 2000
$0 - $10,000 * 7% 11% 6% 8%
$10,000 - $20,000 * 3% 9% 12% 17%
$20,000 - $30,000 * * 4% 9% 25%
All Recipients 1% 4% 9% 10% 15%
Received the EITC in All Years from 2000 through 2006
$0 - $10,000 * 31% 45% 19% 4%
$10,000 - $20,000 * 11% 38% 41% 10%
$20,000 - $30,000 * 8% 24% 43% 24%
Total Recipients * 19% 39% 32% 9%
Received the EITC in 2000 and sporadically 1 or 2 Additonal Years
$0 - $10,000 2% 19% 18% 9% 6%
$10,000 - $20,000 * 9% 14% 15% 14%
$20,000 - $30,000 * 5% 9% 14% 24%
Total Recipients 1% 13% 14% 12% 12%
Received the EITC in 2000 and sporadically 3-5 Additonal Years
$0 - $10,000 1% 34% 29% 13% 6%
$10,000 - $20,000 * 16% 26% 27% 16%
$20,000 - $30,000 * 9% 18% 28% 29%
Total Recipients 1% 22% 26% 21% 14%

Footnotes at end of table.

Among the remaining EITC participants, the growth in adjusted gross in-
come was more dramatic for those who received the credit for fewer years—and
that finding was particularly true among those who received the credit for 2 or
more consecutive years.
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Table 10: Characteristics of Individuals Who Claimed the EITC
in 2000: AGI of Individuals in 2000 and in 2006 by Intensity
of Participation—Continued

Adjusted Gross Income in 2006

Adjusted Gross Income
in 2000 (2006 Dollars)

$40,000-

more than

$50,000 $50.000 Non-Filers Total
Received the EITC in 2000 Only
$0 - $10,000 5% 14% 55% 100%
$10,000 - $20,000 11% 32% 30% 100%
$20,000 - $30,000 20% 43% 14% 100%
All Recipients 10% 25% 39% 100%
Received the EITC in 2 or 3 Consecutive Years Including 2000
$0 - $10,000 5% 13% 58% 100%
$10,000 - $20,000 12% 26% 32% 100%
$20,000 - $30,000 22% 32% 18% 100%
All Recipients 11% 21% 41% 100%
Received the EITC in 4, 5 or 6 Consecutive Years Including 2000
$0 - $10,000 8% 10% 50% 100%
$10,000 - $20,000 15% 15% 30% 100%
$20,000 - $30,000 23% 18% 20% 100%
All Recipients 13% 13% 35% 100%
Received the EITC in All Years from 2000 through 2006
$0 - $10,000 n.a. n.a. n.a. 100%
$10,000 - $20,000 n.a. n.a. n.a. 100%
$20,000 - $30,000 n.a. n.a. n.a. 100%
Total Recipients n.a. n.a. n.a. 100%

Received the EITC in 2000 and sporadically 1 or 2 Additonal Years

$0 - $10,000 4% 6% 37% 100%
$10,000 - $20,000 10% 14% 23% 100%
$20,000 - $30,000 17% 18% 14% 100%
Total Recipients 8% 11% 28% 100%

Received the EITC in 2000 and sporadically 3-5 Additonal Years

$0 - $10,000 2% 2% 13% 100%
$10,000 - $20,000 4% 3% 8% 100%
$20,000 - $30,000 7% 4% 5% 100%
Total Recipients 4% 3% 10% 100%

* Less than 0.5%

Rows may not sum to 100 percent due to rounding.
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Reasons for Changes in EITC Participation

In Table 11, we try to isolate the key reason why over half of those who
claimed the credit in 2000 no longer received it in 2006. As the previous
section suggests, one reason that people stop claiming the EITC is that they
no longer file tax returns. 20 percent of EITC recipients in 2000 dropped out
of the filing population by 2006. Without a tax return, it is difficult to know
exactly what happened to those people in 2006. However, we do know

Table 11: Analysis of Reasons Why EITC Was Not Received
in 2006 by Individuals Who Received Credit in 2000

Total EITC recipients in 2000 22,816,200
Did not receive EITC in 2006 52.2%
Did not file tax return in 2006 20.0%
Had W-2 wages above filing threshold in 2006
(based on last known filing status) 2.5%
Had W-2 wages below filing threshold in 2006
(based on last known filing status) 4.1%
Had no W-2 wages 13.4%
In 2000, had W-2 wages but no self-employment income 10.5%
In 2000, had self-employment income and W-2 wages 2.1%
In 2000, had self-employment income but no W-2 wages 0.8%
Filed tax return in 2006 32.3%
Received notice (CP 09/27) from IRS but did not receive EITC 0.3%
Do not appear to be eligible for the EITC in 2006 32.0%
Filing status changed, making individual ineligible for EITC 6.9%
Filing status changed to MFS by 2006 0.8%
Single or HOH filer married a worker and combined income
exceeded EITC threshold in 2006 6.2%
Filing unit's income increased above EITC threshold in 2006 20.4%
Childless in 2000, no child dependents in 2006, and AGI
or earned income exceed childless threshold 3.0%
Childless in 2000, child dependents in 2006, and AGI
or earned income exceed child threshold 0.3%
Qualifying children in 2000 and dependents in 2006, and AGI
or earned income exceed child threshold 10.8%
Qualifying children in 2000, no dependents in 2006, and AGI
or earned income exceed childless threshold 6.3%
Earned income dropped to zero by 2006 1.4%

Other 3.2%
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Table 12: Analysis of Reasons Why EITC Was Not Received
in 2000 by Individuals Who Received Credit in 2006

Total EITC Recipients in 2006 27,396,900
Did not receive EITC in 2000 60.4%
Did not file tax return in 2000 23.6%
Had W-2 wages above filing threshold in 2006 (based on first known
filing status) 1.2%
Had W-2 wages below filing threshold in 2006 (based on first known
filing status) 3.2%
Had no W-2 wages 16.2%
In 2006, had W-2 wages but no self employment income 12.4%
In 2006, had self-employment income and W-2 wages 1.5%
In 2006, had self-employment income but no W-2 wages 2.3%
Filed tax return in 2000 36.9%
Do not appear to be eligible for the EITC in 2000 36.1%
No dependents claimed in 2000 and AGI above childless threshold 26.0%
No dependents claimed in 2000 and age outside range for childless
EITC 7.6%
Other 2.5%

whether they received a W-2. In a small number of instances (2.5 percent),
the individuals appeared to have sufficient earnings (given their last known
filing statuses) to have been required to file a return in 2006. In most cases,
though, they appear to have had no earnings at all in 2006: 13 percent of
EITC claimants in 2000 did not file a 2006 tax return nor had any record of
wages reported on a W-2 for that year.’

About one-third of those who received the EITC in 2000 filed a tax
return in 2006, even though they did not receive the credit. In the majority of
these cases, the incomes for their filing units exceeded the EITC thresholds—
and typically without any changes in family status that might have contributed
to losing eligibility for the EITC. Thus, among the 32 percent who filed a tax
return in 2006 but did not claim the credit, roughly one-third had children in
2000 and dependents in 2006—but their incomes in 2006 exceeded the EITC
thresholds. However, only about 1 percent reported that they no longer had
any earned income.

° Although it is possible that these nonclaimants had earnings from self-employment in 2006 that would not have
been reported on a Form W-2, only a small number of those individuals had reported such income in 2000.
Among EITC claimants in 2000, only about 2.9 percent reported self-employment income in 2000 and neither
filed a tax return nor had a W-2 record in 2006.
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Changes in family status also contributed to a dropoff in participation.
Over 6 percent of those who claimed the EITC in 2000 had married another
worker by 2006, and their combined earnings brought them over the EITC
thresholds. Notably, changing filing status to married filing separate—a status
that causes married couples to lose the EITC—did not significantly affect
participation in 2001. Another 6 percent who had claimed a qualifying child in
2000 no longer had any dependents in 2006 and earned too much to qualify for
the childless credit.

From the perspective of the IRS in 2006, very few of the former EITC re-
cipients looked eligible in 2006. Based on the information on their current tax
returns, the IRS sends people notices—the CP09 if they have child dependents
and the CP27 otherwise—indicating that they may be eligible for the EITC
and urging them to apply for the credit. Those notices were sent to less than 1
percent of those who did not receive the credit in 2006.

We also looked backwards. Table 12 looks at EITC recipients in 2006
to determine why over 60 percent did not claim the credit in 2000. Over 20
percent did not file a return in 2000, and, in most cases, they did not have any
earnings reported on W-2s. Among the 37 percent who did file a return, most
did not have dependents in 2000 and either earned too much to qualify for the
childless EITC or were too young. (To qualify for the childless EITC, recipi-
ents must be at least 25 years old or under age 65.)

Conclusions and Future Research

EITC participation is dynamic. An annual snapshot of EITC participants
includes people who receive the EITC for only 1 year, others who will receive
the credit for a long period, and the majority who receive the credit for several
years (sometimes with breaks between years of receipt). Seen from a long-term
perspective, millions more people flow in and out of the EITC population than
a one-time snapshot reveals.

The contrasts are striking between those who received the EITC for 1
year during the course of the panel and those who received the credit for all 7
years. Short-term recipients were more likely to be male—and a substantial
number were also single and childless. In contrast, long-term recipients tend to
be single females with children.

Over time, the reasons for participation vary, reflecting changes in both
family and financial circumstances. The largest factor explaining why people
became eligible or lost eligibility for the EITC between 2000 and 2006 ap-
peared to be changes in income—both positive and negative. 15 percent of
EITC participants in 2000 did not have a record of wage income by 2006
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(including both nonfilers who did not have any record of a W-2 being filed on
their behalf and filers who reported that earned income on their tax returns was
zero). On the other hand, about 20 percent had income in excess of the credit’s
eligibility thresholds in 2006. But changes in family circumstances also caused
people to lose eligibility for the EITC by 2006—generally either through the
acquisition of a working spouse or the aging or departure of a dependent.

As noted at the beginning, this paper lays the foundation for future re-
search that can examine the effectiveness of the EITC in achieving its goals of
increasing work effort and reducing poverty. Panel data would allow research-
ers to examine changes in an individual’s employment status and earnings over
time. Achieving those goals may require tradeoffs with other policy goals; for
example, the EITC—by changing incentives to marry and have children—may
affect family structure in ways that were not intended by the legislation. Panel
data would provide greater insight into the effect of the credit on family forma-
tion. Panel data can also address questions concerning the administration of the
EITC. Turnover among EITC claimants over time may present challenges for
tax administrators, as new people enter the filing population and must learn the
credit’s eligibility rules. Another question regards the effectiveness of EITC
enforcement efforts. The IRS has invested substantial resources to reduce
noncompliance among EITC claimants, but little is known about the effect of
those compliance efforts on individual filers. The data in this panel file would
enable researchers to consider the effectiveness of IRS efforts to improve both
participation and compliance.

Unlike Census data or other public surveys, the new EITC panel allows
us to follow actual recipients of the EITC. Unlike some earlier tax panels, this
dataset also allows us to follow, among couples who initially file joint returns,
both spouses, even if their marriage dissolves and the individuals file separate
returns in subsequent years. The richness of this panel data also extends to
the inclusion of information on IRS administrative actions—including both
outreach and enforcement. As a consequence, the new EITC panel promises
to provide new insight into the effectiveness of the credit in meeting both its

policy and administrative goals.

Acknowledgments

The authors thank Janet McCubbin for her comments on an earlier draft of this
paper. The views expressed in this paper are those of the authors and should
not be interpreted as those of the Department of the Treasury, the Congressional
Budget Office, or the Internal Revenue Service.



The Pattern of EITC Claims Over Time: A Panel Data Analysis 225

References

Dahl, Molly; Thomas DeLeire; and Jonathan Schwabish (2009), “Stepping
Stone or Dead End? The Effect of the EITC on Earnings Growth,”
National Tax Journal, Volume LX11(2), pp. 329-345.

Dowd, Tim and John Horowitz (2008), “The Earned Income Tax Credit:
Short-Term Safety Net or Long-Term Income Support,” presented at
the One Hundred and First Annual Conference of the National Tax
Association, Philadelphia, PA, November.

Eissa, Nada and Jeffrey Liebman (1996), “Labor Supply Response and the
Earned Income Tax Credit,” Quarterly Journal of Economics, Volume
111(2), pp. 605-637.

Grogger, Jeffrey (2003), “The Effects of Time Limits, the EITC, and Other
Policy Changes on Welfare Use, Work, and Income Among Female-
Headed Families,” The Review of Economics and Statistics, Volume
85(2), pp. 394-408.

Masken, Karen (2006), “Longitudinal Study of EITC Claimants,” The
IRS Research Bulletin: Recent Research on Tax Administration and
Compliance, Publication 1500, pp. 107—-118.

Meyer, Bruce and Dan Rosenbaum (2001), “Making Single Mothers Work:
Recent Tax and Welfare Policy and Its Effects,” in Bruce Meyer
and Douglas Holtz-Eakin, editors, Making Work Pay: The Earned
Income Tax Credit and Its Impact on America’s Families, Russell Sage
Foundation, New York, NY, pp. 69-115.



A Tax Education and Asset Building
Campaign for Low-Income and
Limited-English Worker Populations:
Lessons from Four States,

TY 2004-TY 2007

Barbara J. Robles,
Arizona State University

reside in four states with a contiguous border with Mexico: Texas,

New Mexico, Arizona, and California. Local, State and national
nongovernmental community-based organizations (CBOs) and local gov-
ernment agencies, as well as local, State, and national community founda-
tions, have formed support coalitions and networks offering free or low-fee
tax preparation services in an effort to aid working families meet their tax
obligations. In addition, tax education campaigns in hard to reach commus-
nities have increased the tax filing participation rates of working families.
As working families are faced with increased financial stress and limited
labor market opportunities, the Earned Income Tax Credit (EITC) becomes
an important contribution to family financial stability and asset building for
low-income and limited-English-speaking populations.

The research literature assessing the impact the EITC has on work-
ing families’ well-being and on the poverty reduction potential the program
exhibits is numerous (Romich and Weisner, 2000; Mammen and Lawrence,
2006; Smeeding, Phillips, and O’Connor, 2000; Berube, 2005). Differences
between rural and urban low-income families, as well as cultural behaviors
toward asset building, bring an additional research challenge to policy as-
sessment and policy making. Geographical regions with high immigrant and
immigrant-legacy communities create a further layer of program delivery
and outreach challenge. Community-based organizations operating in hard
to reach areas have developed a variety of outreach strategies that remain
below the research radar and yet offer a possible outreach template for repli-
cation in new gateway regions.

This study chronicles a 4-year data collection effort that ties financial
behaviors with tax filing participation in four border States. It first describes
the chronology of the Frontera Asset Building Network (FABN) and the

Over 55 percent of the 48 million Hispanics in the United States
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action research partnership.! It then discusses the survey instrument, data
collection, and methodology. It presents logistic regression results and
interprets findings from the empirical analysis. Lastly, it provides alternative
policy directions and raises future research questions centered on expanding
community tax education and financial education outreach.

Bringing Border Voices to the Research/Policy Table

In November 2002 and June 2003, two Policy Roundtable Learning Dialogues
on Latino Family Asset and Community Capacity Building on the Southwest
Border and Latino Families, Tax and Financial Services on the Southwest
Border sponsored by the Annie E. Casey Foundation’s Border Portfolio took
place at a major southwestern university. The participants at these learning
exchanges represented Federal, State, and local government agencies, elected
officials, nongovernmental organizations (NGOs), community-based organiza-
tions (CBOs), foundations, and academic researchers.

All participants were directly involved with researching, managing,
funding, and delivering community services that impact the well-being and fi-
nancial stability of Latino families residing on the U.S.-Mexico border. Many
of the participants did not have intimate field knowledge of the borderlands.

In order for the learning “dialogue” to move beyond the usual media images
of the U.S.-Mexico border, CBOs with long-term presence in the borderlands
were crucial knowledge partners and provided perspectives that have been
missing from policy and program design. Directors of Latino community-
based organizations provided anecdotal and first-hand information with par-
ticipants from elected officials’ offices; Federal, State, and local government
agencies; think tanks; academia; and foundations. The dialogues (Yankelovich,
2001) therefore provided an opportunity for those not familiar with the day-to-
day activities occurring in Latino working poor communities and colonias to
become familiar with the unique characteristics of communities located on the
U.S.-Mexico border.?

The most salient factor that emerged from the roundtables was a consen-
sus surrounding the lack of information and data on daily economic behaviors
and activities of predominantly Latino working poor families residing in the
Southwest borderlands. Throughout the discussions and exchanges, it became
apparent that community voices and perspectives represented by culturally
responsive community-based organizations were missing from mainstream
research. The public domain data currently used to research the borderlands
did not clarify or clearly convey the cultural reality, economic activities,
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resources, survival strategies, and financial constraints faced daily by border
residents and families. Nor did the data document the economic resiliency and
asset building behaviors, such as pooling and sharing resources and innovative
resource leveraging, of working poor border communities.

The relevant issues that surfaced during the consultative learning
dialogues indicated that: financial and consumer nonliteracy in colonias and
predominantly Latino working poor border communities are not the sole bar-
riers to healthy economic behaviors, community capacity building, and family
financial stability. Institutionalized “business as usual” practices that impede
working poor Latino families from access and participation in mainstream
wealth building markets, such as housing, financial and tax services, and
education and health services, were identified as important barriers. Cultur-
ally responsive consumer and economic behaviors were discussed as asset and
wealth “leveraging” resources in colonias and other metropolitan areas along
the U.S.-Mexico border.?

The learning dialogues facilitated by the Annie E. Casey “advocate/
learner” border program officer uncovered a consensus among participating
border community organizations to continue the conversation by holding a
retreat. The retreat was held 1 month after the learning dialogues—capital-
izing on the continued synergy among border community-based organiza-
tions—and created a blueprint for a strategy linking border community
voices with tax services and tax education campaigns centered on the Earned
Income Tax Credit (EITC).* From the retreat, a new collaborative coali-
tion emerged: the Frontera Asset Building Network (FABN). The members
of this core group represent the four border States: Texas, New Mexico,
Arizona, and California. The FABN members identified affordable and reli-
able tax preparation services as the key in connecting border families and
individuals to the following asset building and family strengthening services:

. Public assistance eligibility services

. Home ownership counseling

. Culturally responsive financial and tax education

. Individual development accounts

*  Down payment assistance programs

e Leadership and self-advocacy development training
. Small and microbusiness incubator programs, and

. Self-help and affordable housing programs.
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The members of FABN individually and in partnership with other
local nonprofits and local government agencies deliver social services that
integrate education, self-empowerment, tangible skill-building, and asset
ownership in a culturally responsive and family-strengthening manner. At
the very core of the strategizing is an ongoing commitment to increase
each community-based organization’s social capital by connecting and
sharing information on programs, services, and delivery mechanisms that
work well along the border. Of equal importance among the coalition
members is the commitment to share information about the failures in
service delivery as well.

One additional strategy that FABN members believe is necessary for
successful coalition and individual organization capacity building and fund-
raising is a commitment to collect and control data on their own communi-
ties. The membership base has grown since the early strategizing retreat in
2003. Currently, membership in FABN centers on providing tax preparation
services during tax season, as well as engaging in survey administration
and research participation that include all four border States, spanning eight
coalitions and over 70 individual community-based organizations with local,
State, and Federal Government agency partners, as well as local, regional,
and national foundation support and local and regional private corporate and
nonprofit sponsorship.’

From Listening and Learning to Action Research

Much of the informal economic activities and financial decisionmaking
behaviors that occur in border communities do not appear directly in data
sets but rather must be observed firsthand in the field. Employing mixed
methodological approaches to understanding borderlands “hidden” assets
and family resiliency and survival strategies requires an inclusive partner-
ship with community-based organizations in prioritizing community ser-
vices. Part of such inclusive approaches to mapping community resources
and uncovering community preferences is to incorporate cultural assets and
behaviors into the choice of research method.

New poverty research seeks to minimize cultural “colonization” while
increasing self-sustaining economic well-being and quality-of-life welfare
(Fisher and Ball, 2003). By engaging in socially-embedded research from
design, implementation, evaluation, and findings with community partners
and emphasizing learning-based connections, community data become a
basis for community self-advocacy. The role of culturally inclusive data
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Table 1. Frontera Asset Building Network (FABN) Members

Coalition

Partners

California
San Diego Family Asset
Building Coalition

San Diego Community Foundation, Community Housing Works,
MAAC Project, Casa Familiar, International Rescue Committee

Arizona
Southern Arizona Earned
Income Tax Credit

IRS, AARP, Catholic Community Services, United Way of Tucson,
Arizona Community Foundation, Cochise Community Foundation,

Coalition Nogales Community Development Corporation, Goodwill Indus-
tries, Project PEP, Chicanos por la Causa, Wells Fargo Bank, AEA
Credit Union, Arizona Federal Credit Union, Housing America, City
of Yuma, Yuma Community Foundation, Arizona State University
New Mexico
Las Cruces Dona Ana Branch Community College, Community Action Agency
of Southern New Mexico, New Mexico Community Foundation,
Tax Help New Mexico
Texas

El Paso Coalition for
Family Economic
Progress

Middle Rio Grande

Economic Opportunities
Coalition

Laredo Family Economic
Success Coalition

Hidalgo County

El Paso Affordable Housing/Credit Union Services Organization,
IRS, Ysleta Pueblo del Sur, City of El Paso, County of El Paso,
Frontera Women’s Fund, West Texas Credit Union, Centro Salud
Familiar La Fe, YWCA, El Paso Collaborative, United Way of El
Paso, Sparks Housing Development Corporation, Housing Author-
ity of El Paso, AARP

City of Eagle Pass, City of Del Rio, City of Carrizo Springs, City
of Crystal City, City of Cotulla, Fort Duncan Regional Medical
Center, Eagle Pass Chamber of Commerce, Uvalde-El Progresso
Library, Community Council of SWT, Carrizo Springs ISD, Eagle
Pass ISD, Border Federal Credit Union, IBC Bank, Bank of Amer-
ica in partnership with United Way, Uvalde National Bank, Del Rio
Bank and Trust, Del Rio National Bank, Del Rio Amistad Bank,
FUTURO Communities, Inc., Community Action Social Services
Education (CASSE), Del Rio Housing Authority, Sul Ross State
University-Rio Grande College, Middle Rio Grande Development
Council, Middle Rio Grande Foundation and Middle Rio Grande
Workforce Board

United Way of Southern Cameron County, Consumer Credit Coun-
seling Services of South Texas, Cameron Works, Chase Bank,
Wells Fargo Bank, Brownsville Public Utility Board, University

of Texas Brownsville, Cameron and Willacy County Community
Programs

Azteca Economic Development and Preservation Corp., City of
Laredo Community Development Dept., Internal Revenue Service,
Laredo Area Community Foundation, Laredo Independent School
District, Laredo Public Library, South Texas Workforce Develop-
ment Board, Texas A&M International University, United Indepen-
dent School District

Rural: 4 LUPE offices, Proyecto Azteca, Azteca Community Loan
Fund Urban: Children Defense Fund

Source: Nadia Diaz-Funn, Border Portfolio, Annie E. Casey Foundation and FABN.
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collection brings to the fore and reveals the cultural capital of border com-
munities, as well as the role of ethnic and cultural legacy communities in
the region. Community data collection also sheds light on families’ needs
and preferences along with what type of community change residents desire.
Given the increased presence of Mexican-origin populations in new gateway
communities such as Raleigh-Durham, NC, Des Moines, IA, Omaha, NE,
Las Vegas, NV, and Atlanta, GA, the information gathered from community
by community creates the opportunity to share insights with other communi-
ty-based organizations (CBOs) serving new gateway populations.
Socially-embedded community research provides the community
with access to data that deconstruct and dispel media-driven “stereotypes.”
Additionally, communities can advocate based on data that are place-based
and include historical and cultural legacy information (Fisher and Ball,
2003). Border culture and language play a large role in family economic
security and financial resiliency behaviors, and the community data capture
this aspect of border family life. Multigenerational, multiearner border
family units engage in shared asset building, and the CBO tax season sur-
vey uncovers “hidden” border family and community assets not previously
documented (Robles, 2007).

Table 2. Frontera Asset Building Network Program Outcomes

Frontera Asset Building Network Asset Building Results 2006-2007

Amount of EITC Claimed $19,124,283.00
Amount of $ Federal returns $38,844,126.00
Number of returns filed by free or low-fee tax preparation 39,581
Completed IDAs 316
Enrolled IDAs 483

IDA Matching Ratio

IDA Maximum

Ranges from 1:1 match to 4:1
Ranges from $1,000-$15,000

Completed Homebuyer Workshops 3,674
Number of Homes Purchased 782
Savings Accounts Opened 1,744
Checking Accounts Opened 9,972
Number of Improved Credit Scores 128
Tax Prep Fees Saved $8,478,551.00
Small Business Opened/Expanded 189
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Community-centered action research has multiplier effects within local
communities and across regional coalitions. By employing the Earned Income
Tax Credit as an “anchoring” tax service and education campaign, FABN
members are able to capitalize on community social capital among and between
different border States with unique urban and rural regional issues. For example,
Texas has the largest number of contiguous counties (20) along the U.S.-Mexico
border which include both rural and rapidly growing urban areas. These areas
often have more in common with other border State urban areas than with vari-
ous regional communities in Texas.

Survey Administration, Data Description,
and Methodology

A pilot survey was designed during the initial FABN retreat that incorpo-
rated salient issues identified by the community-based organizations. The
most significant aspect of the survey design was that it be as noninvasive as
possible while still capturing financial and tax education issues and eco-
nomic mobility aspirations as well as daily economic resiliency behaviors
engaged in by border residents. The survey was designed to be short in
order to increase response rates and to dovetail with residents’ focus on tax
preparation information. For example, two questions that were identified as
important areas of concern with respect to research gaps in understanding
border communities’ financial resiliencies were: (1) Do border families and
individuals employ their tax refunds in asset-building and wealth-enhancing
opportunities? and (2) Do families and individuals aspire to learn more about
financial products and tax services?

In addition, issues regarding the availability of affordable financial trans-
actions services and products were raised at the learning dialogues and at the
FABN retreat. Several survey questions were designed to capture this aspect
of border families’ financial access: (1) Where do you cash your paycheck? (2)
Do you use money orders to pay your bills? (3) Have you ever received your
tax refund the same day (or within the week) from a commercial tax preparer?
(4) Do you lend to or borrow from family members in emergencies? And (5)
Do you send money to family members not residing with you? These questions
reveal how border residents go about accessing financial transactions services
while living in a cash-based, binational, and bicultural economy. The ques-
tions are designed to capture and produce a contextual interpretation of family
financial resiliency behaviors by asking questions that do not appear in standard
mainstream financial behavior and attitude surveys.



234 Robles

Finally, to better understand how border families engage in asset build-
ing and savings behaviors, a survey question designed to capture “informal
savings circles” known as rotating savings and credit associations (ROSCAS)
was included in the survey instrument. This particular question captures sav-
ings behavior that has a communal-trust component since it occurs outside
mainstream financial institutions, does not have an interest rate attached to it,
and relies on a high degree of trust among the savings participants.

The various members of the FABN border community-based organi-
zations agreed to administer the surveys during tax seasons (January 15 to
April 15) at the participating border community-based organizations that
offer either low-fee tax preparation services or free tax preparation services
affiliated with VITA (Volunteer Individual Tax Assistance) programs.” All
the FABN coalitions are partners of the Internal Revenue Service VITA
programs, and individual CBOs are also community research partners as
well as data collection sites offering free or low-cost tax preparation. The
surveys are administered in English and Spanish, and each community-based
organization has its own individual intake protocol for serving community
residents during tax season.

Table 3. Frontera Asset Building Financial Behaviors Survey, Tax Years
2004-2007

Survey Years Number of Total Survey Number of Spanish
Respondents Survey Respondents
TY 2004 4,551 1,080 (24%)
TY 2005 7,068 1,973 (28%)
TY 2006 6,450 2,141 (33%)
TY 2007 7,377 1,871 (25%)

Source: FABN Financial Behaviors Survey, All Border sites, Tax Years 2004 to 2007.

The response rates are generally high and attributable to the long-term
presence of the community-based organizations (CBOs) and the CBOs’
reputation for serving community residents.® Over the 4 years of data col-
lection, each individual site experienced a variety of service delivery issues:
volunteer churning, tax season coordinator turnover, changes in their soft-
ware or IT system, key program personnel changes, and funding changes.
Despite these various challenges, sites remain committed to collecting data
and administering the surveys, and few sites dropped out over the 4-year col-
lection effort. Indeed, new sites were added during this timeframe.

Although the data are collected over several years, there is no unique
identifier for individual respondents that can be tracked over time. Thus,
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the data collected are not a “longitudinal” panel whereby observations of
the same individual over time are collected in repeated surveys. Rather,
the data are panel data of tax filers choosing to respond to the paper survey
and contain a large number of observations (N) per time period and a small
number of time episodes (T=4 years). This allows analysis of single-year
logistic models (Tax Years 2004 to 2007) that capture Spanish survey
respondents’ impact on the probability of engaging in asset building and
economic security behaviors.

In order to fully grasp the financial resiliency behaviors of hard-to-
reach, limited English-speaking and low-wealth communities, Table 4 com-
pares response rates for Tax Year 2007 across the various survey questions.
Few questions on the survey sum to 100 percent response counts. The im-
portance of engaging hard-to-reach respondents on surveys is predicated on
providing many possible behavioral context response opportunities. Thus,
many of the questions indicated: “circle or check off all that apply.” Addi-
tionally, since the surveys were administered as voluntary and not compulso-
ry, many of the respondents chose to answer some questions and not others.’

A significant number of Latino respondents used the English survey
but non-Latinos opted to use the Spanish survey as well. Thus, caution is
employed in assuming that only Latinos responded in Spanish; a significant
portion of Native Americans used the Spanish survey. Additionally, many of
the questions were designed to capture “daily” or “usual” financial behav-
iors. Thus, instead of asking about a particular financial account ownership
(which many border LEP residents are assumed not to have), our interest
was in what types of financial institutions and accessible locations for finan-
cial transactions residents actually frequented. Our goal focused on captur-
ing what folks did (proactive), as opposed to what they did not do (passive).

One feature of border resident financial transactions behavior that has
been uncovered over the 4 years of FABN survey administration directly
provides empirical evidence that having a relationship with a mainstream
financial institution does not automatically create low-cost options for
financial transactions in “cash-economy” communities. For example, it does
no good to own a checking account when the landlord only accepts money
orders or cash for rent payments every month, and the corner 7-11 is the only
grocery store within walking distance, given that individual auto ownership
is too expensive and public transportation is limited. This on-the-ground
cash-economy reality for many border residents explains the high rate of
money order usage among border survey respondents despite high rates of
financial mainstream attachment.
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Research in low-income communities has focused almost exclusively
on the “choices” that low-income residents make in financial transactions
when a supply-side assessment is missing (i.e., What suppliers of af-
fordable financial services and products exist and operate in low-income
communities?). Such a balanced supply-demand side study would reveal
the limited choices available to cash-economy low-income neighborhoods
and community residents. Field observations in low-income communities
reveal an entirely different consumer economy with respect to a variety of
financial markets and services (Krager, 2005). This lived-reality for border
residents (and other established ethnic enclave and new gateway immi-
grant communities) has obvious spillover effects for financial education
and tax education outreach.

Logit Model Results and Findings

The unique regional data provide an opportunity to ask four questions
that shed light on the connection between low-income tax preparation
services offered in hard-to-reach communities and how residents engage
in financial resiliency given their participation in tax filing and receipt
of Federal tax refunds. Summary statistics for dependent variables used
in all 4 models and the explanatory variables for Tax Years 2004 to 2007

are presented in Table 5.1

The first logit model sheds light on the continuing significance of at-
tachment to a mainstream financial institution. The second logit model seeks
to uncover the relationships between asset building through home ownership
and financial behaviors. The third and fourth logit models provide empirical
evidence of financial security aspirations of border families with respect to
engaging in savings behaviors and asset accumulation through Kids Savings
Account and Individual Development Accounts (IDAs).!!

Model 1—Use a Financial Account (Bank + Credit Union +
Direct Deposit)

Pr(Use a Financial Account | Tax Filer Border Resident) =
Constant + Adjusted Gross Income + Amount of Federal
Tax Return + Lending to/Borrowing From Family Members
in Emergencies + Being a Homeowner + Years of Educa-
tion + Number of Dependents + Used Spanish Version of
Survey + ¢
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Table 4. Financial Behaviors and Decisions Survey, TY 2007

Spanish English
Border P g
n=7377 Survey Survey
n=1871 n=4020
Race/Ethnicity
Latino 72.9% 93.6% 61.8%
Native American 5.4% 4.5% 6.3%
African American 5.2% 0.2% 6.3%
White 13.3% 0.8% 21.6%
Asian American 1.3% 0.1% 1.5%
Other 2.5% 0.4% 3.6%
Where Do you Cash Your Paycheck?
Grocery Store 10.8% 20.0% 7.7%
Check Cashing Outlet 6.6% 7.4% 5.9%
Bank 44.4% 45.0% 43.6%
Credit Union 8.5% 3.3% 13.4%
Direct Deposit 24.1% 15.2% 31.3%
Financial Acct (Bank + CU + Direct Deposit) 71.5% 59.9% 80.1%
Other 3.7% 5.8% 2.7%
Do You Use Money Orders To Pay Bills?
Yes + Sometimes 42.4% 44.0% 44.0%
No 49.2% 45.1% 50.7%
Have You Heard of IDAs?
Yes 11.3% 9.8% 11.8%
No 78.7% 77.3% 80.7%
Have You Participated in Savings Circles?
Yes 2.9% 4.5% 2.0%
No 87.9% 83.6% 91.5%
Max Amount $5,000 $5,000 $5,000
Total Savings $68,061 $22,547 $18,958
Do You Lend to or Borrow From Family Members in
Emergencies?
Yes + Sometimes 28.3% 34.0% 23.3%
No 66.4% 57.4% 71.7%
Do You Send Money to Family Members Not Living
w/You?
Yes + Sometimes 42.8% 34.7% 46.3%
No 49.0% 56.6% 47.8%
Do You Have a Savings Account?
Yes 34.5% 30.1% 44.7%
No 32.3% 33.7% 43.6%
Max Amount $250,000 $10,000 $250,000
Total Savings $1,332,215 $72,985 $1,259,230
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Table 4. Financial Behaviors and Decisions Survey, TY 2007—Continued

Border Spanish English
n=7377 Survey Survey
n=1871 n=4020
Have You Ever Used Your Tax Refund For:
Down Payment on a Home 3.5% 4.8% 3.8%
Down Payment or Purchase of Car/Truck 12.6% 9.3% 15.1%
Home Appliance (washer/dryer/etc.) 10.3% 11.3% 11.1%
Computer 6.5% 7.2% 6.2%
Furniture 11.0% 10.0% 12.5%
Green Card/Immigration Fees for Family Members 2.1% 4.1% 1.5%
Property Taxes 8.1% 11.1% 8.8%
Medical Bills 11.1% 11.1% 12.5%
Auto Insurance 8.4% 1.2% 9.0%
Small or Microbusiness/Self-Employment Activities 1.1% 1.7% 1.0%
Personal Bills 45.0% 35.9% 48.0%
School Expenses for yourself or dependent 8.8% 7.7% 9.6%
Pay Off Pay Day Loan 3.2% 3.7% 3.3%
Savings 8.0% 4.0% 9.6%
Other
Would You Like to Know More About:
Buying a Home 14.0% 12.8% 15.2%
Car/Truck Loans 7.9% 7.9% 8.4%
Credit Cards/Debit Cards 5.9% 5.8% 5.5%
Property Taxes 4.8% 6.8% 4.9%
Children's Savings Accounts 6.4% 6.7% 6.0%
Bank/Credit Union Account 4.1% 5.1% 4.0%
Credit/Budgeting 6.1% 6.5% 5.7%
Small or Microbusiness/Self-Employment 5.5% 7.1% 5.3%
Matched Savings Accounts/IDAs 10.1% 16.0% 7.3%
Financial Aid (Student Loans/Grants) for School 11.3% 10.9% 10.7%
Retirement Accounts 7.6% 8.7% 7.3%
Other
Residential Status:
Home Owner 29.4% 45.8% 29.3%
Homeowner w/Mortgage 14.5% 21.9% 14.9%
Homeowner w/out Mortgage 8.1% 12.3% 8.2%
Mobile Home w/Mortgage 3.6% 71% 2.9%
Mobile Home w/out Mortgage 3.5% 5.2% 3.6%
Renter 40.8% 31.6% 36.2%
Average Years of Education 1 9.7 12
Average Age 454 47.5 46.1
W2s Used To File Taxes:
1 55.1% 52.2% 54.8%
2+ 43.6% 46.2% 43.2%

Source: FABN Survey, Tax Year 2007, data collected in TX, NM, AZ, and CA.
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Table 5. FABN Financial Behaviors and Decisions Survey, Summary
Statistics of Logit Model Variables, 2004-2007

TY 2004 TY 2005 TY 2006 TY 2007
Border Border Border Border
n=4550 n=7068 n=6450 n=7377

Dependent Variables:

Avg Financial Acct .823 .839 .790 781
Std Dev Fin Acct .382 .367 408 413
Avg Home Ownership - 441 .347 416
Std Dev Hm Owner - 497 476 493
Avg. Kids Saving Acct .09 A7 1 12
Std Dev Kids Savings Acct 279 374 .310 .323
Avg IDAs 16 .27 18 19
Std Dev IDAs .366 444 .383 .390
Regressors:
Avg No. Dependents 1.9 1.17 1.09 1.04
Std Dev No. Depends. 1.368 1.287 1.339 1.242
Avg Years of Education 1.2 11.3 10.5 1.3
Std Dev Yrs Educ 3.87 3.84 4.35 3.54
Avg Spanish Resp .24 .28 .33 .25
Std Dev Spanish Resp 436 450 .500 .466
Avg Lend .201 .270 452 .283
Std Dev Lend 402 444 1498 450
Average AGI $12,210 $13,842 $13,281 $14,868
Std Dev AGI $10,179 $11,381 $12,079 $12,683
Avg Federal Refund $1,335 $1,607 $1,232 $1,537
Std Dev Fed Refund $1,631 $1,820 $1,677 $1,853

Source: Frontera Asset Building Network, Regional Data, for Tax Years 2004, 2005, 2006, and 2007 collected in Texas,
New Mexico, Arizona, and California rural metrosites.

Not surprisingly, Years of Education are important as are respondents’
AGI and Federal Refund Amount in contributing to understanding the
usage of financial accounts with mainstream financial institutions. Span-
ish language has a negative impact on the probability of using a financial
institution, and, again, this is not surprising, given the few financial institu-
tions with cultural competencies in serving multilingual communities. One
issue that points to further research due to intergenerational significance of
teaching youth familiarity with mainstream financial institutions and a level
of comfort with financial products and services is the negative impact of the
Number of Dependents on the probability of Using a Financial Account.
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Table 6. Logit Regression, Dependent Variable = Financial Account

TY 2004 Model

TY 2005 Model

TY 2006 Model

TY 2007 Model

1 1 1 1
n =2012 n=2007 n=1962 n=1725
Dep Var = Fin Dep Var = Fin Dep Var = Fin Dep Var = Fin
Acct Acct Acct Acct
LR(0-slopes): LR(O-slopes): LR(0O-slopes): LR(0O-slopes):
150.05 151.44 266.39 166.72
Constant 4810 (2.29) 5387 (2.18) -.0840 4854 (2.04)
(-.3797)
AGI .000052 (6.18) .000065 (7.47) .00003 (5.07) .00005 (7.44)
Fed Refund Amt .00017 (3.11) .00014 (2.82) .00023 (4.84) .00011 (2.56)
Lend —-1129 (-.727) -.2729 (-2.02) -.0588 —.3599 (-2.90)
(—.4827)
Home Owner — .3894 (2.78) 5723 (4.53) 1967 (1.60)
Education 0727 (4.72) .0384 (2.12) .0961 (5.84) .0435 (2.45)
No Dependents -.0761 (-1.27) -.1712 (-3.09) -.1973 (-3.98) -.1915 (-3.27)
Spanish Survey —.7641 (-5.18) —.3767 (-2.66) —.4125 (-2.95) —.6839 (-5.31)

t-statistics in parentheses; TSP Version 5.0 was utilized in empirical analysis of models.

Table 7. Logit Regression, Dependent Variable = Home Owner

TY 2004 Model

TY 2005 Model

TY 2006 Model

TY 2007 Model

2 2 2 2
n = 1386 n=2029 n=1975 n=1736
Dep Var = Dep Var = Dep Var = Dep Var =
HOwner HOwner HOwner HOwner
LR(0-slopes): LR(0-slopes): LR(0O-slopes):
196.90 136.00 82.77
Constant — -1.19 (-5.54) -1.132 (-5.79) | —.7234 (-3.45)
AGI — .000039 (8.48) .00003 (6.22) .00002 (5.526)
Fed Refund Amt — -.0000006| .00008 (2.58) .00002 (.782)
(—.0204)
Number of — .0325 (.7487) —.0430 (-1.04) | —.0191 (-.377)
Depend
Education — —.0359 (-2.56) | —.0348 (—2.55) | —.0089 (—.598)
Financial Acct — .3819 (2.79) .5424 (4.33) .2101 (1.727)
Spanish Survey — .8902 (8.49) .6368 (5.91) .6151 (5.822)

t-statistics in parentheses; TSP Version 5.0 was utilized in empirical analysis of models.
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This result signals an important gap in passing on financial literacy/us-
age skills to offspring and indicates the importance of financial and tax
education outreach to limited-English-speaking workers and low-wealth,
isolated communities.

Model 2—Being a Homeowner (Homeowner with Mort-
gage + Homeowner without Mortgage + Mobile Home-
owner with Mortgage + Mobile Homeowner without
Mortgage)

Pr(Being a Homeowner | Tax Filer Border Resident) =

Constant + Adjusted Gross Income + Amount of Federal
Tax Return + Number of Dependents +Years of Educa-
tion + Use a Financial Account + Used Spanish Version

of Survey + ¢

Results from the 3 years of data collected on Home Ownership status
indicate that Adjusted Gross Income and Spanish Language capacity have
positive impacts on the probability of Being a Homeowner. Addition-
ally, for Tax Years 2005 and 2006, using a financial account had a positive
impact while Years of Education had a negative impact. At first glance,
these results appear to be counterintuitive: Spanish language predomi-
nance should have a negative impact on the probability of being a hom-
eowner while educational attainment should have a positive relationship
to the probability of owning a home. In border communities with low
home values and high Spanish language usage combined with low educa-
tional attainment rates (9.7 years), home ownership remains “the” family-
oriented life-goal, and low home values make home ownership attainable.
Indeed, in colonias (unincorporated townships) along the U.S.-Mexico
border, median home values range from $8,000 to $34, 000 (and may be
lower at this juncture).'? For other English-survey border respondents with
higher educational attainment, the American Dream may be embodied by a
“higher priced” home which may be unattainable, given the limited high-
wage employment opportunities in the border region.
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Model 3—Interest in Knowing More about Kids Savings
Accounts

Pr(Kids Saving Accounts | Tax Filer Border Resident) =
Constant + Adjusted Gross Income + Amount of Federal
Tax Return + Years of Education + Number of Dependents

+ Used Spanish Version of Survey + ¢

Table 8. Logit Regression Models, Dependent Variable = Interest in Kids

Savings Acct

TY 2004 Model | TY 2005 Model | TY 2006 Model | TY 2007 Model
3 3 3 3
n = 1386 n=1847 n=1880 n=1482
Dep Var = Dep Var = Dep Var = Dep Var =
KidsSav KidsSav KidsSav KidsSav
LR(0-slopes): LR(O-slopes): LR(0O-slopes): LR(0O-slopes):
48.67 105.92 85.90 66.69
Constant —3.687 (-8.56) —2.5409 (-9.61) ~2.965 (-10.35) —3.277 (-8.65)
AGI -.00002 (—1.80) —.000007 (-1.14) .000001 (.1868) .000007 (1.10)
Fed Refund Amt .00026 (3.89) .00024 (6.24) .000212 (5.46) .00015 (3.34)
Education .0417 (1.39) .0202 (1.05) .0416 (1.97) .0296 (1.04)
Number of 1861 (2.17) .1951 (3.64) .1695 (3.12) .2992 (3.82)
Depend
Spanish Survey .2608 (1.09) .0693 (.491) -.0161 (-.1011) -.0920 (~.505)

t-statistics in parentheses; TSP Version 5.0 was utilized in empirical analysis of models.

The Amount of Federal Tax Return and the Number of Dependents
contribute positively to the probability of wanting to know more about
Kids Savings Accounts, whereas Spanish survey usage, Years of Educa-
tion, and Adjusted Gross Income had no significant impact. These results
imply that access to tax education and participation in tax filing for fami-
lies with children can provide “a window” for significant outreach and
educational campaigns on the benefits of using tax season as an oppor-
tunity to inform border residents and communities about future planning
for children’s educational opportunities.
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Model 4—Interest in Knowing More about Individual De-
velopment Accounts (IDAs)

Pr(IDAs | Tax Filer Border Resident) = Constant + Adjust-
ed Gross Income + Amount of Federal Tax Return + Years
of Education + Number of Dependents + Used Spanish

Version of Survey + €

Table 9. Logit Regression Models, Dependent Variable = Interest in IDAs

TY 2004 Model | TY 2005 Model | TY 2006 Model | TY 2007 Model
4 4 4 4
n =1389 n=1848 n=1882 n=1481
Dep Var = IDAs | Dep Var = IDAs | Dep Var = IDAs | Dep Var = IDAs
LR(0-slopes): LR(O-slopes): LR(O-slopes): LR(0O-slopes):
100.92 179.33 85.45 93.73
Constant -3.36 (-10.43) -2.28 (-10.32) —2.4886 (—11.29) -2.974 (-10.19)
AGI .000008 (1.07) .00001 (2.05) .000006 (1.34) .000016 (3.06)
Fed Refund Amt .000049 (.919) .00011 (3.25) .00011 (3.13) .000055 (1.42)
Education .071(3.24) .0339 (2.13) 0432 (2.72) .0522 (2.46)
Number of .004 (1.72) .0309 (.647) .000036 (.00078) .1079 (1.69)
Depend
Spanish Survey 1.45 (8.55) 1.324 (11.19) .9710 (7.43) 19917 (7.02)

t-statistics in parentheses; TSP Version 5.0 was utilized in empirical analysis of models.

The empirical findings from Model 4 provide us with evidence that
a combination of Years of Education and Spanish language survey usage

positively impacts the probability of wanting to know more about IDAs. In
addition, in Tax Years 2005 and 2006, the Amount of the Federal Tax Refund
also contributed positively to respondents wanting to know more about
IDAs. As with the findings from the logit model for Kids Savings Accounts,
a “window” presents itself for intensive educational outreach during tax
season in isolated and hard-to-reach communities about participating in such
programs as IDAs. The key issue is bringing such programs to border com-
munities, provided participation is predicated on exposure to awareness and
education campaigns.



244 Robles

Part of the slowness for IDA programs to gain traction in border
communities is related to the lack of “traditional” work income flows.
Many of the border residents participating in the surveys have seasonal and
erratic income flows, which hinder participation in IDA programs unless
the specifics of the program allow for “lump sum” deposits in lieu of time-
oriented deposits (e.g., weekly or monthly savings contributions). Another
factor that continues to be an impediment to successful IDA program
participation and completion by many border families has to do with “al-
lowed goals and usage.” Perhaps rethinking the usual “three” goals of (1)
home ownership down payment, (2) tuition/expenses for higher education,
and (3) small/microbusiness capitalization, to allow other practical and
pragmatic goals for low-wealth families, such as “used car purchases” or
“computer purchases,” is warranted.

Future Research Issues

Financial and tax education outreach initiatives and program services,
such as VITA sites in hard-to-reach and often “left-behind” communities,
emphasize the importance of inclusive and learning-oriented collabora-
tions. Despite the focus on incentivizing “savings” behaviors among the
working poor as part of the asset building policy agenda, evidence is pre-
sented here that hard-to-reach communities are engaged in asset build-
ing behaviors below the research radar. Indeed, the empirical evidence
presented here indicates strategic use of Federal tax refunds and captures
the economic mobility aspirations displayed by limited-English and low-
wealth border families. This contradicts the media image stereotypes

of low-income families and individuals receiving “lump-sum” refunds
and engaging in ‘instant gratification’ consumer spending. The presence
and support of VITA initiatives along with low-income tax clinics that
border families can access provide “windows of opportunity” for ongo-
ing outreach and education awareness campaigns that help families better
understand their tax responsibilities and how filing taxes provides them
with long-run benefits that preserve their hard-won assets.

Research from inclusive community development initiatives in New
Zealand, Australia, Asia, Africa, and Canada among indigenous popula-
tions and local communities indicates that, despite isolation and public
investment neglect, communities treasure their cultural traditions and
rely on cultural narratives and experiential knowledge as important asset
leveraging and economic resiliency buffers (Findlay, 2003; Waldgrave
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et al., 1996; Lassiter, 2005; McGee and Brock, 2001; and Pfohl, 2004).
Foundations and government agencies seeking to provide inclusive fund-
ing and program initiatives that serve isolated and hard-to-reach commu-
nities need to remain attentive to the culturally responsive skill sets that
resonate with culturally and racially diverse communities.

The accelerating impacts of globalization have increased our aware-
ness of the interconnected consequences of a single missing support
structure in one area of family well-being, creating spillover effects on
total family resiliency and, consequently, community well-being. Given
our tax preparation services and financial education outreach are poverty-
alleviating for a growing number of working families, we must work
toward understanding the centrality of tax and financial education in
community development by connecting them to: (1) the cultivation and
nurturing of participatory civic-engagement, (2) the growth of sustain-
able social, economic, and infrastructure services delivery for culturally
diverse communities, and (3) the strengthening of generational knowl-
edge for continued community resiliency and sustainability.

These issues will continue to gain importance in the community
development and poverty reduction fields as we move into more inse-
cure future economic cycles and the increased mobility of transnational
families becomes more pronounced. How we deal with culturally and ra-
cially diverse legacy communities and their own valuation of community
asset-building will provide a blueprint for “windows of opportunity” to
provide financial and tax education outreach programs and services that
engage and benefit working families and youth.
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Appendix A

Frontera Asset Building Network and Action Research
Feedback Chronology

Roundtable “learning dialogues” at university setting for border
practitioners, public service representatives, foundations, and
researchers (digital videography used to document entire process).

Joint effort to identify gaps in services, research, and knowledge
base.

Pilot-research project launched with practitioners-researchers-
foundations creating noninvasive survey instrument and field
observation using rapid appraisal methods and frequent consulta-
tion with border CBO program officers.

Reliance on community-based organizations to bring resident
voices to the table/process: community-based staff and commu-
nity residents’ assessment of survey instrument’s efficacy at the
community level.

Community stakeholders prioritizing issues to be addressed and
desired outcomes “defining success metrics” from the bottom up.

University students interning with community-based organiza-
tions: “learning ambassadors” and “student change agents.”

Linking community stakeholder feedback to next round of survey
design, survey administration, and field observations/rapid ap-
praisal methods.

Site visits to coalition members for Q & A, for “learning and
listening” sessions; re-visiting change of priorities after midyear
debriefings; and data analysis/findings shared and discussed by all
stakeholders (community data forums held at each regional site).

Learning, sharing information, and new program development,
community-based organizations acting as mentors and “elders” to
newer members of FABN.

Incorporation of new knowledge for next round of data collection
and research process.

Community-based organizations use data findings in grant
proposals, marketing, and fundraising, as well as rollout of new
service delivery channels and outreach programs.
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Appendix B

For all 4 years, respondents in both Spanish and English revealed a striking
degree of asset building and economic mobility aspirations in responding
to the following “fill in the blank” questions in their own words. A list of
responses follows:

L. Question: Have you ever used your tax refund for (Fill in the Blank)
. Auto insurance (included in following year’s survey, TY 2005)
. Savings (included in following year’s survey, TY 2006)

. To pay off pay day loan (included in following year’s survey, TY
2007)

. To purchase cell phone/cell phone plan (included in following
year’s survey, TY 2008)

Other items that were specifically indicated/written in as tax refund
expenditures:

. To purchase land/lots

. To pay for my brother’s/sister’s/niece’s/nephew’s/grandchildren’s
school tuition and/or books

. To pay for a baptism/confirmation/quincerniera (coming of age
celebration)/wedding

. Dentist/eye glasses

. Bankruptcy

. Funeral

. Home construction/home improvement

. Tools/work clothes

. Moving expenses/security deposit for an apartment

. Car repairs

. To pay back borrowed money from family/friends

. Child support

. Purchase of used items for resell at pulga (swap meets)

. Help family members with their bills (mom/dad/sister/brother/
son/daughter)
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II.

Question: What would you like to know more about?
(Fill in the Blank)
Home ownership responsibilities (a separate questions on home

ownership status was included in the following year’s survey, TY
2005)

Financial aid/student loans and grants for university, community
college, and vocation school (included in following year’s survey,
TY 2006)

Retirement accounts and planning (included in following year’s
survey, TY 2007)

Credit repair (included in following year’s survey, TY 2008)

Insurance products (home, car, medical, and funeral) (included in
following year’s survey, TY 2008)

Job and employment opportunities (included in following year’s
survey, TY 2008)

Other items that were specifically indicated as items of interest:

GED
Investing/certificates of deposit/mutual funds

Legal help with student loan repayment and back pay for child
support

Home repair

Help with taking care of elderly parents and disabled family
members

Understanding tax credits/tax credits for education expenses (stu-
dent loans)

How to get out of debt
How to save more/how to save for school expenses
Land/lot purchases
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Endnotes

1

2

The term “frontera” is the Spanish word for border.

The term “colonia” is the Spanish word for neighborhood or community.
However, the term colonia conveys a unique meaning along the U.S.-
Mexico border. Colonias are areas of nonincorporated townships that
may lack basic water and sewage systems, paved roads, safe and sanitary
housing conditions, phone service, and school and public health facilities
(Federal Reserve Bank of Dallas, 2001). Similar unincorporated towns
appear in the Appalachian region.

For a deeper understanding of colonia cultural life and socioeconomic
characteristics, see Vélez-Ibafiez, C. (2004). “Regions of Refuge in the
United States: Issues, Problems and Concerns for the Future of Mexican-
Americans in the United States,” Human Organization, Volume 63, Number
1, pp. 1-20 and Esparza, A. and A. Donelson (2008), Colonias in Arizona
and New Mexico: Border Poverty and Community Development Solutions,
(University of Arizona Press) Tucson, AZ.

Yankelovich (2001) and Rambaldi et al. (2006) provide evidence that all
productive collaboration begins with the reflective and sharing aspects of
dialogue and conversation among participating community stakeholders.
Additionally, listening and learning capacities have been neglected in
program evaluation aspects of community development, as well as in the
policy-oriented creation and identification of community development,
success metrics, and indicators.

See Appendix A for a full description of the dynamic feedback process all
FABN members engage in through the action research cycle.

In high density immigrant or immigrant-memory communities (as known

as ethnic or cultural legacy communities), informal neighborhood savings
circles take on a variety of names. In Latino communities, they are known as
“cestas, rondas,” or “sans.”

o« 1l EEaNT

‘tandas,” “cundinas,

The regional SPEC offices were instrumental in providing support services
that allowed individual community-based organizations to reach larger
constituents and serve more community residents often left behind and
considered by mainstream government agencies extremely difficult to serve.

The response rates are calculated against the overall e-filing and paper filing
counts at each site. This allows for a quality control approach to the FABN
Financial Behaviors Survey count. For example, if one individual site had a
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total e-filing season of 450 filers and a FABN paper survey response of 300,
the calculated survey response rate for that particular site is 66.6 percent.

Many of the community-based organizations held grievances toward
university researchers and external evaluators for being invasive and bringing
“outside” surveys into communities as opposed to working with community-
based organizations in designing surveys that would capture the types of
information that would be useful for community-based organizations to
employ in creating new programs and for providing improved services to
residents based on resident responses/voices as captured in the surveys. In
working with community-based organizations, I believe that social science
research has focused on a deficit-oriented lens and in so doing, has created

a resistance among community advocates, especially in hard-to-reach
communities. Knowing about community resiliencies and hidden assets is
of equal importance in bringing education and awareness campaigns into
isolated and left-behind communities.

The survey for Tax Year 2004 did not include a question on homeowner-
ship status

Individual Development Accounts (IDAs) are programs that encourage low-
income families and individuals to save. The community-based organization
offering the IDA program to community residents partners with a financial
institution to create savings account for the IDA participant. A one-to-

one match is generally applied: For every dollar the participant saves, a
corresponding dollar is deposited in the IDA until a particular savings goal
is reached, usually within an 18-month period. The total amount is then
used for a down payment on a home, to open a small business, or to enroll in
postsecondary education (a community college or university program).

American Community Survey, Starr County, Texas, $11,248 (3-year estimate,
2005-2007), B992519. IMPUTATION OF VALUE-Universe: OWNER-
OCCUPIED HOUSING UNITS.
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Getting to Know U.S. Taxpayers:
Selected Tax Data by Occupation and
Industry, Tax Year 2005

Terry Nuriddin, Mary Jezek, and Mario Fernandez,
Internal Revenue Service

for demographically profiled statistical data by providing indus-
try codes and occupation codes for taxpayers in the Statistics of
Income (SOI) Division individual income tax sample data files.

IRS’s history of publishing taxpayer occupation data began with its
first publication on statistics for Calendar Year 1916. The statistics pub-
lished for “Personal Returns” included income distributions by occupation
(1918 Statistics of Income, p. 7). A little more than 50 years later, the IRS
began conducting independent and joint studies to determine the reliability
of tax return occupation data.! By late 1979, the IRS had concluded that the
individual tax return could be a dependable resource for occupational data
(Koteen and Grayson, 1979).

In the early 1980s, the SOI Division announced the impending arrival
of tax data by occupation classification (Sailer, Orcutt, and Clark, 1980).
Having realized the potential benefit in obtaining the Form W-2 (Wage and
Tax Statement) wage data for each taxpayer and in “creating a computerized
dictionary of occupation titles,” SOI envisioned the possibility of providing
the research community with an occupational data supplement for the basic
individual program. These data would be derived from a database com-
prised not only of tax return data but also demographic information such as
occupation classification, industry sector, gender, “and possibly ... age and
race” for each taxpayer (Blacksin and Plowden, 1981, p. 586).

SOI pursued creating the database throughout the 1980s, reporting
periodically on its progress and employment-related research projects.>
In the 1990s, SOI created “a more elaborate database™ for Tax Year 1993
(Sailer and Nuriddin, 1999, p. 33). The database’s demographic content was

O ur main objective was to help meet the research community’s need

' These research experiments were conducted during the 1960s and 1970s, and results were reported in the series of
notes for the Linked Administrative Statistical Sample Project sponsored by the Social Security Administration.

2 Suggested readings include:

Crabbe, Patricia; Peter Sailer; and Beth Kilss (1983), “Occupation Data from Tax
Returns: A Progress Report,” Statistics of Income and Related Administrative Record
Research, Internal Revenue Service, pp. 59-64.
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expanded to include an occupation code and industry code for each taxpayer.
SOI ended the century with an offer for the research community to use the
enriched administrative database (Sailer and Nuriddin, 1999).

Data Design

The File—Tax Years 2003, 2004, and 2005

We decided to merge the SOI Taxpayer Industry and Occupation Study
(OCC) files with an abridged version of the corresponding SOI Individual
Sole Proprietorship (INSOLE) files for the most recent tax years available
for both files. The INSOLE file is a stratified probability sample of indi-
vidual income tax returns. Sampling information for these tax years can be
found in the respective IRS Publication 1304.3

The industry codes in the OCC files are assigned using the Employer
Identification Number (EIN), or the employer’s name from the Form W-2.*
(See Figure 1.) Over time, improved technologies have enabled SOI to
implement extensive validation procedures. SOI can now generate industry
codes by matching the EIN or business name to an Industry Coding Dic-
tionary (ICD). SOI has developed several ICDs by compiling valid sets of
an EIN or business name and the associated industry code. The ICDs use
industry data from previously industry-coded OCC files, partnership files
(based on Form 1065), and charitable organization files (based on Form
990). After applying an industry code to the OCC file, SOI validates it using
a current NAICS Codes listing.

Crabbe, Patricia; Peter Sailer; and Beth Kilss (1984), “Taxpayer Data Used to Study
Wage Patterns by Sex and Occupation, 1969, 1974, and 1979,” Statistics of Income and
Related Administrative Record Research, Internal Revenue Service, pp. 43-48.

Clark, Bobby; Dodie Riley; and Peter Sailer (1989), “1979 Occupation Study/1979-1983
Mortality Study,” Statistics of Income and Related Administrative Record Research:
1988-1989, Internal Revenue Service, pp. 181-187.

Sailer, Peter; Barry Windheim; and Mario Fernandez (1990), “Some Results from the
1979-1983 Occupational Mortality Study,” Proceedings of the Section on Survey Re-
search Methods, American Statistical Association Proceedings, pp. 63—68.

See Statistics of Income: Individual Income Tax Returns 2003, Department of the Treasury, Internal Revenue
Service; Statistics of Income: Individual Income Tax Returns 2004, Department of the Treasury, Internal
Revenue Service; and Statistics of Income: Individual Income Tax Returns 2005, Department of the Treasury,
Internal Revenue Service.

Overall, the basic processing for the OCC files in this project is similar to the process described for Tax Year
1993 in the 1999 paper by Sailer and Nuriddin. For Tax Year 1993, industry codes were based on the 4-digit
1987 Standard Industrial Classification (SIC) Codes. These SIC Codes were converted to 1997 6-digit North
American Industry Classification System (NAICS) Codes. The 1997 NAICS Codes were subsequently up-
dated to 2002 NAICS Codes. The industry data in this paper are based on the 2002 NAICS Codes.
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Once the industry coding is completed, the Standard Occupation
Classification (SOC) Codes are generated.’ In the OCC file, the occupation
codes are based on taxpayers’ occupation entries as reported on the Form
1040. (See Figure 2.) For all Form 1040 returns sampled, the first 20 char-
acters of the occupational title as reported in the “Your occupation” box are
extracted from the tax return. This information denotes the occupation of the
primary taxpayer. For those returns filed jointly by a taxpayer and his or her
spouse, the first 20 characters of the occupational title entry in the “Spouse’s
occupation” box are also extracted. This entry denotes the occupation of the
secondary taxpayer.

To assign an occupation code, these taxpayer occupation titles are then
matched to those title entries already in the Master Occupation-Coding Dic-
tionary (MOD).% Occupation titles not matching to the MOD are researched

Figure 1: Resource Document for NAICS Code
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> SOI also uses an “other occupation” category to classify nonworking taxpayers (such as “STAY AT HOME
DAD?); working taxpayers whose jobs cannot be determined from the text provided (such as “W-2 EM-
PLOYEE”); and INVESTORS, a category not included in traditional employment tabulations.

The MOD is a repository comprising taxpayer occupational entries edited from tax returns and assigned
occupation codes during previous processing years. For tax years in this research project, the MOD contains
the 2000 Standard Occupation Classification (SOC) Codes and the SOI codes assigned to denote investors,
unclassified persons, non-labor force groups, and deceased persons. It also contains the 2002 North American
Industry Classification System (NAICS) Codes and the SOI code assigned to an unclassifiable entity.
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Figure 2: Resource Document for SOC Code
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and then subsequently assigned an occupation code. (See Sailer and
Nuriddin, 1999, for more details.) After generating occupation codes, SOI
validates the file using a current SOC Codes listing.

To test the quality of the OCC file once occupation and industry classifica-
tions have been assigned to each taxpayer in the sample, SOI compares the IRS
employment data estimates to those produced by the Bureau of Labor Statistics
(BLS).” Using these practical standards for comparisons, SOI has found the IRS
employment data to be reasonable (Sailer and Nuriddin, 1999).

The Methodology

The new datasets comprise fixed-length records containing 35 selected vari-
ables from the INSOLE file, 14 variables from the OCC file, and 6 generated
indicator fields that represent data quality checks for the merge procedures.
We also overlap selected INSOLE and OCC variables to measure data qual-
ity. About 60 percent of returns in each dataset comprise nonjoint returns,
representing primary taxpayers.® On joint returns, the taxpayers decide
which spouse will file as primary or secondary.’

7 For Tax Year 2005, the BLS occupation data (SOC Code) reference would be the online Statistical Abstract
Table No. 602. Employed Civilians by Occupation, Sex, Race, and Hispanic Origin: 2005 at http://www.
census.gov/prod/2006pubs/07statab/labor.pdf. The BLS industry data (NAICS Code) reference would be the
BLS employment estimates derived from the Current Employment Statistics survey data available for creating
customized at http:/data.bls.gov/cgi-bin/dsrv.

8 Non-joint returns include taxpayers who file as single, married filing separately, head of household or surviving
widow(er). Joint returns represent married taxpayers filing jointly.

?  The decision to file as the primary or secondary taxpayer on Form 1040, has not always been left to taxpayers
filing joint returns. The space for the secondary taxpayer occupation was introduced on the 1954 individual tax
return to be used by either the wife or husband of the taxpayer. The following year it was designated for wives
and remained so until 1967 when the term was changed to “spouse.” Except for reverting back to “wife” in
1972, the secondary space has been designated for the spouse since that time.
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Additionally, because the OCC file contains data from Form W-2 in-
formation documents, which are reported on an individual basis, we are able
to compare the primary taxpayer and the secondary taxpayer wage data to
the tax return wage data obtained from the salaries and wages line on Form
1040. Using the gender code on the OCC file, we can evaluate wage data for
males and females categorized as primary or secondary taxpayers.

This article focuses on the dataset for Tax Year 2005. Tax return items
shown in the tables are classified by the occupation classification and indus-
try sector of the primary taxpayer. This is true for both non-joint and joint
returns.

Using the gender code and the wage data from Form W-2, we have
found that the gender composition of these employees appears to have been
split at about 49 percent female and 51 percent male for Tax Year 2005. In-
terestingly, the W-2 wage data for males show that they earned 63 percent of
total wages reported during this time. We have also been able to observe the
predominately female and male occupation classifications and the predomi-
nately female and male industry sectors as shown in Figure 3 and Figure 4.

Figure 3: Form W-2 Data for Predominately Female and Male Occupations,
Tax Year 2005

Percent Percent Average

Women Men Salary
Predominately Female Occurpations
Healthcare Support 91 9 19,222
Personal Care and Service 81 19 16,382
Healthcare Practitioners and Technical 76 24 59,522
Education, Training, and Library 75 25 35,174
Business and Financial Operations 64 36 49,887
Predominately Male Occupations
Construction and Extraction 3 97 34,609
Installation, Maintenance, and Repair 8 92 35,619
Architectureand Engineering 12 88 71,576
Military 18 82 28,390
Protective Service 22 78 42,341

(All figures are estimates based on samples.)
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Figure 4: Form W-2 Data for Predominately Female and Male Industries,
Tax Year 2005

Percent Percent Average
Women Men Salary
Predominately Female Industries
Education and Health Services 76 24 34,876
Financial Activities 56 44 54,438
Leisure and Hospitality 55 45 20,638
Predominantely Male Industries
Construction 14 86 36,901
Natural Resources and Mining 24 76 36,651
Military 25 75 35,281

(All figures are estimates based on samples.)

Summary

Our main objective for this paper was to report on a new SOI dataset, which
merges the SOI taxpayer industry and occupation file with an abbreviated
version of the SOI individual sample file. In the course of doing this, we
encountered several challenges and opportunities. Through our file analyses,
we identified and corrected minor data anomalies.

The tabulations presented in this paper are designed to provide prelimi-
nary results of tax return data within the framework of occupation and in-
dustry categories of primary taxpayers. The tables provided show all returns
filed by occupation classification or industry sector of the primary taxpayer.
The non-joint return detail for these presentations is also provided.

These introductions should provide an interesting first look at tax filers
in Tax Year 2005.

During our research efforts, we have discovered new data relationships
to explore, and we plan to continue our analyses of the datasets. This new
framework for examining tax return data by using the taxpayer occupation
and industry categories should be helpful to the research community.
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Table 3: Tax Year 2005 All Returns: Number of Returns Using A Paid

Preparer, by Occupation Classification of Primary Taxpayer *
(All figures are estimates based on samples.)

Number Returns Paid Preparer
Standard Occupation Classification (SOC) Code 2 of Using A Usage
Returns Paid Preparer Percentage
(1 (2) (3)

All returns, total 134,372,677 80,032,525 60%
Management, Business, and Finance Occupations 16,553,331 9,317,233 56%
Professional Specialty Occupations 12,594,527 6,427,420 51%
Education, Training, and Library Occupations 3,958,229 1,957,285 49%
Arts, Entertainment, Sports, and Media 2,861,600 1,619,639 57%
Service Occupations 10,760,295 6,305,227 59%
Sales and Office 20,017,828 11,277,042 56%
Natural Resources, Construction, and Maintenance 11,491,686 7,792,594 68%
Production, Transportation, and Material Moving 16,190,698 10,414,755 64%
Military Specific Occupations 1,479,680 590,819 40%
Investors 183,741 154,891 84%
Unclassified Occupations 11,778,406 8,381,871 1%
Nonlabor Force 26,338,192 15,662,003 59%
Deceased 164,464 131,746 80%
Nonjoint return, total 81,866,948 46,288,116 57%
Management, Business, and Finance Occupations 8,194,860 4,248,520 52%
Professional Specialty Occupations 6,491,947 3,220,312 50%
Education, Training, and Library Occupations 2,588,975 1,285,112 50%
Arts, Entertainment, Sports, and Media 1,700,067 899,819 53%
Service Occupations 8,259,822 4,614,980 56%
Sales and Office 13,711,778 7,108,303 52%
Natural Resources, Construction, and Maintenance 5,475,264 3,456,970 63%
Production, Transportation, and Material Moving 9,329,327 5,689,987 61%
Military Specific Occupations 786,733 308,642 39%
Investors 106,134 88,631 84%
Unclassified Occupations 8,034,075 5,424,403 68%
Nonlabor Force 17,090,579 9,865,616 58%
Deceased 97,387 76,821 79%
Joint return, total 52,505,729 33,744,409 64%
Management, Business, and Finance Occupations 8,358,471 5,068,713 61%
Professional Specialty Occupations 6,102,580 3,207,108 53%
Education, Training, and Library Occupations 1,369,254 672,173 49%
Arts, Entertainment, Sports, and Media 1,161,533 719,820 62%
Service Occupations 2,500,473 1,690,247 68%
Sales and Office 6,306,050 4,168,739 66%
Natural Resources, Construction, and Maintenance 6,016,422 4,335,624 72%
Production, Transportation, and Material Moving 6,861,371 4,724,768 69%
Military Specific Occupations 692,947 282,177 41%
Investors 77,607 66,260 85%
Unclassified Occupations 3,744,331 2,957,468 79%
Nonlabor Force 9,247,613 5,796,387 63%
Deceased 67,077 54,925 82%

Footnotes at end of table.
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Table 3: Tax Year 2005 All Returns: Number of Returns Using A Paid
Preparer, by Occupation Classification of Primary Taxpayer *

(All figures are estimates based on samples.)

Footnotes

[1] For joint returns, the occupation classification is based on the primary taxpayer. For example, if the
primary taxpayer lists his or her occupation as retired (coded as Non-labor Force) and the spouse is not,
the return will be classified as as Non-Labor Force.

[2] Standard Occupation Classification (SOC) Codes at the major level (two-digit level ) in high level
aggregation: Management, Business, and Finance Occupations (11 and 13); Professional Specialty
Occupations (15, 17, 19, 21, 23, 29) and Education, Training, and Library Occupations (25) and Arts,
Entertainment, Sports, and Media (27); Service Occupations (31, 33, 35, 37, and 39); Sales and Office
(41, 43); Natural Resources, Construction, and Maintenance (45, 47, 49); Production, Transportation,
and Material Moving (51, 53); and Military Specific Occupations (55); and Investors (92 - SOI only). SOI
unclassified occupations include government and private employees whose jobs cannot be determined
(97); self-employed persons whose jobs cannot be determined (8850); and Form 1040 occupation lines
which are left empty (8895) or filled in with indiscernible data (88). SOI nonlabor force codes include retired
and disabled persons (93); unemployed persons (9350); volunteers (9390); house spouses and home-
makers (94); and students (95). SOI code 96 represents deceased taxpayers.

NOTE: Detail may not add to totals because of rounding.

Source: SOI Individual Income Tax Returns, Tax Year 2005.
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Table 4: Tax Year 2005 Form 1040 Tax Forms for Total Returns Using A
Paid Preparer, by Industry Classification of Primary Taxpayer *

(All figures are estimates based on samples.)

Total Returns Using A Paid Preparer
NAICS Description ?
Total Returns Form 1040 Form 1040A Form 1040EZ
(1) (2) (3) 4)

All returns, total 80,032,528 53,835,493 18,380,434 7,816,601
Natural Resources and Mining 1,152,779 744,280 301,646 106,853
Construction 5,729,053 4,292,521 942,379 494,154
Manufacturing 7,632,207 4,905,280 1,955,155 771,772
Trade, Transportation, and Ultilities 11,983,573 7,591,224 2,725,272 1,667,077
Information 1,311,506 1,016,701 217,929 76,875
Financial Activities 4,196,841 3,154,159 756,857 285,824
Professional and Business Services 9,935,025 6,557,568 2,292,035 1,085,423
Education and Health Services 7,947,600 5,053,602 2,216,661 677,337
Leisure and Hospitality 4,828,756 2,407,699 1,361,721 1,059,336
Other Services 3,656,189 2,604,144 704,572 347,473
Government 3,977,727 2,830,881 860,731 286,115
Military 949,226 455,372 291,861 201,993
Unclassified - SOl only 16,732,046 12,222,062 3,753,615 756,369

Nonjoint return, total 46,288,116 25,865,304 13,208,354 7,214,457
Natural Resources and Mining 517,438 268,118 154,432 94,887
Construction 2,584,205 1,679,939 552,066 452,200
Manufacturing 3,581,536 1,729,278 1,211,305 640,953
Trade, Transportation, and Ultilities 6,976,791 3,394,658 2,026,909 1,555,224
Information 763,263 520,979 175,382 66,901
Financial Activities 2,360,763 1,499,881 596,018 264,864
Professional and Business Services 6,039,943 3,213,678 1,801,749 1,024,516
Education and Health Services 5,745,918 3,138,619 1,967,941 639,358
Leisure and Hospitality 3,658,916 1,466,244 1,165,280 1,027,392
Other Services 2,245,545 1,364,024 550,025 331,497
Government 2,177,063 1,304,723 612,163 260,177
Military 491,009 171,219 142,416 177,374
Unclassified - SOl only 9,145,726 6,213,944 2,252,668 679,114

Joint return, total 33,744,412 27,970,189 5,172,080 602,144
Natural Resources and Mining 635,341 476,162 147,214 11,966
Construction 3,144,848 2,712,582 390,313 41,954
Manufacturing 4,050,671 3,176,002 743,850 130,819
Trade, Transportation, and Ultilities 5,006,782 4,196,566 698,363 111,853
Information 548,243 495,722 42,547 9,974
Financial Activities 1,836,078 1,654,278 160,839 20,960
Professional and Business Services 3,895,082 3,343,890 490,286 60,907
Education and Health Services 2,201,682 1,914,983 248,720 37,979
Leisure and Hospitality 1,169,840 941,455 196,441 31,944
Other Services 1,410,644 1,240,120 154,547 15,976
Government 1,800,664 1,626,158 248,568 25,938
Military 458,217 284,153 149,445 24,619
Unclassified - SOl only 7,586,320 6,008,118 1,500,947 77,255

Footnotes at end of table.
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Table 4: Tax Year 2005 Form 1040 Tax Forms for Total Returns Using A

Paid Preparer, by Industry Classification of Primary Taxpayer *
(All figures are estimates based on samples.)

Footnotes

[1] For joint returns, the industry sector is based on the primary taxpayer. For example, if the primary
taxpayer's industry sector is Government and the spouse is not, the the return will be classified as
Government.

[2] North American Industry Classification System (NAICS) Code at the industry sector level (two-digit
level): Natural Resources and Mining (11 and 21); Construction (23); Manufacturing (31, 32, and 33);
Trade (42, 44, and 45), Transportation (48 and 49 except U.S.Post Office 491), and Utilities (22);
Information (51); Financial Activities (52 except Federal Reserve Banks 521) and Real Estate (53);
Professional and Business Services (54, 55, and 56); Education (61-private) and (923110-public) and
Health Services (62); Leisure (71) and Hospitality (72); Other Services (81); Government (92 except
92310 and including 491 and 521); Military (928); and Unclassified - SOI only (999999).

NOTE: Detail may not add to totals because of rounding.

Source: SOl Individual Income Tax Returns, Tax Year 2005.
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The Income-Wealth Paradox:
Connections Between Realized
Income and Wealth Among America’s
Aging Top Wealth-Holders

Barry Johnson, Internal Revenue Service,
Kevin Moore, Board of Governors of the Federal Reserve System;
and Lisa Schreiber, Internal Revenue Service

eaningful measures of individual economic well-being are es-
M sential for the equitable administration of Government social and

economic policies. Realized income, which includes both wage
and property income, is a frequently cited measure of both economic well-
being and inequality, chiefly because wage income, the largest component
for most households, is relatively easy to observe and measure (Steuerle,
1985). Some researchers, however, have argued that the “stock dimen-
sion” of asset ownership provides economic advantages, such as economic
security, political privilege, and power that should also be considered
in any study of well-being (Wolfe and Zacharias, 2006). Policymakers,
the media, and the general public often incorrectly conflate income and
wealth, using them interchangeably when trying to make inferences about
the well-being of various segments of the population. This is particularly
problematic because these two are not as closely correlated as is generally
assumed, particularly among the very wealthy.

For the very wealthy, the discordant relationship between income and
wealth is the result of the dynamic nature of the income reported by this
segment of the population. Two studies using panel data from U.S. Federal
income tax returns have shown that the composition of the group of indi-
viduals whose incomes place them near the top of the income distribution
changes dramatically over time (Frenze, 1992; U.S. Treasury, 2007). The
U.S. Treasury Department study found, for example, that fewer than half of
those in the top 1 percent of the income distribution in 1996 were still in the
top 1 percent in 2005. This volatility increased at the very top of the dis-
tribution, so that only about 25 percent of the individuals in the top 1/100™"
percent in 1996 remained in the top 1/100™ percent in 2005. The Treasury
report concluded that the income of many of the highest-income taxpayers is
transitory and generally declines over time (U.S. Treasury, 2007).
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The transitory composition of income quintiles over time can be
partially attributed to decreases in wage income for individuals above
retirement age. Also, for wealthier individuals, return on capital becomes
an increasingly important source of income. For the very wealthy, how-
ever, income from capital can be particularly susceptible to manipulation to
minimize tax liability. For example, it has been shown that rates of return on
investments decline as wealth increases among the very wealthy (Steuerle,
1985; Wahl and Johnson, 2004). If this is the case, then, for these very
wealthy individuals, measures of well-being that focus solely on realized
income will understate their true economic status.

This paper is intended to add to the understanding of the ways in which
income from various sources changes with age for the very wealthy. It makes
use of a special longitudinal panel of U.S. income tax data linked to wealth
data reported on U.S. estate tax returns filed for wealthy decedents. The rela-
tively high estate tax filing threshold places these individuals at the top of the
U.S. wealth distribution. Combined income and wealth data in the Statistics
of Income Family Panel Decedent Dataset (FPDD) allow investigation of
changes in the composition of realized income over time and also provide
insights into asset management strategies employed by this elite group. In ad-
dition, this paper investigates the relationship between income and end-of-life
wealth through the use of the portfolio data reported on the estate tax returns.
Due to the limitations of the tax data, it incorporates data from the U.S. Survey
of Consumer Finances to estimate these panel members’ place in the overall
U.S. distributions of income and wealth.

Tax Return Data

The Statistics of Income Division (SOI) of the United States Internal
Revenue Service collects statistical data from most major Federal tax and
information returns. These data are used by both the U.S. Congress and the
Executive Branch of the Government to evaluate and develop tax and eco-
nomic policy. Among these are annual studies of the United States Estate
(and Generation—Skipping Transfer) Tax Return (Form 706) and the U.S.
Individual Income Tax Return (Form 1040).

A Federal Estate Tax Return, Form 706, must be filed for every U.S.
decedent whose gross estate, valued on the date of death, combined with cer-
tain lifetime gifts made by the decedent, equals or exceeds the filing threshold
applicable for the decedent’s year of death.! The return must be filed within

! The estate tax filing thresholds for 1994-2003 are listed in Table 1.
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9 months of a decedent’s death, although a 6-month extension is frequently
granted. All of a decedent’s assets, as well as the decedent’s share of jointly
owned and community property assets, are reported on Form 706. Also
reported are most life insurance proceeds, property over which the decedent
possessed a general power of appointment, and certain transfers made
during life.

Form 1040 is filed by individuals or jointly by couples to report an-
nual income, including wages, interest, dividends, capital gains, and some
types of business income. The Statistics of Income Division of the Internal
Revenue Service conducts annual studies of these filings, extracting detailed
information from a statistical sample of returns as they are filed and pro-
ducing microdata sets and tabulations that are widely used to evaluate and
manage the U.S. tax system and the economy. The SOI stratified sample
design oversamples high-income taxpayers to ensure accurate estimates of
the often unique financial characteristics of this elite group. In 1987, SOI
incorporated a panel component, the Family Panel, into its annual cross-sec-
tional samples in order to include all members of a tax family (primary and
secondary filers and their dependents) in a panel that represented the cohort
of tax families filing returns in 1988 for Tax Year 1987 (Schirm and Czajka,
1991). For the initial year, the Family Panel included 89,755 returns, not
counting returns filed by dependents.

The Tax Family Concept

The unit of observation for the SOI 1987 Family Panel was defined as a tax
family, which included an income taxpayer, spouse, and all dependents (not
limited to children) claimed by either. Thus, a tax family could represent
single income tax filers, as well as joint filers and their dependents.> An
interesting complication of the tax family concept is the treatment of married
couples who, for various reasons, elected to file income taxes separately.
For the purposes of the followup in the later years of the panel, only a part-
ner whose separately filed return was selected into the 1987 panel sample
was permanently included in the panel; the only way for both spouses of

a married couple filing separately in 1988 to have been permanently in-
cluded in the Family Panel was for returns filed by each spouse to have been

2 Dependents did not need to live in the same household as the parent to be included in the tax family. However,
information on dependents whose incomes fell below the filing threshold was generally not available unless
reported on the parent’s return. Coresident family members who were not claimed as dependents were not
included in the tax family. No dependents are included in the analysis presented in this paper.
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independently selected. Thus, the tax family differs significantly from the
more common “household” measure used by many national surveys (Czajka
and Schirm, 1993).

Assets are valued on the day of the decedent’s death, although an
estate is also allowed to value assets on a date up to 6 months after a
decedent’s death if market values decline. Special valuation rules and a
tax deferral plan are available to an estate that is primarily composed of a
family-owned small business or farm. Expenses and losses incurred in the
administration of the estate, funeral costs, the decedent’s debts, bequests
to a surviving spouse, and bequests to qualified charities are all allowed as
deductions against the estate for the purpose of calculating the tax liability.

Survey of Consumer Finances

The Survey of Consumer Finances (SCF) is a survey of household bal-
ance sheets conducted by the Board of Governors of the Federal Reserve
System in cooperation with the SOI division of the IRS. Besides collect-
ing information on assets and liabilities, the SCF collects information on
household demographics, income, relationships with financial institutions,
attitudes toward risk and credit, current and past employment, and pen-
sions (Bucks; Kennickell; Mach; and Moore, 2009).

The SCF uses a dual frame sample design to provide adequate repre-
sentation of the financial behavior of all households in the United States.
One part of the sample is a standard multistage national area probability
sample (Tourangeau et al., 1993), while the list sample uses the SOI indi-
vidual income tax data file to oversample wealthy households (Kennickell,
2001). Wealth data from the SCF are widely regarded as the most com-
prehensive household-level data available for the United States. Sample
weights constructed for the SCF allow aggregation of estimates to the U.S.
household population level in a given survey year (Kennickell and
Woodburn, 1999; Kennickell, 1999).

The Data

Starting in 1994, the sample for SOI’s annual estate tax studies included
any Form 706 filed for a deceased 1987 Family Panel member. The Fam-
ily Panel Decedent Dataset (FPDD) was begun in 1994 as a combination of
these estate tax returns and their corresponding individual income tax return
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data. Between 1994 and 2003, there were 5,557 estate tax returns identified
as having been filed for 1987 Family Panel members who died.’

The FPDD includes income data spanning 1987 to 2003 and estate
tax data ranging from 1994 to 2003.* A total of 72,373 income tax returns
were available for the members of FPDD. Table 1 presents the distribution
of decedents by year of death, along with the applicable estate tax filing
threshold. The rightmost column shows only those 5,162 decedents whose
gross estates at the time of death were at least $1 million in constant 2003
dollars and for whom a Form 1040 was filed in the last year prior to death.

For 98.2 percent of decedents captured in the FPDD, income tax data
were available for each tax year between 1987 and the last full year prior

Table 1. Filing Threshold and Number of Decedents,
by Year of Death

Number of
Filing threshold | decedents with
Year of Death Number of in nominal assets of $1M or
decedents .
dollars more in constant
2003 dollars
1994 417 600,000 385
1995 480 600,000 440
1996 521 600,000 478
1997 574 600,000 520
1998 538 625,000 487
1999 635 650,000 586
2000 609 675,000 559
2001 667 675,000 605
2002 636 1,000,000 630
2003 480 1,000,000 472
Total 5,557 N/A 5,162

3 An additional 755 Estate tax returns were filed for decedents who died prior to 1994, the date that SOI began
collecting these data for panel members, so that these decedents are excluded from this analysis. Estate returns
of visitors to the panel (individuals who were married to existing panel members for periods after 1987) were not
included in the final dataset since income data were only available for those years that they were associated with
an original panel member. Estate returns of dependents were also excluded.

IS

Up until 1996, individual income tax data were collected and edited by SOI. Starting in 1996, a reduced set of
data collected by IRS for administrative purposes was available. These data were not subject to the edit review
that is routinely part of SOI data collection and may be subject to additional nonsampling error and subtle differ-
ences in data definitions (see Johnson and Schreiber, 2006).
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to death. For an additional 1.3 percent of all decedents, only one return
was missing from this time series, leaving only a handful of decedents for
whom more than one return was missing from the panel.’

The design of the FPDD poses several analytical challenges. Longitu-
dinality introduces problems with the tax family concept because, over time,
a filing unit may change composition, and this change is usually accom-
panied by changes in filing status (Czajka and Schirm, 1993). In addition,
the selection criteria for inclusion in the FPDD changed during the sample
period due to changes in the estate tax filing threshold. Another important
consideration is that an estate tax return includes only a decedent’s share of
a married couple’s assets, while income tax returns for married couples who
file jointly report income attributable to both partners. Finally, with a few
exceptions, such as tax-exempt interest income, only income subject to taxa-
tion is reported on a tax return, and that reported income may be subject to
both accidental and intentional misreporting by the taxpayer.

Although the income tax filing status reported for members of the
FPDD was much more stable over time than that of the general popula-
tion, changes are inevitable. In particular, married persons may divorce,
single persons may marry, couples who customarily file jointly may elect
to file separately or vice versa, or one or both spouses of a married couple
may die. The longer the time series, the greater the possibility for one of
these events to occur. Table 2 shows panel members for whom a tax return
was filed in the last year prior to death and compares each panel mem-
ber’s filing status in the year prior to death with that reported for earlier

Table 2. Filing Status Stability of Panel Members for Whom

a Form 1040 was Filed 1 Year Prior to Death
Includes only those panel members who died between 1994 and 2003 with gross assets
valued at $1 million or more in constant 2003 dollars

. Number of years prior to death
Filing Number filing status unchanged
Status
3 5 7 9
Single 1,688 1,421 1,230 1,062 766
Joint 3,474 3,399 3,343 3,305 2,693
Total 5,162 4,820 4,573 4,367 3,459

5 Missing returns can occur either because a taxpayer was not required to file in a given year, or because of
an error in reporting a taxpayer’s Social Security number (SSN)—a unique personal identifier used for tax
administration. The latter occurred mainly in the case of secondary SSNs in the 1987 panel. After the period
covered by this study, the IRS implemented processing improvements that greatly reduced the chances of SSN
errors in the data.
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tax periods. Filers are grouped into two broad categories, single filers

and joint filers.® Using this classification, filing status was constant for 67
percent of all panel members over the 9 years preceding death. Individu-
als who were single filers at death were much more likely to have changed
filing status in the years preceding death than those who were joint filers.
Only 45 percent of all individuals who were single filers in the year prior
to death had been single over at least the 9 years examined. This result is
influenced by couples for whom one spouse died and those who divorced
or separated during the period. Of individuals who were joint filers at
death, 78 percent had been married for at least the previous 9 years. Filing
status was significantly more static over the 7 years preceding death for
both groups, with no change for 85 percent of all filers, 63 percent of sin-
gle filers, and 95 percent of joint filers. This paper focuses on filers with
constant filing status for the 7 years prior to death and at least $1 million
(in constant 2003 dollars) in gross wealth as reported in estate tax filings.

Income Components

The filers in the sample used in this analysis are a very selective slice of

all taxpayers in any given year. Many members of the sample have a high
level of total income, but, owing to the nature of the sample selection, it is
difficult to gauge where these filers fall in the overall distribution of income.
One possibility is to compare weighted mean total income by year in the
FPDD to the distribution of a comparable total income measure constructed
from SCF data.” The comparison reveals that weighted mean total income
by year from the FPDD is above the 95" percentile of the SCF income distri-
bution in each year in which the two data sources overlap (Tax Years 1988,
1991, 1994, 1997, 2000, and 2003).*

Figure 1 provides some basic information on the fraction of filers with
different types of income, by the number years prior to death. The most
striking point to note from this Figure, but hardly surprising, is the extremely
high incidence of income derived from various assets, regardless of filing
status or the number of years prior to death. Over 96 percent of both types
of filers have taxable interest and dividend income, and about one-half have

© The category “single” includes individual income tax return filers who were unmarried, widowed, or married but
filing separately.

7 All estimates are weighted using weights that reflect the original family panel selection probabilities of the
primary and, if present, secondary filer. All dollar values are reported in constant 2003 dollars.

8 In comparable years, weighted median total income in the FPDD falls between the 70" and 90® percentiles of the
SCF income distribution.
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Figure 1. Percentage of Filers with Various Types of Income
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tax-exempt interest income. For single filers, about 65 percent have net
capital gains or losses. Over 70 percent of joint filers report this type of
income. About 35 percent of single filers and 65 percent of joint filers also
receive income from noncorporate businesses. Given that the average age
at death in the sample is 77, it is not surprising that taxable Social Security,
pension, and annuity income is common among both groups of filers, while
wage income is the least common type of income received.

Figures 2a—c present the (unconditional) mean values of various
types of income by filing status, years prior to death, and end of life wealth
category.’ The most striking feature of the Figures is the difference in mean
total income across wealth groups. Depending on filing status and number
of years prior to death, mean total income is 5 to 10 times larger for the $10
and $20 million wealth group (Figure 2b) than for the less than $10 million
wealth group (Figure 2a). Somewhat smaller differences exist between the
middle and the top wealth groups. Mean total income for the $20 million or
more wealth group (Figure 2¢) is only 2 to 6 times larger.'

The Figures also reveal that income derived from taxable interest and
dividends, tax-exempt interest, and capital gains is an important source

° Gross estate valued on the date of a decedent’s death is used as the measure of wealth throughout this analysis.

10 Similar results are found when comparing the median and the 75" and 95" percentile values of total income
across wealth groups.
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Figure 2a. Mean Value of Various Types of Income, Wealth
Less than $10 Million
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Figure 2b. Mean Value of Various Types of Income, Wealth
$10 to $20 Million
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Figure 2c. Mean Value of Various Types of Income,
Wealth $20 Million or More
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of income for all wealth groups. For the middle and top wealth groups,
income from these sources accounts for at least two-thirds of mean total
income, regardless of filing status or years prior to death. Business income
is also a more important source of income for the top two wealth groups
than for the lowest wealth group. Mean wage income and mean taxable
Social Security, pension, and annuity income account for a relatively small
fraction of total mean income. The share is largest for single and joint fil-
ers in the lowest wealth group.

Changes in Income and Wealth at the End of Life

The panel aspect of the FPDD provides an opportunity to examine how

total income and its various components change as filers age and approach
death. Overall, a decline in income from wages and active involvement with
businesses as individuals age, accompanied by a shift from risky investment
income sources to more stable, tax-preferred sources, can be expected. In
addition, life-cycle theories of savings suggest an increase in income from
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capital gains as individuals consume out of savings. Since the data contain
information on estate tax filings, how changes in income prior to death are
related to wealth at the end of life can also be examined.

Figures 3a—d present the percentage change in total income by filing
status and wealth group. The graphs show the distribution of percentage
changes in income over two time periods: between 7 years prior to death
and 1 year prior to death, and between 4 years prior to death and 1 year
prior to death.!!

For single filers, Figures 3a and 3b reveal that about half of filers
experienced a positive change in income over either time period.'? The
distribution of changes is fairly similar for the bottom and top wealth groups
over the 7-year period. However, over the 4-year period, the top two wealth
groups were much more likely to experience an increase in total income of

Figure 3a. Percentage Change in Income Between
7 Years to 1 Year Prior to Death, by Wealth, Single Filers
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11 year prior to death is used because income data for a decedent’s year of death would represent income earned
during less than a full 12-month period in almost all cases.

12 The graphs are truncated at +250 percent to better show patterns in the data. The truncation removes the top 5
percent and bottom 5 percent of the changes.
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Figure 3b. Percentage Change in Income Between
4 Years to 1 Year Prior to Death, by Wealth, Single Filers
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Figure 3c. Percentage Change in Income Between
7 Years to 1 Year Prior to Death, by Wealth, Joint Filers
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Figure 3d. Percentage Change in Income Between
4 Years to 1 Year Prior to Death, by Wealth, Joint Filers
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more than 100 percent. Over both time periods, the distribution of changes
for the middle wealth group exhibits the most variability. This group is the
most likely to have experienced a large negative percentage change.

For joint filers, Figures 3¢ and 3d show a somewhat different pattern,
as the changes in income over the 7-year period are more variable than over
the shorter period. For the top wealth group over the longer period, about
two-thirds of filers experienced a positive percentage change in total income,
compared to about half of filers in the other two wealth groups. Similar to
single filers, the middle wealth group was the most likely to have experi-
enced a large negative percentage change in total income.

Overall, Figures 3a—d show that, for both single and joint filers, there
was a great deal of variability in total income over both periods examined,
and that the majority of the percentage changes ranged between plus and
minus 50 percent, regardless of wealth group. In addition, the distribution
of the percentage changes in total income is not very different in either
time period." Together, the data suggest that, for this population, aging or
proximity to death do not have a consistent effect on income variability.

13 Similar results are found if Figure 3 is constructed using the difference between the average of total income
calculated over 7 years to 4 years prior to death and the average over 3 years to 1 year prior to death.
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The lack of major differences in the distributions of the percentage
change in total income over both periods does not necessarily imply that
individual filers each experienced a sizable change in income over both
periods. However, as shown in Table 3, 58 percent of single filers and 66
percent of joint filers had a change in total income in both periods of greater
than 25 percent in absolute value. This fraction increases with wealth. Table
3 also shows that over a one-third of both types of filers had a change in total
income in both periods of greater than 50 percent in absolute value. For
joint filers in the top wealth group, the fraction was almost two-thirds.

Overall, Figures 3a—d and Table 3 show there is substantial vari-
ability in total income for filers regardless of filing status, wealth group, or
time period. This variability is due to a combination of variability in rates
of return on assets, strategic portfolio decisions, consumption needs, and
general economic conditions. Unfortunately, the data in the FPDD do not
provide an easy method for sorting out which of these factors is driving the
variability, but a closer examination of the changes in the components of
income is possible.

Figures 4a—f present a decomposition of the change in mean total
income into the share attributable to selected income components, for

Table 3. Percentage of Filers with Selected Percentage
Changes in Total Income Over 7 Years to 1 Year Prior
to Death and 4 Years to 1 Year Prior to Death,

By Filing Status and Wealth Class

Percentage change
_ in total income
Marital Status/
Wealth Category Absolute Absolute
value value
>=2504 >=50%
All Wealth Categories 58 36
Less than $10M 58 36
Single
$10M to less than $20M 61 56
$20M or more 69 44
All Wealth Categories 66 42
Less than $10M 66 42
Joint
$10M to less than $20M 66 50
$20M or more 78 63
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Figure 4a. Decomposition of Percentage Change in Total
Income and Components for Selected Years Prior to Death
(PTD): Single Filers with Less than $10M in Total Assets
at Death
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each wealth group, focusing on two time periods, 7 years to 4 years prior
to death and 4 years to 1 year prior to death. Starting with single filers
in the less than $10 million wealth group, Figure 4a shows that mean
total income is relatively stable for single filers in this lowest wealth
group which, after rising in the first period, falls as filers near death. The
primary drivers of the small increase in mean total income over the first
period are capital gains income and taxable Social Security, pension, and
annuity income. The increase in the latter is due to the aging of the filers
over the sample period. Over the second period, the decline in mean
total income is due to a fall in wages, income derived from financial as-
sets, and capital losses. In contrast, mean total income for single filers
in the $10 to $20 million wealth group (Figure 4b) is more variable, with
declines in both periods. A sharp decline in noncorporate business in-
come accounts for almost all the decline over the 7-year to 4-year period.
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Figure 4b. Decomposition of Percentage Change in Total
Income and Components for Selected Years Prior to Death
(PTD): Single Filers with $10M to Less than $20M in Total
Assets at Death
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In the period closer to death, a modest increase in tax-exempt interest
income is more than offset by a decline in other income.

Figure 4c reveals that, unlike the lowest and middle wealth groups, sin-
gle filers in the $20 million or more group experienced a substantial increase
in mean total income over both periods. Over the 7 years to 4 years prior
to death period, the increase was driven by taxable interest and dividends,
capital gains income, noncorporate business income, and other income. In
the period closer to death, the increase in mean total income is primarily due
to a large increase in capital gains income.

Turning to joint filers in the less than $10 million wealth group, Figure
4d presents a pattern similar to the one found for single filers in this wealth
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Figure 4c. Decomposition of Percentage Change in Total
Income and Components for Selected Years Prior to Death
(PTD): Single Filers with $20M or More in Total

Assets at Death
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group. The change in mean total income is relatively small in both periods,
but, for joint filers, there is an increase in mean total income in the period clos-
er to death. Income from capital gains, taxable Social Security, pensions, and
annuities, and noncorporate business account for the majority of this increase.

Joint filers in the $10 to $20 million wealth group (Figure 4¢) have the
largest percentage changes of any of the filing status/wealth groups exam-
ined. Although the changes in mean total income over the 7 years to 4 years
prior to death period are modest, mean total income more than doubled over
the period closer to death. As is obvious from Figure 4e, the catalyst for this
change is driven by the more than doubling of capital gains income.
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Figure 4d. Decomposition of Percentage Change in Total
Income and Components for Selected Years Prior to Death
(PTD): Joint Filers with Less than $10M in Total

Assets at Death
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Figure 4f reveals that joint filers in the top wealth group experienced
small increases in mean total income in both periods. Noncorporate business
and capital gain income accounted for a substantial share of the increases in
mean total income. The size of these percentage changes is quite similar to
those observed for single and joint filers in the lowest wealth group.

The decline in mean total income and particularly the decline in income
from assets for single filers in the two lower wealth groups could be interpret-
ed as evidence that wealth is also declining as these filers near death. Alter-
natively, older respondents may more closely align income realizations with
their consumption needs in order to conserve resources for future health care
costs. They may also actively conserve wealth in order to provide significant
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Figure 4e. Decomposition of Percentage Change in Total
Income and Components for Selected Years Prior to Death
(PTD): Joint Filers with $10M to Less than $20M in Total
Assets at Death
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bequests to their heirs. In contrast, mean total income increased for high
wealth single filers and all joint filers, especially in the period closer to death.
Most of the increases in mean total income are due to capital gains realiza-
tions and noncorporate business income. The increase in capital gains income
could be evidence that some decedents spend out of wealth to cover expenses
related to a final illness, or that they are simplifying their portfolios to reduce
the burden of administering their estates. The albeit small increase in tax-
exempt interest, along with the decrease in income from dividends and taxable
interest for this group, suggests a general restructuring of the portfolio to favor
tax-preferred investments. As this study only observes end of life wealth, it is
difficult to know which behavior is dominant.
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Figure 4f. Decomposition of Percentage Change in Total
Income and Components for Selected Years Prior to
Death(PTD): Single Filers with $20M or More in Total
Assets at Death

B 7 years to 4 years PTD 04 years to 1 year PTD

Total L
income

Wages |

Taxable 1
interest B
and dividends

Tax-exempt l
interest

Net capital -

gains or
losses ]

Taxable SS,
pensions,
and annuities

Noncorporate m
business
income |

Other
income

-50 -40 -30 -20 -10 0 10 20 30 40 50

Percent

Wealth Allocation at the End of Life

Income derived from assets was extremely important for the filers in this
sample, and income varied quite substantially across different periods
leading up to death. Figures 5a and 5b provide some information on the
allocation of end-of-life wealth, as reported in estate tax filings. Note
that filers in the sample from the FPDD have a minimum of $1 million in
gross assets (in constant 2003 dollars). This level of wealth places them
above the 90" percentile of the distribution of wealth derived from the
SCF data.

Figure 5a shows the share of wealth in real estate, noncorporate busi-
nesses, stock, taxable bonds, tax-exempt bonds, annuities, cash, and other
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Figure 5a. Wealth Allocation at End of Life, Single Filers,
by Size of Gross Assets at Death
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assets across the three wealth groups for single filers.'* The most striking
result from Figure 5a is that about 75 percent of wealth is accounted for by
financial assets, regardless of wealth group. Publicly traded stocks play a
particularly important role in the portfolio for all wealth groups. The share
of wealth held in stock is larger than the share for any other financial asset.
For single filers with $20 million or more in wealth, over 57 percent of their
wealth is in stock. A somewhat different pattern of wealth allocation is

14 Other assets include the value of art work and collectibles, the face value of life insurance, depletable or intan-
gible assets, and tangible personal items.
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Figure 5b. Wealth Allocation at End of Life, Joint Filers,
by Size of Gross Assets at Death
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evident for joint filers in Figure 5b. Financial assets account for at least 60
percent of wealth for joint filers, regardless of wealth group. Although stock
accounts for the largest share of wealth among financial assets for this group,
the share held in stock is somewhat balanced by the combined share held
in noncorporate businesses and real estate. In general, joint filers exhibit a
more diversified portfolio than single filers.

The diminished role of nonfinancial assets in the FPDD portfolio
may be partly due to two factors. First, older filers may have divested their
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portfolios of active business interests in order to simplify their estates and
to ensure a smooth transition of closely held businesses. This may be es-
pecially true of the single filers in this panel since this group would include
a significant number of widowed filers. Second, estate tax rules on valuing
nonfinancial assets may have an effect. Assets such as noncorporate busi-
nesses and real estate can be subject to steep valuation discounts if there
is no readily available market for them (Raub, 2008). Such discount rates
typically range from 35 percent to 50 percent and are frequently used for
noncorporate businesses, which can be very difficult to value, especially
in cases where a decedent’s expertise or reputation is considered a key
business asset. Likewise, in some cases, business ownership interests are
sufficiently divided among survivors so as to diminish the market for the
decedent’s share, especially if the decedent controlled less than 50 percent.
Thus, there is likely a downward bias in the importance of nonfinancial
assets in the wealth of filers in this sample.

The allocation of household portfolio instruments in the 1989 to 2004
SCF data, limited to those with $1 million in wealth (in 2003 dollars) and
with a household head age of 70 or older, provide a useful benchmark for
evaluating trends observed in the FPDD. Regardless of these older, wealth-
ier households in the SCF, on average, split their wealth roughly evenly
between financial and nonfinancial assets. Publicly traded stock accounts
for an average of about 25 percent of the wealth of these households across
the survey years and almost 50 percent of financial assets. Real estate and
businesses account for about 50 percent of wealth and about 90 percent
of nonfinancial assets. Discounts on values reported in the FPDD for real
estate and businesses may partially explain why financial assets account for
a somewhat larger share of wealth in these data when compared to the SCF.
Of course, definitional and methodological differences, as well as differences
in population coverage between the SCF and FPDD, make the comparison
less than straightforward.'s

The findings that end-of-life wealth is heavily concentrated in financial
assets and that income derived from those assets is an important part of total
income in the years prior to death for the relatively wealthy filers in the FPDD
highlight the interdependent link between income and wealth. These financial
assets generate income flows that may be used for consumption or saved. In-
come that is saved, in turn, increases both wealth and potential future income.
Of course, the link between income and wealth is blurred by assets that do not
generate regular income flows, but instead accumulate value that is observed

15 See Johnson and Moore (2005) for more details.



300 Johnson, Moore, and Schreiber

only when the capital gains are realized through the sale of the asset. The
realization of capital gains is often a key factor in explaining the variability of
income for filers with high levels of wealth, especially as they near death. The
tax treatment of these gains may explain a portion of this variability. In par-
ticular, while relatively low income tax rates on income derived from capital
gains may encourage some to favor gain income over other types of taxable
investment income, for others, U.S. estate tax law provisions may actually
discourage the realization of capital gains.'®

Using Income To Predict Wealth

In an attempt to further understand the linkages between income as filers
near death and end-of-life wealth, wealth as a function of income and other de-
mographics can be modeled. The equation estimated by ordinary least squares
(OLS) is:

7 T T 2003

(1) Wir=a +,Z1 [; it Xijt + tzl AiZii+ OADi + ¢pADSi +d—z1;95w YRDia + &,
where W is end-of-life wealth, X contains the 7 years of the j income
components, Z is real estate taxes paid during life, AD is age at death, ADS
is age at death squared, and YRD are the d dummy variables for year of
death. The coefficients estimated are B, A, 8, ¢, and, y. The regressions
disaggregate noncorporate business income into four components: estate
and trust, rent and royalty, business, and farm income.!” The amount
of real estate taxes paid (for itemizers) as a proxy for housing wealth is
included. The regressions are weighted and estimated separately for each
filing status/wealth group combination previously examined.

Table 4 presents an overview of the results from the regressions. The
shaded cells with an asterisk are variables where at least one of the seven
coefficients is significant at the 5-percent level. A common theme across all
groups is the significance of taxable interest and dividends, tax-exempt inter-
est, capital gains, and rent and royalty income. The proxy for housing wealth,

16 The U.S. Estate Tax is often called a back-stop to the income tax, especially in its treatment of unrealized capital
gains on investment assets. The estate tax is levied on the full value of assets on the date of a decedent’s death,
including all gains. In return, however, beneficiaries inherit these assets with a cost basis equal to the date of
death value. Thus, taxable accumulated capital gains on assets owned by a decedent are effectively eliminated
at death. Estate planners are able to significantly reduce overall tax liability through strategic management of a
decedent’s portfolio in the years prior to death.

17 This is done to capture the variability in the components of business income. For example, a filer may have
positive trust income which is partially offset by negative rental income. Using only the sum of these two compo-
nents would mask the variability in the underlying components.
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Table 4. Wealth Regressions, by Filing Status
and Wealth Category

Single Filers Joint Filers
Variable Less |$10M to 20M Less |$10M to
or 20M or
than |less than $more than |less than $more
$10M $20M $10M $20M
Wages * * *
Taxable
interest/
dividends * * * * *
Tax-exempt
interest 3 * * * *
Capital
gains/losses * * * * *
Taxable SS/
pension/annuity * *
Estate/trust
Real estate
taxes * * * *
Rent/royaties * * * * *
Business * * *
Farm * * *
Other * *
R squared 0.75 0.86 0.80 0.37 0.29 0.66

NOTES: Shaded cells with an asterisk indicate at least one of the seven coefficients for each
variable is significant at the 5-percent level. Regressions also contain age, age squared, and
dummies for year of death.

real estate taxes paid, is also significant for most groups. Business and farm
income is more likely to be significant for the lowest wealth groups. As one
might expect, taxable Social Security, pension, and annuity income is only
significant for the lowest wealth groups. These results reinforce the linkages
observed between income and wealth in the univariate analyses.

To further test the relationship between end-of-life wealth and
income near death, the regressions are used to predict wealth for filers
in each of the filing status/wealth groups. To gauge the accuracy of the
predictions, Table 5 compares a filer’s actual wealth category to the wealth
category implied using predicted wealth. The table is a transition matrix
showing the fraction of filers in each actual wealth category who remained
in the same wealth category, or moved up or down categories when
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Table 5. Actual versus Predicted Wealth Categories,

by Filing Status and Wealth Category

Single Filers

Predicted
Percentage 10M to
of Filers Less than $1M to $ less $20M or
$1M $10M than $20M more
= Less than $10M 6.1 93.7 0.2 0.0
é $10M to less than $20M 0.0 0.5 99.2 0.3
< $20M or more 11.4 9.6 14.1 64.9
Joint Filers
Predicted
Percentage 10M to
of Filers Less than $1M to $ less $20M or
$1M $10M than $20M more
= Less than $10M 0.1 99.9 0.1 0.0
g $10M to less than $20M 0.0 0.4 99.4 0.3
< $20M or more 10.4 7.6 7.0 75.0

classified by predicted wealth. Note that there is an extra predicted wealth
category of less than $1 million. For actual wealth, the minimum gross

wealth for inclusion in the sample is $1 million.

Focusing first on the grey shaded cells for single filers, over 90 per-
cent of filers in the less than $10 million and the $10 to $20 million actual
wealth groups remained in the same group when classified by predicted
wealth. For the $20 million or more actual wealth group, almost two-
thirds of filers remained in that group based on their predicted wealth.
However, slightly more than 11 percent of filers in this group had predicted
wealth of less than $1 million.

The results for joint filers show a similar pattern, although the fraction
of filers in the two lowest actual wealth groups that remained in the same
predicted wealth group is over 99 percent. For the $20 million or more
actual wealth group, about three-fourths of filers remained in the same pre-
dicted wealth category. As with single filers in the top actual wealth group,
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about 10 percent of the wealthiest joint filers had predicted wealth of less
than $1 million."

The regressions have a fair amount of predictive power for the bottom
two wealth groups, partly due to the bounded range of wealth for filers in
each of those groups. For the top wealth group, the lack of an upper bound
on wealth makes predicting wealth more difficult. The fact that some filers

Figure 6. Wealth Allocation at End of Life,
Filers with More than $20 Million in Actual Wealth
and Less than $1 Million in Predicted Wealth
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'8 The regressions were estimated using average income and real estate taxes calculated for just two periods (the 7
years to 4 years prior to death and 3 years to 1 year prior to death), and separately using income and real estate
taxes averaged over all 7 years. Both models yielded results similar to the original models. However, when mod-
els were estimated using the income and real estate tax variables for just 2 selected years (4 years and 2 years
prior to death), the percentage of misclassified filers in the highest wealth group increased by about 20 percent.
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in the top wealth groups have predicted wealth of less than $1 million de-
serves some further investigation.'” Figure 6 shows the portfolio allocation
of actual wealth for these misclassified filers. For the single misclassified
filers, real estate accounted for almost 30 percent of wealth. This is a much
larger share than for all single filers in the top wealth group.

Tax-exempt bonds also accounted for a much larger percentage of total
wealth for these misclassified single filers. For joint filers with actual wealth
of $20 million or more but predicted wealth of less than $1 million, the share
of wealth allocated to tax-exempt bonds and other assets is much larger than
for all joint filers in the top wealth group. Real estate and other assets are
each less likely to generate consistent yearly income flows and more likely
to have accrued unrealized capital gains, which may explain the difficulty of
predicting wealth from the income flows reported by these filers. It also ap-
pears that the model may significantly underestimate the value of tax-exempt
bond holdings. Further analysis is planned to determine why the models
underpredict wealth for some high wealth filers.

Conclusion

This analysis of the FPDD has shown that mean income for the wealthiest
U.S. decedents in the years prior to death places them above the 95th per-
centile in the overall U.S. distribution of income. However, the data also
show that the incomes reported for these individuals can be quite volatile
in the years leading up to death. This volatility seems to increase for joint
filers and is likely due to market fluctuations, as well as the tax-planning
and spending needs of these decedents. For these individuals, income is
composed primarily of taxable and nontaxable investment income and
capital gains income, with wage income, noncorporate business income,
and taxable Social Security, pension, and annuity income having a smaller
share in the total.

However, contrary to the predictions of life cycle models of savings,
these individuals do not appear to be consuming out of savings, as evi-
denced by the relatively low share capital gains contribute to total income.
There is some evidence of income shifting, moving investments from
taxable income-producing assets to those that generate nontaxable interest,
which typically means moving from investments with high rates of return
to those with lower rates of return. Not surprisingly, data reported on U.S.

19 One measure of the accuracy of predicted wealth is the ratio of the mean absolute difference between actual and
predicted wealth to mean actual wealth. For single filers, the ratios for the three wealth groups are .23, .04, and
47. For joint filers, the ratios for the three wealth groups are .35, .12, and .69.



The Income-Wealth Paradox 305

estate tax returns for these wealthy individuals show portfolios heavily
weighted toward financial assets, especially for those in the highest wealth
category. For these individuals, investments in stocks make up one-third
to one-half of total wealth.

Based on the regression results, longitudinal income data that are
readily available from administrative records show some promise for pre-
dicting end of life wealth. The predictive capacity of the model presented
suggests that it is possible to sort decedents into broad wealth categories
with a fair degree of accuracy, using a relatively small number of income
variables observed over a few years immediately preceding death. With
refinement, this approach may provide a useful tool for measuring and ad-
dressing the potential estate tax filing gap.

It is especially encouraging that this approach seems to work well for
single individuals in the lower wealth groups. Since estate tax law allows
for an unlimited deduction for bequests to a surviving spouse, estates of
married decedents generally elect to use this deduction to defer estate taxes
until the death of the surviving spouse. Therefore, estates of widowed
and single filers are most likely to incur an estate tax liability. In addition,
decedents with wealth near the margins of the estate tax filing threshold
are of particular interest when trying to identify potential nonfilers. Fur-
ther research is needed to understand why the model performed less well
for decedents in the highest wealth category and to better understand the
interaction of income and wealth for joint filers.
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Overcoming Overdisclosure: Toward
Tax Shelter Detection”

Joshua D. Blank, Rutgers School of Law-Newark

t the foot of the Wasatch Mountains about 10 miles east of the Great

Salt Lake, the Internal Revenue Service searches for tax shelters.

Inside its vast processing facility in Ogden, Utah, officials in the
IRS Office of Tax Shelter Analysis sort through thousands of disclosure
statements from taxpayers and their lawyers, accountants, and other advisors
that provide details of complex transactions that IRS officials suspect might
be abusive.! Because tax shelters at first may appear to comply with the lit-
eral text of the Internal Revenue Code and resemble real business deals, they
often fail to raise red flags for IRS on their own.? In response to this detec-
tion obstacle, the tax law mandates that taxpayers and their advisors disclose
to the IRS instances in which they participate in a myriad of transactions that
bear tax shelter traits.?

Commentators have praised the tax shelter reporting rules as a “pow-
erful tax enforcement tool” that leads to “enhanced compliance.”™ Some
former top Government officials have even boldly declared that as a result of
these rules, “the tax shelter war is over” and “[t]he Government won.””> When the
mandatory disclosure regime works well, it provides IRS with a valuable au-
dit roadmap, enabling it to detect abusive tax planning that would otherwise
remain hidden. Mandatory disclosure can provide taxpayers and their advisors
with early warnings of the tax positions that IRS will challenge. The report-
ing rules also chill the market for tax strategies that must be disclosed to
IRS.®

In contrast to this largely positive portrayal, this article argues that the
current tax shelter disclosure law is incomplete. While the primary aim of
current law is to deter nondisclosure of information by taxpayers and advi-
sors, my claim is that the Government should also strive to prevent behavior
that is just as problematic to IRS’s ability to detect and challenge tax shel-
ters—overdisclosure of information. As this article demonstrates, since the
introduction of the tax shelter reporting rules in 2000, taxpayers and advisors
have frequently disclosed to IRS their participation in routine, nonabusive
transactions or details of activities that are irrelevant to tax shelter detection.
After investigating the sources of overdisclosure, I conclude that the tax law

*Originally published in 56 UCLA L. Rev. 1629 (2009). Reprinted with permission.
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itself invites this response from distinct types of taxpayers and advisors.
Conservative types overdisclose out of excessive caution, while aggressive
types overdisclose in an attempt to avoid detection of abusive tax planning.
Other scholars have acknowledged the hypothetical potential for overdisclo-
sure in response to the mandatory tax shelter disclosure regime, but none has
thoroughly addressed why overdisclosure may occur or whether or how it
may be avoided.” This article thus provides the first rigorous investigation
of the sources of overdisclosure in the context of tax shelter reporting and
offers strategies, absent from current law, for preventing the overdisclosure
response.

The overdisclosure response poses serious threats to tax administra-
tion. When the IRS receives disclosure statements regarding complex
transactions that lack tax avoidance motivation, its agents must investigate
and distinguish these transactions from those that actually are abusive. This
distraction slows IRS’s investigations of truly abusive transactions, delay-
ing statutory responses to tax avoidance strategies. Further, the substantial
time that taxpayers and their advisors spend preparing and filing unnecessary
disclosure statements represents wasteful behavior.®

Overdisclosure is a natural reaction from conservative, cautious
taxpayers and advisors. The categories of transactions that taxpayers and
advisors must disclose are broad: IRS requires disclosure not only of specifi-
cally described transactions, but also involvement in any arrangements that
may result in “similar” tax consequences or involve “similar” fact pat-
terns.”!® IRS has often been slow to explain how the tax shelter reporting
rules should be applied in uncertain situations. Because the penalties for
failing to comply with the mandatory disclosure regime are severe, and ap-
ply on a strict liability basis, the breadth of current law causes conservative
taxpayers and advisors to provide more rather than less information when in
doubt.''?

For aggressive taxpayers and advisors—those who push the envelope
by claiming the riskiest tax positions—overdisclosure provides an attractive
strategy for avoiding IRS detection of abusive tax planning. By reporting
a multitude of nonabusive transactions along with their most questionable
tax positions, aggressive taxpayers and advisors may believe that they will
escape high penalties for nondisclosure without increasing the likelihood
that IRS will detect and challenge their abusive transactions.”* Further, ag-
gressive taxpayers and advisors may be emboldened by the tax law’s explicit
endorsement of their behavior.' Finally, after hearing frequent public state-
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ments by IRS officials that the Service has received too much information
in response to some of its disclosure requests, aggressive types may seize on
the overdisclosure strategy as a way to avoid IRS detection.'

How can overdisclosure be overcome? I propose three novel changes
to the substantive tax law that could enable the Government to address the
overdisclosure response proactively.

First, IRS should revisit its approach to designating tax strategies as
listed transactions, the types of tax strategies that the Government consid-
ers to be most blatantly at odds with Congress’s intent.'® Under the cur-
rent regime, tax strategies that IRS does not intend to cover are noticeably
absent from IRS’s announcements of new listed transactions.!” In contrast,

I propose that before designating a tax strategy as a listed transaction, IRS
officials should endeavor to compile a list of clearly nonabusive transactions
that the most scrupulous conservative taxpayers and advisors might find sub-
stantially similar to it. Under the proposal, when IRS designates a strategy
as a listed transaction, it would include in its announcement an anticipatory
angel list of some of these nonabusive transactions, exempting them from
mandatory disclosure.

Next, taxpayers and advisors who overdisclose should face targeted
monetary penalties. While current Federal tax law contains high monetary
and nonmonetary penalties for taxpayers and advisors who fail to file re-
quired disclosure statements, it contains no explicit penalties for those who,
either out of caution or malice, file unnecessary statements.'® As opposed to
the status quo, my proposal would impose a monetary penalty on any tax-
payer or advisor who discloses a transaction included on an angel list. My
proposal would, however, exempt from this penalty any taxpayer or advisor
who had sought and received a private letter ruling from IRS permitting dis-
closure of the transaction at issue. The proposed overdisclosure penalty would
supplement, not replace, the nondisclosure penalties under current law.

Last, IRS should reconsider the type of information it requires taxpay-
ers to provide in their disclosure statements. As this article illustrates, the
current disclosure model relies heavily on the taxpayer’s written description
of a transaction, a description that can be lengthy and complex."” In contrast
to this model, I suggest that IRS require corporate and partnership taxpayers
to provide certain nontax documentation, such as written descriptions of
disclosed transactions that the taxpayers prepared for actors other than IRS,
such as chief executive officers, boards of directors, shareholders, or part-
ners. This approach, I argue, would better enable IRS to sort abusive transac-



312 Blank

tions from nonabusive ones and could discourage taxpayers from filing un-
necessary disclosure statements.

The Search for Tax Shelters

The Elusive Nature of Tax Shelters

An abusive tax shelter is a tax strategy that produces amazing tax benefits
that Congress never envisioned, but that seem to flow, at least on a strict
constructionist reading, from the text of the Internal Revenue Code. At first
glance, tax shelters resemble legitimate business deals that ought to receive
the tax treatment claimed. As prominent tax lawyer Peter Canellos once
commented, “tax shelters bear a relationship to real transactions analogous
to the relationship between money laundering and banking.”* The close
resemblance between a real business deal and a tax shelter is what makes
IRS’s task of detecting abusive tax planning so difficult.

Consider, for example, the following stylized version of a popular
tax shelter strategy that was widely used by America’s most well-known
corporations in the late 1990s:*!

In 1999, Blue Chip Co., a large Fortune 500 corporation, sold stock
of one of its portfolio investment companies in the open market and earned a
$50-million profit on the sale. This was wonderful news to the managers
of Blue Chip Co., except for one pesky detail—the $50-million gain was
subject to the Federal corporate income tax.?

Tax Director, who was responsible for Blue Chip Co.’s tax planning
and compliance, quickly arranged a meeting with Accountant. After Tax Direc-
tor signed a confidentiality agreement, Accountant described how Blue Chip
Co.’s $50-million taxable gain could vanish if Blue Chip Co. engaged in a series
of transaction steps otherwise known as the “contingent liability” tax strat-
egy. On Accountant’s advice, Blue Chip Co. incorporated a new subsidiary
corporation (Sub), contributed $51 million in cash plus $50 million worth
of healthcare claims that were outstanding against Blue Chip Co. to Sub,
and then, days later, sold the stock of Sub to a trust created by Blue Chip
Co. for its fair market value, $1 million, in cash.?> Accountant guaranteed
Tax Director that these steps would allow Blue Chip Co. to claim a tax loss
that—like magic—would cause Blue Chip Co.’s $50-million taxable gain to
disappear. So sure was Accountant of the validity of this tax position that he
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promised to refund his own $1 million fee if IRS successfully challenged the
tax position.*

When Tax Director filed Blue Chip Co.’s 1999 annual tax return with
IRS, he did not report the contingent liability transaction described above
or any of his dealings with Accountant. Nor did Tax Director reveal the
technical interpretation of the tax law that enabled Blue Chip Co. to claim a
$50-million tax loss on the sale of the Sub stock for $1 million.”® And Tax
Director certainly did not disclose that Blue Chip Co. did not actually lose
$50 million in this transaction.

Not until IRS audited the tax return of Blue Chip Co. several years
later did its agents uncover the facts surrounding the transaction. In the
audit, IRS agents questioned Tax Director about Blue Chip Co.’s sale of the Sub
stock and requested all documentation related to the transaction. IRS deter-
mined that the principal purpose of Accountant’s transaction was for Blue
Chip Co. to enjoy a valuable tax benefit. As IRS and, later, the courts would
determine, the contingent liability transaction was an abusive tax shelter,

a transaction that lacked “economic substance” and was inconsistent with
Congress’s intent.?

But by the time IRS understood the true nature of Blue Chip Co.’s
transaction, hundreds of other taxpayers had met with Accountant and also
pursued the contingent liability transaction to claim large tax losses.”” What
made this particular tax strategy so popular was that, precisely as Accountant
had suggested, it appeared to be “perfectly legal,” fitting squarely within the
technical language of the tax law.%** No specific statutory rule, at that time,
prevented Blue Chip Co. from claiming its tax loss.*

Red Flag Requirements

The widespread use of tax shelters like the contingent liability strategy
imposes social costs. When taxpayers engage in abusive tax planning, the
Government loses revenue. Congress may then respond by increasing the
tax rates that apply to other taxpayers.?! From an economic perspective, tax
shelter planning is wasteful because individuals dedicate effort to exploit-
ing ambiguities in the tax law rather than producing anything of value apart
from tax savings.”? And frequent newspaper stories of tax shelter activity
may decrease overall taxpaying morale and, in turn, tax compliance, as
taxpayers who do not use shelters feel like “chumps” for paying more taxes
than necessary.*
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Without help from taxpayers and the individuals who advise them, IRS
would face significant obstacles in detecting tax strategies like the contingent
liability transaction discussed above. Current law, consequently, imposes
an obligation on taxpayers and their advisors to raise red flags for IRS when
they participate in transactions that bear tax shelter traits.>*

The law requires taxpayers to file a disclosure statement with the IRS Office
of Tax Shelter Analysis at its processing facility in Ogden, Utah, if they have
participated in any “reportable transaction” during the taxable year.® Agents
in this office review filings by taxpayers and advisors and determine whether
a particular tax avoidance strategy merits attention from high-level IRS officials.*

The following transactions are reportable transactions under the tax
shelter disclosure rules:

Listed Transactions. The most specific type of tax strategy that
taxpayers must disclose to IRS is a “listed transaction.”’ A tax strategy is
only a listed transaction if the Government explicitly describes it as such.
Colorfully named strategies that the major accounting firms marketed to
taxpayers in the late 1990s, like COBRA (currency options bring reward al-
ternatives) and PICO (personal income company), as well as the contingent
liability transaction, occupy this list.*®3%° These are the strategies that the
Government considers to be most clearly at odds with Congressional intent.
In many cases, courts have confirmed the IRS’s view.*! Taxpayers must
disclose to IRS any participation in a listed transaction or “substantially similar”
transaction.®

The “substantial similarity” standard enables IRS to receive necessary
information about certain abusive tax strategies. Without this requirement,
taxpayers and advisors could easily avoid any disclosure obligation by
tweaking a potentially abusive tax strategy to distinguish it from the listed
transactions.

Transactions of Interest. Taxpayers must also report their participa-
tion in any strategy that IRS describes as a “transaction of interest” or any
substantially similar transaction.” This category is designed to give IRS
flexibility to investigate arrangements “for which IRS and Treasury Depart-
ment lack enough information to determine whether [they] should be identi-
fied specifically as tax avoidance transaction[s].”*

Confidential Transactions and Transactions with Contractual
Protection. Tax shelter promoters may attempt to protect their tax shelter
strategies from spreading too quickly by forbidding taxpayers who buy them
from revealing the details to anyone else.* In addition, to entice buyers, tax
shelter promoters may promise taxpayers refunds of their fees if IRS rejects
the strategies on audit.** As a result, the law requires taxpayers to disclose
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transactions where they have rights to refunds of fees if promised tax conse-
quences do not materialize or where a highly paid advisor limits their ability
to describe the details of tax advice to others.*’

Loss Transactions. Many tax shelters seek to shift taxable income to
a tax-exempt party, enable the use of tax credits, or generate a tax-deductible
loss. For this reason, the last category of reportable transactions requires
taxpayers to disclose “loss transactions,” which consist of certain sales or
exchanges of stock, assets, and other property that lead taxpayers to claim
large losses for tax purposes ($10 million in the case of corporations and $2
million in the case of individuals).*®

The disclosure requirements described above apply not only to the
taxpayers who engage in reportable transactions, but also to the lawyers,
accountants, and others who advise them. If an advisor recommends a
reportable transaction in exchange for a minimum fee and the taxpayer actu-
ally pursues the transaction, the advisor is characterized by the law as a “ma-
terial advisor.” *»*° Every material advisor must file a disclosure statement
with the Office of Tax Shelter Analysis describing the reportable transactions
he or she recommended in exchange for a minimum fee.’' In addition, every
material advisor must maintain a list of the taxpayers who have caused him or her
to be characterized as a material advisor.”? IRS may request this list at any time.>

The Appeal of Mandatory Disclosure

Government officials and academics have widely praised the disclosure
approach as an effective response to the tax shelter problem.>* They have argued
that mandatory disclosure rules fortified by monetary penalties aid the audit
process, chill participation in abusive tax strategies, and serve as an early
warning system for lawmakers. Each of these justifications for the manda-
tory disclosure regime is discussed below.

Audit Roadmap. If taxpayers and their advisors were not obligated to
provide some clues to IRS, the field agents who initially review taxpayers’
returns would have a difficult time detecting questionable tax positions.

Sophisticated tax shelter strategies often appear to comply with the
letter of the tax law and certainly do not take the form of tax-protestor-type
arguments.”® In the example of Blue Chip Co.’s contingent liability tax shel-
ter, all that would have appeared to the naked eye of an IRS agent review-
ing Blue Chip Co.’s tax return would be a $50-million tax-deductible loss
on Schedule D of IRS Form 1120, along with many other capital gains and
losses resulting from Blue Chip Co.’s sales of stock, bonds, and real estate
during the year.>
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In addition, some taxpayers, especially corporations and partnerships,
file tax returns that are simply enormous. General Electric Corp.’s 2006 an-
nual tax return and accompanying schedules, for instance, were the equiva-
lent of over 24,000 pages.’” Further, many individual and business taxpayers
are still permitted to file their tax returns on paper, rather than in electronic
form.*® The massive amount of information in some tax returns, coupled with
the limited audit resources of IRS, presents serious challenges to detection.

Mandatory disclosure is thus designed to provide an important “audit
roadmap” to IRS.” For example, as mentioned, under current law, a tax-
payer is now required to alert IRS if the taxpayer uses a tax strategy sold by
a tax shelter promoter who promised a money-back guarantee in the event
of an audit.® The required disclosure statement may lead the IRS agent
who initially reviews this tax return to select it for audit and quickly issue an
information document request to the taxpayer.! This enables IRS to collect
pertinent information regarding the transaction, which may result in a suc-
cessful challenge of the tax benefits claimed.

Early Communication. The mandatory disclosure regime also serves
an important communication function. IRS typically releases a public
announcement or notice when it designates a tax strategy as a listed transaction
or transaction of interest.®> These announcements describe the mechanical
details of the scheme at issue, so that taxpayers and advisors know what to
disclose. IRS also uses these announcements to present its reasoning for why the
underlying tax strategy is inconsistent with Congressional intent or would
fail in court under the economic substance, business purpose, or other judi-
cial doctrine. IRS can issue such notices quickly, without waiting for public
comment or congressional approval.®> The need for frequent public guid-
ance in a mandatory disclosure regime thus provides a quick and dirty way
for IRS to express its early condemnation of abusive tax strategies befor-
etheir use spreads.

Chilling Effects. Finally, mandatory disclosure may deter taxpay-
ers and advisors from pursuing tax strategies that are, or that may become,
reportable transactions in the future. When IRS announces that a tax strat-
egy is potentially abusive and, in turn, subjects it to mandatory disclosure
requirements, use of that strategy ceases. As the New York State Bar As-
sociation Tax Section has noted, “listed transactions have acquired a type of
stigma. Many taxpayers have a written policy against engaging in any listed
transaction, and it appears that some malpractice insurers want to know
whether their insureds provide advice with respect to listed transactions.”®
Instead of pursuing tax strategies that IRS has already designated as listed
transactions or transactions of interest, most sophisticated taxpayers prefer to
exploit gaps in the tax law that have yet to appear on IRS’s radar screen.®
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The Overdisclosure Response

Despite the appeal of mandatory disclosure as a way to bolster IRS’s ability
to detect and challenge abuse, this approach is subject to a serious vul-
nerability: Taxpayers and their advisors may provide too much information
to IRS. If taxpayers and advisors disclose information about transactions
that are complex yet clearly not abusive, or transaction details that do not re-
veal underlying abuse, the mandatory disclosure regime fails to accomplish
one of its principal purposes: helping IRS find tax shelters. In the words of
one IRS official, “if the default approach becomes disclosing every transac-
tion, ‘the system is not going to work.””"%

While commentators in the past have occasionally discussed the risk of
overdisclosure in hypothetical terms, IRS’s experience since implementing
the mandatory disclosure regime in 2000 confirms that the overdisclosure
problem is more than mere academic conjecture.®” The number of disclosure
statements submitted to IRS appears to have increased dramatically in recent
years. In 2007, an official at the IRS Office of Tax Shelter Analysis stated
that the number of reportable transaction disclosure statements received by
his office since 2004 had increased by over 7,300 percent and that “main-
taining the right number of disclosures and making sure they were all ap-
propriate was a challenge.”®®

Data available from State taxing authorities strongly implies, how-
ever, that IRS has experienced a much greater increase in the submission of
reportable transaction disclosure statements. Several States require taxpay-
ers who file reportable transaction disclosure statements with IRS to file
a similar, if not the same, statement with the State taxing authority.® For
Tax Years 2005 and 2006, the New York State Department of Taxation and
Finance announced that it received over 28,000 reportable transaction disclo-
sure statements from individual and corporate taxpayers.”’ Because New York
requires taxpayers to file a copy of the very same reportable transaction dis-
closure statement that they filed with IRS, this figure reveals the number of
statements that the IRS Office of Tax Shelter Analysis most likely received
just from taxpayers in a single State over a 2-year period. It is especially
striking considering that, prior to 2004, the number of disclosure statements
that IRS received from taxpayers and advisors on a nationwide basis each year
often numbered in the hundreds, not thousands.”!

What Is Overdisclosure?

Even the most ardent supporters of the mandatory disclosure regime concede
that there are limits to its value. Dennis Ventry, for instance, has written that
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“[o]f course, there is such a thing as too much disclosure, where the Govern-
ment cannot process the information or the taxpayer is overburdened by the
requirements.””? The question, then, is how much and what type of informa-
tion is too much?

If IRS operated with an unlimited budget and bench of specialized
experts, there would be no harm in the submission of disclosure statements
or accompanying materials that do not have a reasonable chance of exposing
tax shelters. IRS would simply discard that information and focus instead on
disclosure statements that may reveal the details of potentially abusive tax
strategies.

Unfortunately, this characterization of the tax shelter landscape is far
from realistic, as IRS operates with both a limited budget and limited staff.

IRS’s limited funds have, in recent years, forced field agents of the
IRS’s Large and Mid Size Business Division to reduce the length of audits of
large corporate and other business taxpayers.”>™ In Fiscal Year 2007, for exam-
ple, IRS’s audit rates of the largest corporate taxpayers dropped to its lowest
level since the late 1980s.7

And despite IRS’s description of the Office of Tax Shelter Analysis as
a sophisticated command-and-control center capable of reviewing thou-
sands of taxpayer and advisor disclosure statements, its staff, according
to public reports, is of surprisingly modest size.”®”” Describing the chal-
lenges that this unit faces at a U.S. Senate hearing in 2003, Calvin John-
son colorfully testified, “I doubt their total annual budget would cover the
annual Holiday Parties for the Skunk Works factories they are competing
against.””®

In light of these constraints on IRS, when taxpayers disclose infor-
mation that is not relevant to the detection of abusive tax planning, the
mandatory disclosure regime may have the opposite of its intended effect.
As a Treasury Department official once described the problem, “Overdis-
closure transactions are the transactions that don’t have the potential for
abuse. They not only place a burden on taxpayers, but also place a burden
on the Service.”” Instead of helping field agents detect known abusive
strategies, or even better, discover new strategies IRS is not yet aware of,
excessive disclosure statements may distract IRS and consume valuable
audit resources.

But exactly what type of information constitutes overdisclosure?

Imagine that a corporation files a disclosure statement with IRS and
also attaches its last ten annual reports, consisting of hundreds of pages,
which are required to be filed with the U.S. Securities and Exchange
Commission. Some of this information, such as lengthy descriptions of



Overcoming Overdisclosure: Toward Tax Shelter Detection 319

officer biographies and current industry trends, concerns “transactions that
don’t have the potential for abuse.”*°

IRS agents reviewing this submission would likely discard the annual
reports as irrelevant and instead focus on the written discussion from the tax-
payer. Surely overdisclosure cannot encompass all information that fails to
reveal potentially abusive tax strategies.

Overdisclosure, rather, must not only fail to reveal potential abuse, but
must also consume enough attention of IRS agents to “place a burden on the
Service.”®! As opposed to hundreds of pages of publicly available annual
reports, the types of disclosure statements that burden the Service are those
describing highly complex transactions, which not only likely comply with
a technical reading of the tax law, but also the underlying intent of Con-
gress. The difference between these types of disclosure and the information
described above is that IRS cannot easily discard them as irrelevant to tax
shelter detection.

The most comprehensive definition, then, is that overdisclosure is the
submission of information that (1) fails to report participation in a potential
tax shelter, and that (2) IRS cannot easily identify as failing to report par-
ticipation in a potential tax shelter.

Examples of Overdisclosure

Overdisclosure can occur in a variety of ways. This subpart offers concrete
examples of the types of overdisclosure that IRS has received from taxpay-
ers and their advisors since the introduction of the mandatory tax shelter
reporting regime in 2000.

Nonabusive Reportable Transactions

As IRS officials have complained, when IRS issues rulings that require
taxpayers to disclose participation in specific abusive tax strategies, the
Service frequently receives many disclosure statements regarding uncon-
troversial, nonabusive business activities.*> In a 2006 meeting of the Tax
Executives Institute, an industry association of corporate tax directors, a
lead IRS lawyer commented that “[t]oo many routine business transactions
are being reported to IRS.”® The following taxpayer and advisor reactions
illustrate this type of overdisclosure.

Intermediary Corporation Tax Shelter. IRS’s initial attempts to col-
lect information regarding the intermediary corporation tax shelter led many
taxpayers and advisors to file disclosure statements regarding real, nontax-
motivated business deals.*
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The intermediary corporation tax shelter was a real sale between a
buyer and seller that was structured “in a ‘funny’ way . . . to achieve tax
benefits clearly unintended by Congress.”s

In a typical structure, a corporation (Seller) owned stock in a target
corporation (Target) that itself owned an appreciated asset, such as real estate,
which another corporation (Buyer) desired to own. If Buyer were to pur-
chase the stock of Target from Seller, Target would continue to hold real es-
tate with a built-in taxable gain waiting to be recognized, and, if Buyer were
to purchase the real estate directly from Target, Target would incur immediate
taxable gain.

To alleviate this potential tax cost, Seller would sell its stock in Target
to an intermediary corporation (Intermediary) that had large tax losses or
credits. Intermediary would then quickly cause Target to sell its real estate
to Buyer.®® After the dust settled, Intermediary and Target would file tax re-
turns on a consolidated basis for Federal income tax purposes.®’” The parties
claimed that Seller recognized taxable gain only on the sale of Target stock to
Intermediary, that Buyer held the real estate with a tax basis equal to its fair
market value, and last, that Intermediary did not bear any tax liability because its
tax losses or credits offset the tax gain of Target.®®

After learning that accounting firms had been actively marketing the
intermediary corporation tax shelter, IRS designated this tax strategy as a
listed transaction in Notice 2001-16, thus subjecting it to mandatory disclo-
sure.? IRS argued that Intermediary should be disregarded or treated as an
agent of Seller, and furthered other theories that would cause Seller to be
“properly characterized” as selling the assets of Target directly to Buyer.”
The types of transactions IRS attempted to describe were parties’ coordi-
nated efforts to structure their transactions to avoid Federal income tax, but
not serve any other real business purpose. In one case pending at the time of
IRS’s notice, taxpayers had used a Native American tribe as the intermedi-
ary, and the tribe caused the entity it acquired from the selling corporation to
dispose of its assets within 10 minutes of its purchase.’!

In the years following IRS’s designation of the intermediary corpora-
tion tax shelter as a listed transaction, however, some taxpayers and advisors
responded by disclosing routine business transactions lacking abuse poten-
tial.”? Taxpayers disclosed ordinary sales of stock in which the purchaser
happened to be a tax-exempt organization or a corporation with substantial
tax credits.” IRS did not intend to require disclosure of these types of trans-
actions because they were motivated by real business purposes, not mere tax
avoidance. Yet tax lawyers advised their clients to be wary that a “seller of corpo-
rate stock [could] become an unwitting participant in a ‘listed transaction’ shelter
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if its buyer happened to resell the assets of the acquired entity in a transaction that
was sheltered by the buyer’s pre-existing tax benefits.”*

After reviewing the types of disclosure statements it received, IRS
acknowledged that its notice “identifying the transaction based on the role of
an entity that appears to be an intermediary may result in overdisclosure.”

Notional Principal Contract Tax Shelters. The reaction of taxpay-
ers and advisors to IRS’s designation of a tax strategy involving “notional
principal contracts” as a listed transaction provides another example of the
overdisclosure response.”®

This strategy enabled taxpayers to exploit the rules governing notional
principal contracts, and claim large tax-deductible losses that could be used
to offset other unrelated taxable income.”” Two parties, A and B, would enter
into a contract lasting more than a year, in which A would make periodic
payments to B based on a fixed or floating rate multiplied against a notional
principal amount. B, in turn, would make a single back-end payment at
the end of the contract to A. The key to this tax shelter was the structure
of B’s back-end payment. A large part of the payment would consist of a
noncontingent component (for example, part of the payment would be based
on a specific fixed rate index), and a much smaller part of B’s back-end
payment would consist of a contingent component (for example, it could
depend on the market value of certain stock). By structuring the back-end
payment from B to include both noncontingent and contingent components,
A would claim tax deductions for its payments to B currently and would not
accrue any of the back-end payment in income until it received it from B.%
In many cases, the parties would terminate the contract prior to B’s sched-
uled back-end payment, and A would simply reports its gain or loss on the
termination of the swap agreement as a capital gain or loss.

In 2002, IRS announced that this type of highly engineered notional
principal contract was a listed transaction.” As a substantive legal matter,
IRS ruled in Notice 2002-35 that the tax law required taxpayers to accrue
in income the noncontingent portion of B’s back-end payment “in a manner
that reflects the economic substance of the contract” and that IRS would challenge
the strategy by applying various substance-over-form recharacterizations.'®

In response to IRS’s notice, the Service was overwhelmed by a “flood
of disclosures” from taxpayers and advisors regarding “plain vanilla” total
return equity swaps and other nonabusive swap agreements.'”! A total
return equity swap is like the notional principal contract described above,
except that the back-end payment is wholly contingent. In a total return
equity swap, A makes payments to B during the term of the contract, and,
at the end of the contract, B makes a back-end payment to A that is based
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solely on some contingency, such as the market change in the value of a certain
company’s stock.!®> The total return equity swap is a customary commercial
transaction motivated by genuine business purposes, not one engineered to
achieve tax avoidance.'®

In 2006, IRS conceded publicly that its notice had “caused taxpayers to
file large numbers of disclosure statements on Form 8886, Reportable Trans-
action Disclosure Statement, for common transactions, such as total return
swaps, that are entered into for bona fide nontax purposes.”!%*

Transactions with Tax Insurance. A final example of overdisclosure
of nonabusive reportable transactions is the response from taxpayers and
advisors to the Treasury’s initial request for disclosure of transactions in
which the expected tax results were protected by tax insurance.

A taxpayer who engages in aggressive tax planning may purchase
tax insurance from third-party carriers in an attempt to minimize potential
expected cost in the event that IRS successfully challenges claimed tax
benefits.'™ In an early version of the tax shelter reporting rules released in
2002, the Treasury required taxpayers to disclose their participation in any
transaction “for which the taxpayer has . . . contractual protection against the
possibility that part or all of the intended tax consequences from the transac-
tion will not be sustained.”'%

After the release of these regulations, taxpayers disclosed their
participation in routine, nonabusive business transactions for which they had
purchased tax insurance. Taxpayers who had purchased tax insurance in
connection with like-kind exchanges, for example, disclosed participation in
these exchanges to IRS, even though Congress specifically intended for these
transactions to convey beneficial tax treatment.!”” Other taxpayers reported
legitimate business transactions, such as mergers between public corporations,
where one party to the transaction had agreed to indemnify the other party for
certain tax liabilities.'®

After reviewing disclosure statements from taxpayers and advisors, the
Treasury acknowledged the overdisclosure response, commenting that many
taxpayers had interpreted the rules to require “numerous legitimate business
transactions with tax indemnities [as] subject to reporting.”!'®

Unnecessary Protective Disclosures

As I will argue shortly, IRS received many of the unnecessary disclosure
statements described above because some taxpayers and advisors believed
that the disclosed tax strategies were reportable transactions.''® But taxpay-
ers and advisors may also file these types of disclosure statements with IRS
on a protective basis in cases where they are unsure whether disclosure is
even required.
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The tax shelter reporting rules specifically authorize the filing of
protective disclosure statements whenever taxpayers and advisors are
“uncertain whether a transaction must be disclosed.”''" The only condition
is that taxpayers and advisors must provide IRS with as much information in
a protective disclosure statement regarding the disclosed transaction as they
would in an ordinary disclosure statement required by law.!2

Taxpayers and advisors may choose to file a protective disclosure state-
ment for two reasons:

First, filing protective disclosure statements with IRS shields taxpayers
and advisors from high monetary penalties for failing to disclose reportable
transactions.'"?

Second, filing protective disclosure statements relates to tax accrual
work papers, documents a taxpayer prepares for internal use that reveal
which tax positions the taxpayer believes are most questionable. For obvi-
ous reasons, taxpayers would rather not share these documents with IRS. If
a taxpayer discloses participation in a listed transaction, or a substantially
similar one, IRS will automatically request the taxpayer’s tax accrual work
papers.''* IRS has indicated, however, that, if a taxpayer files a protec-
tive disclosure statement and explains why the disclosed transaction is not
substantially similar to a listed transaction, IRS may take a less aggressive
stance and not request tax accrual work papers.''

Many taxpayers have filed protective disclosure statements with IRS
regarding legitimate, nonabusive business transactions, rather than tax shel-
ters.''® For example, after IRS issued its notice regarding notional principal
tax shelters, one commentator noted that because hedge funds “engage in a
variety of transactions . . . that may resemble reportable transactions[,] . . . hedge
funds, as a common practice, have filed a protective Form 8886 even if they
believed that the transaction was not listed or abusive.”!!” IRS and Treasury
officials have confirmed that, since the enactment of monetary penalties for
failure to disclose a reportable transaction, “[p]eople are making a lot of
protective disclosures,” and “[s]Jome are filing protective disclosures when
they don’t have to.”!!811

Extraneous Details and Documentation

A final category of overdisclosure is the filing of disclosure statements con-
taining excessive details or documents that are extraneous to the underlying
tax strategies.

A taxpayer who discloses participation in a potential tax shelter to
IRS must also provide a description of the transaction and the taxpayer’s view
of expected tax treatment. The form a taxpayer files to disclose a reportable
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transaction, Form 8886, contains several lines for describing any expected tax
benefits, as well as the related steps of the transaction.'?

Some taxpayers provide so much information in their descriptions
that IRS may be unable to determine solely from the disclosure statements
whether the transactions have abuse potential.'”?! Many taxpayers have
broadly interpreted IRS’s instructions to “[i]nclude facts of each step of the
transaction . . . regardless of the year entered into.”'** As a consequence, they
may describe many aspects of their transactions that do not relate to the heart of a
potentially abusive tax strategy. Even though Form 8886 has only seven lines for
describing disclosed transactions, taxpayers routinely write “see attached pages” at
the end of this space and then attach many pages to the disclosure form.'” Indeed,
IRS’s instructions explicitly allow for these attachments.'**

Some tax advisors engage in similar overdisclosure. Advisors are required
under current law to maintain lists of any taxpayers for which they serve as
material advisors, meaning they have recommended reportable transactions,
been paid a minimum threshold fee, and met other requirements.'” When
IRS has sought tax shelter investor lists from advisors, many of them have
“merely provid[ed] boxes of documents in response to the list maintenance
requests.”’?® At a public hearing in 2007, an official from the IRS Office
of Associate Chief Counsel confirmed that one challenge IRS has faced in
soliciting information from advisors is that “many of the disclosures are
incomplete or provide[d in] boxes of documents without an index.”!?’

Threats to Tax Administration

Overdisclosure poses serious threats to the effective and efficient admini-
stration of the tax system: it distracts IRS from detecting abuse, slows the
enactment of statutory solutions, and constitutes wasteful taxpayer behavior.

Detection Distraction. Unnecessary disclosure statements consume
valuable IRS resources that could otherwise be allocated to the detection of
abusive tax activity. Every reportable transaction disclosure statement is, in
theory, subject to several levels of internal review within IRS.'*® But, more
importantly, it is often impossible to distinguish a disclosure statement con-
cerning an abusive tax shelter from one describing an ordinary, nonabusive
transaction without thorough analysis and, often, followup questions to the
taxpayer or advisor who filed the statement.

For example, a taxpayer who sold stock to a tax-exempt entity may file
a disclosure statement with IRS reporting participation in an intermediary
corporation tax shelter—a listed transaction.'” There may be no way for IRS
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agents in the Office of Tax Shelter Analysis to determine whether the dis-
closed transaction is actually part of a larger abusive scheme without investi-
gating the roles of additional parties. If it turns out that the taxpayer filed the
disclosure statement merely out of caution, and not because of participating
in a transaction solely designed to avoid Federal income tax, the taxpayer
will have consumed hours of IRS attention that could have been dedicated to
investigating taxpayers involved in much more questionable tax planning.

Further, the sheer volume of unnecessary disclosure statements that
IRS may receive in response to particular requests may impair its ability to
review all of these requests fully, if at all. For instance, in its annual report
for 2006, the Internal Revenue Service Advisory Council (IRSAC) discussed
its review of IRS procedures for analyzing reportable transaction disclosure
statements.'*® The IRSAC report explained:

Based on meetings with [Large and Mid Size Business Division]
officials, IRSAC members did not initially get to a comfort level that
anything had been done with these forms by [the Office of Tax Shelter
Analysis] on a timely basis. . . . [W]e were told that these filings were
stacked in an office in Ogden waiting to be processed.!'!

Over the course of its review, IRSAC learned that “taxpayers who
have made disclosures have either had no followup contacts with IRS or,
alternatively, have simply received a ‘tax shelter identification number’ to
include on their returns.”’3?> Because excessive reporting of ordinary transac-
tions may cause disclosure statements that describe abusive tax planning
to become lost in the shuffle, IRSAC concluded that “IRS should imple-
ment measures to reduce overdisclosure of transactions that are not reportable
transactions.”!3

Slowed Statutory Solutions. When the mandatory disclosure regime
works well, it enables IRS to learn about new types of abusive tax planning
and, assuming taxpayers properly disclose, the scale of participation by tax-
payers. IRS officials may then warn Congress that specific statutory changes
are needed to halt the use of particular abusive tax strategies.'** The Govern-
ment has acknowledged that a purpose of the mandatory disclosure regime
is to “allow IRS, the Treasury Department, and, to the extent necessary, the
Congress sufficient time to react to and stop the spread of the latest fad in the
corporate tax shelter genre.”'*> For example, shortly after IRS discovered that
many taxpayers were engaging in the contingent liability transaction that
Blue Chip Co. used to avoid capital gain taxation, Congress passed a specific
provision, section 358(h) of the Internal Revenue Code, which prevented
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taxpayers like Blue Chip Co. from claiming large capital losses using the
strategy in the future.!'*

Because overdisclosure distracts IRS, it slows its ability to alert
Congress that a targeted statutory solution to “the latest fad” in abusive tax
planning is needed."””” As a result, the “Wall Street rule” may take hold, mean-
ing taxpayers believe that IRS or Congress will not challenge a particular
tax strategy if there is “long-standing and generally accepted understanding
of this expected tax treatment.”'*® Even though the Wall Street rule has no legal
basis, when so many taxpayers have adopted a particular tax position, Con-
gress may wait to change the law until after it has held hearings or IRS and
taxpayers have butted heads in court. Without the effects of overdisclosure,
however, IRS may be able to warn Congress of a particular defect in the law
before its exploitation by taxpayers has spread. At that early stage, Congress
may be more amenable to enacting a technical correction to the law.

Wasteful Behavior. Last, overdisclosure represents wasteful behav-
ior. When taxpayers and advisors expend time and resources describing
the details of tax strategies that are not abusive but that, technically, may be
reportable transactions, they do this in place of activities that could at least
provide some social benefit.'* Just as “[n]o new medicines are found, computer
chips designed, or homeless housed” as a result of abusive tax planning, the
same can be said of overdisclosure.'* The efforts of taxpayers and advisors
could be justified if the Government were to collect additional revenue as a
result of the information they provide. But in the case of overdisclosure, where
the tax strategies disclosed are consistent with both the letter and spirit of the
underlying tax law, the Government fails to collect additional revenue.

Why Overdisclosure? Investigating the Sources

The discussion so far has provided concrete evidence that the threat of
overdisclosure is real, but it has not addressed the fundamental question of why
it occurs. Without understanding the sources of overdisclosure, it would be
difficult to consider and implement effective measures for preventing it.

The overdisclosure response does not stem solely from any single fea-
ture of the tax law or tax administration. Rather, it is the result of a number of fac-
tors, the relevance of which may vary depending on the type of taxpayer or
advisor who is subject to the mandatory disclosure regime. As this part argues,
current law contains numerous overdisclosure incentives for conservative types
inclined to cooperate with IRS, and for aggressive types who want to obstruct
its search for tax shelter clues.
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Different Attitudes Toward Tax Compliance

Different taxpayers and advisors have different attitudes toward tax
compliance.'*!

Some may act cautiously, attempting to comply with the tax law to
the fullest extent possible. Cautious taxpayers are unlikely to claim risky tax
positions on their tax returns, and certainly would not knowingly violate the
tax law. Similarly, there are tax advisors who fit this model. Conservative
advisors avoid recycling standard opinions that do not fully consider the
factual elements of particular clients’ transactions. Rather, as Peter Canel-
los has written, these types of advisors view tax law as a practice area that
is “interactive, interpersonal, and calls for negotiating as well as analytical
skills.”!#?

Other types of taxpayers and advisors may view IRS as an adversary
and tax compliance as a game in which the objective is to pay the lowest
amount of tax possible. Aggressive taxpayers hope to win the audit lottery
by escaping IRS detection, a gamble that has incredibly favorable odds for
the taxpayer.'*® These types of taxpayers turn to advisors who are known to
apply hyperliteral readings of the Internal Revenue Code without regard to Con-
gress’s intent or conflicting case law. Canellos has distinguished tax shelter
lawyers from the rest of the tax bar by describing them as of “a different
breed, by experience, temperament, reputation, and calling.”** What Canellos
and others are saying is that certain taxpayers and advisors have a tendency
to push the envelope by playing within the rules, but only by reading those
rules as literally as possible.!#

The identity of a particular taxpayer or advisor as a conservative or
aggressive type may play a crucial part in the explanation of why overdisclo-
sure occurs.

Conservative taxpayers and advisors who are unlikely to claim risky
tax positions also adopt a cautious reading of the tax shelter reporting rules.
Indeed, these taxpayers and advisors may be so cautious that they would
rather provide information about their transactions, even when they doubt
such disclosure is required, rather than risk the consequences under current
law that apply to acts of under- and nondisclosure. While these types of
taxpayers and advisors provide unhelpful information to IRS, they at least
provide it in the spirit of compliance with the law.

Aggressive taxpayers and advisors, on the other hand, often attempt
to claim tax positions that are inconsistent with the purposes of the stat-
utes on which they rely, but that do not raise red audit flags for IRS. These
taxpayers and advisors are prototypical rational actors—for them, as the risk
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of an IRS audit increases, the expected benefit of an abusive tax position
decreases. Unlike conservative taxpayers and advisors, aggressive types
may overdisclose nonabusive transactions and irrelevant information to IRS
because they expect to benefit from this behavior.

Why Conservative Types Overdisclose

When deciding whether they should report their ordinary, nonabusive trans-
actions to IRS, conservative taxpayers and advisors may lean in the direction
of disclosure for three primary reasons: the tax shelter reporting rules are
extremely broad, IRS often fails to offer timely explanatory guidance, and
the penalties for failure to disclose are high.

Broad Disclosure Requests

The mandatory disclosure regime contains broad requests for information
about transactions that may bear typical tax shelter traits. As the following ex-
amples illustrate, this breadth may cause conservative taxpayers and advi-
sors to provide IRS with information that does not aid its search for abusive
tax shelters.

Substantial Similarity. Even though the tax shelter reporting rules re-
quire disclosure of a transaction when it is “substantially similar” to a listed
transaction or a transaction of interest, the threshold for disclosure is much
lower than the name of this concept suggests.'* Under the regulations,
taxpayers and advisors must disclose any transaction that is “expected to
obtain the same or similar types of tax consequences and that is either factu-
ally similar or based on the same or similar tax strategy.”'*’ This definition
thus sets the threshold for disclosure at whether the transactions or underly-
ing tax strategies are merely “similar.” As one practitioner has commented,
“Substantially similar as defined in the regulations has nothing to do with
substantially similar.”!*8

The tax shelter reporting rules do not explicitly provide for any thresh-
old of reasonableness in defining substantial similarity.'* In the tax shelter
disclosure context, the standard requires taxpayers and advisors to disclose
participation in transactions that are merely “similar” to listed transactions or
transactions of interest.!*® The definition in the regulations makes no refer-
ence to the perception of a reasonable person at all. Indeed, they require the
term to be “broadly construed in favor of disclosure,” effectively eliminating
a minimal threshold of reasonableness for taxpayers who choose to apply
this instruction literally.'s!
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When conservative taxpayers and advisors have provided IRS with
disclosure statements regarding nonabusive transactions in the past, their be-
havior may have been the result of broad application of the substantial simi-
larity requirement. The New York State Bar Association Tax Section, for
example, reported that, in response to IRS’s designation of the intermediary
corporation tax shelter as a listed transaction, many taxpayers disclosed their
participation in routine sales of stock to tax-exempt entities because they were
“concerned that their transactions might be viewed as “substantially similar”
to the one described in [the Notice].”'>?

In spite of the threat of overdisclosure, the Government has consis-
tently endorsed an expansive interpretation of “substantial similarity.” The
regulations defining the term explicitly require that “the term substantially
similar must be broadly construed in favor of disclosure.”'* Responding to
complaints that the substantial similarity requirement creates uncertainty regard-
ing whether certain nonabusive transactions must be disclosed, an IRS offi-
cial commented in 2006 that, as a result of the substantial similarity require-
ment, “if I were in your shoes and I wasn’t sure, I would disclose . . . .”1%*

No Abuse Necessary. Current law also encourages conservative types
to overdisclose by requiring disclosure of specified activities, whether or
not they actually are abusive. A core objective of the mandatory disclosure
regime is to highlight for IRS agents the tax positions that may be the result of
abusive tax planning.'®® The tax shelter reporting rules do not absolve tax-
payers from the disclosure obligation simply because a particular transaction
does not result in understatement of tax liability, or is supported by a valid
nontax-related business purpose.'3

For example, if a taxpayer participates in a transaction that is identical
to the contingent liability tax shelter—a listed transaction—the taxpayer is
obligated to disclose participation even though believing that the transaction
served a real business purpose unrelated to tax avoidance.'””!*® In fact, in
the notice designating this particular tax strategy as a listed transaction, IRS
stated its view that “any business purposes taxpayers may assert for certain
aspects of these transactions are far outweighed by the purpose to gener-
ate deductible losses for Federal income tax purposes.”'® IRS, thus, wants
to see the details of the reportable transaction whether or not a taxpayer or
advisor believes it constitutes abuse.

The drawback to this strong stance is that cautious, conservative
taxpayers and advisors may feel an obligation to disclose any transactions that
arguably fall within one of the required disclosure categories, even if they
clearly lack abuse potential. After all, if the transactions really are not abu-
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sive, disclosure poses little risk to the taxpayer. Managers of hedge funds
may have reported so many plain vanilla total return equity swaps because
the managers broadly interpreted IRS’s designation of the abusive notional
principal contract tax shelter as a listed transaction.'®® As commentators re-
ported, there was little downside to disclosing these types of transactions, given
their consistency with the tax law.'s!

Retroactivity. Conservative taxpayers may also be motivated to
overdisclose because the tax shelter reporting rules may apply to taxpayers’
transactions on a retroactive basis.

If IRS designates a particular strategy as a listed transaction after
taxpayers have used it, taxpayers are nonetheless required to disclose
participation in the strategy retroactively (as long as the applicable statute of
limitations has not expired).'®* Likewise, taxpayers must report transactions
of interest retroactively.!®3

Without a retroactivity provision, the mandatory disclosure regime
would be so weak as to be nearly useless. As has been discussed, the most
popular tax shelters are those that are not explicitly prohibited by law or
even subject to disclosure requirements.'®* When it comes to abusive tax
shelters, IRS is constantly playing a cat-and-mouse game with taxpayers and
tax shelter promoters.'® Retroactive disclosure requirements, consequently,
are necessary for IRS to receive disclosure statements regarding these
transactions from the taxpayers and advisors who first participated in them.

Retroactive reporting rules, however, may cause conservative taxpay-
ers to overdisclose. An IRS announcement requiring taxpayers to disclose a
listed transaction may cause taxpayers to evaluate several years of transac-
tion history to determine whether they have engaged in the transaction or
one substantially similar to it. Taxpayers have commented that the retro-
activity feature results in recordkeeping burdens, especially in the corporate
context where tax directors may retire or resign before IRS designates a
particular transaction as subject to mandatory disclosure.'® Further, taxpay-
ers must disclose participation in any such transaction within 90 calendar days
after it becomes a listed transaction or transaction of interest.'®” Conservative
taxpayers, consequently, may disclose on a protective basis at the time they
enter into transactions rather than wait for an IRS announcement requiring
disclosure.

Slow Explanatory Guidance

Conservative taxpayers and advisors may also err on the side of overdis-
closure because IRS is often slow to explain how the tax shelter reporting
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rules should be applied to transactions that, to taxpayers and advisors, appear
nonabusive.

When IRS issues angel lists, it announces that certain clearly nonabu-
sive transactions and tax strategies are exempt from the mandatory disclo-
sure regime. IRS can issue an angel list in the form of a notice that super-
sedes a prior notice, or as a standalone revenue procedure. These lists are
designed to alleviate uncertainty regarding disclosure and to prevent IRS
from receiving disclosures of obviously nonabusive tax strategies.

While IRS has issued angel lists for certain categories of reportable
transactions, it has been slow or unwilling to clarify what types of transac-
tions are not substantially similar to a listed transaction or transaction of
interest.'®® IRS officials have often resisted public calls for such guidance,
citing a concern that taxpayers and advisors may exploit it to avoid disclos-
ing abusive transactions.'®

In the rare cases in which IRS has issued angel lists clarifying a notice
that designated a particular tax strategy as a listed transaction, it has done so
years after the original notice. For example, after IRS first required taxpayers
to disclose participation in the notional principal contract tax shelter in 2002,
taxpayers and advisors quickly questioned whether IRS meant to capture
plain vanilla total return equity swap transactions with its original notice.'”
Despite this concern, IRS did not issue a corrective notice exempting such
nonabusive transactions from disclosure until nearly 4 years had elapsed.!”!

As a result of IRS’s reluctance to issue angel lists clarifying the scope
of its disclosure requests, conservative taxpayers and advisors frequently
disclose nonabusive transactions. In the 4 years between IRS’s original notice
regarding notional principal contract tax shelters and its corrective guidance,
taxpayers and advisors filed “tens of thousands of unnecessary disclosures”
regarding total return equity swaps and other nonabusive transactions.!”

Further, because IRS often allows so much time to pass before issuing
corrective guidance, some conservative taxpayers and advisors may adopt
an overly cautious stance toward the mandatory disclosure regime. These
taxpayers and advisors may not change their disclosure behavior even after
IRS includes certain nonabusive transactions on an angel list.

As an illustration, after IRS issued Notice 2008-20 in 2008, which
redefined an intermediary corporation tax shelter by using four objective
factors rather than a more general description, some practitioners advised
their clients to continue, if not increase, disclosure of nonabusive transac-
tions.!”!™ They advised that, as a result of the corrective guidance, there
are now “virtually ‘no excuses’ [for failing to file a disclosure statement]
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for stock transactions that happen to satisfy the [four] basic requirements of an
intermediary transaction tax shelter.”'” The New York State Bar Association
Tax Section echoed this sentiment, writing that “[i]n the face of this uncer-
tainty, it has been suggested that a taxpayer should file a protective disclo-
sure [regarding nonabusive transactions] or request a ruling . . . .”!'"® An IRS
official has acknowledged concern that taxpayers and advisors may respond
to the new notice with “excessive reporting of transactions based on the uncer-
tainty of the intentions of other parties to them.”!”’

Fear of Nondisclosure Penalties

The current penalties for failing to comply with the mandatory disclosure
regime are severe. As the following discussion explains, these penalties,
when combined with broad reporting rules and limited explanatory guid-
ance, have made overdisclosure a sensible strategy for conservative taxpay-
ers and advisors.

Monetary Penalties. In 2004, in response to the growing mass-mar-
keted tax shelter industry, Congress enacted new tax penalties for taxpayers
and advisors who fail to file required disclosure statements.'”®

For taxpayers, the penalty for failing to report a listed transaction is
$100,000 in the case of individuals, and $200,000 in the case of corpora-
tions, for each act of nondisclosure.!”!® These penalties are reduced to
$10,000 for individuals and $50,000 for corporations in the case of nondis-
closure of any other type of reportable transaction.'s"-'®> The monetary penalties
effectively apply on a strict liability basis and “without regard to whether the
transaction ultimately results in an understatement of tax.”'®#* The ability of
IRS to waive these penalties is also subject to recordkeeping requirements and
potential oversight by Congress. '

Further, for taxpayers who fail to disclose any type of reportable trans-
action, a significant purpose of which is tax avoidance, the penalties that may
apply to the understatement of tax increase from 20 percent to 30 percent.'®

The tax law also imposes high monetary penalties on advisors who fail
to comply with the mandatory disclosure regime. If an advisor does not file
a disclosure statement regarding a listed transaction, the advisor is subject to
a monetary penalty of $200,000 or 50 percent of the gross income earned for
providing advice regarding the transaction, whichever is greater.'® In addi-
tion, if a material advisor fails to provide a required tax shelter investor list
to IRS within 20 days of IRS’s request, the advisor is fined $10,000 per day
until IRS receives the list.'’
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Conservative taxpayers and advisors may feel obligated to disclose
nonabusive transactions as a result of the monetary penalties that apply to
acts of nondisclosure. A corporate tax director may be concerned that a rou-
tine business restructuring involving liabilities and corporate subsidiaries could
have a remote chance of being considered substantially similar to a listed
transaction.”®® Filing a disclosure statement with IRS guarantees that the
corporation is protected against the high penalties.'®

Likewise, conservative tax advisors may file reportable transaction dis-
closure statements in similar situations, especially if the client has done so.
And the threat of a never-ending $10,000-a-day penalty for tax advisors who
fail to provide complete tax shelter investor lists to IRS on request may also
motivate these advisors to maintain more records than necessary.!'”

Shaming Penalties. Certain taxpayers may also overdisclose out of
fear of reputational harm that may result from failing to comply with the
mandatory disclosure regime.

The Government is generally prohibited from publicly disclosing
information about particular tax returns, including any penalties paid."!
However, Congress enacted legislation in 2004 that requires large corpo-
rate taxpayers to announce any nondisclosure penalties they have paid to
IRS in their public filings with the Securities and Exchange Commission.'*?
The statute is consistent with typical Government shaming mechanisms that
publicly highlight an offender’s bad act to punish the offender and deter
others.'

A shaming sanction for failure to disclose information to IRS may
cause some conservative tax directors to fear reputational harm for their
corporations or for themselves. As opposed to publicity that a corpora-
tion’s managers have claimed aggressive tax positions that are not explicitly
prohibited, public reports that a corporation’s managers have simply failed to
provide requested information to IRS could send a negative signal to mem-
bers of the corporation community.'* Corporate managers may worry that
investors and potential business partners could interpret news of a nondis-
closure penalty as reflecting the level of the corporation managers’ openness
and honesty.

In response to these sanctions, tax directors, lawyers, and accountants
have engaged in numerous public discussions on procedures that corpo-
rations should adopt to ensure they comply with IRS’s disclosure require-
ments.'” The most obvious response, they often conclude, is that, when in
doubt, overdisclosure minimizes reputational risk for their corporations.
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Why Aggressive Types Overdisclose

While conservative types may overdisclose information to IRS out of fear of
the consequences of nondisclosure, aggressive types may engage in this be-
havior for very different reasons. Aggressive taxpayers, the type who claim
risky tax positions exploiting ambiguities in the tax law, and their aggressive
advisors may embrace overdisclosure as an affirmative strategy for avoiding
detection by IRS. Just like typical tax shelter transactions, intentional acts of
overdisclosure are “perfectly legal.”"® In addition, public statements from
IRS officials regarding the difficulty that overdisclosure has caused IRS
signals to aggressive types that it is likely an effective detection avoidance
strategy.

Detection Avoidance

Overdisclosure may enable aggressive taxpayers and advisors to conceal
their questionable tax strategies without risking high nondisclosure penalties.

In terms of substantive tax planning, a key objective for aggressive
taxpayers is to find ways to avoid paying taxes without raising red flags for
IRS auditors.

As Alex Raskolnikov has described, an aggressive taxpayer often
chooses a tax avoidance strategy that does not cause items on his or her tax
return to vary dramatically from those on his or her prior tax returns or from
those on the tax returns of other taxpayers who fit his or her profile."” Applying
Raskolnikov’s explanation, a suburban dentist will probably not attempt to
claim a $100 tax loss attributable to almond farming, a deduction he or she
has never claimed before and attributable to an activity in which he or she has
little or no actual involvement.!”® Rather, the dentist is more likely to claim
$100 of phony charitable deductions if he or she also claims $1,000 of legiti-
mate charitable deductions on his or her tax return and has done so for years.'”
The latter strategy would probably seem more attractive to the dentist because
he or she believes that the chances of IRS detecting the phony $100 chari-
table deduction, which is mixed in with the legitimate $1,000 of charitable
deductions, are much lower than the chances of IRS detecting the $100 of
phony almond farm deductions.?®

Overdisclosure enables aggressive taxpayers to avoid detection by IRS
using different means. Rather than burying a small illegitimate deduction
on the same line as a larger legitimate deduction on the tax return, overdis-
closure allows an aggressive taxpayer to provide IRS with pure information
about nonabusive transactions. When the aggressive taxpayer simultane-
ously files a disclosure statement regarding a truly abusive tax strategy, IRS



Overcoming Overdisclosure: Toward Tax Shelter Detection 335

may be so distracted by the filings regarding nonabusive transactions that it
will not question the strategy.

As a result, an aggressive taxpayer may conclude that, with the overdis-
closure technique, the overall expected utility of engaging in the abusive
transaction will not be any lower than the expected utility would be in the
absence of disclosure.”®! And overdisclosure will allow the aggressive taxpayer
to escape the high monetary and nonmonetary penalties for failure to disclose.

Imagine that an aggressive tax director at a large corporation, acting
on advice purchased from an accountant, implements a highly complex tax
shelter strategy unknown to IRS that allows the corporation to avoid millions
in tax liability. The accountant promises the tax director to refund 50 percent of
his or her fee if IRS successfully challenges the tax treatment. The refund feature
subjects this tax shelter to “contractual protection,” so that the tax director is
required to disclose the corporation’s use of it to IRS.*

The tax director can avoid the nondisclosure penalties by filing a
reportable transaction statement regarding this tax shelter strategy with IRS.
But, at the same time, the tax director can also file unnecessary reportable
transaction statements regarding any nonabusive transactions for which the
corporation was entitled to a refund of fees by a tax advisor. The technical
justification for the aggressive tax director’s affirmative overdisclosure is
that the tax shelter reporting rules cast a wide net when describing transac-
tions with contractual protection.?”® If the rules are applied broadly, as one
practitioner has commented, “[p]ractically any transaction has the potential
of a refund of fees or a legal claim against the professionals if the tax work
is found to be below prevailing standards.”**

There are several reasons why the aggressive tax director in this exam-
ple may believe overdisclosure will enable him or her to report the abusive
tax shelter without raising a red flag for IRS.

The tax director may believe that, by providing so much information
about real transactions, there will only be a small chance that IRS will focus
on the one disclosure statement regarding the abusive tax strategy. IRS may
instead seek additional information about one of the nonabusive transac-
tions. Just as the leprechaun hides his gold beneath a ragwort plant adorned
with a red ribbon among hundreds of other ragwort plants adorned with red
ribbons, the tax director may use the overdisclosure technique to obscure
truly questionable transactions from view.?%

As has been discussed, overdisclosure may become the norm in
response to a particular reportable transaction requirement because many
conservative tax directors apply an overly cautious reading of the tax shel-
ter reporting rules.?®® An aggressive tax director can essentially piggyback
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on the behavior of conservative tax directors by engaging in overdisclosure as
well. By overdisclosing in order to hide an abusive tax shelter, the aggressive
tax director’s behavior may resemble that of conservative types, reducing the
probability that IRS will focus on the aggressive tax director’s filings.

The aggressive tax director may also believe that overdisclosure is an
effective detection avoidance strategy because of the statute of limitations.
If a taxpayer fails to disclose a listed transaction, the statute of limitations
remains open.?”” But, if the aggressive tax director files a disclosure state-
ment regarding the abusive tax strategy, along with many disclosures of non-
abusive transactions, the statute of limitations clock on the abusive strategy
begins to tick. It may expire within as little time as 3 years from the filing
of the corporation’s tax return.”®® Once the statute of limitations clock stops,
absent fraud or another special exception, IRS will not be able to challenge
tax benefits the corporation has claimed using the abusive tax shelter.?”

Aggressive advisors may also pursue a strategy of intentional
overdisclosure, but for slightly different reasons than aggressive taxpayers. The
aggressive advisor, such as the accountant in the example above, wants to
sell his or her tax shelter product to as many taxpayers as possible before IRS
detects the strategy and designates it as a listed transaction.?'’ Again, such no-
tices chill the market for that particular abusive tax shelter. By overdisclos-
ing, the advisor avoids high penalties for failure to disclose, and may also
reduce the chance of IRS detecting the abusive tax strategy, enabling him or her
to continue selling it.

It’s “Perfectly Legal”

In light of the potential benefits of overdisclosure for aggressive taxpay-
ers and advisors, these types may be especially drawn to the “it’s perfectly
legal” response to the mandatory disclosure regime because the law neither
explicitly nor implicitly prohibits it.

No Disclosure Limits. The law contains very few limits on disclosure
that would prevent an aggressive taxpayer or advisor from intentionally
reporting participation in nonabusive transactions.

Taxpayers and advisors can file as many reportable transaction disclo-
sure statements as they want to file.?!! Aggressive types may take advantage
of the protective disclosure filing mechanism, which allows them to file disclosure
statements whenever they could plausibly claim to be unsure whether a particu-
lar transaction must be disclosed.?'? Further, the regulations now require
protective disclosure statements to include the same information that they
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would include on a nonprotective disclosure statement.?'* Aggressive taxpayers
and advisors can exploit this procedure, by filing detailed disclosure statements
that describe nonabusive transactions with a tenuous basis for disclosure.

Likewise, there is no limit on the number of words or pages a taxpayer
or advisor may use to describe a reportable transaction when filing a disclo-
sure statement with IRS. The only limit on the description of the transaction
is that it must explain the transaction “in sufficient detail for IRS to be able
to understand the tax structure of the reportable transaction.”'* Aggressive types
can interpret the term “sufficient detail” as requiring taxpayers and advisors
to provide IRS with more rather than less information about a transaction, es-
pecially when considering other regulations that instruct taxpayers and advisors
to disclose excess information when in doubt.

While there are more restrictions on the disclosure practice of advi-
sors than taxpayers, they do not limit advisors’ ability to pursue many forms
of overdisclosure. For example, advisors are no longer permitted to deliver
an unorganized box of documents to IRS in response to a tax shelter investor
request, and, under current law, an index and a particular IRS form must accom-
pany the documents.?”® Yet despite these rules, advisors may still intentionally
disclose information regarding taxpayers and transactions that do not reveal
abuse as long as they do so using the IRS form and in an organized fashion.

Lack of Authority. The tax law provides that every taxpayer is required
to “carefully prepare [a] return and set forth fully and clearly the information
required to be included therein.”*'¢ In spite of this provision, an aggressive
taxpayer may still file as many disclosure statements regarding nonabusive
transactions as possible, so long as there is some basis for considering these
transactions to be subject to the reportable transaction rules. The regulation’s
statement of the taxpayer’s filing obligation may not change the incentive for
an aggressive taxpayer to include many unnecessary details in a description
of a reportable transaction as long as the taxpayer presents them “clearly.”?!”

It is also unlikely that excessive reporting of nonabusive transactions
and information irrelevant to tax shelter detection would constitute fraud
for tax purposes. As Congress first defined the term in 1934, “fraud” for tax
purposes means “fraud with intent to evade tax.”*'® Fraud usually involves
explicit lying to IRS, such as where taxpayers claim personal exemptions
for children who do not exist or taxable losses for business expenses never
incurred.”’” When aggressive types file unnecessary disclosure statements,
on the other hand, they describe transactions and events that have actually
occurred. As the author of the leading tax procedure treatise commented on
the distinction between fraud and other types of behavior,
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[TThe deception and misleading conduct characteristic of fraud distin-
guish fraud from tax avoidance devices. Both may result in underpay-
ments in tax, but tax avoidance is characterized by disclosure of
transactions that are, in fact, what they appear to be, for example, a sale
that is not a sham as a matter of fact, or a sale that takes place on the
date stated.”

Further, it is unlikely that IRS could prove the necessary intent stan-
dard by clear and convincing evidence. The tax shelter reporting rules, after
all, state that key disclosure requirements “must be broadly construed in
favor of disclosure.”?!

No Penalties. Finally, aggressive taxpayers may excessively report nonabu-
sive transactions because the law contains no explicit monetary penalties for
overdisclosure. As the discussion above indicates, since 2004, the law has
contained extensive monetary and nonmonetary penalties for taxpayers who
fail to disclose their participation in reportable transactions.?> However,
the tax law fails to provide aggressive types with an explicit disincentive for
adopting an affirmative strategy of overdisclosure.

Awareness

Last, aggressive types may overdisclose as a result of IRS’s own publicity of
the difficulties overdisclosure has caused the Service.

Government officials have frequently discussed the overdisclosure
problem in presentations at meetings of corporate tax directors, bar associa-
tions, and other public events, pleading publicly with those in attendance
to reduce their overdisclosure of ordinary business transactions.??* For
example, at a 2004 meeting of the Tax Executives Institute, an IRS official
implored the attendees, “We ask you not to contort the regs regarding dis-
closure . . .. We don’t think it is necessary to contort the regs for overdisclo-
sure of routine issues.”?** Such public statements alert aggressive taxpayers
and advisors that overdisclosure may be an effective technique for avoiding
IRS detection of questionable tax positions, and that IRS has little means to
prevent the response other than public pleas.

In addition, when IRS releases an angel list or corrective guidance to
clarify the tax shelter reporting rules, it reveals publicly the specific activi-
ties about which IRS does not want to receive information. For aggressive
types, this guidance may serve as a playbook of the transactions they could
purposely disclose in order to distract IRS. For example, after IRS an-
nounced in 2006 that total return equity swaps were no longer subject to
mandatory disclosure requirements, it subsequently reported on its Web site
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and in a public notice that “[t]he Service has continued to receive unneces-
sary disclosures from taxpayers meeting the exceptions [described in IRS’s
notice].”*> Though we may not know exactly what motivated the taxpayers
and advisors who filed these unnecessary disclosures, some may have been
filed by aggressive types as a strategy for hiding abusive tax planning.

Can Overdisclosure Be Overcome? Reform
Possibilities

Despite the predictable nature of overdisclosure and the threats it poses to
tax administration, neither the substantive tax law nor IRS has adopted an effec-
tive strategy for preventing it.

Several commentators have concluded that overdisclosure is a neces-
sary evil resulting from rules that impose high penalties for failing to
disclose information or, alternatively, increase the possibility of IRS chal-
lenging their tax positions if they do disclose.?*® According to this view,
overdisclosure is a problem the tax law cannot address preemptively and that
IRS should deal with, as needed, reactively.?”’

Yet IRS’s past attempts to reduce overdisclosure have been inadequate.
By refusing to implement an overdisclosure policy that taxpayers and advi-
sors can apply on an ex ante basis, IRS has encouraged them to overdisclose
by applying the tax shelter reporting rules broadly.?® When IRS has eventu-
ally issued corrective guidance, often years after the original rules evoked
an overdisclosure response, the guidance may not have had its intended
effect.?”” And public pleas from IRS officials that taxpayers and advisors not
“contort the regs for overdisclosure of routine issues” appear to have often
fallen on deaf ears.?*

Further, the most obvious way to alleviate the overdisclosure re-
sponse—repeal of the high nondisclosure penalties—would likely cause
taxpayers and advisors to revert to the general disclosure behavior they
exhibited before 2004—minimal to no disclosure.?!

Without the threat of nondisclosure penalties, conservative types
would limit their disclosure to tax positions they believe may actually result
in an IRS challenge on substantive legal grounds. The reason for this change
in behavior is that, without nondisclosure penalties, the only consequence of
failing to disclose a transaction would be the loss of a defense to accuracy
penalties. IfIRS were to challenge a nondisclosed tax position and apply an ac-
curacy penalty, the taxpayer would not be able to use disclosure as a way to
establish a reasonable cause or good faith defense.”®> Because conservative
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taxpayers and advisors do not participate in tax planning that they consider
likely to generate a challenge from IRS, they would probably file very few, if
any, reportable transaction disclosure statements.

For aggressive taxpayers, the repeal of the nondisclosure penalties
would eliminate any incentive to file reportable transaction disclosure state-
ments with IRS. The primary reason why aggressive taxpayers participate
in the mandatory disclosure regime is, as [ have argued, to escape the high
nondisclosure penalties while continuing to hide their abusive tax shelters.*> If
the nondisclosure penalties were repealed, an aggressive type would have no
motivation to disclose; after all, the best strategy for avoiding IRS detection
of an abusive tax shelter is to disclose nothing. And, without the overdis-
closure culture that conservative types have created due to their extreme cau-
tion, an aggressive type would view disclosure as an obvious way to attract
scrutiny from IRS.>*

Rather than advocate a single “silver bullet” solution to a multilayered
problem, I offer three proposals that could be implemented together as an
overall strategy to reduce overdisclosure: (a) use anticipatory angel lists
when IRS designates new listed transactions, (b) enact targeted monetary penal-
ties for certain acts of overdisclosure, and (¢) require business taxpayers to
file copies of certain nontax documentation describing the disclosed transac-
tions that taxpayers prepared for actors other than IRS.

Anticipatory Angel Lists

A significant contributing factor to the overdisclosure response is the Gov-
ernment’s reluctance to inform taxpayers and advisors explicitly that they
should not disclose participation in certain nonabusive activities, especially
in cases involving listed transactions.”> When IRS designates a tax strategy as a
listed transaction, it generally uses a revenue ruling or notice to focus atten-
tion on the details of the tax strategy at issue.”*® To date, IRS has designated
thirty-four separate tax strategies as listed transactions and maintains the
original designation announcements on its Web site.” None of these an-
nouncements contains specific instructions from IRS regarding tax strategies
that are explicitly exempted from the listed transaction designation.?*

In contrast to its current approach, IRS could preempt overdisclosure by
incorporating angel lists into its listed transaction announcements.

When it designates a tax strategy as a listed transaction, IRS could also
supply taxpayers with a list of similar transactions that are, in IRS’s view,
nonabusive. The Government has already commented that it may use the
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transaction-of-interest category as a way to solicit feedback from taxpayers
and advisors before announcing a listed transaction.”® This approach could
supply information not only about the abusive tax strategy at issue, but also
about nonabusive transactions that a listed transaction notice could unin-
tentionally cover.

Under this proposal, if IRS eventually designates the tax strategy as a
listed transaction, it would include in its announcement an angel list of clear-
ly nonabusive transactions, exempting them from the mandatory disclosure
requirements. Each announcement of a new listed transaction could include
a section entitled “Transactions Not Substantially Similar” that describes
these nonabusive transactions. Because IRS would include these angel lists
in the designation of a listed strategy initially, rather than years later through
corrective guidance, the angel lists can be characterized as anticipatory.

Rationale

Anticipatory angel lists could enhance IRS’s tax shelter detection efforts by
adding more precision to disclosure requests, preempting the uncertainty that
typically follows the designation of a new listed transaction, and encourag-
ing cooperation among conservative taxpayers and advisors and IRS.

Focused Disclosure Requests. Because anticipatory angel lists would
describe specific, clearly nonabusive transactions that need not be disclosed,
they would be unlikely to lead to underdisclosure or nondisclosure in the same
manner as other possible exceptions.

In the past, when IRS publicly described the details of a new listed
transaction, it avoided stating that the transaction “fails to serve a significant
business purpose other than tax avoidance.”* The probable rationale for
this and similar omissions is that, if IRS were to include them, the scope of
the listed transaction designation could effectively be narrowed. Clever taxpay-
ers and advisors, seeking to avoid disclosure, could manufacture a nominal
business purpose or find ways to disclaim a tax avoidance plan.

By contrast, anticipatory angel lists could focus IRS’s listed transaction
designation by identifying nonabusive transactions that would not be subject
to mandatory disclosure. IRS has issued similar angel lists for other catego-
ries of reportable transactions, such as loss transactions, in anticipation of exces-
sive reporting.** When IRS announced that taxpayers must disclose transac-
tions that generate significant tax losses, for example, IRS also announced
that, if a taxpayer claims a tax-deductible loss due to “fire, storm, shipwreck,
or other casualty,” it is not required to file a reportable transaction disclosure
statement.?* The reason for the disclosure exception here is clear: IRS con-
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siders it unlikely that a taxpayer would purposely incorporate a costly fire

or sinking ship into a transaction simply to avoid Federal income tax. IRS
officials have not reported a decrease in the disclosure of potentially abusive
tax strategies as a result of this exemption.**

Surprisingly, IRS has failed to provide comparable anticipatory angel
lists when designating listed transactions.?** This is particularly odd, given
that the listed transaction category, unlike loss transactions and confidential
transactions, is subject to the extremely broad “substantial similarity” stan-
dard.** As a result, anticipatory angel lists would significantly shift IRS’s
approach to designating new listed transactions. If conservative taxpayers
and advisors were to adhere to the new anticipatory angel lists, IRS could
increase the speed with which it detects real abuse.

Reduced Corrective Guidance. Anticipatory angel lists may also
lessen the amount of corrective guidance IRS issues to clarify its origi-
nal designations of listed transactions. A frequent response to new listed
transactions is that taxpayers and advisors immediately disclose nonabusive
transactions they deem substantially similar to those described in the an-
nouncements.?* IRS has periodically issued corrective guidance exempting
nonabusive transactions from mandatory disclosure, though often years after
its original announcement (and in some cases not at all).?*’ Sometimes, the
corrective guidance has increased uncertainty among taxpayers and advisors
and failed to dissuade them from disclosing the nonabusive activities at issue.?*®
By including anticipatory angel lists in initial designations of listed transac-
tions, IRS may avoid the need to issue such corrective guidance in the future. As
aresult, IRS could prevent years from elapsing after its initial designation of a
listed transaction during which taxpayer and advisor confusion over what must
be disclosed festers.

Cooperative Approach. A final benefit of anticipatory angel lists
is that they may reduce resistance to the Government’s new disclosure
initiatives. Taxpayers and advisors who do not participate in abusive tax
planning but nonetheless feel burdened by the tax shelter reporting rules
often criticize IRS’s attempts to designate new listed transactions or other-
wise expand the scope of the tax shelter reporting rules.*** As a result, the
Treasury and IRS often make concessions to appease this constituency,
even though these concessions may allow some abusive tax planning to
escape detection. By not only seeking comments before designating new
listed transactions, but also acting on them through the use of anticipatory
angel lists, IRS could mollify some hostility toward the mandatory disclo-
sure regime.>°
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Potential Objections

The principal potential objections to the use of anticipatory angel lists are
that they may provide an incentive for taxpayers and advisors to avoid
disclosure, unduly tie IRS’s hands, and inform aggressive types of the trans-
actions that disrupt IRS’s detection efforts. Each of these potential objections is
addressed below.

Another Disclosure Loophole. A likely objection to the proposed use
of anticipatory angel lists is that it could reduce the willingness of taxpay-
ers and advisors to err on the side of disclosure when considering whether
questionable tax strategies are reportable transactions. Dean David Schizer,
for instance, has criticized IRS’s use of angel lists in the past, asserting that
“taxpayers analogize to transactions on the list in order to conclude that
they do not have to disclose transactions that, in light of the purposes of the
regime, should be disclosed.”!

There are two reasons why the disclosure loophole concern does not
outweigh the benefits of the proposed use of anticipatory angel lists.

First, if a court or IRS determined that a taxpayer or advisor had
abused the angel list to avoid disclosing participation in a questionable transac-
tion, the taxpayer or advisor would be considered as having failed to disclose
participation in a listed transaction. Thus, that taxpayer or advisor would be
subject to the most severe penalties in the mandatory disclosure regime.??
The angel lists that Schizer has criticized, by contrast, involved other categories
of reportable transactions for which the penalty for nondisclosure is significantly
lower.?* Taxpayers and advisors, even aggressive ones, may thus not be willing
to exploit anticipatory angel lists because of the much higher penalties that result
from a determination of failure to disclose participation in a listed transaction.

Second, IRS would presumably craft the angel lists as narrowly as
possible, describing included transactions with great specificity and only in-
cluding clearly nonabusive transactions. Further, no “substantial similarity”
standard should apply to the anticipatory angel lists. As a result, taxpayers
and advisors would still have to disclose participation in any transactions not
exactly like those on the anticipatory angel list. A taxpayer seeking to rely
on an angel list as a basis for nondisclosure would, in other words, have to
engage in a transaction exactly like one on the list.

Tying IRS’s Hands. Another potential objection is that the proposal
would effectively tie IRS’s hands by forcing it to commit upfront to a list
of exemptions. Opponents of anticipatory angel lists could argue that IRS
does not necessarily know at the time when it designates a tax strategy as
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a listed transaction what variations of that strategy are abusive or nonabu-
sive.* Tt can reach such conclusions only after careful review. The status
quo approach, they might argue, provides IRS with flexibility to determine
what changes, if any, it should make to its original designation of a listed
transaction.

But anticipatory angel lists would not prevent IRS from issuing cor-
rective guidance in the future. If IRS designates a listed transaction and
includes an anticipatory angel list, but subsequently determines that a transaction
on the angel list really should be disclosed, or, alternatively, determines that
a nonabusive transaction should have been included on the angel list, IRS
can simply issue corrective guidance.?>> The proposal should limit the need
for such corrective guidance, especially considering that IRS would have
consulted with taxpayers and advisors regarding transactions for the angel
list before designating a new listed transaction; but the proposal certainly
does not prohibit such guidance.

Playbook for Aggressive Types. An important potential objection
to the proposed anticipatory angel lists is that they may help aggressive
taxpayers and advisors who seek to overdisclose participation in nonabu-
sive transactions as a detection avoidance strategy. Aggressive types may
attempt to hide disclosure of an actual abusive tax strategy by also disclos-
ing transactions very similar to those in IRS’s corrective guidance and angel
lists—disclosures that, as IRS itself has indicated, impede IRS’s detection
efforts.>*® IRS’s use of anticipatory angel lists, which would describe poten-
tially distracting nonabusive transactions earlier rather than later, thus might
offer aggressive types a headstart on overdisclosure.?’

In order to ameliorate this potentially serious problem while still reduc-
ing overdisclosure, the law should contain some disincentive for aggressive
taxpayers to disclose participation in transactions that IRS has included on
an anticipatory angel list. The next subpart describes how such a disincen-
tive for aggressive types might be implemented.

Targeted Overdisclosure Penalties

Overdisclosure is not just the product of uncertain features of the tax shelter
reporting rules, but also of a significant omission from these rules. It is an
act for which the tax shelter reporting rules levy no explicit sanction.>*

The absence of any sanction for filing unnecessary disclosure state-
ments with IRS makes the decision to overdisclose an obvious one for both
conservative and aggressive types. For conservative types, when there is a
real question over whether a clearly nonabusive transaction is reportable un-
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der a broad application of the rules, erring on the side of disclosure is easy.
For aggressive types, overdisclosure is even better than costless—it could
actually enable them to avoid potentially significant costs that would occur if
IRS detected their abusive tax shelters.

By contrast, current tax law contains severe penalties for taxpayers and
advisors who fail to disclose their participation in reportable transactions or
who file disclosure statements missing required information.”>® By failing
to raise red flags for IRS, taxpayers and advisors who do not disclose undermine
IRS’s ability to detect abusive tax planning and collect the proper amount of
revenue. The principle underlying the high penalties for nondisclosure, conse-
quently, is to force taxpayers and advisors to internalize these costs. As this
article has demonstrated, overdisclosure can be equally disruptive to IRS’s
detection efforts as nondisclosure by providing IRS with so much information
that red flags become very difficult, if not impossible, to identify. Despite
this likely harm, the tax law contains no symmetrical monetary penalty for
taxpayers and advisors who overdisclose.

Because the delivery of too much irrelevant information to IRS can
have the same adverse consequences as the delivery of too little relevant
information, the tax law should impose monetary penalties not only for nondis-
closure, but also for overdisclosure.

While IRS and the tax law have not considered the use of penalties
for acts of overdisclosure, other institutions and bodies of law have imple-
mented such penalties.?®® As the following discussion illustrates, one simple
and efficient model for penalizing taxpayers and advisors who report their
participation in nonabusive transactions is California’s recently enacted mone-
tary penalties for individuals who use the 911 emergency telephone system
to report nonemergency events.

Nonemergency 911 Calls

As the Federal Government has mandated in recent years that wireless tele-
phones have access to the 911 emergency telephone system, local fire and
police stations throughout the U.S. have reported a dramatic increase in calls
to 911 that do not relate to real emergencies.?!->%2

In California, for example, of the nearly eight million 911 calls from
wireless telephone callers in 2007, approximately 45 percent of those calls
did not relate to emergencies.’® Some of the nonemergency calls, California
officials reported, were from callers with real problems, but who should have
sought help elsewhere, such as an individual seeking assistance regarding
his email address or a landlord asking police to serve an eviction notice.?%*
Other nonemergency calls originated with prank callers, such as individu-
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als who dialed 911 to complain about late delivery of recently ordered pizza
or to inquire about the upcoming week’s weather report.?> According to
California officials, as a result of the increased volume, more than one-third
of calls can go unanswered during high volume times.?%

In 2008, the California legislature responded to this situation by enact-
ing high penalties for individuals who use, or for parents of minors who al-
low the use of, the 911 telephone system “for any reason other than because
of an emergency,” which is defined as “any condition in which emergency
services will result in the saving of a life, a reduction in the destruction of
property, or quicker apprehension of criminals,” among other specifically de-
scribed events.?” Under California’s new penalty structure, an individual receives
an initial warning for the first nonemergency call, a $50 penalty for the second
call, a $100 penalty for the third, and a $250 penalty for all future nonemer-
gency calls.?6®

Proponents of the California legislation have argued that it will cause
the type of individuals who have placed frivolous 911 calls in the past—ei-
ther out of ignorance or bad intent—to refrain from placing such calls after
considering the potential penalties.® According to the bill’s author, the new
penalties are intended to “better deter this dangerous behavior by more
immediately imposing significant sanctions on illegal callers.”*"

Application to Tax Shelter Disclosure

Just as frivolous 911 calls impede the ability of emergency service providers
to deliver life-saving aid, overdisclosure causes IRS agents to spend con-
siderable time investigating highly complex nonabusive transactions rather
than those involving abusive tax planning.?”" And, just as 911 operators
receive calls from two types of individuals, the ignorant and the malicious,
IRS receives unnecessary disclosure from both conservative and aggressive
types.?’? In light of these similarities, the Government might fine taxpayers
or advisors who disclose nonabusive activities in the same way that Califor-
nia imposes escalating penalties for nonemergency 911 calls.

Despite the common traits of the two types of unhelpful reporting,
there is a significant difference that may reduce the feasibility of mon-
etary penalties for overdisclosure. Most individuals can quickly determine
whether an event is a real emergency before placing a call to 911. Taxpay-
ers and advisors, on the other hand, may not be able to determine as easily
whether a transaction qualifies as potentially abusive under the tax shelter
reporting rules.

This distinction begs caution in imposing fines like those for frivolous
911 calls on taxpayers and advisors who overdisclose nonabusive activi-
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ties. Because IRS cannot identify an abusive tax shelter without seeing it,
requests for information from taxpayers and advisors must contain some
level of generality. A monetary penalty for overdisclosure, especially when
combined with the existing high penalties for nondisclosure, could understanda-
bly increase taxpayer and advisor confusion.?”

A response to this potential design obstacle could be to limit penal-
ties to taxpayers and advisors who disclose the most obviously nonabusive
transactions—those that IRS has explicitly included on an angel list.

Because the transactions on an angel list are nonabusive and clearly
described, they would provide adequate advance notice of disclosure that
could subject taxpayers and advisors to overdisclosure penalties. As the
previous subpart discussed, IRS aims to keep angel lists as specific as possi-
ble, to avoid creating loopholes through which taxpayers or advisors could
avoid disclosing information that is relevant to tax shelter detection.?™

Of course, the angel lists would not alleviate all uncertainty, and a
monetary penalty for overdisclosure should not apply if a taxpayer or advi-
sor was honestly unsure whether a particular transaction was exactly like one
on the angel list. To deal with this situation, an exception could apply to any
taxpayer or advisor who received a private letter ruling from the IRS
allowing disclosure.?’

In summary, under this proposal, any taxpayer or advisor who dis-
closes a transaction included on an IRS angel list would be subject to a mon-
etary penalty for each disclosure, unless the taxpayer or advisor has sought and
received a private letter ruling from IRS permitting disclosure of the transac-
tion at issue. This proposed penalty for acts of overdisclosure would apply
on a strict liability basis. It would supplement, not replace, those penalties
that apply under current law for acts of nondisclosure.

Rationale

The proposed penalty would better deter aggressive types from overdis-
closing than current law, would cause conservative types to increase their
care when filing disclosure statements, and would be a more administrable ap-
proach to the overdisclosure response than other alternatives.

Increased Deterrence. While the proposed penalty would not apply to
all forms of overdisclosure, it would increase the cost of burying information
about an abusive tax position amid a sea of disclosure statements regarding
specifically designated nonabusive transactions. The aggressive hedge fund
that continues to file disclosure statements regarding plain vanilla total return
swaps, as a way to hide its notional principal contract tax shelter, would now
face a potential monetary penalty for each instance of disclosing an angel list
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transaction.?” Further, because the proposed penalty would apply separately
to each occurrence of overdisclosure, it would be most effective against
aggressive taxpayers and advisors. Aggressive types may calculate the new
potential cost of overdisclosure and determine that it is no longer a practi-
cal detection avoidance strategy. As a result, the proposed penalty could
enhance IRS’s ability to detect and challenge abusive tax planning.

Increased Care. As well as deterring intentional excessive reporting
of nonabusive transactions, the proposed penalty would cause conservative
taxpayers and advisors to take more care in filing disclosure statements. Just
as California’s new penalty structure causes residents to consider whether a
particular event is a real emergency before dialing 911, the proposed penalty
would motivate conservative types to check an IRS angel list before disclos-
ing a particular nonabusive transaction. The proposed penalty, thus, would
also enhance IRS’s detection efforts by forcing conservative taxpayers and
advisors to internalize the cost of unreasonable caution in complying with
the tax shelter reporting rules.

Administrability. The administrability of the proposed penalty, espe-
cially when compared with alternative penalty structures, is one of its most
attractive attributes.

The proposed penalty is simple. In the same way that California’s
penalty applies to each nonemergency 911 call, the proposed penalty would
apply to each disclosure of a nonabusive transaction contained on an IRS angel
list.””” Like California’s penalty, the proposed penalty applies on a strict liability
basis, and thus does not require an inquiry into the intent of taxpayers or
advisors filing unnecessary disclosure statements or other factual matters.*’®

The proposed penalty would be much easier to administer than the broad
antiabuse standards other areas of the law have applied in comparable situ-
ations. In securities fraud cases, courts have applied the “doctrine of buried
facts” where corporations have publicly disclosed material facts in a manner that
obscures their significance.””” For example, when a corporation discloses a
director’s conflict of interest in a lengthy public filing amid unrelated text, a
court may not find this disclosure adequate to shield the corporation from li-
ability to investors. Because the doctrine of buried facts requires heavy fac-
tual analysis and is “not logically susceptible to [a] bright line test,” it would be a
difficult approach to apply in the context of tax shelter reporting.”®® IRS and
the courts would need to consider such issues as the number of nonabusive
transactions a taxpayer disclosed at the same time as disclosing an abusive
one, as well as the content of the disclosure statements, before determining
whether disclosure of the abusive transaction should be disregarded for purposes
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of the nondisclosure penalties. The proposed penalty negates the need for
any similarly fact-intensive inquiries.

Advantages Over “Self-Adjusting Penalty.” The proposed penalty
is also a more appropriate approach to overdisclosure than Raskolnikov’s
“self-adjusting penalty.”*! As an illustration of Raskolnikov’s penalty structure, a
taxpayer who reports an illegitimate charitable deduction on the same line of
a tax return as a large number of legitimate charitable deductions would be
subject to a monetary penalty that is based not on the value of the fraudulent
deduction, but rather on the value of the legitimate deductions.”? Raskol-
nikov’s penalty applies only when a taxpayer has claimed both a legitimate
and an illegitimate tax benefit.?*

As this article has demonstrated, however, disclosure statements that
describe solely nonabusive transactions can still weaken IRS’s ability to de-
tect abuse.”®* When an overly cautious taxpayer discloses a transaction that
is plain vanilla yet complex, IRS agents may spend significant time and resources
reviewing the details of the transaction. To apply Raskolnikov’s self-adjusting
penalty in this scenario, it would not apply to the conservative taxpayer
since he or she has only disclosed information to IRS regarding nonabusive
transactions.

The proposed overdisclosure penalty could apply to this scenario. It
applies to any disclosure of a nonabusive transaction on an IRS angel list,
on a strict liability basis, regardless of the other types of transactions that a
taxpayer has disclosed. So, in this context, the proposal has a much broader
reach than Raskolnikov’s self-adjusting penalty.

Potential Objections

Likely objections to penalizing overdisclosure are that it could result in time-
consuming penalty disputes between taxpayers and IRS, send mixed signals to
taxpayers and advisors regarding what they are required to disclose, and shift
the current overdisclosure response to a different medium. Structural features
of the proposed penalty, however, should adequately address these concerns.

Penalty Disputes. The first likely objection to a monetary penalty for
overdisclosure is that it could encourage litigation over the penalty. Such
disputes, opponents might argue, would distract IRS from focusing on de-
tails of the underlying abusive transactions. Daniel Shaviro has written that
monetary penalties for taxpayers who disclose too much unhelpful informa-
tion would “prove too much of a distracting and costly detour from litigating
issues of substance.””®
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While this may be a valid criticism of a penalty for any disclosure of
transactions that ultimately are not abusive tax shelters, it is much less com-
pelling in the case of the proposed penalty. Because the proposed penalty
applies only to taxpayers and advisors who disclose transactions precisely
contained on IRS angel lists, disputes over whether the penalty applies
should be minimal.

Mixed Signals. Another potential criticism is that the combination of
penalties for failure to disclose, and penalties for overdisclosure, may leave
taxpayers and advisors scratching their heads in uncertainty over what infor-
mation they are required to disclose to IRS.

Again, the structure of the proposed penalty should alleviate this con-
cern. If the proposed penalty were implemented, taxpayers and advisors
would err on the side of disclosure, as they are instructed to do under current
law. Before filing a disclosure statement, they would simply need to confirm
that it does not relate to a transaction explicitly exempted from disclosure
by an angel list. The anticipatory angel lists proposed above should, thus,
reduce potential taxpayer and advisor uncertainty.

Shifted Overdisclosure. The last likely objection to the proposed
penalty is that it would merely shift the overdisclosure response to a differ-
ent medium. Opponents might argue that the exception from the proposed
penalty, for disclosures covered by a private letter ruling, may simply cause
taxpayers and advisors to flood IRS with requests for private letter rulings.

This objection is misguided because it ignores important features of
the private letter ruling process. First, private letter ruling requests involve
considerable transaction costs, including the fees charged by IRS and, more
significantly, by counsel, and expenses related to the taxpayer’s back-and-forth
discussions with IRS.?%¢ Tt is unlikely that aggressive taxpayers would
ignore the potentially onerous costs of requesting private letter rulings for
a mere attempt to distract IRS from their abusive tax strategies. Second,
requests for private letter rulings are not addressed by the Office of Tax Shelter
Analysis.?®” As such, it is unlikely that excessive private letter ruling requests
would interfere with the detection efforts of the Office of Tax Shelter Analysis.

Nontax Documentation

The last proposal I offer to reduce overdisclosure is a reconsideration of the
type of information that taxpayers are required to disclose to IRS.

IRS currently mandates that taxpayers filing reportable transaction
disclosure statements also provide written descriptions of the disclosed transac-
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tions.”® An inherent weakness in this disclosure model is that the content of
this description is in the total control of the taxpayer. Conservative types may
submit pages of detailed and thorough discussion in order to convince IRS that
their disclosed transactions are not abusive, while aggressive types may do
the same in order to obfuscate the true tax avoidance purpose of their transac-
tions. The length and complexity of these submissions may slow IRS’s detec-
tion capability.?®

A contrasting disclosure model could require taxpayers to provide IRS
with nontax documentation, such as written descriptions of the transaction
that the taxpayer prepared for actors other than IRS.

IRS has implemented this approach in other contexts, such as private
letter ruling requests. When a taxpayer requests a private letter ruling, IRS
requires a detailed description of the transaction and the taxpayer’s opinion
of how the tax law should apply to it.>*® For some transactions, IRS also
requires copies of particular documents the taxpayer wrote for purposes other
than tax compliance, such as descriptions of the transaction prepared for its board
of directors.??! IRS reviews the nontax documentation to confirm that the
taxpayer has not misrepresented the true motivation underlying its transaction.?*?

The nontax documentation approach could be incorporated into the
tax shelter reporting rules, though its scope would need to be limited in the
interest of administrability. Since individual taxpayers may not regularly prepare
written descriptions of their transactions for nontax-related purposes, it may
be unproductive to apply this requirement to them. Business taxpayers,
such as corporations and partnerships, are the type of taxpayers most likely
to produce and maintain nontax documentation. And because the goal of
this model is to equip IRS with transaction descriptions written for a nontax
audience, this disclosure requirement should not apply to documents written for
internal tax-compliance staff.

One practical formulation of this approach would be a requirement
that, when a corporation or partnership files a reportable transaction disclo-
sure statement with IRS, it must also attach any written description of the
transaction that the taxpayer prepared for its chief executive officer, board of
directors, shareholders, or partners, prior to filing the disclosure statement.

Rationale

The nontax documentation approach could provide IRS with an important
sorting mechanism that would enhance its ability to detect abuse, dissuade
business taxpayers from filing unnecessary disclosure statements, and be dif-
ficult for business taxpayers to avoid.
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Sorting Mechanism. A central rationale of this proposal is that, at
least with respect to business taxpayers, it could better enable IRS to sort
transactions that deserve continued examination from those that do not.

Nontax documentation could equip IRS with descriptions of the
disclosed transactions that are more clear and concise than the written
descriptions prepared especially for IRS. Average board members and chief
executive officers are unlikely to be fluent in the language of tax law. They
are also busy people who must digest significant amounts of written infor-
mation daily. When a tax director explains a transaction in a memorandum
for a large corporation’s chief executive officer, he or she she may provide
a bullet point discussion in layman’s terms of the purpose and potential tax
consequences of the transaction. The clarity and brevity of nontax documenta-
tion may enable IRS to distinguish more quickly an ordinary business transaction
from an abusive tax avoidance strategy.

It is also possible that nontax documentation could provide IRS with
a more thorough explanation of how the taxpayer originally learned of the
disclosed transaction. Correspondence between a tax director and senior
management may explain a relationship with an advisor in more detail than
the current reportable transaction disclosure statement.?** If such correspon-
dence reveals the participation of a known tax shelter promoter, IRS would
immediately flag the disclosed transaction for further review.

Overdisclosure Friction. Another benefit of this proposal is that it
could cause some tax directors to pause before disclosing transactions that
are clearly outside the scope of the reportable transaction categories. Tax
directors could perceive the submission of board presentations or written
communications to the chief executive officer regarding a nonabusive transac-
tion as risking unnecessary scrutiny by IRS agents. Increased exposure to
inquiry by IRS could especially discourage conservative tax directors from
filing unnecessary disclosure statements. A nontax documentation requirement,
thus, could curb the tendency of some taxpayers to view overdisclosure as the
default response.

Difficult To Avoid. An attractive feature of the proposal is that it may
be difficult for business taxpayers to avoid creating a paper trail regarding
tax strategies they eventually must disclose to IRS. IRS often designates
specific transactions as subject to mandatory disclosure after significant numbers
of taxpayers have used them to claim tax benefits.** The consequence of
retroactive disclosure requirements is that a written presentation regarding a now
reportable transaction may have been prepared before IRS designated the transac-
tion as one that must be disclosed. If IRS subsequently designated it as a listed
transaction or a transaction of interest, the business taxpayer would have to attach
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copies of the presentation to its reportable transaction disclosure statement. Delib-
erate noncompliance or fraud would be the only ways this business taxpayer could
avoid the nontax documentation requirement.

Potential Objections

Opponents of the nontax documentation approach would likely argue that

it would increase IRS’s administrative burden, suffer from noncompliance, and
force business taxpayers to provide IRS with legally privileged information.
Each of these arguments is considered below.

Increased Administrative Burden. A probable objection to the nontax
documentation requirement is that it could bury the Office of Tax Shelter
Analysis in additional paper, extending the amount of time it takes for IRS
agents to identify disclosure statements that reveal questionable transactions.

This objection overlooks unique ways in which IRS could utilize the
nontax documents, compared to what it currently receives. IRS could spe-
cifically search for deviations between a business taxpayer’s description of
a transaction in its disclosure statement and its characterization of the same
transaction to its chief executive officer or board of directors. One team of
IRS agents could review business taxpayers’ written submissions in their disclo-
sure statements, and a different team could review nontax documentation. The
two teams could compare notes and identify inconsistencies. Strong deviations
may prompt IRS to give a disclosed reportable transaction further review.

If the nontax documentation requirement created an administrative
burden on IRS, or business taxpayers, its scope could be narrowed. For example,
the proposal could apply to nontax documents produced during a fixed time
period, such as 1 to 2 years prior to the business taxpayer’s submission of a
disclosure statement. Another modification could restrict the requirement to
business taxpayers with net assets in excess of a set threshold.

High Noncompliance Risk. Another likely objection is that business
taxpayers could respond to the new requirement by filing disclosure statements
that omit incriminating documents, or by simply failing to disclose any ad-
ditional documents at all.

Such noncompliance concerns, however, neglect key incentives that
business taxpayers may have to file nontax documentation with IRS. Failure
to file the required nontax documentation would incur high monetary and
other penalties under existing law.?®> Just as high monetary penalties for
nondisclosure have encouraged business taxpayers to increase their filing of
disclosure statements, such penalties should also create a powerful incentive
for business taxpayers to attach nontax documentation.?”® Further, conserva-
tive tax directors may comply out of fear that a reportable transaction disclosure
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statement containing minimal nontax documentation could raise a new red flag for
IRS and, consequently, invite unwelcome audit attention.

Privileged Information. Opponents of this proposal could also argue
that it would force business taxpayers to submit documents that are legally
privileged under the attorney-client privilege, statutory confidentiality protections,
or the work product doctrine.?”’

Although such privilege claims have salience in other contexts, they
should be significantly less relevant if IRS were to implement the notax
documentation proposal.?®® First, because the proposal would apply to documen-
tation prepared solely by the taxpayer, neither the attorney-client privilege
nor the statutory confidentiality protections for advice from authorized tax
practitioners should apply.?*® Second, the work product doctrine only applies
to documents that were prepared “in anticipation of litigation or for trial.””*%
While some courts have held that taxpayers may prepare tax accrual work
papers in anticipation of litigation, this proposal targets documents that busi-
ness taxpayers prepare for a different purpose: to seek necessary approval to
engage in a particular transaction.’®! It is unlikely, therefore, that business
taxpayers could argue successfully that they prepared these documents as a
result of a “substantial threat” of litigation.>’?

Conclusion

This article has argued that the Government should not only deter nondis-
closure of information required by the tax shelter reporting rules, but should
strive to prevent overdisclosure of information as well. Congress acted ap-
propriately in 2004 by enacting severe penalties for taxpayers and advisors
who simply turn their backs on the obligation to disclose reportable transac-
tions. But by ignoring the potential for overdisclosure, the Government has
allowed proverbial haystacks of unnecessary disclosure statements to accumulate
and shield tax shelter needles from view.

The tax law, as this article has demonstrated, offers multiple incen-
tives for conservative and aggressive taxpayers and advisors to embrace
overdisclosure. Conservative types, who exhibit caution and prudence as
core attributes, respond to broad and uncertain reporting requirements by
erring on the side of disclosure rather than risk any chance of high nondis-
closure penalties. And aggressive types, who rationally consider expected
benefits and costs of risky tax positions, view excessive disclosure as a per-
fectly legal way to escape the high nondisclosure penalties while obscuring
their use of abusive tax strategies.
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As an alternative to the Government’s wait-and-see approach to
overdisclosure, this article has offered three proposals that could be imple-
mented as an overall preemptive strategy. First, to prevent disclosure of clearly
nonabusive activities, IRS should include them on anticipatory angel lists
when designating new listed transactions. Next, as a means of explicitly
deterring the overdisclosure response, Congress should enact targeted monetary
penalties for taxpayers and advisors who report participation in any transac-
tion on an IRS angel list. Last, to enhance IRS’s ability to sort abusive trans-
actions from nonabusive ones and to discourage overdisclosure, IRS should
require business taxpayers to submit copies of nontax documentation when
filing reportable transaction disclosure statements.

While some have praised the mandatory disclosure regime for winning
the war on tax shelters, too much information can have the same value as too
little.>” Unless the Government recognizes this reality and reacts accordingly, the
tax shelter victory may prove to be short-lived.
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www.fcc.gov/cgb/consumerfacts/wireless911srve.html (last visited

June 9, 2009) (describing 911 requirements for wireless telephone service
providers).
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See Alex Johnson, 911 Systems Choking on Non-Emergency Calls: Prank-
sters, Clueless Callers Block Lines for Legitimate Crises, MSNBC.com, Aug.
5, 2008, http://www.msnbc.msn.com/id/26040857 (describing the nationwide
overload of frivolous 911 calls from “pranksters” and “clueless callers”).
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Id. (quoting a California Highway Patrol official).

264 See Bigger Penalties for Frivolous 911 Calls Signed Into Law, KESQ.com,
July 12, 2008, http://www.kesq.com/Global/story.asp?S=8664998 [hereinaf-
ter Frivolous 911 Calls].

265 See id.
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See id. (“During times when call volume is high, . . . more than a third of cell
phone calls made to the California Highway Patrol—the agency to which all

such calls are initially routed—go unanswered, making frivolous phone calls
all the more disruptive.”).

Assemb. B. 1976, 2007-2008 Leg., Reg. Sess. (Cal. 2008).
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Frivolous 911 Calls, supra note 264.

Bill Analysis, Assemb. B. 1976, 2007-2008 Leg., Reg. Sess. (Cal.
June 11, 2008), available at http://www.leginfo.ca.gov/pub/07-08/bill/asm/
ab_1951-2000/ab_1976 cfa 20080611 123529 sen_floor.html.

27
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21 See Federal Communications Commission, Wireless 911 Services, http://www.
fec.gov/cgb/ consumerfacts/wireless911srve.html (last visited June 9, 2009)
(describing 911 requirements for wireless telephone service providers).
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272 See supra notes 141-225.
213 See IRC § 6707A (2006).
274 See supra notes 235-239 and accompanying text for discussion of angel lists.

275 A private letter ruling is a written determination from IRS regarding the
expected tax treatment of a particular transaction. See Rev. Proc. 2008-1,
2008-1 I.R.B. 1, 6 (describing purpose of private letter rulings).

276 See KosnitzKy, supra note 93, at 81718 (describing the requirement that
hedge funds and material advisors disclose possible reportable transactions in
protective filings in order to avoid stiff penalties).

277 Assemb. B. 1976, 2007-2008 Leg., Reg. Sess. (Cal. 2008).
278 Id.

2 See, e.g., Gould v. Am.-Hawaiian S.S. Co., 535 F.2d 761, 778 (3rd Cir. 1976)
(disclosure of material facts in footnotes and appendices considered nondis-
closure); Kohn v. Am. Metal Climax, Inc., 458 F.2d 255, 290-91 (3rd Cir.
1972) (material facts cannot be “buried” in explanatory materials).

20 TCG Sec., Inc. v. S. Union Co., No. 11282, 1990 Del. Ch. LEXIS 12, at *18
(Del. Ch. Jan. 31, 1990) (“Whether information is ‘buried’ is the type of
determination not logically susceptible to the bright line test that [plaintiff]
attempts to create.”).

281 Raskolnikov, supra note 13.
82 Id. at 572.

33 Id.

284 See supra notes 128-140.

285 Shaviro, supra note 67, at 30.

28 See Rev. Proc. 2008-1, 2008-1 I.R.B. 1, 16-28, 68 (describing requirements
for private letter ruling request, including payment of $11,500 user fee).

287 See id. at 6.

288 RS Form 8886, 1. 7b, supra note 120; see also Instructions for IRS Form
8886, supra note 112, at 6 (“Describe each step of the transaction including
all information known to you.”).

289 See supra notes 120127 and accompanying text.

20 See Rev. Proc. 2008-1, 2008-1 I.R.B. 1, 16-28 for detailed discussion of pro-
cedures related to taxpayer submission of private letter ruling requests.
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The IRS applies this requirement when taxpayers request private letter rulings
regarding the applicability of Section 355 of the Internal Revenue Code, a
provision that enables a corporation and its shareholders to avoid current tax
liability on the distribution of stock of a controlled subsidiary. See Rev. Proc.
96-30, 1996-1 C.B. 696.

For example, a corporate taxpayer may represent in its written submission to
IRS that it will not have any continuing relationship with a subsidiary corpo-
ration from which it plans to separate in a tax-deferred “spin-off” transaction
(a requirement under the tax law), but it may have described the extent of the
relationship differently in a written summary for the board of directors.

The current form on which a taxpayer discloses a reportable transaction asks
only for the name and address of any individual or entity to which it paid

a fee for tax advice regarding the transaction. The form does not require

the taxpayer to describe the nature of its relationship with this individual or
entity. IRS Form 8886, 1. 6, supra note 120.

See supra notes 162—163 and accompanying text.

For a description of these penalties, see supra notes 179—195 and accompany-
ing text.

See supra notes 179-195 and accompanying text.

See IRC § 7525 (2006) (“Confidentiality Privileges Relating to Taxpayer
Communications”).

See U.S. v. Textron Inc., 507 F. Supp. 2d 138, 141, 155 (D.R.1. 2007) (deny-
ing the government’s request for taxpayer accrual work papers), aff 'd in part
and vacated in part on other grounds, 553 F.3d 87, 106 (1st Cir. 2009). But
see Dennis J. Ventry, Jr., Protecting Abusive Tax Avoidance, 120 Tax Notes
857 (2008) (criticizing the Textron decision).

IRC § 7525.
Fed. R. Civ. P. 26(b)(3).
Textron, 507 F. Supp. 2d at 149-51.

SmithKline Beecham Corp. v. Apotex Corp., 232 F.R.D. 467, 484 (E.D. Pa.
2005).

Olson, supra note 5, at 567-70.



Graph Query: A Tool To Detect
Patterns of Abusive Tax Transactions

Rahul Tikekar, Kay Wolman, and Larry May, Internal Revenue Service

gress to collect taxes from individuals and businesses and to enforce

the tax laws. Every year, the IRS receives and processes about 200
million tax returns. Each return is filed by an “entity.” Example entities
include an individual (e.g., John Doe), a married couple (e.g., John and Betty
Doe), a corporation, a partnership, an S corporation, and a Limited Liability
Corporation (LLC).

Many entities associate with other entities. For example, an individual
may work for a corporation. As another example, two individuals can form
a partnership. Similarly, an individual and an LLC can form a partnership,
which in turn can form a new partnership with yet another partnership, and
so on. There is no limit to the complexity of associations among entities.

There exist special types of entities called flowthrough or passthrough
entities. These are legal entities that are formed by one or more enti-
ties—known as shareholders or owners. The term “flowthrough” is used
to describe the flow of income and losses to the shareholders or owners.

The flowthrough entity is not subject to income tax at the entity level. The
income generated in the business will flow through to the shareholders or
the owners of the business, and the owners have to pay taxes on that in-
come. Examples of flowthrough entities include S corporations, LLCs, and
partnerships.

A tax shelter is any method of reducing taxable income that results
in reduced tax. There are many tax shelters that are legal. Investing in a
company-sponsored retirement plan is a common method to reduce taxable
income. The objective of this paper is to describe work being performed
to identify illegal tax shelters—associations among entities that are formed
solely for the purpose of abusing tax laws, so as to avoid paying taxes—also
termed Abusive Tax Avoidance Transactions (ATATS).

T he U.S. Internal Revenue Service (IRS) is charged by the U.S. Con-

Abusive Tax Avoidance Transactions

Although there is no all-inclusive definition of an ATAT, the term gener-
ally includes any partnership, trust, investment plan, or any other entity
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or association designed or structured to obtain tax benefits not allowed by
law. Promoters are aggressively marketing ATAT schemes that undermine
the U.S. voluntary tax system. The business of promoting ATAT schemes
has expanded in recent years to encompass all socioeconomic levels. In
response to the explosion of abusive tax strategies offered to the general
public, the IRS Commissioner has designated investigations of these promo-
tions as a key compliance strategy for the IRS.

While IRS enforcement personnel attempt to be versed in all areas of
Federal taxation, they tend to focus or specialize in one or two domains, as
well as one or two non-Federal jurisdictions. ATATSs are frequently struc-
tured to shroud the facts through a fabricated complex situation. From a tax
perspective, this obfuscation occurs along three general lines:

1. Increased complexity through dispersed geographic locations and
multiple jurisdictions (both State and international).

2. Increased complexity by exploiting the organizational structure of
the IRS. A transaction may involve multiple operating divisions and
multiple tax specialties.

3. Increased complexity by intermingling and manipulating various as-
pects of tax law to obtain unintended consequences. ATATs include
schemes that rely on:

. The misuse of disparate sections of the Internal Revenue Code
(IRC) to produce clearly unintended results.

. The intentional manipulation of potential ambiguities of the
tax laws in order to claim tax benefits improperly.

. Sham arrangements having no economic significance other
than tax reduction.

. Gross valuation overstatements that ascribe a value to an asset
or service that is more than the asset’s correct value, and the
overvaluation results in a tax reduction.

. False statements about the allowability of tax benefits to par-
ticipants, which are contrary to clearly established law.

A very simple example of an ATAT follows. IRS regulations require
that partners in a partnership pay a self-employment tax on income received
from the partnership. Shareholders in an S corporation, however, are not
required to pay a self-employment tax on the flowthrough income distrib-
uted from the S corporation. By creating an S corporation—as one of the
partners—to receive income from a partnership that is then distributed to the
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individual, it is possible for an entity to avoid paying the self-employment
tax (Figure 1). This is an example of an ATAT because the S corporation is
created solely with the objective of avoiding the self-employment tax.
Some ATATS are designed to appear, and often are, quite complex.
They can involve various financial products, as well as numerous entities,
including partnerships, corporations, LLCs, and offshore entities. This, by
design, is an effort to make it difficult to track and follow a transaction and,

Partnership
A
Individual S corporation
Partner partner

4 N\

Individual
& J

Figure 1

hence, difficult to determine the abusive nature of that transaction. Through
the use of flowthrough entities, such as LLCs and partnerships, it is also dif-
ficult to identify the tax benefits claimed on a participant’s tax return.

Once an ATAT promoter has devised a particular scheme, it may be
replicated multiple times for the benefit of many clients.

An IRS agent may discover an abusive transaction through a routine
examination and draw on the expertise of many specialists to fully develop
the issue. After detecting the abusive transaction of one taxpayer, it is natu-
ral to wonder if other taxpayers are involved in similar schemes.

Currently, the selection of returns for examination of improper claims
is based on that return alone. It would be useful to get a more complete pic-
ture of an entity by piecing together various associations of each entity. But
this exercise is difficult and time-consuming. In the example given above,
the individual’s return would show an income from the S corporation and
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may not seem suspicious. A more complete picture of the individual’s re-
lationship, as in Figure 1, would be beneficial in performing the function of
identifying compliance risk. The challenge lies in providing such a picture
of an entity quickly using data from actual tax returns.

Link Analysis

IRS began to transcribe Schedule K1 for the first time for Tax Year 2000.
Schedule K1 is used by flowthrough entities to report to shareholders/own-
ers (and to the IRS) how much income, etc., is flowing through to them (the
shareholders/owners). The Market Review and Technology Assessment
committee proposed that IRS use link analysis technology to make use of
the newly available K1 data. Link analysis technology uses the concept of
relationships (or links) between entities to present to a user the associations,
or links, in which a given entity participates. As a result of the recommenda-
tion to use link analysis technology, in August 2002, the IRS Office of Re-
search contracted with MITRE Corporation to build a prototype link analysis
tool, as a proof of concept, to demonstrate the value of link analysis. This
prototype was completed fairly quickly in May 2003.

Link analysis of an entity begins with the user specifying the taxpayer
identification number (TIN), which could be a Social Security number or
an employer identification number, of an entity of interest. The tool then
searches a database and provides the associations of the entity with those
that are documented on Schedule K1. Usually these associations are pre-
sented in the form of a diagram (or graph) that shows the entity in ques-
tion connected (or linked) to other entities to which it is related (see Figure
2)—Ilinks connecting two entities show the flow of money between them. In
addition, the associations of the other entities involved may also be shown.
Such a graph provides a “big picture” that is often very useful in making
decisions. The tool shows the entities involved even in the most complex ar-
rangement. Such a tool can help auditors and researchers identify question-
able transactions, some of which may turn out to be ATATS.

During the use of a link analysis tool, an analyst may discover an
abusive pattern—or structure—that appears frequently enough so as not to
consider it a coincidence. The analyst may want to know how many, and
which, other entities participate in a similar structure. One option the analyst
may use would be to continue to use the link analysis tool to specify many
different TINs and look for that pattern in the resulting graph. Not only is
such a technique inefficient but, quite possibly, infeasible as well. A tool that
can provide the answer to the analyst’s question would prove very useful in
identifying entities involved in ATAT schemes.
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Problem Statement

This paper describes a tool that will provide a solution to the following
problem: Given a structure or pattern of entities and their relationships,

find other entities in the database that participate with yet other entities in a
relationship similar to the provided pattern. The input to the tool will be the
pattern in question, specified in the form of a graph, while the output will
be a list of entity TINs. In the computer science domain, such a problem of
finding matching graphs is called the graph isomorphism problem. Finding
solutions to the graph isomorphism problem usually takes a great deal of
computing power and time.

Modeling ATATs as Graphs

Because ATATSs can be conceptualized as associations among entities, they
can be modeled as graphs involving nodes (vertices) and edges (links). Con-
ditions can be imposed on nodes and edges, thereby creating, what is termed,
a labeled graph. The graph then becomes the starting point for further explo-
rations. This is in contrast to a link analysis tool when the starting point is
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usually an entity TIN. Thus, a tool to look for graphs complements a link
analysis tool.

A graph is a collection of nodes and edges, where nodes are usually
connected by edges. Figure 3 shows an example of a graph involving two
nodes. One node represents a trust entity, while the other represents an ad-
dress entity. The link between the two nodes represents a flow of money.
Thus, the graph models schemes where money from a trust goes into an
entity that is based outside the U.S.

L Link

Business
Income

Nodes

Address in the
Bahamas

Figure 3

A more complicated, but still oversimplified, version of an ATAT can
be demonstrated in the following scenario:

. Suppose that Entity A makes a significant gain (say $100M) on
the sale of a business and does not wish to pay the tax on the gain.

e Acreates a wholly owned S corporation, Entity B. As a
flowthrough entity, the profits and losses of B pass through to the
owner A and are reported on A’s tax return.

. A and B form a partnership with a third entity, Entity C. C is cho-
sen in such a way that C has losses from another operation.
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. A, B, and C in turn form a partnership entity, Entity D. Because
of C’s apparent business expertise, the partnership agreement allo-
cates 100 percent of the profits to C and 100 percent of the losses
to B.

e D then executes foreign currency transactions that generate a gain
of $100M and a loss of the same amount, and at the same time.
Thus, as the result of those two transactions, no money is gained
or lost, but accounting records are created.

. As per the partnership agreement, C takes the paper gain but pays
no taxes on it because the losses from its other operation offset
the gains.

. B takes the paper loss of $100M which flows through to A—this
is only an artificial loss because the currency trades canceled each
other.

e Thus, Areceives 100 percent of the tax loss which offsets the
actual gain that A made.

This transaction can be modeled by the graph shown in Figure 4. In an
actual abusive transaction, additional specifics may be very important to the
overall identification. Items like the size and type (i.e., ordinary income ver-
sus capital gain) of dollar amounts; the number and type of entities involved,
the State or country of each entity; return characteristics like initial year and/
or final year; and even name or industry) can all be critical components of
the ultimate pattern.

Partnership

Minimal
Gains/Losses
From Partnership

Large Losses
From S corp

Figure 4
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Entities involved in an ATAT, and depicted by nodes in a graph, can
represent one of several possible entity types from the tax domain: indi-
viduals (Form 1040), businesses (Form 1120), partnerships (Form 1065),

S corporations (Form 11208), trusts (Form 1041), locations (any form with
an address), etc. Similarly, vertices can represent Schedule K1, affiliations
(Form 851), etc.

Son of BOSS is an ATAT scheme that was once very popular. Figure 5
shows how a Son of BOSS scheme, involving a partnership (P), an S corpo-
ration (S), and two individuals (I), can be modeled using graphs.

Initial/Final year Final vear

Figure 5

Graph Matching Process

Graph Query consists of three main components: the front-end (which
provides an interface for the user to specify graphs), the graph query engine
(which performs the task of finding matching graphs in a relational data-
base), and the database itself (which holds the data of all the entities and
their associations).

The process begins with the user specifying the pattern of interest in
the form of a graph. This is accomplished via a drag-and-drop feature of
the front-end interface. The user is presented with a palette of nodes (1040,
1120, etc.) from which nodes can be dragged onto a canvas. Nodes can fur-
ther be customized by imposing conditions on them. Edges can be used to
connect two or more nodes. Just like nodes, a palette of edges is presented to
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the user, and they can be further customized by imposing conditions on them.
A snapshot of the user interface with a graph drawn is shown in Figure 6.

The next step in the graph-matching process is to convert the user-
defined graph into a language called the Graph Representation Language
(GRL). GRL is a powerful language that is used to describe a graph. It
includes notations to specify nodes and links, along with conditions and con-
straints on them. Users comfortable with GRL can finetune the graph and its
conditions—this creates a more powerful graph, something that may not be
possible via the front-end.

[ Graph u
e [an GO

w =
partnership03

e e scorp

pshiptoSsN

initial_year
final_year

intial_year

11208

DHOARPED®

Figure 6

A complete GRL describing a graph consists of a sequence of state-
ments. Each statement describes either a node and its conditions or an edge
and its conditions. A fragment from a GRL representing the graph in the
snapshot in Figure 5. Statements that begin with “v” represent the vertices,
and those that begin with “d” represent links.
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v 0 partnership where init_year and final_year;
v 1 scorp where init_year;

v 2 individual;

v 3 individual;

d 0 2 k1 where net < 10000;

d 0 3 k1 where net < 10000;

d 12 k1 where loss < -100000;

d 1 3 k1 where loss < -100000;

The function of the graph query engine is to take the GRL contain-
ing the description of a graph and to run queries against the database to find
matching entities. In order to accomplish this, the engine transforms GRL
into another language, termed intermediate language (IL). The reason be-
hind this is to replace the user-defined node and edge names and conditions
with the actual table and column names from the database.

The IL bears a strong resemblance to the database language SQL.
Each line in the GRL becomes a query to the database. To optimize the
processing of queries, the statements in the IL are arranged according to the
number of records that each statement is likely to retrieve. Each statement
in the IL is then translated into SQL and executed against the database after
which a list of entity TINs is returned.

These TINs become the input to the next IL and so on. Finally, the list
of TINs returned by the last IL query would be of the entities that participate
in the relationship described by the graph that was input to the tool. Figure 7
summarizes the process of processing a graph that was just described.

Input pattern:

Finds graphs that
match the given
query pattern

Graph Query '
Engine

database

Type definitions
and mappings

for database .
GOAdditional nodes OK

Figure 7
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Conclusions and Future Work

Graph Query is a powerful tool in the modeling and detection of abusive
transactions and the identification of entities that participate in such transac-
tions. A part of its power comes from the fact that it enables end-users not
familiar with database technologies to specify complex and sophisticated
ATAT patterns. Further, the tool has the potential to uncover vast amounts of
fraud and interesting ways that are being used to avoid paying tax. In addi-
tion, the tool can be applied to a variety of problem domains. For example,
if it were possible to model the characteristics of individuals who are likely
to have offshore accounts, Graph Query could be used to find such individu-
als by changing the database against which the queries are executed.

There are many future avenues that can be pursued with Graph Query.
One such opportunity involves the problem of frequent substructure discov-
ery. As opposed to giving the tool a pattern and asking it to find entities that
participate in that pattern, in this particular case, the tool is used to search
a database for patterns that seem to be occurring frequently without know-
ing in advance what they look like. Some of these may well turn out to be
ATATs that were not discovered before.

Also, enforcement workload selection can be aided by the concept of
enterprise risk (rather than simply the risk associated with a single return).
In this situation, once an enterprise has been defined, it may be possible to
define the concept of risk associated with an enterprise. Workload selection
processes will then involve looking for enterprises with the greatest risk.
Graph Query could then be used to identify enterprises in the database that
meet or exceed a specified risk threshold. As Graph Query is used in more
situations, there will be many more problem-solving opportunities where it
can be applied.
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Taxpayer Value Model (TVM):
What is it?

Ben Shackleford, Internal Revenue Service,
and Pete Webb, Pacific Consulting Group

print described “the initiation of a customer service resource optimi-

zation model. This model is being developed to help the IRS make
better decisions on which services to provide to taxpayers and which chan-
nels to use to provide those services within the budget resources for service
programs.”! Ultimately named the Taxpayer Value Model (TVM), prototype
development of this decision tool was completed in 2008. The TVM current-
ly relies on the data set generated for the conjoint analysis conducted for the
TAB Phase 2 report.? These data represent the most recent attempt to gauge,
in a comprehensive manner, the preferences of taxpayers. Using these data,
the TVM can bring the perspective of the taxpayer specifically, information
on what service delivery options taxpayers want, into the taxpayer-service-

The second report on development of the Taxpayer Assistance Blue-

related decisionmaking processes of the IRS.

As with any model, the TVM is only as good as the data it relies upon.
Fortunately, the Taxpayer Value Model benefits from a data set developed
specifically to gauge what taxpayers want from service. During development
of the taxpayer assistance blueprint, conjoint analysis was used to gather an
accurate estimate of taxpayer preference for service channels for a variety
of service needs. Conjoint testing gathers information on participant choice
behavior and provides a picture of what changes prompt switching behavior
between choices. The conjoint method was chosen over more conventional
survey methods because they often ask directly, “Which would you prefer?,”
generally resulting in a strong “status quo bias,” thus overstating preference
for familiar options. Unlike most other methods, conjoint testing provides
information about the context of the service experience, and then gauges
how changes in the service context relate to changes in attitude.

To accomplish this, the conjoint method asks taxpayers to choose be-
tween different service scenarios in a specialized survey. Survey participants
work through successive “choice tasks” and choose what types of service
they would prefer to use to accomplish a service need described to them.

' TAB Phase 2, p. 126.
2 Shackleford (2007), IRS Research Bulletin, p. 241-260.
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The choice made in each task is among “packages,” which consist of service
channels described by attributes of service.

For this research, four attributes of the service experience were identi-
fied as of prime significance to taxpayers.’ These attributes of service are
access time, servicing time, hours of availability, and the likelihood of first
contact resolution. Access was defined for survey participants as the time be-
tween beginning to seek service and when service delivery begins. Servicing
time is that time consumed by actually getting the service they need. Hours
of availability reflects the universe of opportunity to use a service channel.
Finally, first contact resolution was described as the percentage chance that
their service issue will be resolved during the first contact attempt.

Taxpayers choose between service options or packages defined by
attributes of the service experience. These options are presented in a table
like the one below (see Figure 1). For each table, the survey participant is
asked to complete a choice task. In this instance, the participant will choose
which channel he or she prefers to accomplish the assigned task, “Getting
a Form or Publication.” As taxpayers accomplish successive choice tasks,
their choices reveal their preferences for service channel and the attributes of
service that make different channels (un)attractive to different taxpayers.

Figure 1: Service Task: Getting a Form or Publication

Choice Task 2

IRS Tax Phone and Use IRS.gov | Phone and use | Visit TAC and
Assistance talk with a and browse the automated talk with a
Method representative | for information menu representative
Access time 15 min. 5 min. 5 min. 60 min.
Servicing time 10 min. 15 min. 1 min. 15 min.
Hours of Regular business 24 hours, 24 hours, Regular business
Availability hours 7 days 7 days hours
Percent
first contact
resolution 95% 75% 95% 95%

First concept

Second concept

Third concept

Fourth concept

For this example, the preferred channel is shown in gray. Additional
choice tasks, with the hypothetical respondent choice indicated in gray, show

3 Conjoint 2 preparation work included three focus groups to define the attributes of service of importance to
taxpayers. These focus groups were conducted with a diverse group of taxpayers in rural and urban settings to
capture a wide spectrum of needs and perceptions.
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Figure 2: Service Task: Getting a Form or Publication
Choice Task 3
IRS Tax Phone and Use IRS.gov | Phone and use | Visit TAC and
Assistance talk with a and browse the automated talk with a
Method representative | for information menu representative
Access time 15 min. 5 min. 5 min. 60 min.
Servicing time 10 min. 15 min. 1 min. 15 min.
Hours of Regular business 24 hours, 24 hours, Regular business
Availability hours 7 days 7 days hours
Percent
first contact
resolution 85% 75% 95% 95%

First concept

Second concept

Third concept

Fourth concept

how changing the attribute levels for the different service channels reveals
the underlying channel preference structure of the respondent in terms of
“tradeoffs” across the common service attributes.
Subsequent “choice tasks” allow the taxpayers to choose preferred

service channel as the attributes of service options change. Resulting move-
ment (or lack of movement) to other service options shows the importance
of different attributes to each respondent. In this example, changing phone
Access Time from 1 minute to 15 minutes in Choice Task 2 did not result
in a change in service channel preference. Even with first contact resolu-

Figure 3: Service Task: Getting a Form or Publication

Choice Task 4

IRS Tax Phone and Use IRS.gov | Phone and use | Visit TAC and
Assistance talk with a and browse the automated talk with a
Method representative | for information menu representative
Access time 15 min. 5 min. 5 min. 60 min.
Servicing time 10 min. 15 min. 1 min. 15 min.
Hours of Regular business 24 hours, 24 hours, Regular business
Availability hours 7 days 7 days hours
Percent
first contact
resolution 75% 75% 95% 95%

First concept

Second concept

Third concept

Fourth concept
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tion reduced to 85 percent, the taxpayer in this example still prefers phone
assistance with a live representative (see Figure 2).

Only when first contact resolution is reduced to 75 percent for the
phone does this taxpayer choose a different service channel (see Figure 3).
Rotating different service needs, service channels, and attribute levels for
runs made by conjoint participants through choice tasks provides a full data-
set of taxpayer preferences.

A measure of value is then established for each respondent based on
the underlying conjoint “utility levels” for each level of each attribute. This
value metric is then averaged across all respondents in order to assess over-
all value to taxpayers of any individual channel performance levels (based
on the four service delivery attributes) or of different channels taken in
combination. This can be calculated for all taxpayers or for a wide variety of
taxpayer segments with different demographic and filing characteristics.

The explanation above is intended mainly to convey the quality of the
conjoint data set that the TVM depends on to generate estimates of taxpayer
value. The data set used by the TVM is both specific to taxpayer preference
and extensive. Results were obtained from over 2,200 taxpayers, each running
through choice tasks to define service preferences for two different service
needs. This large data set was required for development of a prototypical TVM
dataset allowing sublevel analysis according to service need and taxpayer
segment. The definition of service channels to show self-assist and live-assis-
tance allows some flexibility of interpretation, and is based on differentiation
between routine, transactional tasks and more complex, interactive tasks as
developed in the TAB Phase 2 report.* Finally, the Conjoint Survey Sample
was drawn using the only Web-based survey panel currently approved by the
Office of Management and Budget (OMB), Knowledge Networks. To capture
results representative of U.S. Census Demographics, Knowledge Networks
uses random digit dialing for active member recruitment and provides Inter-
net access to non-Internet users for its electronically administered surveys.
Weighting procedures are used to assure that the survey sample is representa-
tive of the population of individual taxpayer households.

What Does the TVM Do?

Offering a means to estimate the interaction among taxpayers, service needs,
and channels, the TVM is described in the TAB Phase 2 report as a “simpli-
fied model of IRS service delivery options designed to address the following
strategic questions:

4 See TAB Phase 2, p. 41-43, 113-115.



Taxpayer Value Model (TVM) 429

. Which service channel resource allocations will maximize
taxpayer value?

. Which attributes (i.e., access time, response time, service time,
first contact resolution) are most important to taxpayers?

. Where will improvements to service result in the greatest payoff

to customers?”

The TVM provides estimates of how the value placed in different
service channels changes as those channels change. If, for example, ser-
vice speeds up without any deterioration in quality, the TVM can show
just how much taxpayers will value that change in the service environ-
ment. As such, the TVM is a suitable means of bringing taxpayer input
into the decision process.

In keeping with the focus of the TAB, the TVM allows the taxpayer
perspective to play a role in decisions impacting the service environ-
ment. Indeed, it offers the best way to involve taxpayer perspective in the
decisionmaking process. Other possible alternatives—directly involving
taxpayers, conducting a suite of research methods for each proposal, or re-
lying on operational data to gauge taxpayer value for service alternatives—
are costly, cumbersome, and subject to potentially damaging biases.

Direct participation of a representative sample of taxpayers in the
planning and implementation processes of the IRS is not feasible. In ad-
dition to being cumbersome to include several hundred taxpayers in the
planning and implementation processes of the IRS, there exists substan-
tial burden of information to be mastered in order to provide informed
input.® Indeed, the subject matter spans beyond the Tax Code (which
is itself a formidable body of information) to include policy related to
information technology, privacy, access, and operational procedures
informed by decades of practice, and practical compromise.

Similarly, initiating and conducting new research for each proposed
initiative or operational adjustment are not an attractive option. A full set
of fresh research for each initiative or proposed change would likely re-
quire too much time and too many resources within the current operational
environment. Conducting one-off research for decisionmaking about the
creation and composition of taxpayer service is not feasible because of the
length of time involved to conduct the appropriate amount of defensible,

5 TAB Phase 2, p. 126.

¢ At bare minimum, a representative sample would need to include the perspective of around 400 taxpayers to be
statistically valid. If the perspectives of any subsets of taxpayers were valuable to the process, the number of
involved taxpayers would expand considerably.
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repeatable research, complete analysis, and render information useful to a
decision. Indeed, the ever-shifting nature of information technology only
increases the value of rapid but accurate customer feedback.

Finally, depending on operational data to infer that “taxpayers use
that which they prefer” suggests that scope of service and performance
are uniform across all channels when they are not. Habit is a strong
determinant, and taxpayers may act upon that basis even if it means they
are getting suboptimal service. The idea is not to play to habits which
may include difficulty and inefficiency, but rather to shape a service en-
vironment that economically provides what taxpayers need in a manner
they most prefer.

In addition to the time and resources required, and any inherent
bias, analysis based exclusively on operational data would be largely
channel-specific, and may not provide information that is directly compa-
rable to other service delivery mechanisms. The objectives of enterprise-
wide seamless taxpayer service would likely remain elusive. Because the
TVM is rooted in taxpayer value as defined by the underlying attributes
common to all service delivery methods, it permits comparison in uni-
form units within and across service channels.

Because it is based on a dataset where taxpayers trade off their
choices for service based on changes in the service environment, the
Taxpayer Value Model (TVM) can help predict the taxpayer value impact
of resource decisions—both increases and decreases. Negative changes
in one attribute of service provision may be offset by improvements in
other attributes. For example, if an investment will result in changes
where the servicing time for the taxpayer increases 10 percent, while the
first contact resolution for the same task improves 5 percent, there might
be an overall net gain in benefit.

The TVM can provide assessments of all taxpayer value or value
according to specific segments of taxpayers, specific service needs, and/
or specific service channels. For example, if an investment decision for IRS.gov
would improve first contact resolution, the TVM can show the impact of
this proposal on the service value perceived by taxpayers with incomes
between $36,000 and $49,999 or the value perceived by all taxpayers.

The TVM is a measure created through direct feedback from tax-
payers and is therefore less susceptible to biases resulting from prec-
edent. For example, ways of providing service that, because of novelty or
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circumstance, do not have much current infrastructure within the IRS can
be weighed on an equal basis with traditional service situations enjoying
substantial institutional support.

Finally, simplicity is a key benefit of TVM. The simplicity and
transparency of the model can foster widespread use and promote wide-
spread appreciation of taxpayer value. The model brings the power of re-
search to the decision process by providing an estimate of taxpayer value
expressed as a single number somewhere between 0 and 200.” Practically
speaking, the estimates of taxpayer value resembling anything like the
current or feasible service environment range between 50 and 150.

Current Limitations

As discussed above, the strength of the TVM is that it relies on taxpayer
perspective and brings that perspective, easily and efficiently, into the IRS
business decision process. That said, it is important to recognize what the
TVM does not currently do.

First, the method used to gather the data underlying the TVM shows
changes in preference rather than changes in actual behavior. Conjoint shows
what attributes of service are important to people based on how their choices
for service change among service channels. If taxpayers act according to
their preferences, then it is an accurate predictor of behavior. Indeed, recent
research shows that, for taxpayers seeking IRS services, the biggest differ-
ence between preference and behavior is the widespread lack of awareness
and experience with many of the alternatives.?

Second, like any model, the results generated by the TVM are only as
good as the data put into the TVM. Though the data set on taxpayer prefer-
ence within the model is quite robust, it is possible that the data estimates
entered into the model for a prospective business case can skew results. The
unavoidably speculative nature of estimating how changes in service process
will impact service delivery will be both a necessity and a challenge regard-
less of the tools brought to the decision process. Use of an Analysis Tem-
plate developed for the TVM will help minimize the introduction of error as
a result of estimating the impact of service investment, and make available

The data used within the TVM are scaled to an average value of 100, with the attributes of service set to current
operational performance levels. The average utility for all taxpayers across all service needs and all segments is
scaled to a Taxpayer Value of 0 if all channel attributes are set at their worst conjoint levels, and the average util-
ity for all taxpayers across all service needs and all segments is scaled to a Taxpayer Value of 100 if all channel
attributes are set at their current conjoint levels (the base case). For more information, see Appendix B.

2008 W&I Market Segment Survey (Tax Year 2007).
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the exact method and assumptions used to generate results.’ Ideally, these
templates will record information that will maintain transparency and offer
the potential for repetition of analysis and results.'’ This template requires
description of the justification for using the TVM, justification for the ser-
vice channel selected, a record of the means used to provide estimates of the
impact on the service environment, and a record of assumptions related to
the development of taxpayer value measures.

Another current limitation of the TVM is the assumption that the
eight service needs covered by the model are equally important across the
taxpayer base. The conjoint method uses only descriptions to convey the
importance of various taxpayer service needs rather than specifically asking
taxpayers to define which issues would matter most to them. This limitation
could be addressed in several ways, including weighting the value metric for
the different service needs within the TVM according to additional informa-
tion to estimate the importance of particular service needs. One way to do
this, based on information currently available, is to set weights equal to the
relative incidence of inquiries across all channels. In addition, possible fu-
ture experimental research on how taxpayers understand and behave within
the tax process might provide improved estimates of the importance taxpay-
ers place on different types of service.

Finally, as the dataset used to populate the model ages, both base case
estimates (currently observed attribute levels by channel) and taxpayer
preferences may change. It is recommended that this research be replicated
at least every 3—4 years.

Reasons to Use TVM

The TVM was built to bring the taxpayer into the decisionmaking process;
help build new offerings; and adjust existing service provision that meets
taxpayer preferences. Bringing the taxpayer perspective into the business
case development and comparative decision process, the Taxpayer Value
Model will catalyze creative thinking and exploration of options that likely
would not have been considered under function-based planning. As a means
of comparison during the decision process, the TVM offers the capacity to
generate comparable results over time, across business divisions, and among
service channels and segments of taxpayers. As such, it is a good first step
for the IRS to take toward determining “which services it can deliver to

> See Appendix A.
10 Repeating older analysis with newer data, and comparing this to actual operational data where implementation
proceeded, may provide opportunities for additional refinement of the TVM.
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various demographic groups, and the channel, or means of delivery, that
each group needs and prefers.”!" Though not a sole deciding measure in and
of itself, TVM results bring the perspective of the taxpayer into consider-
ation as decisions about changes to service provision occur.

How Does TVM Fit into the Decision Making
Process?

Beyond the limitations of the model, there are substantial limitations on how
the results it generates should be used. Given all that the TVM can offer, it
is important to recognize that it is not a single solution to the task of refining
IRS taxpayer service. From the beginning, the TVM was conceived of as a
single input among several under consideration within the investment deci-
sion process. As the TAB Phase 2 report states, “modeling and analysis can
provide input to the questions cited above, but astute strategy development
requires more than forecasts of what might happen under different funding
scenarios. It requires choices that are most likely to further service goals,
build on IRS resources and talents, and remain feasible and sustainable in
planning and budget decisions.”!?

Using the TVM

TVM can be applied to several related aspects of the decisionmaking
process for evaluating changes in service delivery by the IRS. The TVM
will work best when applied to a specific business case for a new way of
providing service, significant procedural changes, or adjustments in policy
where measurable change is expected. The TVM depends on a measurable
change in the attributes of taxpayer service to return an estimate of how
this change might impact taxpayer value. In addition to the capacity to
measure larger initiatives with potential for substantial impact across mul-
tiple service channels, multiple service activities, and a variety of taxpayer
segments, the TVM can also be used on a small scale. The impact of minor
changes in the service environment on taxpayer value, as long as they
realize change in the attributes known to be important to taxpayers, can be
assessed using the TVM.

12008 NTA Report to Congress, p. 101. See, e.g., National Taxpayer Advocate 2005 Annual Report to Congress
7; National Taxpayer Advocate 2006 Annual Report to Congress, Volume 2, Study of Taxpayers Needs, Prefer-
ences, and Willingness To Use IRS Services 14.

12 TAB Phase 2 Report, p. 126.
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Figure 4: Computer Interface
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The first step in applying the Taxpayer Value Model is completion of
a description of the proposed initiative or procedural change. This defini-
tion typically includes selection of a service channel or channels, as well
as the types of service needs that the proposed initiative or process change
will impact. After defining the proposed change or initiative and the relevant
channel(s), estimates for impact on the taxpayer service environment should
be created. The proposed initiative or change must be assessed for its impact
on the four attributes found to be most important to taxpayers: time required
to access service, time required to get service, probability of first contact
resolution, and hours of service availability. These values will be the basis
for estimating the interaction between known levels of preference for service
needs and channels as the attributes of service are changed.

Figure 4 is a screenshot of the actual computer interface users work
with to run the model. The estimates of impact on access time, service
time, first contact resolution, and hours of availability are entered in the
four boxes under the heading Test Case, and are then compared with a
“Base Case” that represents the averages of currently observed service
attribute levels by channel. In Figure 4, access time improved from 5 to 3
minutes, and servicing time also improved from 5 to 3 minutes. In addi-
tion, with the example below in Figure 4, the hours of availability were
changed to option 3, representing an increase above normal business

13 Hours of availability are currently described as three levels. Level 1 is business hours, level 2 business and
evenings, and level 3 is business hours evenings and weekends.
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hours to include evenings and weekends, and the likelihood of first contact
resolution changed from 85 percent to 90 percent.'

After defining the impact of the proposed initiative or process change
on the attributes of service, the service need and channel (or multiple
channels) are selected. Next, a segment of the overall taxpayer base (or all
taxpayers) is selected. Model output includes the overall value to all taxpay-
ers (128 in this case) and to the chosen segment of the new option (141),
compared with a base case of what is observed in the marketplace today
(here, 104 for all taxpayers and 116 for the 60-and-over segment), projected
market shares for each of the channels based on the option being tested
(also compared with the base case) and statistical tests of significance of the
change in value relative to the base case.

Figure 5: Computer Interface
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Flexibility in operating the TVM offers the opportunity for multiple
estimates of taxpayer value relative to a range of potential changes in the
taxpayer service environment.

Examples

The example below shows the changes in taxpayer value that might result
from an initiative providing taxpayers online access to their tax account in-
formation in much the same way that banks and credit cards provide similar
information now. In this example, such an account would decrease taxpayer
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access to the relevant information about their tax situations from 15 min-
utes to 3 minutes. In addition, the likelihood that they would find accurate
information increases from 85 percent to 90 percent. With that change, a
noticeable improvement in taxpayer value occurs, both for all taxpayers and
those taxpayers between the ages of 18 and 29 (other segments could also
be evaluated). Figure 5 shows the results as they would appear on the TVM
screen, complete with assessment of the statistical significance of these

Figure 6: Computer Interface
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estimates. As referenced above, the 2 bar charts at the bottom of the TVM
screen show the changes in market share that, given awareness of available
options and action on preference, would result from these changes in the
service environment.

A second example of applying the Taxpayer Value Model can be con-
structed relative to the current Customer Online Decision Support (COLDS)
effort. The COLDS system will, after the completion of phase 2, supply the
same decision tree to customer service representatives in Taxpayer Assis-
tance Centers and to representatives working IRS phone service lines. This
decision tree, designed to help isolate the service need, will also be available
to taxpayers online.

In this hypothetical scenario, the taxpayer service need where the
impact of COLDS will be estimated is “answering a tax law question.” The
Service channel where the impact of taxpayer value is to be assessed will be
the IRS toll-free phone line with a service representative, and the specific
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Figure 7: Taxpayer Value Metrics

Percent Value

Percent Better

Base Case Test Case Increase Off
All Taxpayers 101 115 +14% 61%
Taxpayers 60
years and older 109 126 +16% 69%

segment of the taxpayer population where taxpayer value will be gauged is
taxpayers “60 years and over.”

The working assumptions are that taxpayer access time to the correct
service provider to deliver an answer to a tax law question will be decreased.
At a conservative estimate, the access time improves from 5 minutes to 4.

A second operational assumption is that the Interactive Tax Law Assistant/
Customer Online Decision Support (ITLA/COLDS) system will, because of
improved routing and increased understanding of the taxpayer issue, result in
improved first contact issue resolution. As a result, a S-percent improvement
in first contact resolution moves the resolution rate in the model from 85 per-
cent to 90 percent. In this analysis, the attributes of service time and hours of
availability are presumed to be unchanged by ITLA/COLDS. After entering
these values into the model and running analysis, the resulting main screen

looks like Figure 6.

The impact on taxpayer value realized by the changes outlined above
are captured in Figure 7. Note that, though all taxpayers will realize an
improvement in the value of the service provided for tax law questions over
the phone, taxpayers in the 60-and-over segment will enjoy an even greater
increase in value.

Factors of the TVM Be Addressed Going Forward

Attributes Describe Service

Because the TVM is built on taxpayer understanding and valuation of service
attributes, these features of service must accurately represent what is important
to taxpayers. Subsequent conjoint data collection efforts must revisit the features
of service experience that are important to taxpayers, either directly through
experimentation or through exploratory research. This will help keep the best
attributes framed for subsequent data collection efforts. Experimental research
might, in addition to other things, yield information to help appropriately weight
different service needs according to the importance placed on that type of service
need by taxpayers.
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Limitations of Data

The initial focus of the conjoint analysis was W&I taxpayers only. To the extent
that taxpayer value is freely interchangeable regardless of the types of entity the
taxpayer represents, the TVM can be used to estimate changes for other catego-
ries of IRS taxpayers. However, the extent to which SBSE and TEGE constitu-
ents vary from W&I taxpayers must be addressed, ideally with additional data
collection efforts.

Use Versus Awareness

As discussed earlier, one potential drawback of the conjoint method used to
gather data for the TVM is the distinction between preference and actual use. For
example, while awareness of the Web site and toll-free telephone line is now rea-
sonably high (82 percent and 80 percent, respectively), just 34 percent of taxpay-
ers have used the Web site, and 21 percent have used the toll-free line in the past
12 months." Just 61 percent are aware of local IRS offices, and only 5 percent
have used them in the past 12 months." Future development of the model will,
ideally, have the capacity to account for varying levels of awareness across the
taxpayer base and within different segments of the taxpaying population.

The Age of the Data Set

Also, as discussed earlier, there is the issue of the currency of the underlying
survey data TVM depends on for estimates of taxpayer value. The conjoint data
set is now nearly 3-years-old. To the extent that taxpayers shift preferences over
time, the underlying conjoint data base should be updated periodically.

Conclusion

The TVM accomplishes analysis that is uniform, durable, simple, and trans-
parent, and in a way that clearly brings the preferences of the taxpayers into
play during the decisionmaking process. In addition to providing an estimate
of taxpayer value for proposed changes in the service environment, the TVM
can serve as a valuable point of reference to help bring taxpayer perspective
into the culture of the IRS. Because it relies on external data generated solely
to represent taxpayer preference, the TVM permits comparable estimates of
the impact of service changes on taxpayer value, regardless of the location

142008 W&I Market Segment Survey (Tax Year 2007).
15 ibid.
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of proposed changes within the IRS. As an independent tool for consistent
comparison across the enterprise, the TVM offers the opportunity to create
reference points against which the evolution of the service environment can
be charted, lessons learned, and successes documented. Though clearly not

a panacea that will suddenly and without consequence bring perfect unison
between IRS service and the expectations of taxpayers, the TVM decision
support tool provides a solid first step toward universal and systematic inclu-
sion of the taxpayer perspective in business decisions within the IRS.
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Appendix A: Analysis Template—Used to Provide
Consistency and Transparency in TVM Analysis
Process

TAXPAYER VALUE MODEL (TVM)—ANALYSIS TEMPLATE

Initiative Title:

Date: TVM File Name:

Service Need:

Service Channel:

Taxpayer Segment:

Segment Rationale:

Business Estimate of Change in Access Time:

Basis for Change in Access Time:

Business Estimate of Change in Servicing Time:

Basis for Change in Servicing Time:

Business Estimate of Change in Hours of Operation:

Basis for Change in Hours of Operation:

Estimate of Change in First Contact Resolution:

Basis for Change in First Contact Resolution:

Run By:
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Appendix B: Normalizing Taxpayer Value Scores

In constructing this scale, the model assumes that taxpayers, no matter what
the attribute settings, will select their highest utility or first choice channel.
Using this scale, some service needs will have current Taxpayer Values of
less than 100 and some more than 100 because different service needs have
different average utilities. Similarly, different segments will have different
current Taxpayer Values because different segments have different average
utilities. In any case, the Taxpayer Value will go up when the average utility
goes up. Most importantly, any Service Package that has improved attri-
butes will have a Taxpayer Value higher than its current value.

Customer Value of All IRS Services, by Segment
| | | |
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2009 IRS Research Conference Program

July 8-9, Georgetown University Law School

McDonough Hall, Hart Auditorium

DAY ONE: Wednesday, July 8

8:00-8:45
8:45-9:00

9:00-9:30

9:30-10:30

10:30-10:50
10:50-12:20

Registration

Welcome

Mark J. Mazur, Director,
Research, Analysis, and Statistics,
Internal Revenue Service

Keynote Address
Douglas Shulman, Commissioner,
Internal Revenue Service

Panel Discussion:
Is There a Gap in the Tax Gap Estimates?

Moderator:

Mark J. Mazur, Director,
Research, Analysis, and Statistics,
Internal Revenue Service

Panelists:

Ed Emblom, Research, Analysis, and Statistics,
Internal Revenue Service,

Marsha Blumenthal, University of St. Thomas,
Lawrence B. Gibbs, Miller & Chevalier

BREAK
Tax Systems and Taxpayer Behavior

Moderator:
Don McPartland, Large & Mid-Size Business,
Internal Revenue Service
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Conference Program

12:20-1:45
1:45-2:00
2:00-3:30

Papers:

Measuring the Impact of Tax Systems on Economic
Behavior Using New Cross-Country Data, Leslie
Robinson, Tuck School of Business at Dartmouth
and Joel Slemrod, University of Michigan

® A Panel Analysis of Behaviour Change in Canadian
Individual Income Tax Compliance, Attah Boame,
Canada Revenue Agency

® Would the Principles of ‘Flat Tax’ Lead to
Simplification of the UK Corporate Tax System and
How Would Taxpayers Respond? Evidence from the
Recent Changes to Capital Gains Tax, Peter Jelfs,
Mazars LLP and Andrew Lymer, University of
Birmingham

Discussant:

Pamela Olson, Skadden, Arps, Slate, Meagher & Flom

LLP

Lunch

Presentation of IRS Research Recognition Awards

The Tax Behavior of Corporations

Moderator:
David Stanley, Large and Mid-Size Business Division,
Internal Revenue Service

Papers:

Preliminary Results of the 2003/2004 National
Research Program S Corporation Underreporting
Study, Drew Johns, Research, Analysis, and
Statistics, Internal Revenue Service

Does FIN 48 Benefit Tax Authorities through
Increase in Taxpayer Compliance?, Ho Jin Lee,
Chief Counsel, Internal Revenue Service, Sangjik
Lee, Hankuk University of Foreign Studies, and
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3:30-3:45
3:45-4:45

6:00-7:00

Akinori Tomohara, Aoyama Gakuin University

® Analyzing the Enhanced Relationship between
Corporate Taxpayers and Revenue Authorities:
A United Kingdom Case Study, Judith Freedman,
Geoffrey Loomer, and John Vella, Oxford University
Discussant:

George Plesko, University of Connecticut,
School of Business

BREAK

Measuring and Facilitating Low-Income Tax Benefits

Moderator:
Martha Eller Gangi, Research, Analysis, and Statistics,
Internal Revenue Service

Papers:

TY2005 Earned Income Tax Credit Participation
Rate, Amy O’Hara (Census Bureau) and Dean
Plueger, Wage & Investment, Internal Revenue
Service

The Pattern of EITC Claims Over Time: A Panel
Data Analysis, Deena Ackerman, Office of Tax
Analysis, U.S. Department of the Treasury, Janet
Holtzblatt, Congressional Budget Office, and Karen
Masken, Research, Analysis, and Statistics, Internal
Revenue Service

A Tax Education and Asset Building Campaign

for Low-Income and Limited-English Worker
Populations, Barbara J. Robles, Arizona State
University

Discussant:
Janet McCubbin, AARP Public Policy Institute

Poster Session and Social Hour

The Liaison Capitol Hill
Please refer to following page for session program.
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DAY TWO: Thursday, July 9

8:30-10:00

10:00-10:20
10:20-11:50

Issues Affecting High-Wealth Individuals Moderator:
Anne Parker, Small Business/Self-Employed, Internal
Revenue Service

Papers:

o The Income-Wealth Paradox: Connections between
Realized Income and Wealth Among America’s
Aging Top Wealth-Holders, Barry Johnson and
Lisa Schreiber, Research, Analysis, and Statistics,
Internal Revenue Service, and Kevin Moore, Federal
Reserve

® Addressing the Tax Risk from the Use of Tax Havens
by Promoting Voluntary Compliance, Fuchan Luan
and Ross Robertson, Australian Taxation Office

®  QOvercoming Overdisclosure: Toward Tax Shelter
Detection, Joshua D. Blank, Rutgers University
School of Law

Discussant:
Len Burman (The Urban Institute)

BREAK
Tax Preparation Services

Moderator:
Chris Hess, Research, Analysis, and Statistics,
Internal Revenue Service

Papers:

o Cognitive Ethical Reasoning of Tax Practioners:
A Preliminary Investigation Using a Tax-Specific
Version of the Defining Issue Test (DIT), Elaine
Doyle, University of Limerick, Jane Frecknall-
Hughes, Open University Business School, and
Barbara Summers, Leeds University Business
School
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11:50-12:00

® [ncreasing Preparer Responsibility, Visibility, and
Competence, Leslie Book, Villanova University
School of Law

o Taxpayer Value Model: Incorporating Taxpayer
Perspecitve To Improvie Service Interactions, Pete
Web, Pacific Consulting Group, Ben Shackleford,
Wage & Investment, Internal Revenue Service, and
Peter Morris and Chuck Feinstein, VMN Group

Discussant:
Nina Olson, National Taxpayer Advocate,
Internal Revenue Service

Closing Remarks
Janice Hedemann, Director, Office of Research,
Internal Revenue Service
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