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HOW TAX COMPLIANCE OBLIGATIONS
HINDER SMALL BUSINESS GROWTH

WEDNESDAY, JULY 22, 2015

HOUSE OF REPRESENTATIVES,
COMMITTEE ON SMALL BUSINESS,
Washington, DC.

The Committee met, pursuant to call, at 11:00 a.m., in Room
2360, Rayburn House Office Building. Hon. Steve Chabot [chair-
man of the Committee] presiding.

Present: Representatives Chabot, Luetkemeyer, Hanna, Rice,
Brat, Radewagen, Knight, Hardy, Velazquez, Payne, Meng, Law-
rence, Adams, and Moulton.

Chairman CHABOT. Good morning. Thank you all for being
here. Special thanks to our witnesses who have taken the time
away from their undoubtedly busy schedules to be with us here
this morning. We really do appreciate that.

Earlier this year, our Committee heard from a gentleman named
Scott, who owns a small mattress factory in Franklin, Ohio. Scott
wants to pay his taxes. He probably wishes he could pay less but
more than anything he wishes the process could be simpler. He
wants a flatter and fairer code that is more predictable.

Scott is emblematic, I think, of many small businesses all across
this country. There are millions of Americans out there just like
Scott who feel the weight of the tax code every day. I speak to them
every time I am back in my area, back in Ohio, and I hear the
same concerns again and again. More Americans are frustrated
with the process of paying their taxes, more so than even actually
writing the check to the government. I am sure there are excep-
tions, but it is far too complicated. It is unacceptable and we must
do better.

Making the tax code simpler is particularly important for Amer-
ica’s small business owners, as they are disproportionately affected
by the tax code’s complexity. This is a finding that unfortunately
has not changed with time. Studies conducted for the Office of Ad-
vocacy at the SBA over the past 10 years found that small firms
pay 67 percent more to comply with the tax code than large firms
do. A recent update to those advocacy studies found that firms with
less than 50 employees pay on average over $1,500 per employee
%$n tax compliance costs, whereas, firms with more than 100 pay

647.

It is because of statistics like that in 2013 this Committee asked
the Government Accountability Office to examine the dynamics of
small firms and their tax compliance burden. The GAO will be tes-
tifying today to outline their findings, and I would like to point out
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that right at the end of the report, the GAO outlines 25 separate
recommendations that they have made to the IRS over the past few
years that could, and probably would in my estimation, help reduce
tax payer compliance burdens. The IRS has implemented none of
them, and that is a problem.

To be fair, I am not only blaming the IRS for this problem. Con-
gress has been guilty as well. The tax code has grown to nearly
74,000 pages. The IRS did not do that; Congress did. This Com-
mittee is and will continue listening to the American people and
urging Washington to make the tax code simpler and less stressful.

As I stated earlier, we have the GAO here today to discuss their
illuminating report in greater detail, and we will also hear from
tax experts who will suggest ways to reduce the strain on small
firms through comprehensive tax reform that reduces the com-
plexity faced by small business.

I am looking forward to the testimony of everyone here today,
and I again want to thank each one of you. And I would also men-
tion, originally there may have been a case where we were going
to have two panels, but I have found over the years when we do
that, oftentimes members have a certain amount of time that they
can be here and they have other Committees and obligations and
will listen to one panel and then not the other, and this is really
a much better way to hear from all of you. And so that is why we
changed that around, so if it was any inconvenience to anybody, we
apologize.

And I would now like to yield to the ranking member, Ms.
Velazquez, for her opening statement.

Ms. VELAZQUEZ. Thank you, Mr. Chairman.

The success of the American economy relies heavily on its vi-
brant small business community. Small businesses employ 50 per-
cent of our workforce and generate nearly $6 trillion in revenue.
When talking with small business owners, we often hear that an
intense focus on the bottom line is necessary to succeed. They know
evell"y dollar counts and devote significant resources to work that
goal.

One area every small business owner must focus on is complying
with our tax laws. The tax compliance burden on small businesses
takes many forms. Most notably is the complexity of the code itself.
With so much paperwork to fill out every year, the majority of
firms report spending more than 40 hours preparing their tax re-
turns.

To better understand the costs of the burden and what the IRS
is doing to reduce it, this committee requested the GAO report at
the center of today’s hearing. That report reinforced much of the
anecdotal evidence we have heard on previous occasions. The com-
plexity of the tax code creates a number of fixed cost items that do
not scale with the size of the company. As a result, smaller busi-
nesses are disproportionately impacted compared to their larger
counterparts.

One way to address this problem is by simplifying the tax code.
By reducing its complexity, small businesses will see decreases in
these fixed costs as the need for expert preparation and the time
commitment will both be reduced. The complexity of the tax code
cuts both ways. Taxpayers’ noncompliance costs the IRS nearly
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$350 billion every year prompting numerous initiatives to close the
gap. One of them is the use of Form 1099-K to track electronic pay-
ments. By collecting data directly from payment processors, like
Visa and PayPal, the IRS intends to cut down on underreporting
and spur more businesses to voluntarily comply.

Unfortunately, if the information does not match up or errors are
made, it could trigger costly and time-consuming audits for law-
abiding firms. In response, the IRS began the Payment Mixed
Comparison Tool (PMCT) pilot to reduce the burden which GAO
was also asked to look at. While they found IRS’s payment card
matching program has the potential to reduce noncompliance, it
was unclear whether it would reduce taxpayers burden.

GAO also found that the majority of small businesses use pass-
through entities, like partnerships and S corporations, which pre-
vent them from receiving a number of business friendly tax incen-
tives. The average corporate tax rate is just 12.6 percent compared
to 31.6 percent and 29.4 percent that S corporations and partner-
ships pay.

Comprehensive tax reform, not only corporate, is necessary to
spur additional economic growth in our small business sector. In
other words, small entities are not looking for special treatment,
just equal treatment with their larger counterparts.

One of the principal tenets of tax policy is that we strive for sim-
plicity and some semblance of certainty. The tax rules should speci-
fy when the tax is to be paid, how it is to be paid, and the amount
to be paid. Through comprehensive tax reform, Congress can pro-
vide small firms with both, by limiting yearly policy changes which
will help them more easily plan their business investments, oper-
ations, and estate planning based on those known laws.

I look forward to hearing from today’s witnesses on the findings
and recommendations contained in GAQ’s report. And I thank you
for being here today.

Mr. Chairman, I yield back.

Chairman CHABOT. Thank you very much.

And if Committee members have opening statements prepared,
we would ask that they submit them for the record.

And I will take just a moment to—before I introduce the panel,
to kind of explain our rules. You get five minutes to testify. There
is a lighting system. A green light will be on for four minutes. The
yellow light will let you know you have got a minute to wrap up,
and then the red light will come on and we ask you to stay within
that as much as possible, and impose those same rules on our-
selves, so we get five minutes to ask questions.

And I will now introduce our panel. We will begin with our first
witness, Chris Mihm, the managing director for Strategic Issues at
the United States Government Accountability Office. He leads
GAO’s work on government oversight and transformation issues
such as performance management and collaboration, federal budg-
eting, regulatory policy, and federal tax policy and administration.
He is a fellow and former board chair of the National Academy of
Public Administration and an adjunct lecturer in Public Adminis-
tration at the University of Maryland Graduate School of Policy,
and we welcome you here this morning.
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Our next witness will be Don Williamson, professor in the De-
partment of Accounting and Taxation at American University. He
also serves as the executive director of the University’s Kogod Tax
Center, a research institute focusing on the interests of small busi-
ness. He has also served as an adjunct professor at American Uni-
versity’s Washington College of Law. Professor Washington pub-
lished over 50 articles in professional and academic journals and
was recognized as the Bureau of National Affairs’ Outstanding Au-
thor for 2007. Welcome this morning.

Our next witness will be Troy Lewis, who is vice president and
chief enterprise risk management officer at Heritage Bank in St.
George, Utah. He is also the manager of Lewis and Associates, a
small accounting firm in Draper, Utah. Additionally, he serves as
adjunct faculty in the taxation department at Brigham Young Uni-
versity. He is also chair of the Tax Committee at the American In-
stitute of Certified Public Accountants, whom he is testifying on be-
half of today. We welcome you as well.

Our next witness will be Les Vitale, managing director and part-
ner at McGladrey and Pullen in Boston, Massachusetts. Mr. Vitale
brings over 30 years of professional experience to his clients and
his broad base of knowledge includes specialties in the traditional
accounting, auditing, tax, and assurance services. He has authored
technical articles and developed policy and procedural manuals for
the firm in the areas of quality control, staff training and evalua-
tion, recruiting, and technology.

We thank you all for being here, and I would now like to yield
to Ms. Velazquez to introduce our final witness.

Ms. VELAZQUEZ. Thank you, Mr. Chairman.

Stephen Mankowski is the vice president and national tax chair
of the National Conference of CPA Practitioners, the nation’s sec-
ond largest CPA organization. His firm has been advising small
firms on accounting and taxation for over 30 years, helping 2,000
clients annually. As an expert in the field, Mr. Mankowski has par-
ticipated on IRS panels regarding compliance burden for small
businesses and as a member of the NCCPAP, partook in the elec-
tronic payment pilot program that was examined by today’s GAO
report. Mr. Mankowski graduated from LaSalle University.

Welcome to the committee. Thank you.

Chairman CHABOT. Thank you very much.

We will begin with Mr. Mihm. You are recognized for five min-
utes.

STATEMENT OF J. CHRISTOPHER MIHM, MANAGING DIREC-
TOR, STRATEGIC ISSUES, UNITED STATES GOVERNMENT AC-
COUNTABILITY OFFICE

Mr. MIHM. Well, thank you, Mr. Chairman, and Ms. Velazquez,
and members of the Committee. It is an enormous pleasure and
honor to be able to be with you here today to discuss our report
on Tax Compliance Burden and Small Businesses. That report is
being released today and it is available, of course, on the GAO
website at gao.gov.

As this Committee is well aware, given the important role that
small business plays in the U.S. economy, reducing the cost of com-
pliance with the tax code frees up additional resources to expand,
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hire new employees, and further contributes to economic growth.
At the same time, small business tax issues are a significant con-
tributor to the annual tax gap which is the difference between
taxes owed and taxes paid on time. And as both the chairman and
Ms. Velazquez mentioned in their opening statements, and IRS
takes as a given as well, the overwhelming majority of taxpayers
want to pay their taxes in full and timely manner. It is just that
we need to make sure that we create the environment and give
them the tools that enable them to do that, including reforms to
the tax code as you pointed out. Thus, the key challenge for IRS
is that they must minimize taxpayer burden while encouraging,
and as the chairman pointed out with his reference to his con-
sti(‘icuent Scott, making possible voluntary compliance with the tax
code.

My remarks today highlight the key findings of our report. I
know you have seen it, so in the interest of brevity I will just hit
four very key points on that.

First, most small businesses are individuals, but most small
business income is generated by partnerships and corporations. Ac-
cording to Treasury analysis, small businesses make up about 99
percent of businesses in the United States. Treasury defines a
small business for this purpose as individuals or entities with busi-
ness activity that is less than $10 million in total income and de-
ductions. Approximately 69 percent of small businesses, or about
1-6 million, are individual taxpayers who report business income.
The remaining 31 percent, or roughly 7.3 million, are partnerships
or corporations.

On the other hand, in 2010, individuals generated 23 percent of
total income of all small businesses. This equates to about $1.4 tril-
lion into the economy. Small business partnerships, S corps, and C
corporations accounted for the remaining 77 percent of small busi-
ness income, and that represented $4.5 trillion in income.

My second point. Tax compliance burdens vary across small busi-
nesses. The variance is driven by factors such as business asset
size, by type—for example, is it a sole proprietor or a C corpora-
tion—number of employees and industry type. Our report details
how certain tax compliance-related activities create burden. The re-
port groups these into general categories, such as income tax activi-
ties, employee-related tax activities, and third-party information
reporting.

As the chairman mentioned, SBA and IRS data has shown that
there are very real costs both in terms of time and money with
small businesses in order to be able to comply with the various re-
quirements.

My third point this morning is that IRS does consider small busi-
ness compliance burden in its decision making, but improvements
are clearly needed. We interviewed small business representatives,
including those from the AICPA, who said that IRS’s outreach ef-
forts have been effective in identifying opportunity to reduce com-
pliance burden. As one example, IRS worked with stakeholders to
develop a simplified method for small businesses to calculate the
home office deduction. That change was introduced in January
2013. Previously, businesses had to complete a complex property
depreciation calculation. As I am sure you have heard from your
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constituents over many years, that had been a very real pain point
for small businesses.

Nevertheless, and despite that real and important progress,
stakeholders also pointed to a number of areas where IRS burden
could be further reduced. These are areas of IRS customer service.
Among others, those open recommendations that the chairman
mentioned. We have recommendations in these areas that we be-
lieve need aggressive action from IRS and, that if effectively imple-
mented, could improve service and help reduce the tax gap.

Fourth and finally, IRS’s evaluation of its payment card pilot has
strengths but needs to be more fully developed. This is obviously
a point that Ms. Velazquez was making in her statement. IRS
began this pilot program in 2012, and what it does is it compares
payment data from payment settlement entities, such as credit
card companies, with income reported by small businesses. The
evaluation plan that IRS has for the pilot has many elements of
a well-designed evaluation, which is a bit of an anomaly for IRS.
They typically do not do that good of a job with their evaluations.
I mean that as a positive statement I should say.

As a result, IRS has been able to make rapid and ongoing assess-
ments of pilot activities and to make changes based on lessons
learned. However, the overall evaluation lacks key performance
measures for the pilot’s goals—so we do not know whether or not
it should be implemented more broadly, clear evaluation criteria,
and other elements.

With that, let me end at that point and obviously take any ques-
tions that the Committee may have.

Thank you, Mr. Chairman.

Chairman CHABOT. Thank you very much. We appreciate that.

Mr. Williamson, you are recognized for five minutes.

STATEMENTS OF DONALD WILLIAMSON, PROFESSOR, AMER-
ICAN UNIVERSITY, EXECUTIVE DIRECTOR, KOGOD TAX CEN-
TER; TROY LEWIS, VICE PRESIDENT, HERITAGE BANK; LES
VITALE, PARTNER, LOCAL MARKETS GROUP MCGLADREY,
LLP; STEPHEN F. MANKOWSKI, PARTNER, EP CAINE & ASSO-
CIATES, LLC

STATEMENT OF DONALD WILLIAMSON

Mr. WILLIAMSON. Chairman Chabot, Ranking Member
Velazquez, and members of the Committee, thank you for the op-
portunity to offer my suggestions for reducing the tax compliance
burden on small businesses when preparing their tax returns.

My name is Don Williamson, and I am a professor of Taxation
at American University’s Kogod School of Business, where for the
past 30 years I have directed the school’s Master’s in Taxation de-
gree program. The MST program at American offers graduate
courses in federal taxation to CPAs, experienced accountants, attor-
neys, and others who wish to expand their knowledge of our na-
tion’s tax law. As part of my responsibilities at American, I am also
the executive director at the Kogod Tax Policy Center, which con-
ducts nonpartisan research on tax issues affecting small businesses
and emerging entrepreneurs that will enhance compliance while re-
ducing compliance costs. And, for the past 25 years, I have had my
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own tax preparation and tax planning practice for small businesses
in Falls Church, Virginia.

My written testimony describes some of the tax compliance bur-
dens imposed on small businesses that consume time and resources
that cannot be employed in their businesses to create more jobs.
Specifically, today, in my testimony, I want to recommend to the
Committee that our tax code be amended to permit more small
businesses to adopt the cash method of accounting on their tax re-
turns. Generally, a taxpayer using the cash method of accounting
recognizes income or deductions when cash is received or paid. An
accrual basis taxpayer, on the other hand, must recognize income
or expenses when all events fixing the right or obligation have oc-
curred, regardless of when cash is paid or received.

As detailed in my written testimony, I believe that more small
businesses should be allowed to adopt the cash method of account-
ing, rather than the current law requirement imposing the accrual
method that is uniformly considered more complex and offers few
advantages to small businesses whose chief concern with regard to
their financial condition is their cash flow. It is important to note
that the method of accounting adopted by a business, whether the
cash method or the accrual method only affects the timing of when
a business reports income or deductions on its tax return. The ac-
counting method a business uses does not determine whether an
item of income is taxable or expense is deductible, and does not af-
fect the total income and deductions a business will recognize over
its lifetime.

However, despite the greater simplicity and better fit of the cash
method for small businesses, the entire revenue code continues to
deny the cash methods to corporations with average gross receipts
exceeding $5 million. As discussed in the Senate’s Bipartisan Tax
Working Group Report on business income tax issued this month,
I urge Congress to increase the current threshold for use of the
cash method to $10 million. Raising the threshold to $10 million
will mean that 99 percent of all businesses in the United States
could adopt the cash method.

But even when the cash method is available to a small business,
certain judicial doctrines, such as constructive receipt for the rec-
ognition of income, impose unnecessary complication on a small
business simply to accelerate the reporting of income by, in most
cases, a few months before actual cash is received. Also, the re-
quirement that a cash method small business may not deduct its
cash outlay to purchase or produce inventory until that product is
sold may satisfy accounting theorists but offers no immediate tax
benefit to small businesses that expend considerable sums creating
jobs.

To further reduce the compliance burden on small business
therefore, I urge Congress to go beyond the proposals discussed in
the Senate’s Bipartisan Tax Working Group Report, and enact a
simplified cash method of accounting described in detail in my
written testimony. Under this method of accounting, a small busi-
ness would simply look to its checkbook to determine its taxable in-
come. It sounds simple and it is. Permitting small businesses to
elect a simplified cash method of accounting will reduce tax compli-
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ance costs, ease the burden of tax administration, and clarify the
measurement of taxable income.

Thank you again for the opportunity to testify, and I would wel-
come any questions from the Committee.

Chairman CHABOT. Thank you very much.

Mr. Lewis, you are recognized for five minutes.

STATEMENT OF TROY LEWIS

Mr. LEWIS. Chairman Chabot, Ranking Member Velazquez, and
members of the Committee, thank you for the opportunity to testify
today.

My name is Troy Lewis. I am the vice president and chief enter-
prise management risk management officer at Heritage Bank in St.
George, Utah. I am also a tax practitioner, adjunct faculty member
at BYU, and chair of the Tax Executive Committee of the American
Institute of CPAs. I am pleased to testify today on behalf of the
AICPA.

We applaud the leadership taken by the Committee to consider
ways to reduce the complexity faced by small businesses when pre-
paring their taxes. Small businesses are the foundation of the U.S.
economy, employing over half of the private sector workforce and
creating nearly two-thirds of this nation’s new jobs.

Unfortunately, compliance with federal tax laws can act as a
roadblock. Unlike large corporations, time spent by small busi-
nesses in complying with tax laws is much more costly because
they do not have the luxury of a large customer base with which
to spread those costs.

We need to keep in mind that time devoted to tax law compliance
has an impact on business creation, job growth, and economic pros-
perity. First, it is imperative that small businesses and their tax
return preparers have the ability to communicate with the IRS
when preparing their taxes and addressing compliance issues.
However, there has been increasingly limited access to the agency.
Through an informal survey we conducted earlier this year, we
learned that over half of our members were either somewhat dis-
satisfied or very dissatisfied with the services they received from
the IRS. This is no surprise considering that only 17 percent of our
members said that the agency answered their telephone calls with-
in a half hour. Most of our members were on hold for extended pe-
riods of time or did not have the time to wait that long.

Let me share with you one member’s experience. “I was on hold
for over an hour and a half. When the IRS agent finally picked up
the call, they needed to transfer to another agent. I had to wait on
hold for another hour. Finally, I received a recorded message that
the office was now closed and I needed to call again the following
day.”

Unfortunately, this is not a unique experience. Many taxpayers
also experience the IRS’s so-called courtesy disconnects where the
IRS disconnects a call without taking a message if the caller has
been on hold for two hours. Nothing is more discouraging, frus-
trating, or inefficient for a caller than being hung up on after wait-
ing for nearly two hours.
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We understand the IRS has new initiatives and obligations, but
taxpayer services must remain a high priority in order for small
businesses to receive the assistance they so desperately need.

Another challenging tax compliance obligation that small busi-
nesses recently dealt with was the tangible property regulations.
These rules, which address how businesses should report the pur-
chase and improving a property are almost 500 pages of technical
guidance and procedures. Now, to be fair, the regulations clarify
some rules. However, they were still significantly burdensome for
small businesses. The AICPA pushed hard for relief and stressed
that time was of the essence. The IRS finally issued partial relief
on February 13th, well into the filing season. Unfortunately, some
small businesses and their tax practitioners had already spent time
and resources attempting to comply with the regulations. If the
IRS had acted sooner, small businesses could have been spared
some administrative burden.

There are other issues that remain open in regards to the repair
regulations. Currently deducted amounts in excess of the Safe Har-
bor threshold, taxpayers must prove that expensing such amounts
in the current year clearly reflects income.

However, the clear reflection of income test can be challenging
for any taxpayer, but especially for small businesses. These rules
force taxpayers to depreciate the cost of items, such as a computer
or a printer, over a number of years. To provide meaningful relief,
Congress should increase the $500 Safe Harbor threshold to $2,500
and index the amount annually for inflation. To further reduce bur-
den, we also suggest that you allow taxpayers with reviewed finan-
cial statements to use the higher $5,000 threshold.

Finally, we encourage you to examine all aspects of the code to
reduce the complexity faced by small businesses when preparing
their taxes. For example, penalty provisions need to consider their
effect on voluntary compliance, and employers operating across
state lines need a uniform, national standard for nonresident in-
come tax withholding rules. The income tax deadline should also
promote an efficient flow of taxpayer information to provide small
businesses sufficient time to file accurate returns.

In summary, small businesses and tax practitioners are inter-
ested in, and so desperately need, tax reform to reduce the burden
that hinders growth.

Again, with that, Mr. Chairman, thank you for the opportunity
to testify, and I would be happy to answer any questions.

Chairman CHABOT. Thank you very much.

Mr. Vitale, you are recognized for five minutes.

STATEMENT OF LES VITALE

Mr. VITALE. Thank you. Thank you, Mr. Chairman, Ranking
Member Ms. Velazquez, and members of the Committee.

My name is Les Vitale. I am a partner at McGladrey, a national
firm. I work out of the Boston office, which is comprised of about
650 professionals. McGladrey is a firm that has 8,000 professionals
that practice in 80 cities across the country. In addition to that, the
group I practice in specifically is a small practice group called the
Local Market Group. The Local Market Group is made up of about
50 professionals, including five partners. My client base in par-
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ticular represents about 40 small businesses with sales ranging
from under five million to up to 100 million in revenue with em-
ployees from 10 to just about 200. All of my clients are privately
owned and many are family owned. The majority of my client com-
panies are S corporations.

In preparation for today’s testimony, I determined that it was
best that I poll the practice group so that it was representational
of the members of my firm. In trying to come up with some com-
mon themes, we did so, and we came up with three challenges that
I would like to present to the Committee today. And those subjects
include the TARS legislation relative to depreciation, privacy and
security, and also S corporation basis.

So the rules with regards to TARS legislation in a word are oner-
ous. The depreciation rules were originally set out to spread the
timing of a deduction so there really is no question about the fact
that something is deductible. So it is a question of not if, but when.
So one of the items that was pointed out by my colleague, Mr.
Lewis, was that there are differences between small and large com-
panies and what they are allowed to do under these regulations,
which has created a burden for the small client. Many of my com-
panies do not have what is referred to as an applicable financial
statement. Large companies, in particular large public companies,
so very large companies that have audits due, the rules therefore
are different. They are allowed larger thresholds up to $5,000. The
small clients in our practice unit, the small S corporations, the
family-owned businesses, have a $500 de minimis exception
amount only if they elect it.

When polled, the members of my practice unit said that one of
the things they have spent the most time on this year is the ad-
ministrative and compliance requirements related to the TARS leg-
islation. That legislation and those rules required and are requiring
the filing of a Form 3115. 3115 could take on average from 10 to
15 hours of time. Larger corporations, even longer.

One of the suggestions and one of the recommendations that we
would make in our firm, and we have talked about this internally,
is the simplification of the election requirements in electing safe
harbor for the de minimis rules. One method would be to simply
modify the current Form 4562, which is the current depreciation
form. It could simply be redesigned to include the questions that
are asked of the 3115, and really reduce down the time require-
ments to prepare that form.

We would also suggest that the safe harbor amounts be revisited
and consider raising those levels to $5,000. One of the things that
the laws do not take into account is the degree of differences be-
tween companies. Service companies versus innovation companies
are very different. Their needs and their investment in capital and
there is really nothing in the code and the current constitution of
the forms that allows for that flexibility.

In addition to that I wanted to cover briefly the privacy issues.
In our firm, we have had over 20 breaches in the last four or five
months. I have two going on right now. Those have required a sig-
nificant amount of time, and I know I am not here to suggest that
I have the answers to security and privacy breach, but the time
that is spent on the phone, as also pointed out by my colleague, has
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been significant, and I personally have spent probably 15 to 20
hours trying to resolve two cases.

The last item that I wanted to cover was S corporation basis. 1
have a client case right now that is under audit. The client has
closed the business. They have been in business for about five
years. They lost money each year, and the auditor has spent three
days on the audit right now at great expense to the client, and it
is all about the amount of basis that the client had. The basis rules
and my dialogue are contained in my testimony feeder review.

Thank you very much for your time to present these.

Chairman CHABOT. Thank you very much.

Mr. Mankowski, you are recognized for five minutes.

STATEMENT OF STEPHEN F. MANKOWSKI

Mr. MANKOWSKI. Chairman Chabot, Ranking Member
Velazquez, and members of the Committee, thank you for inviting
me to testify today.

My name is Stephen Mankowski, and I am a CPA. I am the exec-
utive vice president and tax policy chair of the National Conference
of CPA Practitioners.

Tax compliance burden has been defined in the GAO Report on
Small Businesses as the time and money spent by the taxpayer to
meet tax obligations, not the associated liabilities. An objective of
the administration and the IRS has been to minimize taxpayer bur-
dens and eliminate unnecessary ones.

There has been a decided change in how business is transacted.
Credit cards have become the norm. Business owners have had to
accept the payment processing, compliance, and equipment rental
costs as cost of doing business. Online sales have caused the IRS
to question the voluntary compliance of reporting all revenue.

As a result of a 2008 law, payment card processors had to begin
reporting credit card receipts of the IRS and the merchant in 2011
and added the number of monthly transactions for 2012. Once a
merchant annually has 200 transactions and sales of at least
$20,000, they will receive Form 1099-K, Merchant Card and Third
Party Network Payments. Initially, 1099-K results were to be
placed directly on the specific lines on tax returns. This changed
as many issues arose. Specifically, there was confusion on how
sales tax gratuities and merchandise returns were handled on
1099-K. Those same concerns still exist and are just some of the
reasons that the IRS has not taken a stronger stance on the use
of the information on these forms.

Business owners track revenue by specific categories, such as
sales, consulting, or rental income. They do not track revenue
based on how they are paid. Trying to accurately track revenue to
match the 1099-K would actually result in an accounting night-
mare. To further complicate the recordkeeping, businesses receive
a 1099-K for each specific payment processor—one for MasterCard/
Visa, one for American Express, one for PayPal, and another for
Discover. And even a second round if they change processing firms
during the year.

From the IRS viewpoint, this form has helped increase voluntary
compliance among small businesses. Many virtual businesses that
had previously flown under the radar are now filing income tax re-
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turns and paying taxes. In addition, the 1099-K has allowed the
IRS to establish a database whereby they can obtain a better un-
derstanding of the revenue sources within particular industries.

The IRS instituted a pilot program for the 2015 filing season
called the Payment Mixed Comparison tool that utilizes database.
NCCPAP was invited to participate in this program, which allows
our members to enter selected data from the client’s 1099-K. The
tool accesses the IRS database by a specific merchant category code
(MCC) and compares various ratios for a business. The result tells
the CPA if the results are within the specifications of the database.
A common flaw with the 1099-K is that if the payment processor
enters an incorrect MCC code for a business, the results could be
beyond the standard deviation, which may result in an IRS notice.
The results from the tool have been strictly for the benefit of the
taxpayer and for informational purposes only.

Currently, the IRS is not capturing data from this tool. The data-
base will continue to improve as the volume of 1099-K data is input
into the tool. Unfortunately, the tool did not get the expected usage
due to practitioner concerns. Specifically, many practitioners did
not believe that the IRS was not tracking results, the name of the
tool was not the best, and the tool did not go live until February
2015, after most CPAs had already completed their training and
had begun preparing tax returns. In addition, many felt there
should be a better results besides typical or unusual. Hopefully,
this program will continue and improve next year and we will see
more uses by tax professionals. If used properly, this tool could ac-
tually reduce taxpayer burden by addressing issues of credit card
revenue while the data is still fresh in the business owner’s mind.

The form 1099-K program also has the potential to be a disaster.
This is a repeat of warnings from NCCPAP and others in the prac-
titioner community when the form 1099-K matching program was
first proposed. The IRS should use all tools possible to ensure tax
compliance and close the tax gap. However, as the GAO has cor-
rectly indicated, this is a flawed system with no reliability of
matching gross income with the 1099-K reports.

I would like to thank Chairman Chabot, Ranking Member
Velazquez, and all members of the Committee for the opportunity
to present this testimony today. I will be happy to answer any
questions. Thank you.

Chairman CHABOT. Thank you very much. I think it was excel-
lent testimony by all the witnesses here this morning, so we thank
you for that. And we will go ahead and open up the questions, and
I will yield myself five minutes to begin.

I will start with you, Mr. Mihm, if I can. In your report, you
identified around 25 past GAO recommendations that if imple-
mented could help reduce compliance burden on small businesses.
How seriously do you feel that the IRS has taken the GAO’s rec-
ommendations thus far?

Mr. MIHM. I think on the whole, Mr. Chairman, the IRS does
take our recommendations seriously. I mean, they have wide rang-
ing and very difficult responsibilities. We are always making rec-
ommendations.

Chairman CHABOT. Have they implemented any of them?



13

Mr. MIHM. They implement quite a few. The ones that we are
talking about today are ones that we believe they have not yet im-
plemented, and there are still plenty of opportunities on that.

Just as an example, the telephone answering over the last year.
2014, if you called 67 percent of the time you could get through.
2015, you were getting through 59 percent of the time. I am sorry,
39 percent of the time. These are the courtesy disconnects. What
an Orwellian term that Mr. Lewis has mentioned. The wait
times

Chairman CHABOT. The courtesy disconnect as it was referred
to, if you have been waiting on there for two hours, their courtesy
is to basically hang up on you?

Mr. MIHM. They hang up on you. Yeah.

Now, very often though you beat them to the punch because the
hang-up rate in 2014, the individual saying I cannot take this any-
more was 29 percent of the calls. It was 57 percent this year. And
that is also explained by the wait time. The wait time in 2014 was
about 17 minutes and about 28 minutes this time. And these are
averages.

What we have urged IRS to do is a couple of things. One is that
they need to benchmark their telephone assistance service. They
are not the only organization in the United States that has a call
center, and so there are plenty of other places that they can bench-
mark against.

Second is that they need to then also be thinking of an inte-
grated strategy that considers how they can provide service and in-
formation to taxpayers using both the phone and then also using
and augmenting the IRS website and having more of an Internet-
based strategy for getting information out there.

And then finally, they need to engage the Congress. As their re-
sources have been going down in recent years, they need to make
sure that they take a strategic approach, sit down with the Con-
gress and say these are the tradeoffs that are being made. If there
are different tradeoffs that we should be making, please give us
guidance on that. But those are all open recommendations.

Chairman CHABOT. Thank you very much.

Mr. MIHM. Yes, sir.

Chairman CHABOT. Mr. Williamson, I will turn to you next.

Now, you are a professor and you also have a tax preparation
service yourself. What is the biggest one or two complaints that you
hear from the small businesses that you do their taxes for?

Mr. WILLIAMSON. Well, they do not understand the law. And
when taxpayers do not understand the law, they come to disrespect
the law. And we all know what happens next, and that is fraud,
that is cheating. So what we need is simpler rules that I, as a tax
return preparer, can explain to my clients and they can accept me
to prepare the return and pay their fee to pay their tax. I think
all of us here today have said taxpayers want to pay their tax. I
hail from Utica, New York. I know the people in Utica, New York,
want to pay their tax. But the problem is they do not understand
the law.

Chairman CHABOT. And you indicated that you feel strongly
that going to a simplified cash method of accounting——

Mr. WILLIAMSON. Absolutely, sir.
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Chairman CHABOT.—would be one of those critical things we
could do to make it more understandable?

Mr. WILLIAMSON. The clients I represent, and I represent the
smallest of the small probably at this table, where $300,000 or
$400,000 a year of sales on a Schedule C is a living for your family.
Those folks do not need to do depreciation schedules and be on the
accrual method and do cost of goods sold. They know what they
need. They need cash in the bank, and they are willing to take
some of that cash and pay their tax with it.

Chairman CHABOT. Thank you.

Mr. Lewis, you said something which I agree with very much,
and if you want to expand upon it briefly, you said that the time
spent by your average small business person in compliance with
the tax code is time that they are not spending on what their basic
business is and having a successful business so they can perhaps
expand and create more jobs for more people. Is that accurate, and
did you want to comment on that?

Mr. LEWIS. Yes, it is accurate. And I think one thing to keep
in mind is any one particular provision when it starts out has a
reason. These tax code laws that we are talking about, at one point
there was either a motivation or something. But when added upon
the ones from last year and adding upon the ones from last year
and the last year and the last year, you find that you have got
these layers. And what we have done is we are not taking every-
thing away. So every single year you find yourself getting more and
more. So even if you say this particular provision is not that bur-
densome, you have to take it in context of what about the last 20
years and all of that added together. It is simple. They have so
much time in a day. If you are taking their time by making them
gomply with regulations, you are taking time away from what they

0.

Chairman CHABOT. Thank you.

I will be real brief in my last question, Mr. Vitale.

Do you think it has reached the point where it is almost impos-
sible for a small company nowadays to do their own taxes?

Mr. VITALE. Yes. We have some very small clients similar to the
professor, and even the smallest of small clients, they have access
to TurboTax and a lot of tax programs that supposedly could make
their life easier, but we get calls all the time from small, small
companies that still need help with that.

Chairman CHABOT. Thank you.

Mr. Mankowski, I apologize. I ran out of time, but I am sure you
will get more questions.

So I now yield to the ranking member for questions.

Ms. VELAZQUEZ. Thank you, Mr. Chairman.

Mr. Mihm, the payment card pilot essentially compares 1099
forms from payment processors with tax returns to identify under-
reporting and inconsistencies. If the information on the forms does
not match, the IRS sends out notices. What is the benefit of a no-
tice if it leads honest companies to have to put in additional work
to reconcile forms that may be mismatched for unrelated reasons
such as self-tax, tips, so forth?

Mr. MIHM. Yes, ma’am. There are actually two benefits. One is
before the notice goes out, you would hope that the knowledge that
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IRS is receiving this payment card information and that this
matching is taking place will be an incentive to get them to do
that. IRS has seen some very early data that they believe is show-
ing that that is the case. Again, this is a minority of taxpayers we
are talking about.

For the other taxpayers, it is, as clearly you are implying in the
question, it is not much of an advantage for them if they have to,
in a sense, go back and correct an IRS record on this. This gets to
why we think it is so important for IRS to have a good evaluation
strategy. The potential for this pilot, like a lot of third-party infor-
mation reporting, is that it can really reduce burden, can help im-
prove compliance, so it could be a big deal. And I realize that all
three of those were conditionals that I used—could, could, could.
But they have to make sure that they implement it the right way.
They have to make sure that they reach out to the stakeholders
and engage them in the design of the program, and they need to
make sure that they are actually measuring the performance so
that they know if they are actually getting more benefit for this
program or are we sending out bogus notices to people that is actu-
ally causing more headaches for honest taxpayers.

Ms. VELAZQUEZ. An important element, of course, is the type
of outreach that the IRS will do.

Mr. MIHM. Absolutely, ma’am.

Ms. VELAZQUEZ. So when you look at tax compliance and the
effect it could have on small businesses, did you also look at the
fact that since 2010, the IRS lost 18 percent of its budget? Does
that have anything to do——

Mr. MIHM. Yes, ma’am. And that was the reference I was mak-
ing to the question of the chairman, is that the IRS needs to en-
gage with the Congress, given how much their budget has gone
down. Now, this has all been with added responsibilities. You
know, both in the growth of the number of taxpayers, Affordable
Care Act implementation responsibilities, other changes to the tax
laws. They are in a very difficult position as an agency, and I real-
ize there is not a lot of appetite to be looking to plus up the IRS
budget. ,

Ms. VELAZQUEZ. Right.

Mr. MIHM. Which means why do we have to engage in that?

Ms. VELAZQUEZ. But we need to understand that by cutting
the budget so that it punishes the agency, in reality, it punishes
small businesses because they will not get the type of services
needed, such as when you place a call and expect for someone to
be able to answer that call.

Mr. Mankowski, you describe how accepting credit cards and
their related fees is becoming the norm and just another cost of
doing business. However, as you stated, the complexity of accepting
different cards with different rules about deposits and deductions
adds to taxpayers’ burden, how does the rising popularity of elec-
tronic payments impact your firm’s typical small business client?

Mr. MANKOWSKI. Thank you. It has been a major impact on
the clients. They are finding that in the past where they have just
been able to just accept cash and checks, that more and more of
the population, for whatever reason, has an aversion to carrying
cash, and they are paying with credit cards even if it is for a two
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dollar soda at the convenience store or wherever else they are
transacting business. So it is something that they have really been
having to assume the burden of. And with that, they have added
fees, not just with the processing fees that are going to vary based
on the type of credit card that is being used, whether it is a points
card or so forth that tend to have higher rates, in addition to the
different rates that MasterCard/Visa, versus American Express or
Discover. But now they are also finding that in addition, because
of credit card fraud that has also been going on, that now they also
have added compliance burdens that they are required to go
through, whether it is some sort of training and annual webinars
or seminars that they need to undergo to be aware of compliance
and whether there are different rates and different services that
they are required to do if the card is present or if the card is not
present, to make sure that they are not participating in the fraud
that they are trying to prevent.

Chairman CHABOT. Thank you.

The gentlelady’s time has expired.

The gentleman from Missouri, Mr. Luetkemeyer, who is Vice
Chairman of this Committee, is recognized for five minutes.

Mr. LUETKEMEYER. Thank you, Mr. Chairman. I am way over
here on the corner.

Mr. Williamson, you mentioned in your testimony cash account-
ing, accrual accounting. You do business with a lot of small busi-
nesses, and there is a thought process of lowering the amount
where you have to start going to accrual accounting. What would
that do to a lot of the small businesses you deal with?

Mr. WILLIAMSON. It would make it a lot easier for them to file
their tax returns.

Mr. LUETKEMEYER. If you lower it to

Mr. WILLIAMSON. Lower it? No, we are advocating raising the
threshold that would permit you to drop the cash method to $10
million. To lower that, I think you would have serious compliance
problems.

It alludes to the point I was making a moment ago about dis-
respect for the system. And if people do not feel that filing their
tax return adds any value other than having their money con-
fiscated by the federal government, I do not know if you would get
very many correct tax returns as a result.

Mr. LUETKEMEYER. You were talking about noncompliance. I
was reading the problem with Greece this past month or so here
that they have 95 percent noncompliance with regards to pay-
ing:

Mr. WILLIAMSON. Well, I sincerely hope we never——

Mr. LUETKEMEYER. I do not know how in the world their econ-
omy can exist if they have got 95 percent noncompliance.

Mr. WILLIAMSON. I think we see it is not.

Mr. LUETKEMEYER. They have got a one percent problem, do
they not?

Mr. WILLIAMSON. Yes, sir.

Mr. LUETKEMEYER. You also made a comment, and I want to
follow up on this which is quite interesting, that your clients do not
understand the law.

Mr. WILLIAMSON. Yes, sir.
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Mr. LUETKEMEYER. If you have small business people who do
not understand tax law, how can they make good plans? How can
they make good business decisions? How can they make good judg-
ments on how they want to run their business? Are you advising
them on this? Are you taking an advisory role? Or are they just out
there like a ship without a rudder? Because if you do not under-
stand the tax implications of the business decisions you make, you
can really mess up your business pretty quickly.

Mr. WILLIAMSON. Precisely, Congressman. And too often that
is the case. People make business decisions without understanding
the tax consequences of them. And I like my clients to always know
they can call me and ask a question and will not necessarily get
a bill off the top, not like the lawyers. But I would hope that they
would call me. But the problem is the law is so complex.

Chairman CHABOT. The chair will strike that last remark from
the record. Just kidding.

Mr. WILLIAMSON. But you are absolutely right, Congressman.
Businesses do not understand tax law, and too often make the
wrong decision.

Mr. LUETKEMEYER. And the complexity of it just adds to the
problem.

Mr. WILLIAMSON. Yes, sir.

Mr. LUETKEMEYER. So we are adding to that problem every
year as we go about our business here.

Mr. Lewis, you are in the banking business. I have got a quick
question for you here. We have created fewer businesses in the last
six years than we have lost, so we have actually gone backwards.
And of course, when you are talking about creating businesses, it
is small businesses that we are talking about creating. And so have
you seen in your business world, that the tax code and the com-
plexity of it and the cost of compliance, all of this is a factor that
has caused fewer businesses to actually be created?

Mr. LEWIS. Yes, and that is a great question. I think the answer
in short is yes. Again, it goes back to simple algebra. At some level
there is only so many hours——

Mr. LUETKEMEYER. You better make simple algebra very sim-
ple for me.

Mr. LEWIS. There are only so many hours in a day, and there
is only so much time and there is only so much revenue coming in.
And again, look at the banking, look at the financial services, for
instance. The last decade there has been all this bank regulation
that has come upon us. Just look at the bank itself. What you find
is you find all this additional level of compliance that is required,
and any one particular provision makes sense. There is a reason
for it. But taken as a whole, it becomes problematic because in the
end, really, as was mentioned here, a small business owner, what
really matters to them is what they can put in their pocket at the
end of the day. It is the cash in their pocket. It is what they can
do. It is what they can consume. It is to take that money and pay
for tuition for their child. It is to take a vacation. It is to pay a
mortgage. That is what really matters. And all the rest of this that
we are discussing is getting to that bottom line.

So you asked the question, what kind of an impact does it have?
First of all, I cannot advise a client right now on the tax law for
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the current year because we have the extenders that are still out
there. How can I go to somebody and tell them what is going to
happen with bonus depreciation? Or 179? They are going out to
make a decision right now. They want to make a decision but in-
stead they are paralyzed because they do not know. Tell me what
the law is they will say, and then I will know how to react. You
can help me, because after that it is an Excel spreadsheet. You can
run it. But before then, without certainty, without permanency, you
run into this problematic situation where, yeah, it does impact
those businesses.

Mr. LUETKEMEYER. That is interesting. You talk about 179
depreciation. Last year we did the extender I think two weeks be-
fore the end of the year, and I have got a good friend of mine who
runs a business that he sells a lot of rock crushers and drills and
things like that for quarries. And he, over the course of the year,
sold 11 different drills. Sold 11. But he sold six of them in the last
two weeks of the year. Now, these things cost between $100,000
and $125,000. And I can tell you the same story with regards to
farmers buying tractors and farm equipment. They waited until the
last two weeks of the year in order to make that decision because
they were looking for this opportunity.

Mr. LEWIS. It certainly was not because of Christmas; no.

Chairman CHABOT. The gentleman’s time is expired, but if you
wanted to comment.

Mr. LEWIS. I was going to say and the reality is the commentary
would be if the tax law has a shorter shelf life than say a carton
of milk, it is probably something we ought to look at. That is going
to impact them.

Chairman CHABOT. The gentleman’s time is expired.

The gentlelady from North Carolina, Ms. Adams, who is the
ranking member in the Investigations, Oversight, and Regulations
Subcommittee, is recognized for five minutes.

Ms. ADAMS. Thank you, Mr. Chairman, Ranking Member
Velazquez, for hosting this hearing.

Tax burden on small businesses buried in the complexities of the
tax system is something that we must tackle head on. The state
of North Carolina is home to more than 800,000 small businesses,
which means that there are more than 800,000 small firms in my
home state that potentially have tax compliance issues, including
cost burdens associated with tax compliance.

Mr. Williamson, how should the current tax code be altered to re-
duce that cost burden for small businesses?

Mr. WILLIAMSON. Well, in terms of the tax return itself, we
could make that a lot simpler. All of us have advocated here with
respect to advancing more cash method of accounting so you do not
have the need to compute your inventory, cost of goods sold, the de-
preciation schedules you have to keep. Basically, treat everything
as 179 as was alluded to earlier, or as bonus depreciation, 100 per-
cent depreciation. And so it is simply to prepare your tax return
based upon your checkbook and the cash that comes in, the cash
that goes out, and we net the two and that is your taxable income.
That makes a very simple tax return.

Ms. ADAMS. Okay.
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Estimates by Internal Revenue Service of the size and the com-
position of the federal tax gap indicate that small businesses orga-
nized as a pass-through entity account for a substantial share of
that gap. Their contributions are thought to be the result of honest
mistakes born of the complexity of the code and tax evasion tied
to cash payments for goods and services. How should the federal
tax code be reformed to reduce noncompliance by small businesses?

Mr. Williamson?

Mr. WILLIAMSON. Well, as far as the pass-through entities go,
and as was already pointed out here in the testimony, most rev-
enue for small businesses is coming through pass-through entities.
We can, again, through the cash method of accounting, easily de-
termine what the net profit is of the business and allocate it to
your partners or to your S company shareholders on the Kls. The
complication that arises is they need to separately account for all
the items on a partnership return or S company return because
they might impact an individual partner or individual S company
shareholder differently. That is a problem in terms of the pass-
through entities.

I would offer, and again, I think a proposal has been made, for
earlier filing of pass-through entity returns so that the information
forms through the individual partners or shareholders would be in
their hands a lot sooner, and that way they would have more time
to prepare their tax returns and that would increase compliance.

Ms. ADAMS. Okay. I have one final question.

Minority firms often have an even harder time getting off the
ground and then staying afloat than other demographics of small
businesses, particularly as it relates to lending.

For Mr. Williamson and Mr. Mihm, have you studied the impact
that tax compliance has on minority-owned firms, and if so, what
is the rate of minority-owned firms closing their businesses as a re-
sult of the difficulty in the tax compliance compared to white-
owned firms?

Mr. WILLIAMSON. Congressman Adams, I do not have those
statistics in front of me. I can be happy to do my best to try to find
some of that information for you but I have no information on the
relative closures of minority firms versus nonminority firms at my
fingertips. I am sorry.

Ms. ADAMS. Would either of the other gentlemen like to re-
spond?

Mr. MANKOWSKI. Ma’am, we do not have that information ei-
ther, but we would be happy to work with Mr. Williamson and oth-
ers to make sure we answer your needs on that.

Ms. ADAMS. Okay.

One challenge to tax compliance for small businesses may be
that the tax code has no uniform definition of a small business, so
how should small businesses be defined for tax purposes?

Mr. WILLIAMSON. What we have done in the Tax Policy Center
is to define them as $10 million of gross receipts. If you look at pro-
visions of the Internal Revenue Code, Uniform Capitalization
Rules, some of the other provisions regarding, $10 million seems to
be a generally accepted threshold. And I think that is what the
GAO study used as well.
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Msa?ADAMS. Would either of the other gentlemen like to re-
spond?

Mr. MANKOWSKI. Yes, ma’am. We have used, taking Treasury’s
lead, we use $10 million, although as you point out, there are a va-
riety of different ways that you can do it. Number of employees.
But we use the $10 million. I should also point out that the way
IRS is organized implicitly assumes that the $10 million, their
small business unit has a $10 million threshold to the organiza-
tions or entities that it looks at.

Ms. ADAMS. Thank you.

Mr. Chair, I yield back.

Chairman CHABOT. Thank you. The gentlelady yields back.

The gentleman from New York, Mr. Hanna, who is chair of the
Subcommittee on Contracting and Workforce is recognized for five
minutes.

Mr. HANNA. Thank you, Chairman.

The tax cap that you spoke of, Mr. Mihm, and everybody alluded
to in one way or another, I would like to talk to you about the un-
derground economy and the propensity for it to grow over time
through difficulty in the tax code and what you see on the ground.
It is a concern to a lot of people. I mean, there are all kinds of in-
centives not to pay your taxes. One of them is other people are not.
In the aggregate nature of the 1099s and collecting credit cards,
th?t is pretty subjective. It certainly can be. I am curious how it
is fair.

And Mr. Williamson, one of the problems with going from five to
10 on a cash basis, and what the IRS does now is if you buy inven-
tory on a cash basis, then basically, you are mixing your accrual
system with your cash system.

So Mr. Mihm, if you could address my question about the under-
ground economy and its growth. If you are prepared to do that a
little bit, or anybody who would like to.

Mr. MIHM. Yes, sir. The tax gap as you are mentioning is enor-
mous. I mean, IRS estimates—this is based on 2006 data—but it
is about $450 billion a year. And this is the difference between le-
gally owed and actually paid in a timely manner. Some of that is
clearly the underground economy, meaning that it is nonfilers. In
the technical term, this is people that ought to be filing that just
are not.

Mr. HANNA. Do you have any idea? How could anyone have an
idea what that is? But do you have one?

Mr. MIHM. Well, they have a national research program so it is
an enormously complex estimation that they do. The size of the un-
derground economy is probably the weakest aspect of that esti-
mate. A lot of that, also the tax gap source is underreporting of
people who do actually report but do not report the full amount.

Mr. HANNA. But so much happens with compliance on the mar-
gin.

Mr. MIHM. Yes, sir.

Mr. HANNA. Virtually everything, right?

Mr. MIHM. Right.

Mr. HANNA. So marginally, difficulty with filing, as Mr.
Williamson talked about, the cash basis, which is certainly easier,
what do you think that looks like today?
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Mr. MIHM. Well, your point, sir, about it being marginal is ex-
actly right, and it gets to what one of the key strategies needs to
be, which is assuming that most people do want to pay their
taxes—now, we are not talking about the underground economy in
this case, but assuming that most people do want to pay their
taxes, and then making it easier for them to do so, because in
many cases where there is underreporting, the amount of under-
reporting makes it hard to justify going after any one individual.
I mean, you have to in some senses to get a deterrent effect to
make sure that people always know that they have to, but you do
not want to spend a million dollars going after $5,000. You cannot
do that in all cases.

Mr. HANNA. But is that not part of the problem?

Mr. MIHM. Yes, sir.

Mr. HANNA. I mean, because what you are really doing is you
are sending a message that you are incentivizing smaller tax-
payers’ amounts of money because you are only after those people
where the money is. Right? Willie Sutton.

Mr. MIHM. Yes, sir.

Mr. HANNA. But when you look at the aggregate number, you
mentioned $450 billion, that would draw you towards an opposite
conclusion. It might.

Mr. MIHM. Well, that is why good customer service is so impor-
tant. That is why third party reporting that makes compliance rel-
atively easy for people is so important. Because obviously, you are
making exactly the right point here. Trying to chase the money
after the fact is ultimately not going to be very good. It is not going
to be good for the businesses because of the mistakes that could be
made as the ranking member mentioned. It is not going to be good
for the IRS because of the cost benefit of that. We need to make
sure that we have in place the right independent third party re-
porting. We make sure we have the customer service.

Mr. HANNA. So even though the money is not there, the value
of going after those people who fall completely under the radar, not
paying at all, the underground economy, there is value in that?

Mr. MIHM. Yes, sir. You cannot do that in all cases but we need
to do enough of it so that as the vice chair was mentioning in his
questions, is that we do not get basically a sucker tax system
where the people who are paying their taxes are the criminals.

Mr. HANNA. Mr. Williamson, how do you reconcile, if you got to
5 to 10 on a cash basis and get rid of accrual for everybody under
that, how do you reconcile—and I have got about 38 seconds—the
inventory?

Mr. WILLIAMSON. That is the point. That was the point in my
written testimony, Congressman. We would eliminate cost of goods
sold and that the purchases or construction of inventory would be
deducted as those costs are incurred regardless of when the prod-
uct is actually sold.

Mr. HANNA. But are you not giving bonus depreciation to every-
thing that used to be called inventory?

Mr. WILLIAMSON. That is what we were saying. In a world
that we would be advocating, bonus depreciation would be ex-
tended to inventory.

Mr. HANNA. Thank you. My time is expired.
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Chairman CHABOT. Okay. Thank you very much. The gen-
tleman yields back.

The gentlelady from American Samoa, Ms. Radewagen, who is
the Subcommittee chairman on Health and Technology is recog-
nized for five minutes.

Ms. RADEWAGEN. Thank you, Mr. Chairman.

My question is for Mr. Vitale. Is it safe to say that the higher
cost associated with the tax compliance obligations that tax profes-
sionals endure push small business owners to waste their time pre-
parir‘;g their own complicated taxes instead of growing their busi-
ness?

Mr. VITALE. Great question. There is probably an element of
truth to that. The fundamental problem is going to remain until
the code is simplified and clarified. The person who has invested
in their business and has a lot at stake is, more often than not,
going to eventually reach out to the professional to try to get the
right answer and the best answer possible. And that is an expen-
sive proposition. But the cost of them not doing that and going the
other way at the end of the day could probably be much more cost-
ly by their failure to comply.

Ms. RADEWAGEN. Thank you.

Thank you, Mr. Chairman. I yield back.

Chairman CHABOT. The gentlelady yields back.

I now recognize the gentleman from South Carolina, Mr. Rice,
who is chairman of the Subcommittee on Economic Growth, Tax,
and Capital Access for five minutes.

Mr. RICE. Gentlemen, thank you so much for being here today.
I heard directed stated or allusions to the fact in all of your testi-
mony that small businesses are the backbone of the economy and
the backbone of job creation in this country; right? Pretty much ev-
erybody agrees with that.

Beginning in 2009, for the first time since it has been recorded,
more American businesses are closing than are opening. Do you
think this outdated and burdensome tax code has anything to do
with that, Mr. Mihm?

Mr. MIHM. That is something, sir, that we really have not
looked at directly, so I will have to defer to my colleagues on the
panel if I may.

Mr. RICE. Okay. Well, do you think overburdening government
regulation, do you think that has anything to do with it?

Mr. MIHM. Well, there are certainly, as we pointed out in this
testimony, other findings looking at regulations in general. There
are costs associated with the implementation of regulations. There
are costs to small businesses. And we have a table that shows that
for corporations, if you have less than five employees, it can be be-
tween, you know, around $4,500 per employee in order to comply.
That is a substantive cost that is imposed.

Mr. RICE. Do you think the complexity of our tax code creates
a barrier to formation of small business?

Mr. MIHM. Certainly, the complexity of the tax code creates a
barrier to any economic activity. It creates a barrier to compliance.
It creates a barrier to economic growth.

Mr. RICE. Mr. Williamson, for the first time, beginning in 2009
and continuing through today for the first time more American



23

businesses are closing than forming. Do you think our complicated
tax code has anything to do with that?

Mr. WILLIAMSON. In my personal experience, what it is usually
about is “I better get out of business because I cannot pay my pay-
roll taxes for my employees.”

Mr. RICE. Mr. Lewis, do you think—same question to you. Do
you agree our tax code is a burden to formation of small business
and to continuing small business?

Mr. LEWIS. I think the tax code is certainly a contributor. One
of the things that I think is missing in most of our regulation,
which is in essence what tax law is, is we failed to adequately ad-
dress the cost benefit. I know I hear it. I see it. People talk about
it. But are we really looking at cost benefit from the small business
lens? That is the question. Right? I mean, you will hear people,
they will espouse from the floor this is a good thing and it weighs,
outweighs, but I think the real issue is from a small business lens.
One of the things we have is a fundamental—

Mr. RICE. Mr. Lewis, it is not that I do not want to hear; I do
want to hear, but I only have five minutes left to keep going.

Mr. LEWIS. All right.

Mr. RICE. Mr. Vitale, I am going to shift questions on you.

Since 2010, notably the date that Dodd-Frank was enacted, bank
formations have slipped from an average of 100 per year to three
per year. Do you think that will have any effect on small business
given that new banks are typically small banks and they are typi-
cally the ones who lend to small business?

Mr. VITALE. I believe the answer is yes based upon—I will af-
firm in our client base, we are a $1.6 billion revenue firm. Sixty,
70 percent of our business is labeled as small to midmarket, and
with the reduction in the number of banks that we have seen—
community banks, local banks, we have seen many of our clients
go to alternative markets for their financing. That financing is
often much more expensive.

Mr. RICE. But the really small businesses, those alternative
markets are not really available to them, are they?

Mr. VITALE. The alternative market is usually an angel investor
or private investor, and that money is even more expensive.

Mr. RICE. Mr. Mankowski, do you think that the slippage of an
average of 100 bank formations to three, which these new banks
are typically the lenders to new banks, do you think that will have
an effect—to small businesses, excuse me—do you think that will
have an effect on business formation?

Mr. MANKOWSKI. I think as far as business formation, not nec-
essarily, because a lot of the businesses, recently they have been
the byproduct of the overall economy where they have been
downsized out of their current opportunities, and now they have
exhausted their unemployment benefits and they have kind of been
forced into their own businesses. So the bank formation, not so
much of causing people to not form their businesses, but I think
it hurts them if they are looking for additional revenue because I
do agree that the smaller banks and the community banks seem
to be the ones that really are more in tune to lending to the small
businesses.

Chairman CHABOT. The gentleman’s time has expired.
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The gentleman from Nevada, Mr. Hardy, who is chair of the Sub-
committee on Investigations, Oversight, and Regulations, is recog-
nized for five minutes.

Mr. HARDY. Thank you, Mr. Chairman.

I just happen to be a small business owner myself, or at least I
used to be. And Mr. Williamson made the statement, Mr. Lewis,
just a few minutes ago, the fact that people, businesses want to pay
their taxes. And I agree. As a small business person, I want to pay
my taxes. Would you agree the reason we want to pay our taxes
is because we have to have a good, sound foundation to make sure
we are profitable in paying taxes in order to receive revenue from
banks?

Mr. LEWIS. Yeah. I mean, one way to look at it is that small
business owner is in a partnership with the federal government.
There are a lot of services, a lot of economic ability to make money.
And so there is this agreement. And the tax code is sort of like the
partnership agreement. It defines how we are each going to behave
with each other, and I think the majority of Americans that own
these small businesses are hard-working, they are entrepreneurial,
and they want to do what is right. It is when you start adding in
complexity, the lack of certainty, the perception of inequality, I
think that is where you start getting the fringes where people start
to take a step back and either through overt or covert actions
mayble are a little less complaint. But I think the majority want to
comply.

Mr. HARDY. I believe there are a number of things that are
causing small businesses to fail, but in 2012, 64 percent of all em-
ployees working were working for small businesses. Today, we have
the lowest number of small businesses in the last three decades or
further. Is it because of our tax regulations? Do you think it is a
combination of a number of things? Anybody care to address that?

Mr. WILLIAMSON. Well, I will just say that it is very difficult
for my clients when they decide whether they are going to take the
next step and hire someone. As we have seen here today, it is very
expensive. Just the tax compliance costs are very expensive. The
941s, the W-2s, the payments every two weeks or a month. That
is very intimidating for a small businessman to take on that first,
second, or third employee, and then to have the cash flow, of
course, to be able to pay them their wage.

So regarding small businesses, that, in my practice, holds them
back as to whether they are going to hire those first two or three
pﬁzople. That is a big, big deal with them, and the tax rules impede
that.

Mr. HARDY. Some months ago we had a hearing here and they
discussed other tax causes to small businesses, and once you grow
just even your business a little bit, the average, I think it was,
about $1.2 to $1.5 million per year for people to get their taxes
done once they reach a certain threshold. Have you seen that, Mr.
Williamson, on your avenues? That is just to prepare it to get it
to you folks.

Mr. WILLIAMSON. That is true. To assemble the books and
records to put them on my desk so I can do the return is quite a
procedure for them. And to ask me, or anyone at this table to do
that kind of work can be very, very expensive, and it is very hard



25

to find people that have the skills to assemble that financial infor-
mation for them in order to have me even begin the tax return. No
question about that.

Mr. HARDY. The 1099 form, Mr. Mankowski, why does the 1099
requires so much for small businesses, is such a burden? Can you
go into a little deeper process of what your discussion was there?

Mr. MANKOWSKI. Yes, there are two aspects. First is that there
is common belief that there are items that to go onto the credit
card receipts that are not revenue to the business owner, such as
sales tax, gratuities, and even if someone has a return of merchan-
dise that they purchased.

Take a restaurant as an example. If you put your gratuity onto
your credit card, that will show up on the 1099-K, but that is not
revenue to the business owner. Another concern from a 1099-K per-
spective is if you have one of your vendors that pays you with a
credit card, where normally they would issue you a 1099-MISC de-
pending on the type of service, if you pay with a credit card, you
no longer have that responsibility to issue that person the 1099-
MISC if their only payments were credit cards in excess of $600
total for the year. If you now have payments under the $600 that
were totaled under with cash or checks, you are relying on the
credit card processor to issue the 1099-MISC. In essence, it falls on
the 1099-K, not through the 1099-MISC, a form that the govern-
ment is not really using for full verification of the income for the
business owner.

Mr. HARDY. Okay. Let me ask one last question.

Mr. Vitale, as far as the IRS, can you elaborate how they can and
should be providing us better security for small businesses and all
businesses in their businesses to make sure we are protecting that
security of those tax returns?

Mr. VITALE. Sure. One of the things that I highlighted in my
written testimony was the use of PINs. We have some experts in
the office that specialize in security, cybersecurity, and I believe
the way the world is going towards a PIN-based system, the cur-
rent Social Security Number is very vulnerable, very easy to get at.
It is very easy to hack, and that is the gateway to a lot of theft.
{&nd I believe the transition has to happen sooner rather than
ater.

Chairman CHABOT. The gentleman’s time has expired.

We are going to move into a second round, and we are going to
start off with Ranking Member, Ms. Velazquez, for five minutes.

Ms. VELAZQUEZ. Thank you, Mr. Chairman.

Mr. Williamson, we know that there has been a movement away
from businesses organizing as C corporations in favor of pass-
through entities. Today, corporate tax revenue makes up less than
10 percent of our federal revenue. What is it about pass-through
entities that make them such an attractive business structure, and
th})t is the effect on small firms when our tax policy hinders their
use’

Mr. WILLIAMSON. Well, that is an excellent question, and obvi-
ously, the answer is, of course, C corporations are subject to two
levels of tax, once at the C corporation and then a second tax when
any sums are distributed to the shareholders. That is why you
have a continuing decline in C corporations, particularly when you
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have S corporations available that are corporations for all purposes
other than the IRS revenue code. And also, now you have the LLC,
the limited liability company, that provides the same limitation on
personal liability of the owners of the business. So that is why you
see C corporation numbers go down and pass through numbers go

up. ,

Ms. VELAZQUEZ. Thank you.

Can you elaborate on whether individual tax rates influence
business decisions?

Mr. WILLIAMSON. Well, that goes in, again, and my written
testimony referred to that, is that if we are going to reduce the cor-
porate tax rate in this country, some consideration must be given
to small businesses; that the LLC, the S corporation, indeed the
sole proprietor, will be paying effectively higher rates than C cor-
porations. And C corporations do not have to pay dividends. And
the owner of a C corporation can sell the stock rather than take
distributions. So some consideration must be given to the sole pro-
prietorship and partnership and LLC industry.

Ms. VELAZQUEZ. Thank you.

Mr. Mankowski, you mentioned the PMCT pilot program had
some drawbacks, including an overly simplistic, typical, or initial
response when comparing a client’s data to the database. What rec-
ommended changes would you make to better implement the pro-
gram this coming tax season?

Mr. MANKOWSKI. Thank you. As far as the implementation, if
the IRS really wants to maintain the anonymity for the users, they
really can have some of the specific results that many of us practi-
tioners would be looking for to know where their ranking is inside
of the usual or the unusual. So it is almost a catch-22. How much
information do you really want to get to see where you are at in
the specific categories? I think having the ability to have it rolled
out earlier this year as year two to the practitioner community, at
least for those who have been in the pilot program already, will
just add on to the number of users that are going to be familiar
with the tool that now when they are doing their preseason train-
ing, it will be more at the forefront that this tool exists, even to
the extent to go back and look at the 2014 tax data and see where
the results came in, meet with their business owners and say,
“Here is where some of the results were coming out.” Use it as a
preseason tool and potentially have the ability to advise our clients
and work with them so that they can avoid that love letter from
the IRS that they get usually about a year, year and a half after
the fact, that at least if it is addressed and have some general in-
formation and answers when they get a letter from the IRS if their
results were out of spec, you can pull the results out of your file
and say, “Mr. Business Owner, remember we talked about this last
year? Here is some of the information. We have done the leg work.”
And then they are better able to answer the notices at that point.

Ms. VELAZQUEZ. Thank you.

Thank you, Mr. Chairman. I yield.

Chairman CHABOT. Thank you. The gentlelady yields back.

In my five minutes, I would like to do something a little bit dif-
ferent. We have had some great answers to some, I think, very
good questions as well. But rather than ask specific questions, I
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would just like to, you know, we are making a record here. If there
is just one point that you would like to leave with the Committee,
something you would like us to implement, or act upon, or consider,
you know, I would be happy to hear. And since I did not get to you,
Mr. Mankowski, maybe I will begin with you and we will just go
down the line. But you have got about a minute each. You do not
have to take it all up but I would ask you not to probably go any
further than that.

You are recognized.

Mr. MANKOWSKI. Thank you.

As far as one parting comment, I think that the IRS has almost
been in a catch-22 recently. They have been asked to do more and
more between implement the Affordable Care Act last year along
with repair regulations, and for the current year, also implement
the Employer Shared Responsibility portions. They are doing this
with, I believe, one of the congressmen had mentioned that their
budget has been down 17 or 18 percent over the last few years, and
that is an annual decrease that they have been getting. So they
have been getting—having to do more and more with less re-
sources. And even now they are looking at saying, “Well, how come
you have not done more with the 1099-K.” You reach a point where
they are in a hiring freeze, they cannot bring on staff, and as not
bringing on staff, they are also having the attrition from the higher
level people. The people who are not coming on now are the ones
that may be a little bit more tech savvy that can really take the
service to the next level to make it a better service for all the prac-
titioner and taxpayer community.

Chairman CHABOT. Thank you.

And maybe I will just—one quick thing in response. If perhaps
they should not use at least some of the resources for targeting
groups who have a certain political persuasion and wasting re-
sources on that, and then having to have their people come and tes-
tify and defend themselves and records are lost and all the rest,
too. But I hear what you are saying and tend to agree with it.

Mr. Vitale?

Mr. VITALE. Sure. I think to that point, the one observation I
have and the recommendation would be to have the service re-
evaluate how it deploys its resources, where it spends its time.
With my clients with businesses, those that are very successful
have good strategic plans. They have a plan. They invest the right
time and money into the areas that yield the best benefit.

As a case in point, in my written testimony I spoke at the end
of a client that I have under audit. The client has lost money, res-
taurant business, five years, very difficult, two partners put all
their own money in, lost it, borrowed money, paying that off, lost
it. And the auditor has spent three days auditing a company where
even if she makes a change, it is not going to make a difference.
So I think those three days, 24 business hours, could be spent by
people at the service doing better things than that.

Chairman CHABOT. Thank you.

I have only got two minutes left. Mr. Lewis?

Mr. LEWIS. I will be quick.

Chairman CHABOT. You have got 45 seconds.
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Mr. LEWIS. Two things. Number one, what can Congress do?
Congress can support small businesses by reforming the tax code.
It needs to be simple, it needs to be fair, and it needs to be equi-
table. You give that to small business owners and they will re-
spond. They want it, they need it, you can give that to them. That
would be wonderful.

Second thing, IRS services. There is no substitute, there is no ad-
ditional reference point or no additional source that we can go to
to serve those clients and to serve those taxpayers.

Chairman CHABOT. And the third one real quickly?

Mr. LEWIS. That is the second one. That is the two. Just IRS
services, focus on those.

Chairman CHABOT. Very good. Thank you.

Mr. Williamson?

Mr. WILLIAMSON. Yes. Strategically, you can have carve outs
for small businesses. You are considering international tax reform
as we speak. You can have carve outs for small businesses of under
$10 million so they do not have the same level of compliance. They
will not go overseas. Take a look at the forms. Take a look at the
requirements. Tactically, and I think it has been mentioned here,
the $2,500 increase to the allowance to simply deduct anything and
not have to depreciate it.

Chairman CHABOT. Thank you very much.

And you have got my last 50 seconds.

Mr. MIHM. I will do my best not to take the full 50, Mr. Chair-
man.

I think you have got excellent ideas, so I will not repeat them,
but just align myself with those and go off on a bit of a different
direction, and that is on the identity theft at IRS. It costs them
about $5.8 billion in 2013, IRS estimates, in which they pay to
identity thieves. Now, they stopped or recovered, they estimate,
about $24 billion before it goes out. That is a real target of oppor-
tunity for them to be more strategic in going after—and it is a pri-
ority area for them to reduce the amount of identity theft as it af-
fects IRS.

Chairman CHABOT. Thank you. My time is expired.

The gentleman from New York, Mr. Hanna is recognized.

Mr. HANNA. Mr. Williamson, I will get back to your cash basis.

How do you manage? I mean, we know even if you are on accrual
now, you are on accrual. It does not matter the size necessarily. I
mean, the $5 million point for cash. But how can you—how do you
avoid cheating on your—by essentially buying inventory, growing
your business, or maybe that is what you want to happen. How do
you

Mr. WILLIAMSON. I agree, Congressman. That is not cheating;
that is growing.

Mr. HANNA. Right. Right. But I mean does it not become ma-
nipulative if you are essentially, with 179, you are saying go out
and buy a piece of equipment, which may or may not be good. You
have to hope the owner does that smartly. On the other hand, you
could conjecture that the same thing would happen with inventory
simply to avoid paying taxes. But I guess that is part of your point,
is it not?
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Mr. WILLIAMSON. Frankly, I cannot think of anything less ma-
nipulative than a totally cash basis of accounting, and simply use
the checkbook as we are advising.

Now, clearly, it may not be as financially accurate, and I am not
here to say that if you are filing SEC reports you need to be on
the cash basis. Certainly not.

Mr. HANNA. What you are suggesting though is ultimately it
works itself out.

Mr. WILLIAMSON. Oh, yes.

Mr. HANNA. Over time, whether you do something more one
year or not as much the next year, over a period of time——

Mr. WILLIAMSON. Over the life of the business you recognize
the same amount of income and have the same amount of ex-
penses.

Mr. HANNA. T understand.

Mr. WILLIAMSON. It is all timing.

Mr. HANNA. Mr. Mihm, do you want to speak to that at all?

1 Mrl. MIHM. No, sir. That is not an issue that we looked at in any
etail.

Mr. HANNA. So with the IRS cutting back on their budget, I
mean, it really is kind of, you know, everyone here has complaints
with the IRS for one reason or another. But back to the 1099-K,
I am guessing, Mr. Mankowski, that you do not like it that much.
You do not like aggregating, turning a lot of it into guesswork,
comparing businesses on the aggregate, and then coming up with
conclusions that this person or that person, company or not, has
complied or not?

Mr. MANKOWSKI. I do not believe, I mean, the form itself, at
least in my estimation, was kind of created to get a lot of your peo-
ple who have been conducting business on the Internet. Your eBay
sellers. And from that perspective, I think the form has been very
successful. There are clients that have come in that have no idea
that they had a million dollars worth of business that they had
done on eBay. So it does not mean they made a million dollars,
they just sold goods to that level.

So from that perspective, it has been accurate. Unfortunately,
the majority of businesses are not conducting their business on the
Internet, and it has really been—they are collateral damage be-
cause they are out there reporting their revenue as it is, and they
have been doing that all along, but they are the ones that are get-
ting the notices.

Mr. HANNA. The ones being like Dragnet. You throw this giant
net in the water and some people deserve to be caught, others do
not.

Mr. MANKOWSKI. Right.

Mr. HANNA. But everybody may be inconvenienced based on
some subjective notion that the IRS has about the general idea of
what that business ought to be paying or this business.

Mr. MANKOWSKI. Right. Unfortunately, a lot of those busi-
nesses that are getting the large credit card sales through their on-
line businesses—I will take someone, a client who is on eBay. By
the time they have their listing fees, their shipping fees, their
PayPal fees, and then their cost for the product, they do not make
a lot of money.
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Mr. HANNA. I am going to take a rare moment to defend the
IRS. If you were them and your budget was going down every year,
this would be exactly what you would want to try to do, to aggre-
gate businesses based on numbers from 1099s, come up with broad
conclusions about who is good and who is bad.

Mr. MANKOWSKI. From that perspective, yes. I think time will
hash out what needs to be adjusted out of this form, specifically the
restaurant owner with gratuities, sales tax, and how that is going
to be affected and how they are looking, because the IRS is sending
out soft notices that as long as the taxpayer responds, here is my
brief reconciliation, here is my gratuities, and this is my number
I reported, they are fine with that. It is just a lot of extra work on
the business owner to really go back and try to figure out whether
it is right or wrong because they do not track their revenue based
upon whether it is credit card, cash, or checks.

Mr. HANNA. Right. And if the IRS published those numbers 1
suppose it would be another problem, what they are looking for,
what they are not looking for.

My time is expired. Thank you, Chairman.

Chairman CHABOT. Thank you. The gentleman yields back.

The gentleman from South Carolina, Mr. Rice, is recognized for
five minutes.

Mr. RICE. Mr. Mankowski, you were talking a minute ago, just
when I was speaking in my first five minutes, I was talking about
maybe some of the reasons why for the first time in American his-
tory we are seeing business dissolutions outpace business forma-
tion. And you said earlier that the IRS has had to implement
Obamacare in the last two years and we did not give them any
more resources to do that. Has not small business had to imple-
ment Obamacare in the last two years, too?

Mr. MANKOWSKI. If you look under the IRS description of
small business being the $10 million and less, they have been be-
cause they are the business——

Mr. RICE. Okay, they did have to implement, too.

Mr. MANKOWSKI. Yes.

Mr. RICE. Did we give them any additional resources to do that
with?

Mr. MANKOWSKI. I do not know the answer to that, sir.

Mr. RICE. Could that have something to do with the slowdown
in formation of small businesses?

Mr. MANKOWSKI. Yes.

Mr. RICE. Okay. The tax code, I was a tax lawyer and a CPA
for 25 years. This stuff is fun to me. The tax code was designed
50-60 years ago and it was competitive at the time. Does anybody
up there believe that our tax code remains competitive in the
world?

Mr. MANKOWSKI. I will use an example that a friend of mine
recently had a baby and she was saying, “Oh, well, over in France,
as an example, they get paid so many months of childcare or ma-
ternity leave.” And a quick search said, “Well, that is great, but
based on your income level, you would be paying 40-plus percent
in annual tax just to the government compared to what you are
paying now.” So, yeah, you may get an extra two months or so of
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paid maternity leave, but every year you would be paying in 10 to
15 to 20 percent more in tax.

Mr. RICE. Okay. I have got to keep going.

Do you think our tax code is competitive for American—does our
tax code make American business more or less competitive? More
or less?

Mr. MANKOWSKI. I would say less just from a compliance per-
spective.

Mr. RICE. Do you agree with that across the board?

Mr. MANKOWSKI. Yes.

Mr. RICE. Thank you.

Do you think that that has something to do with the decline in
business formation in America? Mr. Mankowski? And I have to ask
an answer quick.

Mr. MANKOWSKI. Yes, I do.

Mr. RICE. Okay.

Next question. Did each of you have the chance—I assume all of
you had the chance to review Dave Camp’s tax reform proposal last
year. I want to know just a one-word answer from you all, would
that make the United States Tax Code more or less competitive in
the world.

Mr. Mihm?

Mr. MIHM. I cannot give you a bottom line on that. We did re-
view it. I mean, we worked with the Committee and they used a
lot of our work as they were putting it together, but we did not
come to a bottom line decision.

Mr. RICE. You do not think it would be preferable to what we
have now?

Mr. MIHM. I really cannot speak to that, sir.

Mr. RICE. Mr. Williamson?

Mr. WILLIAMSON. I have not looked at it in quite a while but
I would say it would make American more competitive.

Mr. RICE. Mr. Lewis?

Mr. LEWIS. Representative, Dave Camp should be commended
for what he did. It showed us what real reform would look like, and
that effort itself, I know we will have issues with any particular
provision, but that overall effort, that is exactly what we are talk-
ing about.

Mr. RICE. Mr. Vitale?

Mr. VITALE. I believe that is a better start.

Mr. RICE. And Mr. Mankowski?

Mr. MANKOWSKI. I believe it is a good start but it would also
complicate things a lot as well.

Mr. RICE. Okay. And that came out of the House Ways and
Means Committee.

Mr. Mihm, have you had a chance to review the president’s tax
reform proposal?

Mr. MIHM. No, sir, we have not.

Mr. RICE. Have you seen it, Mr. Williamson? Have you gone
through it?

Mr. WILLIAMSON. I have not gone through it. I have seen por-
tions of it. Most notably, regarding the cash method of accounting
rules, that he will take the $25 million with some carve outs for
some qualified personal service corporations, I think.
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Mr. RICE. Mr. Lewis?

Mr. LEWIS. Yeah. The same thing as Mr. Williamson. I have
just seen particular provisions, and some of those were not nec-
essarily small business favorable.

Mr. RICE. Have you seen the whole package put together?

Mr. LEWIS. No, I would not say the whole package. No.

Mr. RICE. I have not either. I do not think there is one.

Mr. LEWIS. T have seen parts of it.

Mr. RICE. My point in this is I do not think the president has
made a specific proposal. I think Dave Kamp and the House Ways
and Means Committee made one. I do not think the president has
put one forward. And if we are going to get tax reform done, we
have got to have leadership. And when you look at these things
that I have been talking about, between the imposition of
Obamacare, between Dodd-Frank, ancient tax code, you can under-
stand, if you look at the statistics on the decline in formation of
small businesses, you can understand why this is happening, just
to put a perspective on it.

Thank you very much.

Chairman CHABOT. The gentleman yields back.

And we want to thank our distinguished panel for being here
this morning and now this afternoon. We appreciate it. I think the
GAO report has certainly confirmed that small firms are having a
tough time dealing with the tax code and we need to simplify it
and reform it. I would like to say we are close to that. However,
I like to be truthful, and I do not think we are close to that, al-
though we are working on it. But you all have given us, I think,
some very good ideas. And particularly as it would affect small
business folks, so thank you for that.

And I would ask unanimous consent that members have five leg-
islative days to submit statements and supporting materials for the
record. And if there is no further business to come before the Com-
mittee, we are adjourned. Thank you.

[Whereupon, at 12:37 p.m., the Committee was adjourned.]
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Chairman Chabot, Ranking Member Velazquez, and Members of the
Committes:

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

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

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

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

'BAO. Smatt Busingsses: IRS Considars Taxpayer Burden i Tax Administration, but
Neads a Plan to Evaluate the Use of Payment Card Infarmation for Compliance Efforts,
15813 (Washinglon, D.C.: June 30, 2015)

226 US.C §8050W 26 CF R §§ 1.8050W-1, 1.8050W-2

All of 2 merctant's payment card tansactions are raportable on Farm 1088-K. However,
third-pacty natwork transactions are only reportable if a merchant's aggregate amaunt of
such paymerts for the year axceads $20 000 and 7 the aggregate numbar of ransactions
exceacs 200

Page 1 GAQ-15-7547
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which this statement is based in accordance with generally accepted
government auditing standards.

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

Small businesses make up 99 percent of alt businesses, according to
estimates produced by Treasury's Office of Tax Analysis using 2010
taxpayer data.” For these estimates, small businesses are defined as
individuals or entities with substantive business activity but with less than
$10 million in total Income and deductions. Approximately 68 percent of
small businesses {about 18 miflion) are individuals who report business
income and the remaining 31 percent (or roughly 7.3 million} are
partnerships or corporations. Individuals generated only 23 percent (or
$1.4 trillion) of the total income of all small businesses. whereas small
business partnerships, S corporations, and C corporations accounted for
the majority—77 percent (or about $4.5 trilionj——of total small businass
income, Overall, small businesses with at least one employse (not
including owners)-—a group that only makes up about 20 percent of the
small business population—produce about 71 percent of total small
business income.

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

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

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

ISee GAM-15-813 appandix 1, for detalled information on the scape, methodology, and
research analyzed for these estimates.

Pago 2 GAD-15-7547
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+ Employer-related tax activities. Small businesses with employees
are responsible for reporting, withholding, and depositing employment
and unemployment taxes. The number of employment tax reports and
deposits required depends on the number of employees and the
resulting employment tax liability owed at a particular time. Small
businesses also report health care and retirement information. The
information reported for these areas depends on a business's number
of employess.

« Third-party information reporting and industry-specific tax
activities. Small businesses are required te report on certain
transactions they enter into with other entities, For example, using
Form 1089-MISC, small businesses report items such as rent
payments and paymants to nonemployees. [RS uses this information
to verify compliance by comparing the income or expenses reported
by third parties to the income or expenses reported by small
businesses on tax returns. Some small businesses may have
industry-specific requirements o pay excise taxes, including
environmental, communications, and fusl taxes.

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

IRS’s Decision-
Making Framework
Includes
Consideration of
Small Business
Compliance Burden

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

IRS provided examples of how it warks with internal and external

stakeholders to reduce taxpayer burden oh small businesses. For
example, IRS collaborated with Treasury and external stakehoiders to

Page 3 GAD-15.7547
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develop a simplified method for some small businesses to calculate a
home office deduction, which was introduced in January 2013
Previously, businesses had to complete a complex property depreciation
calcutation.

We interviewed small business representatives who acknowledged IRS's
external stakeholder outreach effarts and how they have been effective in
identifying cpportunities to reduce compliance burden. However, they
also described a number of areas where small business compliance
burden could be further reduced. These areas include issues refated to
IRS customer service, filing requirements, lack of or delayed official
guidance, and compliance contacts. While IRS is aware of many of these
concerns and, through various initiatives, has made efforts to address
these issues, continued attention to these areas will be key to effectively
reducing compliance burden, [n many cases we have made
recommendations that, if implemented, could help to reduce these
burdens. 4

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

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

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

513 appendix 1V, for a tist of setectad open recommendations

Page 4 GAG-15-7547
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the pilot's status at critical points in time. Further, #t will not be able to
justity the investment of additional resources if it cannot demaonstrate
progress toward those goals. In addition, IRS has not developed a full
evaluation plan for the pilol. Among other missing elements of a quality
evaluation IRS has not developed evaluation questions, identified
svidence-based evaluative cnteria, or documented bmitations. We
recommended that IRS clearly define the stages of the payment card pilot
and establish measurable goals for determining when the pilot advances
from one stage to the next. We also recormmended that IRS develop an
evaluation plan that addresses the missing elements. IRS agreed to
incorporate an evidence-based assessment of the payment card pilot that
includes identifying clearly defined pilot stages and implementing an
evaluation plan with measurable goals. IRS stated it will provide a more
detailed response to our recommendations after our teport is released.

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

Chairman Chabtat, Ranking Member Velazquez, and Members of the
Commillee. this completes my prepared statement. | would be pleased to
respond to any guestions that you may have at this time.
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GAOQ’s Mission

The Government Accountability Office, the audit, evalyation, and
investigative arm of Congress, exists to support Congress in meeting its
constitutional responsibiiities and to help improve the performance and
accountability of the federal government for the American pgople, GAD
examines the use of public funds; evaluates federal programs and
policies; and provides analyses, recommendations, and other sssistance
fo help Congress make informed oversight, policy, and funding decisions
GAD's cormmitmeant to good government is reflectad In s core values of
accountability, integrity, and reliability.
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441 G St N.W,
Washington, DC 20548

June 30, 2015

The Honorable Steven Chabot
Chairman

Committes on Smalt Businass
House of Represantatives

The Honorable Sam Graves
House of Representatives

Small businesses are a vital compenent of economic growih and job
development in the United States. Although no single definition of a small
business exists, one comman characterstic used to identify & small
business is nuinber of employess, Businesses employing fewer than 100
people accounted for 4 little more than 34 percent of U.5. employment in
2012. Businesses with fewer than 500 employees accounted for more
than 48 percant,’ Like all businesses, small busingsses face compliance
burdens as a result of the tax code, Given the impartant role smali
businessas play in U.8. employment and overall econamic progress,
reducing the cost of compliance may free up rescurces te expand, hire
new employees, and further contribute to the growth of the U.S. economy.

While limiting comptiance burden is important, we have alsc reported that
small businesses are a key contributor to the annual tax gap—the
difference between taxes owed and taxes paid on time.? The Internal
Revenue Sarvice (IRS) most recently estimated the U.8. tax gap to be
3450 billior for 2006. Nearly 40 percent, or $179 billion, of tha tax gap
can be attributed to the underreporting of business Income tax on
individual income tax roturns, and by extension the underreporting of seif-
emplayment tax, which Is largely assessed on tha same business income
for self-employed taxpayers. An additional 4 percent of the tax gap, or
$18 billion, can be attributed to small corporations, which [RS defines as
having less than $10 million In assets. One challenge IRS faces is

"5, Census Bureay, Statstics of U8, Businesses: Empioymant and Payriil Summery
2012 {February 2015}

240, Tax Gap: Sourzes of Noncompiiance ard Sratey es to Reduca |, SAD-12-6517
{Wasnington, D.C. Apr. 18, 20125,

Page 1 GAD-15-513 Sl Businesses
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balancing efforts to encourage voluntary tax compliance through reducing
taxpayers’ costs of compliance with enforcement efforts to address
noncampliance.

Baginning in 2011, IRS began recaiving new information that could he'p
improve voluntary compliance. Under a 2008 law, payment seitiement
entfities such as credit card companies and third-party network payers like
PayPal began reporting tu IRS the pross payments thay process for sach
participating merchant on IRS Form 1099-K, Merchant Card and Third
Party Network Payments.® In 2012, IRS began a payment card pilot o
research and tast ways to use Form 1099-K data to most effectively and
efficiertly improve voluntary compfiance, detect nancompliance, and
minimize burden on taxpayers,

You asked us to examine small businass tax compliance burden and
IRS's payment card pilot. This report {13 describes the characteristics of
the small business population; (2} describes how characteristics of g
small business affect compliance burden; (3) describes how IRS
integrates small business compliance burden considerations into decision
making; and (4} assesses IRS's plan for evaluating its payment card pilot.

We used estimates from researchers at the U.S. Department of the
Treasury (Treasury), Office of Tax Analysis {OTA) to desueribe general
characteristics of the small business population, such as the number of
small businesses and total income.* We examined IRS, acadernic, and
other research on small business tax compliance burden to idantify how
small businoss characteristics affect compliance burden, We reviewed
IRS’s strategic plan and other relevant documents, and interviawed
agency officials about various burden reduction decisions and initialives.
Wa obtained the perspectives of the small business community through
literature reviews, documant reviews, and interviews. We used oriteria

926 44.5.C. § GOS0 28 C.F.R. §§ 1.6050W-1, 1.6050W.2

All of a merchants paymens card iransactions are partabls o Fem 1093-K. However,
third-party network transactians are only repartable ¥ a merchant's aggragats amount af
sugh payreents {or the year exceads 520,000 and i the aggrega’a number of transactions
excosds 200,
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from our priar reports on program design and evaluation to assesy IRS's
plan foravaluating e peyment card pot.?

We conductsd this pedformance audit from July 2004 to June 2016 in
accordance with generally agcepled governmant auditing standards,
Those standards require that we plan and perform the audit o obtain
sufficient, approprate evidencs to provide a reasoriabla basis for vur
findings and conclusicns based on our audit objectives, W believe that
the evidence obtained provides a reasonable basis for aor fiadings and
sonciugions Gased oh our gudit objectives.

Background

Identifying the Small
Business Population

A consensus does nol exist on & definition of small business, including
which spedific attributes of threshalds distinguish small businesses fom
other firms, Eslimates of the stall business papulation dre driven by the
purpose; concepts, and dats that are used 1 produce the agtimates. As
wa have praviousty reported, various thresholds suth a8 number of
employses, gross receipts, and nurnber of shareholiders may be used
whan determining which provisions of the tax code apply to @ sreall
psingss.t

I this report, we raly on studies that use taxpayer data for individuals and
entities that generate business income. Businesses (including small
businasses) file specific tax forms based on cérain attributes of the
husingss, such as the awnership structure and haw the Bisinessincome
is taxed. Below are different types of Businesses and e raquired forms
and schedules,

Nonfarm sote propristorships (Farm 1040, Scheduls C) are
unincorporated ard owned by a single individual, Net business

ax Folicy Differances in Defritions gnd Bules it the Tax Cada
astington, RO Ay 18, 2014y

Page 3 BAD15-5TT Small Businesaes



50

income or 058 Is included In the owner's individuat adjusted gross
incoma.

- Landiords {Form 1040, Schedule E-Part 1} are individuals who report
rental real estate activity on Part | of Schedule E.

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

« Ccorporations (Form 1120) are owned by shareholders, Gorporate
income is taxed at the corporate level on taxable income and at the
shargholder level on distributed profits,

- S corporations (Form 1120-8) canneot have more than 100
shargholders, among other requirements. Gross income is distributed
to shareholders and taxed at the sharsholder level.

- Partngrships {(Form 1063} are unincorporated businesses that have
two or more cwners. Profits and losses are distributed to owniers who
are taxed at the partnec fevel.

IRS has separate operating divisions that focus on differant typas of
taxpayers—individuals, small businesses and sslf-employed, large
businesses, and tax exempt organizations. The Small Business and Salf-
Employed division oversees taxpayers filing tax retumns as individuals with
business income and as businesses with less than $10 milion in total
assets. However, not aff of these tax returns are for busingss entities.
This is because the principal purpose of some entities that file tax returns
raporting business income may nat be to generats revenue or to engage
in substantive business activity. For example, some G corporations can
serve g5 invesiment vehicles that engage in little or no business activity.
Further, partnerships may be croated to redistribute profits generated by
another partnership and may not generate income themselvas.” Filers of
Form 1040, Schedule C, may be independent contractors who may more
closely resemble employees rather than small businesses, Additionally,
rental income for some individuals may be incidental and not represent
business activities.

rations: IRS Needs o Improve Information io Addross
3 (Washington, D.C. May 14, 20141

TGAD, Partnaships and §
Tax Nunwompiiangs, GAG-
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Small Business Tax
Compliance Burden

Wa define tax compliance burden as the time and monay spent by the
taxpayer to meet tax obligations, This would include federal, stata, and
local obligations. This does not include tax liability. For the purposes of
this report, we are only examining compliance burden as a result of
faderal tax obligations.® Tima spent on tax activities can include working
with a pald professional, tax planning, keeping records, completing forms,
submitting forms, learning tax laws, and working with IRS on tax issuss,
Menetary burden can include expenses for hiring a paid professional to
file taxes, investing in a tax software system, paying for payroll services,
and legal fees. When measuring tax compliance burden, researchers may
separate burden into both time and money, or they may place a valus on
the time spent by taxpayers and add I to monetary burden to create a
single maasure of tax compliance burden.® A key concept in tax
administration is minimizing burden, including sliminating unnecessary
hurden.

IThe IRS movens we reviewed for this repart fosus only on federal tax obligations

RS anu our past reports have used the rms compliares costs and campliance burden
interchangaably,

Poga s GAC-15-513 Small Businasses
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Most Small
Businesses are
individuals, but Most
Small Business
Income is Earned by
Partnerships and
Corparations

As shown in figure 1, using data from researchers at Treasury's Office of
Tax Analysis (OTA), most small businesses (approximately 69 percent or
16 mittion) are individual taxpayers who report business income on their
Form 1040, using Schedule C {sole proprietor), Schedule E-Part |
(landlords). or Schedule F (farmers).™ The remaining 31 percent of small
businesses (or roughly 7.3 million) are partnerships, S corporations, or C
corporations. OTA researchers also provide a total income measure,
generaily defined as the sum of all business income reported on tax
returns, including gross receipts, rents, dividends, capital gains, royaltiss,
and interest. ™ Individual small businesses generated anly 23 parcent {or
$1.4 trition) of the total income of all small businesses, whereas small
business partnerships, S corporations, and C corporations accounted for
the majority—77 percent (or about $4.5 trillion}—of total small business
incama.

e Lse estimales fem OTA researchers to dossritie the characierialics of the small
Business papulation. We refer lo the estimated number of small business filers as the
aumbar of small businesses, Sea Richard Prisinzano. Jasor DeBackar, John Kitchen,
Watthew Knitel, Susan Nelson, and James Pearce, “identification of Small Businesses
Using Tax Oata: 2010 Update” (presentad at the 2013 Mational Tax Association’s Sgring
Bymposiurn, kay 17, 2013} Office of Tax Analysis, Depadiment af the Treasury, Matthew
Knivel, Susan Nelson, Jason DaBasker, Jehn Kitchen, James Pearce, and Richard
Prisinzano, Methodology t tdentify Smal Businesses and Thair Owners, Technical Fapar
4 {Augst 2011 and sppendix 1 for furthar discussion of the data

MThe QTA total income measurs serves as a prowy for the tob busness activity, and s
sot the same as takable income. tn parlicular, costs of deoing business are not deducted
and busingss s584 ara not used to offsst other types of income
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Figae 1 Number sad Total Incams by Type of Small Business 2010)

Mumbee ot ymall Businesses Typo of busivisgy Tatal ncome
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When looking at the average toial income for small businesses (lotal
income divided by nurmbar ot flers), partnarships. S corporations, and ©
corporations sach generated more than $450,000 on sverage, while sole
proprietors, Tarmers, and landiords reported indomé of abiout $100.000 or
less on avarage, Figure 2 shows the estimated average total inname by
small busihess tvpe
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Flgure 2 Estimated Average Total Income by Tyne of Small Busingss (2040

Hovierana 1oral ngeine s

pate]

s

Fi

Eh

nd

sifiite 2 chaduie B Behodnle . FonTOBS . RenW RIS R o
Hole propristors Twtdirds | Farmees Partsisfips. - 8 Swiparatites - O osipoatian

T b Simiieii -

i i g

Fovtse Tha s “tt:ta» m&m’r’e piar sl Buginsss s the ratinas e and tha ke o Hlirs
For sach e Of Diesiness, We rafer s the sslimated nunshar ol sansl business Ters a5 e purshise of
sl busnesses The rumber of nshvidiial flers wilh business inome inclides tiayers ng -

5 rants; dlvidands sama~
NG oyl andintarsst Ta&a! ot i i& Efiterg iy Sntad o 'emls% :eaz es!ate« Hoihaty
from Pt of tmi ‘schadubl. Séa Bupiridic 1 or funhar o afthe e for
thiss figuea:

About 98 Percentof

Businesses Report Total
Income arid Deductions of
Less Than $10 Million

Small businesses {as defined as feporting total incarme and deductions of

1ass than $10 million) make up 99 percent of the taxpayers identified as

being engaged in substantial and substantive business actvity, ¥ For
sach type of filer; small businesses account for at Iéas& 95 percent iof
businesses, Arong individuat filers reporting business income, srall
businesses gccourit for most of the reported incoms. However, arong 8

Prgssarchers 3LOTA define s taxpayer ay engaging In substantial and subsnmma
Businass seliity I 1) Tolel nsoms or desuchions srcesd $10,000 5r bale suns sxceas
S15,000; and (2) total deductions dxcded §5,000; Thews two tasts hsm indicate Whisthsr
the snlity gansrates nonmeghyible income and ¥ the'entity behaves a3 a busingss:
raspecively.
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carporations, C corporations; and parinerships, larger businesses
account for mostof the reported incame. ever though they are'far
outrumbered by smiall businesses; as shown I figure 3. The sstimated
average total incorme aceoss all types of small businesses s $250,000,
while the average total incoms for targer businesses iy estimated to be
5121 million;

Figure 3; Estimatad Total Income by Type-for Small and Largor Businesses (2016)
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usand Far Whis figure:
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Most Small Business
Income s Generated by
Employers, but Most Small
Businesses Are Not
Employers

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

Employers make up about 20 percent of all small businesses, Employers
makse up 18 percent of the combined group of small business Bchedule G
sole proprigtors, Schedule F farmers, and partnerships and 51 percent of
the combined group of small business C corporations and S corporations.
Figure 4 shows the estimated number of small business filers and total
income separated by employers and non-employers.

Researchers at OTA define small businesses as employers iFlabor deductions are

graater than $10.000. Sehedule B-Pan Hiandlords arm categorized as non-ernployers
because those rslums lacked the necessary information to detarming labor expenses for
theze businessss, While Schasule C sole propristors report contrast labor {ine 11,
Schadule C) ard Schedule F farmers apart labor hred {line 22, Schedule F, there is no
squivalent information reporiad on Schadule E-Part |,
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stimated Number of Small Businesses and Total ncome by Enigloyer daid Non-Employer {3010}
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Tax Compliance
Burdens Vary
Depending on a
Small Business’s
Size, Number of
Employees, Entity
Type, Industry, and
Other Characteristics

Smmali businesses undertake a number of tax compliance-related activities
that create burden.'! These activities can be grouped into general
categories:

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

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

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

e are rot presenling a comprehensive list of all tax-related astivilies, Rather, wa ara
highlightng some af the more common activities to provide a genaral sanse of the rangs
of activitios sovall business taxpayars sanduct (o comply with tax laws.
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Figure 8: Quarylew of Tax Com

frcoms tax activities
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Appendiz 11 tatle B provides a mors detaliod description of tax activities.

Income Tax Activities.
Such as Filing Income Tax
Forms and Schedules,
Vary by Small Business
Type

Evary year, small businesses need to file income tax returns ang may pay
estimated income taxes quarterly. The type of small business distates the
type of incoms tax returms and ralated schadules thatn o b filied,
Some of the returns include a set of schadules embaddad in the forme—
found within the income tax relurm-——while some small businasses and
individuals with business income must attach 8 mandatory sehedule
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their return, For example, the primary corporate income tax return, Form
1120, U.S. Corporation Income Tax Return, contains sight embadded
schedules, while sole propristorships file Form 1040, U.S. Individual
tncome Tax Return, and attach Form Schedule C, Profit or Loss fram
Business.

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

Small businesses with employees are responsibie for reporting,
withholding, and depositing employment and unemployment taxes. While
these requirements may impose a cost on employsrs, withholding is
widaly believed to imprave compliance and may reduce compliance
burdens for employees. The number of employment tax reports and
deposits depends on the number of employees and the resulting
emgloyment tax liability owed at a particular ime (see table 1). In genaral,
businasses with an employment tax liability greater than $50,000 need to
make daposits more frequently than businesses with a lower liability.,
Additionally, each year, the employer must furnish a copy of Form W-2,
Wage and Tax Statement, to each employee, Sinca the characteristics of
employers vary, responsibilities for withholding, depositing, and reporting
employment taxes can differ. For example, consider a small business
restaurant owner who has 20 employees and has an employment tax
liabifity of less than $50,000. She files a Farm 941 quarterly which detalls
the income tax withholdings for each of her 20 employees, Since her
liability is fess than 350,000, she deposits these withholdings monthly. At
the end of the year, she must cormplete 20 Farms W-2 to report wagss,
tips, and other compensalion pald to sach employee.

Page 13 GAG-15-513 Small Businesses
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Table 1: Employment Tax Requirements

Type of employmant tax Frimary raturn Deposit

Personal Income tax withhold® Form 841, Empoyer's Quarterdy  Montily ¥ fability < 350,000 in lookback periog-— (last [
Sonial Sapyrity and Medicare tax Fedsral Tax Reture quarters of previous tax year snd frat bwo quaders of the
withheld (the Fadars insurance curvent tax year).

Cortributions Act tax, or FICA} Semiwsekly if liabiity = $50,000 in loskback parind,

11 3100.000 or mary in taxes is acoumiated on any day
duting a monthly of seniweakly deposit parod & must te
deposited by tha naxt business day

Fedaral Unempioyment Tax Act Form 845, Emplayars Annual  1f FUTA tax i $500 of (855 It & quarter, cany it tvar o the
{FUTAS tax Fodaral Unemployreent (FUTA)  rext quartsr, Confinue carrying tax lability over untll the
Tax Retun cumulative lax is more than 3300, At tha! point, & must be

dapasited for the guartsr,

Sourse. GAD aratyas af IKG dutarsals | DAC-1581)

Notex
*Fur the purposes of Ha ra fions greveraing depasd regul Ireene lax wit g is
ganerally ar yinent tax. 26 CF.R. § 31.6302-1{a).

Form §43, Emplover's Annuat Federal Tax Reburn far Agrcultural Employes, & wsed by ernployars of
agricuitural workses

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

Many businesses, including small businesses, are required to report on
certain transactions they enter into with other entities, This is a form of
third-party reporting. IR uses this information o verify compliance by
cornparing the income or expenses reported by third parties to the income
or expenses reparted by small businesses on tax returns. Using Form
1089-MISC, small businesses report items such as rent payments and
payments to nonemployees for services of at least $800, subject to
certain exceptions. The burden created by this requirement grows with
the size of the business because larger businesses would need to file
more 1098-MISC forms. However, while a larger business may have
more transactions, it may also have an accounting system designed to
identify transactions of more than 8800 that a smaller business might not
have,

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

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

IRS’s Compliance Burden
Models' Estimates Provide
Valuable Insights

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

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

Estimates of business compliance burdens that IRS's models have
praduced over the years indicate that burdens increase with the size of
businesses, whather measured in tarms of assels, receipts, or
employment; however burden per dollar of assets or receipts or per
employee decline with size due to economies of scale. For exampie, a
small business owner who doas his own taxes may create a spreadsheet
to compute the business’s taxes and keep track of the employment taxes
he owes for each employee. The effort the small business owner makes
to buiid that spreadsheel is a fixed cost—a cost that does not change with
an increase or decrease in the amaunt of goods or services that ars
produced. As the small business owner's sales grow and as he hires
more employees, he doesn't have to repeat that effort; he just has the
small additional cost of adding new data on income and employees o the
spreadshest. As this business grows, its total compliance costs decline
both as a proportion of sales and on a per-employes basis. For thess
reasons, the casts per dollar of recelpts or per employes are larger for
srmall businesses than for farger ones,

IRS measured monay and tme burden as a portion of total business
receipts, total assets, and burden per employee. Across all three
measures, IRS results are consistent with the assumption that smalf
businesses face significant fixed compliance costs combined with
decreasing marginal costs as the business grows (see appendix |1, tables

44119, §8 501-3820. For additional information on 18S methsdotogles see the
following studies: Donald Detluca, John Guyton, Wu-Lang Lee, John O'Hare, and Scolt
Stitmar, "Aggregate Estimates of Small Business Toxpayar Compllance Burden, IRS
Rasearch Bullelie {2007} pp. 147-184; Arnald Greentand, Erica Layne Morrkson, David
Cenners, Jobn L. Guyton, and Michae! Sebastiard, “IRS Postfiing Prosesses Shnulalion
Wodeling: A Comparison of DES With Econnrrairis Micrusimulation in Tax Agmiaistration,*
Proceedings of tha 2007 Winter Simulation Conference (EEE, 2007} pp. 1288-1274;
Donaltd Delura, Amie Grearland, John Guytan, Sean Hennessy, anc Audrey Kindion,
“Measuring the Tax Compliance Burden of Small Businesses,” IRS Research Bulistin
{2085) pe. 75-95; Donald Deluca, Amold Greenland, Ssan Haanessy, Audrey Kirdion,
and Michasl Slavrianas, “The Tax Compliance Burden of Small Businesses-A Profile of 50
Businesses,” IRS Ressarch Bulletio (2004 pr. 97-137,

Higae appandix 1], figure 12 for o more delaled discusaion of IRS modals.
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g through 11).7 When looking at total receipts and asset size across all
businesses, estimated total monetized business compliance costs by
business entity type varied depending on the type of entity and the
entity's gross receipts. This vadation Is one reason why compliance
burden on small businesses is a concemn (see appendix U1, table 12,

Figura 7 shows IRS's estimates of compliance costs per employee for S
corporations, C corporations, and partnerships. According to the
estimates, costs for corporations and parinerships with 1 to 5 employses
range from $4,308 to $4,748, compared to $182 to $191 per employee for
businesses with 80 or more employees. IRS conducted this research
using 2002 taxpayer data. Estimates using more recent data have not
been produced. A number of factors would Tkely affect those estimatss ¥
they were produced using current data, including inflation, accounting
software improvements, and tax law changes.

“Donald Dalusa et al., *Aggregate Estnales of Small Business Taspayer Comglanae
Burden "

Page 1% GAQ-13-513 Sraalt Busiessss



66

Figure 71 Estimatod Tox Compliance Burden per Emplayas for § Corpotations, C Carporations, snd Partrerships (2002
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average time spent on tax compliance activities {180 to 184 hours) and
second smallest average compliance costs {$1,489 to $1,590)." Some
industries have higher time and monetary compliance costs because the
nature of those businesses may affect the complexity of tax activities. For
additional information on industry burder, see table 13 in appendix 11,

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

RS has not yet attempted to separately measure the compliance burden
costs for small businesses associated with fling information returns.
However, in a previous report, we found compliance cost per farm
decreased as the number of farms handled increases. Specificaliy, two
information return preparers reparted the cost per transaction for
preparing and filing Forms 1099 with IRS of about $10 per form for 5

RS regorted aggragate estimates for the telal small business population using sampla
weights, To address ex outler values, IR3 raportad ranges n burden astimates o
accourt for any potential bias due to response arrors, The low end of the range reflects
troating outiers as missing and Impuling responses, Tha high end of the rangs reflacis an
approack that caps the exiroma walues at five standard deviations from the maan for the
responsos.

" Thase results are sresanted in Rossmary Marcess, otel., “Income Taxes and
Complianea Costs: How Ave thay Re! 7, Natonal Tax Journal, Bacember 2013, 86
{4). pp. 833-854 and George Contos, atal., *Taxpayer Complianca Costs for Smalt
Businesses: Evidence from Corporations, Partnerships, and Sale Propristorshiss.” {2009}
Provesditgs of the One Hundred Sacond Anaugl Corference on Tasation pp. 50-58.
Natienal Tax Asseciation, Washington, D.C.
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forms te about $2 per form for 100 forms, with one of them charging
about §.80 per farm for 100,000 forms.

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

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

For irdividual filers, IRS research indicates that the level of compliance
costs are highly dependent on the approach IRS takes in how it contacts
the taxpayer o address potential underreporting or undarpayment of tax
obligations. IRS’s preliminary estimates, based on survey data from 2011,
indicate that the average post-filing compliance costs were the highest far
a field exarm-an audit conducted at an individual's bame or place of
business-—at $4,800, followed by office exam—an audit conducted af an
IRS office—at $2,165. A notice informing the taxpayer that they did not
report all of their eamings had the lowest estimated average post-filing
compliance casts at $230. IRS's research on the magnitude of audit costs
for individual filers likely includes individual filers who are small business
owners. Those businesses are likely to have more complicated returns
and, as a consequence, thelr burden is fikely to be at least as great as the
averages show for individual filers. For mare details concerning post-filing
compliance costs, see figure 13 in appendix il

PGAD, Tan Administration: Costs and Usss of Trirg Party I-forration Raturrs,
CAG-UA-280 (Nashington, DG Nov, 20, 20071
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Table 2: Audit Rates Acress Small Business Types [Fiscal Year 2014)

According to IRS, the audit rate for small business taxpayers is higher
than the rate across all individual taxpayars because small businesses
histarically have higher noncompliance than other taxpayers,”* Table 2
provides detailed information on the audit rates across small business
types.

Businass Category Size Audit Rate
individual Nonfarm Business Rewms® CGrosg receipts < $25,008 1.0%
Gross receipts $25.000 < 5100000 18%

Gross receipts $100,000 < $200,000 2.4%

Gross receipty $200.000 of mors ’ 21%

Individual Farm Business Returns®

individuat Business Raturas with m\él‘bé @ Ingomas ‘ 2.7%
of ot lzast $200,000 and urder $1,000,0007
Smalt Corporations” Total B350ts < §250,000 0.0%

Tatal assets $250,000 < §1,000,002 1.2%
Barmarships. Talal v
S Corporations™ Total 0.4%
Srcers IRS fwia Boce 51741 BAG 16472

Nedes:

Tata! grous rucsighs is the sum of Gross rece pis from faem and ranfarm BUS Nossss without samed
income tex eredit

“Total positive incore 5 the sum of o6 positiia amouats shown fae the vorisus sourses of incoma
reportad on the indvigual incoma tax retutn and, thus, oxcludas losses

"Inctides rerurs with assois of less thar $10milen,

abia ratures are Nead for entities *hat ga L1y g0 mol have a
profits and fusses 1o the undarlying owears wha Inchids thasy profils
ratams.

tax habilty, but pass thezugh any
o 5 o gl incoma Lax

“Includis most Frrms H1208, which azs Yed by quartying 3 ¢
shareholcers.

TRoration: slecting o be taxsd through

While we did not examine postfiling costs, in a past raport on
correspencdance awdits, we found a number of issues which contribute to
taxpayer compiiance burden. These issues included IRS backiogs in
rasponding 1o taxpayers who provide documentation in response to IRS's
audit nefices and unrealistic audit time frames set by IRS.

rall Businass: Taxpayers Faca Many Layers of Reguiremants,
A0N88-76 Washington, DG 2, 1989)
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IRS’s Decision-
Making Framework
Includes
Consideration of
Small Business
Compliance Burden

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

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

In addition to the goals and objectives that focus on burden reduction in
the siratagic plan, IRS listed general guiding principles for reducing
burden in the internal Revenue Manual 22.24.1 - RS Servicewide Burden
Reduction Activities, The guiding principles are interded to support the
consideration of compiiance burden as part of tax administration.
According to the manuai, IRS carries out its mission to achleve significant
reduction in unnccessary burden by considering taxpayer burden when

RS, Statagic Flar: FY2014-2017 (Washingzan, D.C.; 2014).

RS, Intarnal Revenus Service Management's Discussion and Analysis. Fscs Yeur
2334 (ashinguon, D.C 20143

Fagy 24 GAD-15-513 Small Businasses



71

implemanting and reviewing policies and proceduras. See table 3 for a s
of the guiding principles.

Table 3: General Guiding Principles and items Employ Conslder When A ing Burden

Guiding Principle

Corsiderations

Laverage Technalogy

Will @ sew requirement preciuda the laxpayer's sbility i e-file?

Is there an elgctionic submission alemative other than paper {e.g. wab technalogy or
e-mai)?

Can fillable forms be cremlad?

Leverage Existing Data

Ase thers opportunilies Lo leverage informalion aready baing requastsd by another IRS
function, governmant, or from acoassible thidd-party data to imit tha infarmation
sollection burden o e taxpayer (inquire theough vialy rassarch, thied parties, o
impasted stskahotders)?

A there opparunitias to coo @ with thid parties fo rmduee the burdsn to
taxpayers In meating the requiremants (2.g., corsolidate data collection rex g in one
forrn varsus twa)?

Cenzider Pre-dacisional Stakahoutar
Inpul

“Dothe procedurgsiraguiremerts conform to currant exlernal business processes of
rezardingireponing practices?

Ard your decuments in plain, cohersnt, and unambiguous terminology?

Benefit Must Oubweigh Burdsn

Are you requiring documentation that s not nacassary W comply with the law and/o
which may not gctually ba reviewsd by IRS {or raraly reviewsd)?

Are there conseruances 1 the taxpayer for faiing to provids tha data? ¥ nat, how suro
are we that they Wil provids accurats information?

# thers ane muttiple ogtions for leg'slative implamentalion, which options are expacied
to provida the greatest bensfit to tax adminisiration for the publis sost imposed?
Canhe procedura be splonal varsus mandatony?

Canva short form, or other simplified metrad, be craated far some of the populaion?
Can a safe narbor procedura be offsred to mitinate burdan, gapecialy for lew income
taxpayers and smal busingsses?

Can the frequercy of infermation zalloction be limitedireduced?

Shoutd transitior relicf he offsrac?

Sowee 13 inamy devanus Marual J315 [GADASHIT

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

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

Simplifiod Offics in the Heme beductian Hiustrates How IRS Congidars Burden
Whan Implementing initiatives

RS oifzials offered an example of how the agency considersd compliance burden
principlas when implementing new or changed tax laws of asministratlve procedures
with the introduction of a simpiffied mathod for small businesses 1 calouiate their Offics
in the Home Dedustion. This method was introdunad in 2013 and genarally allows filers
o rucrive s deduction of $3 por squars foot of office space, up fo 2 maximum area of
300 squars feot The alternative mettod involves o mars complex calculaton of
property depraciaton,

Alhaugh the Departrent of the Treasury {Treasury} and IRS officia’s reported
cansidedng this proposal as gany as 2008, in July 2042, Treasury and IRS redoutied
thelr efforts in responsa to an Offics of Management and Budget request to identify
initiatives Sat would eliminate atlzast 2 milion bours in annual burden, To meet this
raquast, IRS reached out fo employees and Senior Executive staff, and also reviswed
i #urissions, form burden statsties, and olher suggsstiens that had been

red in the gast, The group reviewed the proposals and mads a final
dotamrnination that this inifatve should be implamented, IRS oficials told us that thay
considarad burden and compliancs risk within this decision-making process and
discussed tradeoffs of (her decsions, IRS received external stakeholdar Input from
representativas of the small busingss community, such as the U.S. Chamber of
Commerce and the Natenal Fadaration of indapendent Business, whe have
Fecngnized this as a positive development. IRS said the process of working
collaborativisly acrass the organization, with external partias, and with Treasury alfowed
them to canglder the Interasts and concerns of all parties. This helped IRS weigh

tradeaffs of cecisions that eould affect both compliance and compliance burden,

Suerte. B oty o RE rlomatan §OAC-15913

Other internal activities include providing employess with an ontine
burden risk estimator tool designed to aid employees in determining
whethsr cartain dacisions about the design of tax forms for individuals
{Form 1040 and associated schedules and forms} could impose
significant burdens on taxpayers. This ool is an Excel spreadshest that
uses some of the data used in the more elaborate burden estmation
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madels discussed previously in this report. The tool provides staff with an
estimate of the number of taxpayers who would be affected by a specific
potential tax form change, as well as a rough indication of whether the
effect on compliance burden would be significant, Divisions can use this
toal to identify decisions that merit more in-depth evaluations, potentially
involving the full burden estimation modsl.

IRS undartakes a number of activilies lo engage external stakeholders
such as providing information on its website and holding forums with
small business representatives. 1RS has a websile page that defines
taxpayer burden, provides links to submit ideas for burden reduction, and
outlines how IRS selects burden reduction initiatives. Another example of
IRS cutreach to the small business community is the quarterly Small
Business Forum. IRS officials told us that they use the information from
these forums to inform their decision-making process for practices and
policies that affect small businesses. For example, IRS used feedback
from forum participants to refine the language used in burden surveys it
administers to the business community, and used what was leamed to
inform its current burden modsts. Similar to intemal stakeholders, external
stakenolders can make burden reduction suggestons using Form 13285-
A, Raducing Tax Burden on America's Taxpayers {Referral Form for Use
by the Public), which aliows them to describe the issue causing taxpayer
burden, the affected population, and the proposed sclution,

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

We alsa interviewsad small business represenlatives (external
stakeholders} who acknowledged IRS's external stakeholder outreach
efforts and how they have been effective in identifying opportunities to
reduce compliance burden. However, they also described a number of
areas where small business compliance burden could be futther
reduced, *! These areas include issues refated to IRS customer service,
filing requirements, lack of or delayed official guidance, and compliance
contacts. Accerding to these reprasentatives, when they call IRS, they
can have long wait times, be disconnected, or be directed to IRS staff
who are unable to provids the necded assistance. We have recently
reported on thase issues as wel, ®

PEAO, Tax
Taxzayer Sa

Season: 2014 Perdarm
e g Future Risks, GAD

ce Highlights the Need 1o Botter Manage
5153 (W ashingion, [ € Dec. 18, 20145

Pags 27 GAO-15-513 Small Businosses



74

Further, several representatives sharad the perspective that complex
fiting requirements contribute to compliance burden. While small
businesses sometimes anticipate significant tax refief through tax cradits
and deductions such as the small employer health care credit and
mileage and vehicle deductions, some small businesses may not be
claiming these credits dus o the time, cost, and complexity associatad
with claiming them. One concern we heard from small business
representatives was thal after a tax practitioner expends resources to
compile the necessary docurngntation and calculate the credit, their elient
{the small business) is ineligible to claim the credit, This could result in
additional taxpayer burden ¥ tax preparers bill their clients for calcutating
the credit when it is not claimed.

In addition to facing burdens due to new and complex tax provisions,
representatives we spoke with also expressed concern over the
compliance burden associated with delayed or missing official guidance,
particularly for the Patient Protection and Affordable Care Act employer
mandate.® Represantatives also noted that deadlines for responding fo
certain IRS nofices can be diffict for small businesses when the
requested information is not readily available. We recognize that IRS is
aware of many of these concerns and, through various initiatives, has
made efforis to address these issues, Howaver, cantinued attention to
these areas wil be key to effectively reducing burden.

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

1

The empioyer mandale is g equirement that ail businesses with 50 or more fuli-time
euuvalert employees {FTE} provide qualifying heatth Insursncs 12 95 percent of the'r full-
time employses, or pay 2 tax penalty if one full-ime employes raceivss the premium tax
credit. 26 U.8.C. § 4880H. The epployer mandate itaalf was delayed, in part, to teduce
cormplianie burden, [ that delay. IRS guidance was still finalized later than initially
plannad, wh sentaives said craated addtional burden.
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IRS’s Overall
Evaluation of Its
Payment Card Pilot
Has Several
Strengths, but Does

Not Fully Address All
Elements Necessary

to Effactively Assess
Results

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

Beginning in tax year 2011, payment setttement entities were required to
send IRS Forms 1099-K {o report gross marchant payments In which a
payrmant card or a third-party payment nefwork was used as the form of
payment. Payment setlisment entities raport the gross amount of all
reportable transactions a merchant made through them, for the calendar
yaar, without regard to adjustments for cradits, cash equivalents,
discounts, faes, refunds, or other deductions.

A copy of the 1099-K is also sent to the taxpayer, The reporting of this
information to both IRS and the taxpayer can encourage voluntary
compliance by small businesses in al least two ways. First, singe
taxpayers know IRS is also receiving this income information, they are
more fikely to includs it on their tax return, Second, taxpayers have
another source of information they can use to help calculate or verify
busingss income.

Payment card reporting also pravides [RS with an informatian source it
can use to compare against the income reported by small business

26 1.5.C. § BOSOW: 26 C.F.R, §% 1.6050W.-1, 1 8050W-2. Section BOG0W reguires
payment satttement ontitias 1o provide (RS with merchants' tax identification number ard
tax filing name. Thera are twa types of payment settloment entities marchant acquiring
enu @3, such as oradit card companies, and third-party settlament organizalions, sush as
PayPal and cenain ol road pmv;dfrs Unlike payment card transastions, third-par

(‘e work ransactions are only reportable if a merchant's aggregate smount of such
aayments for the yeor exceeds 320,000 and ¥ the aggregats number ol transastions
exceods 200.
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faxpayers on their tax raturns, As such, it can serve as a too! for
identifying noncompliant taxpayers, Including those who failed to file a tax
return at all and these who underreported their income. This type of
comparisen is a common IRS enforcement technigue. For example, IRS
can directly compare information it receives on a taxpayer's Form W-2,
Wage and Tax Statement, against a tax return 1o determing if the
taxpayer reported garmnings and withheld taxes corractly.

Howaver, matching is more complicated for Forms 1098-K than Forms W
2 because RS cannot directly match the line tems on 1088-Ks fo fine
items on tax returns. The Form 1099-K reports the gross amount of
payment card and third party network transactions made through a
payment seftlement entity. This does not match the gross receipts ne on
tax returns because Form 1089-K transactions may include items ke
sales tax, gratuities, and cash back, all of which are not income.
Furthermore, tax return grass receipts can include cash and check
ravenue, which is not captured on Form 1099-K. To leverage Form 1099-
K dala, IR3 researched and tested ways in which the now data ean be
used to most effectively and efficiently improve voluntary compliance,
detect noncompliance, and identify those whe did not file returns,

The Payment Card Pilot includes six activities to test three msthodologies
far selacting cases, as described in table 4.

Tablo 4; Description of Paymant Card Pllot Activities

Case solection maethadology

Pilot program activities

Collection

Coltection

IRS usas Form 1093-K data to idestily nonfler taxpaysrs IRS uses Fomn 10894 infurmation to identify ronfiler taxpayers,

and taxpayers with unpald assassments.

Line by Line Comasrison

priaritize casawork, and calsulats taxpayer incoma.

Automatad Underreponsr

RS compares the gross amourt of thn
cardfthird-party nelwork tranzactions

fotal reportable payment
e calenidar yaar to individual

IRS compares Form 1089-K data with tax retums. A notice 13X flums (Form 1040 Sahedules C/EF).

is sent if card raceipts are graater than what the taxpayer Businaas Underrapart

has reported.

IRS comperes the gross amaunt of e tolal reporlable payment
cardithird party nebaork transactions for the salendar year to busiress
fax ratyms (Forms 1120, 11208, and 1085}

Payront Mix Mathodology

IRS zompares the relative cash ard card revanues of similar 1R issues axpayaer a lnttar ag
busiressas by seting threshalds for identifing senords to ensura all gross rag

Alarmative Notice

ing them 16 review their cocks and
5 Ara rapottad
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Case selection methodology Pilot program asctivities

wndarreperters. Tecnnical Audit
IR3 tews the shectivensss of this comaliance eatment using Form
1099-K dala In & correspondence audit
Field Audit
IRS lests the effectivencss of this compliance trsatment using Form
1092-K data in a feld avdit.

Heepeoe (A0 andiysie ol I3 oot duvaeeselatie. GAG- 5811

In all of the pilot activities, IRS uses taxpayer identification numbers to
first match Forms 1099-K with the correct tax returns, IRS then compares
Form 1099-K information with business incoma reported on individual and
business tax returms. This process is detalled in figure 8. In the two
underreporter pilot activities, IRS compares ling by line the gross doliar
amount of payments listed on Form 1099-K to gross receipts reporied on
the tax return to identify potential underreporting of payment card and
third-party network revenue,
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Figure B! IRS Form 1099-K Test and Laarn Process

Return submissions

¢ Paymant setfamant arfties
and matching ¥ aridigs

TFaknaysr sUDONS ralns sabmif 1098 K

IS matehes Faem 1095 K e
wth taxpayer el
i

: Infgrmatfion comparison
1 and cass selection for
L 1099-K pitots

| IRS anaysis

T
Tase ssiacson mathodoiogy: - Cane sgrection mithodelagy ;
Lina by ling comparison Payment mix mothodology 3

Case manggament RS gt Sases
and fremtmant

pmation ledread Tron pilnte sre poed I
sprove Foem T008 st coss selection

The payment mix methodology aims to identify potential underreporting of
Gross receipts from both card and cash sources, For this methodology,
IRS first calculates a payment mix—the relative ratio of cash and card
revenues of similar businesses. IRS determines this ratio by dividing the
grass payment amount on Form 1098-K by gross receipts on the tax

Page 32 GAQ-15-513 Small Businosses



79

return. IRS then computes the amount of potential underreporting by
comparing this payment mix to that of similar businesses based on
variabies including industry type and size, population dansity, per capita
income, and average transaction sizes. As part of the test and learn
pracess, RS has expanded the number of variables o refine
identification of possible underreporting taxpayers. One examole of thig is
Hlustrated in figure 9.
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Figure 3: Mustration of How IRS Changes the Payment Mix Mathodology to Improve td

!
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rapiacement of other comphance enforcament efforts.
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IRS's Evaluation Plan To assess IRS's plan for evaluating the payment card piot we used our
Enabled It to Rapidly Test, previously developed gui{fancg to identify key elements for gesigning
Learn from, and Adapt guality evaluations.® Addressing each slement al the overalt pilot and

) . pilot activity favels can provide program managers with objective
Pilot Activities, but Does information to iteratively assess program performance. The five key
Not Include Key Elements  clements we identified for qualty evaluation design are describad in
for Assessing Overall Pilot  table 8,

Performance

Table 5: Elements of 3 Program Evaluation Framework

Element Charactoristics
Clarify unders gof the «  Program acivties
programy's goals and strategy. « Program stages,

+ Expected short-, mediuern-, and long-tsrm impact
«  Resousce investmants
«  External factors that could alfect the outeome

Cavelop ralevant and ussul »  Chjentive and answerable valuative questions.

evaluavon quesions and an anaysis . Cleady dafined oriteea

plan,

Assess fhe relevance and quality of  »  Descrintior of the information or data ar sources neaded 1o pgeess o Brogram agang:

avaianle data soureas. the evaiualion critefa.
«  Desoription of haw the inform
o Description of the tocls dev
« A gataretiabiity sssessmant

ion will oe gathorsd.
] W0 obtain these data and now oy am assessad

L Docurertation of assumplians, procedures. and modes o aralysis
» Assess thatthe evaiuation fits available ¢
«  Detzrmination that data are free of biss and amors.
Fazititate the use of the avaluation < Damonstrate keadership supnont

resulls in program management - Bulid a strong budy of evi
decision-meking

e and resoutnay

ca.

«  Engage staksboldars throughout the evaiuation process.

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

were devolopad frem GAQ, Program Evaluation. Sirategias o
fan of Evaluatizn in Peogram Managerent and Palicy M
- D.Cdune 26, ing Evaluatiiona: 201
13 (Washington, D.CL
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Clarify Understanding of the
Pilot's Goals and Stategy

ongoing assessments of pilot activitiss and continually incarporate
changes based on what was learned. This approach allowed IRS {0 test
many hypotheses simultaneously while limiting the number of small
husiness taxpayers affectsd by the pilot,

Howaver, the overal] evaluation plan for the pilot lacked characteristics of
each element that are necessary 10 ensure a quality evaluation. If IRS
does not address thase gaps, it risks not having the evidence neaded to
effectively decide whether, how, and when 1o integrata pllot activities into
broader small business compliance improvement efforts.

IRS clearly defined the overall pilot gaal, which is to use Farm 1089-K
data to identify and reduse undarreported and unreported income. RS
oullined and detailed the specific program activities it tested and
documentad pilot planning and results in a strategic planning document
and several othar executive-lavel updales. These documents detalled
various actions, including internal meetings, assessmants, cutreach,
training, and information technology activities, during the early stages of
the pilot, IRS's strategic planning document also provided a conceptual
representation of the different stages of the pilot and the growth of
compliance case volume at sach stage, as seen in figure 10.
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Figure 10: IRS's Conceptual Timeline of Pilot Stages
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IRS has generally documented the expected short-, medium- and fong-
term impacts of the pilot. One important short-term impact included
learning about the small business population to improve identification of
noncempliant taxpayers, For example, IRS realized an issue was arising
because some small businesses—such as high-end restaurants—have
lower cash revenue than other similar businesses. To address this issue,
IRS added a line to Form 1099-K to collect data about the number of
payment transactions {see figure 11). IRS uses this information to
datermine the average payment card transaction amount. In the madium
term, IRS sees the potential for impraved laxpayer voluntary compliance,
After the first year of the pilot, IRS tested compliance leves of taxpayers
pefore and after the introduction of the pilot and found that aimost half of
taxpayers increased their reported gross receipts. and about 87 percent
of those contacted reported their income more accurately the following
year. In the long term, IRS sees these aclivities heiping to reduce the tax
Qap.
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Figure 11; IRS Changes to Form 1098-K as a Result of Pilot Learning
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While IRS has defined high-level pilot goals, such as improving voluntary
compliance and reducing the tax gap, it did not establish performance
measures for these goals and has rot decided on a time frame for
developing them. IRS has defined broad stages for pilot implementation,
but has not clearly identified measures or indicators to determine when
the pilot has moved or will move from one stage to the next

IRS identified pilot staffing needs, In June 2012, IRS estimated the
number of full-time equivalents (FTE} it would need to conduct field
exams. {RS officials also said they track resources for some of the pilot
activities, inciuding the implementation of the payment mix methodology
pilots. However, IRS's evaluation plan has not fully identified and tracked
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Develop Relevant and Useful
Evaluation Questions and an
Analysis Plan

resource needs or use, including the actual numbers of FTEs hired or
management resources to design and monitor test and leam pilots.

IRS identified external factors that could affect the progress or
effectiveness of the averall pitol. It identified potantial hurdies, including
possible ftigation and access to necessary technology sclutions.
Heowsver, IRS has not articulated how these factors affact the future of
the pilot and what decisions it will make fo address them under different
scenarins.

IRS evaluated pilot activity results, but there is no clear documentation of
its evalualion questions or analysis plan. Howsaver, these can be inferrad
based on the evaluation results. According to IRS officials, one of the
evaluation goals was {o learn why soms compliant taxpayers were
identifiad as potential underreporters of income. IRS examined the results
of closed cases to learn how to better identify compliant and
noncompliant taxpaysrs. An example of this analysis and resulting
change is descrived in more detail in the text box,

IRS Test and Learn Approach to Improve ldantl
Taxpayers

of N § i

One (RS pilot lzaming goal s 1o test a new case salection methodology callad the
payment mix methodolagy. IRS i lesrning bow to improve this methodolugy lo bettor
identify noncompliant taxpayers.

When anatyzlag resuts of tha fisst year of the pilot pregram, IRS found that a significant |
percartage of oniire-only husinesses —wwhich da not accep! sash—were Talsaly
icentified by tha paymant mix mathodalogy as polential undermeposers of cash incomre.
Ta dacrease ba likelibood that compliant ¢ only busitesses were s2lected in
futirs years, IRS added a line to Form 1059-K that alows the payment seitiement antty |
1@ aggragals gross amount of all reportable payment transastions during the
car whare the card was not present at the time of the trangaction of the tard |
numbar wis keyed into tne taeminal. Typically, this ralatos to onling sales, phone sales, |
- or eatalogue sales. Bacause IRS reduces the probability tiat campliant small businass
¢ taxpayers ara identifed as potential underrepadars of income, the overall burden for
| compliand taxpayers Is reduced,

Feeara OAD acysis of RS mot doeumaataian | GO15513

IRS gvatuated the results of all pilot activities. IRS comparad the average
time to complate an audit and the average dollars assessad in additional
tax for each case against existing compliance and enforcemant effarts.
IRS cauld use this information to decide which pilot activities to implement
in a full compliance program.

IRS did not have evalualive questions and criteria to assess whather the
ovarall pilol or the pilot activities achieved the intended goals or produced
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Assess the Relevance and
Quality of Available Data
Sources

Address Data, Scope, and
Methodology Limitations

the intended results. Undarstandably, as IRS tests and adapts different
approaches, it has learned and will continue to tearn which approachas
demonstrate the most promise in sfficiently and effectively identifying
noncompliant taxpayers. Clearly articulated evaluative quastions and
related analysis plans would allow IRS {o determine whether the overali
pitat and pilot activities are achieving results that would signal what next
steps should be taken, These may include deciding the pilot can move
beyond the learning stage, be expandad, or, ultimatety, moved from pilot
to full implementation as a compliance program. Conversely, the
determination could be that the pilot and pilot activities are rot achieving
the intended results and should be discontinued or modified,

During the early stages of the pilot, part of IRS's evaluation of pilot
activities invalved assessing Form 1098-K data quality. IRS monitored
potential errors that payment sellement entities could make when filing
out the form, including invalid or missing taxpayer identification numbers.
Such data entry errors could negatively affect IRS's efforts to compars
the data with information reported on small business taxpayer returns.
When errors were identified IRS contacted the payment settfement
enliies to make corrections. IRS officials told us that because of this
effort, accuracy rates for marching rose from 90.3 percent for tax year
2011 10 95.4 percent for tax year 2013, IRS officials have told us that
analysis of Form 1099-K data is angoing.

Since IRS lacks svaluative questions and an analyss plan for assassing
the overal pilat, it does not have complete descriptions of the information
or data and sources needed to assess the overall pilat against evaluation
criteria, how that information will be gathered, and an assessment of data
reliability. Because IRS addressed the relevance and guality of data
sources in some of the early evaluations of some pilot activities, this
information could feed into the developmert of the broader evaluation
plan.

IR ducumented cerlain assumptions of its analysis. For exarnpig, in the
alternative notice pilot, IRS sent assessments to taxpayers who did nat
respond to the notice and those who admitted to underreparting. IRS
referred cases to IRS field wark when taxpayers sent insufficient
responses or communicated that a review of books and records was
necessary.

Furthermore, In the eady stages of the pilot, IRS showed evidence that it
checked that data were free of errars, In the first year of the pitot, officials
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took steps to ensure that compliance examiners understond and
consistently applied decision rules to determing compliance results,

IRS provided evidence that it estimated timelines and relative resource
needs to move from the test and leamn phase to a full compliance
program. IRS outlined three scenarios to achleve a given level of
compliance at program implementation. However, these scenarios were
developad without a program leval evaluation. Untll IRS conducts an
evaluation, it wili not hava the information it ne2eds to determine which
approach to take.

Although IRS showed avidencs that data, scope, and methodalogy
limitations werg considered and addressed for certain pliot activities,
these fimitations were not fully addressed for the overall pilot. IRS would
first need to develop evaluative guestions, assessmant criterda, and an
analysis plan for the overall pilot bafore it could clearly assess data,
scope, and methodology considerations. An assessment of design
timitations would include stating any limitations of pilot scope, determining
comparisons against which to assess pilot results, and assessing whether
the evaluation fits available time and resources. Asking these questions
would help clarify the potential impact of any project design imitations
when detarmining whether (o move pilot acthities toward full program
implementation.

IR& provided evidence that leadership from multiple offices across the
agency—the Small Business and Self-Employed Division, Office of
Compliance Analytics, and the Information Techaology Organization—
demaonstrated commitment to using evaluation data to inform pilot
dacision making for the baginning of the pitel. Senior officials from each of
thase offices met weekly during the early stages of the pilol, The
leadership actively engagad internal stakeholders and developed
shrategies to internally communicate information abowt pilot program
activities. These strategies included organizing employes focus graups,
training, and leadership updates on pilot progress. For example, in
October and November of 2012, IRS provided an update on projact
communication status to communication directors across all operating
divigions.

In addition, IRS leadership engagad with external stakeholders before
faunching the pilol. In Oclober 2011, IRS addressed small business
represontatives’ concerns about paperwork burdens by announcing that it
would not require taxpayers to reconcile gross receipts and merchant
card transactions. RS also worked to address tax practitioner quastions
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about the use of the payment mix methodology for case selection. As a
resuit of the outreach, for example, IRS developed and tested a tool to
help tax praciiionsrs determine if their clients would be at risk for
underreporting cash transactions.

Conclusions

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

R3's Paymeni Card Pilot shows promise in producing thase results,
However, IRS has a long road ahead to figure out whether and how the
pilot, and its many activities, can be fully implemented. IRS has not
clearly defined the stages of the pilot or measurable goals that it can use
to determine when the pilot has moved from one stage to the next, or if it
should. Without defining the stages and establishing related metrics, IRS
will not be able to articulate the pilol's status at eritical points in ime,
Further, it will not be able to justify the investment of acditional resources
if it cannot demonstrate progress toward those goals. In addition, IRS has
not developed a full evaluation plan that will altow for a systematic
assessmant of the overall pilot against evidence-based criteria. Such a
plan is necessary s0 IR can ensure that it is making informed decisions
aboul moving forward. Following key elements of evaluation design will
help ensure that the results of the evaluation are valid and reliable.
Finally, documenting the plan's limitations will reduce the rigk that IRS will
draw conclusions that are beyond what can be supponed.

Recommendations

To improve the evaluation of the payrmaent card pilot, the Commissioner of
Internal Revenus should take tha following actions:

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

»  Davelop an evaluation plan for the overall pilot and building on pilct
activities to inform decisions about whether, how, and when lo
integrate pilot activities inte overall enforcement efforts. This plan
should include
+ evaluation questions,
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Appendix |: Objectives, Scope, and
Methodology

The objactives of this report are to: (1) deseribe the characteristics of the
small business population; (2} describe how characteristics of @ small
business affect compliance burden; (3} describe how the Internal
Revenue Service (IRS) integrates sroall business compliance burden
considerations in decision making; and {4) assess IRS's plan for
avaluating its payment card pilot.

To describe general characteristics of the small business population such
as the number of small businessaes and tolal income, we reviewad
taxpayer data from (RS Statistics of Income (SO} and studies with
acecess to laxpayer data. We reviewed SO documents about data
refiability and sampling methodology, and interviewed officials in S01L We
reviewed reports from researchers at the U.S. Departiment of Treasury,
Office of Tax Analysis (OTA). We intervewed two of the OTA authors
about their methodology for identifying the small business population. We
performed data reliability tests by comparing OTA estimates for all filers
against SO1 estimates and by comparing OTA estimates for tax year 2007
and 2010, We found the estimates from researchers at OTA were
sufficiently reliable for our purposas of describing general characteristics
of the small business population. See appendix Il for a more detailed
discussion of OTA researchers’ maethodoiogy and assumptions.

Ta describe hew characteristics of a small business affect compliance
burdan, wa conducted a literature review where we revigwed IRS
research papers and conference presentations, academic studies, and
our prior work on taxpayer compliance burden. We searchad relevant
databases such as ProQuast, Accounting & Tax, EconLit, ABHinform,
Nexds.com, and Tax Notes, We identified and reviewed selected IR
studies on tax compliance burden conducted over the last 11 years, We
also asked IRS officials from the Research, Analysis, and Stalistics {RAS)
division to identify any additonal IRS research assessing small business
tax compliance burden and post-filing burden. To obtain information
ralated to federal small business (ax requirements, we reviewad IRS
taxpayer guidance found on the RS website including the 2015 tax
calendar. We interviewed relevant IRS officials to clarify our
understanding of the research and models, and to verify our analysis.

To describe how IRS integrates small business compliance burden
considerations in decision making, we examined IRS's strategic plan and
relevant goals and objectives relatad to taxpayer burden. We also
raviewed IRS's Intemal Ravenue Manual, which outlines, among ather
things, guiding principles for considering burden reduction, We
interviewed IRS officials in the Smal Businass and Self-Employed
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Apoendix I} hjeetives, Scons, aod
Methodology

division {SB/SE), RAS, and the Office of Taxpayer Burden Reduction
about other activities IRS conducts refated to taxpayer burden reduction,
tools it uses to manage burden reduction efforts, and initiatives it
implemented. In addition, we interviewed tax practitioners. associations,
and other hiaisons to the small business community to iden:ify areas of
burden associated with interactions between IRS and the small business
community, and discuss what might alleviate burden. We conducted
unstructured interviews with a non-generalizable sampla of 12
organizations based on their knowledge of small business tax policy
resulting from historjcal involverment and refationships with the small
busiress community and [RS. We reviewed supporting documentation,
where available. We selected these organizations to represent a variety
of perspectives and groups within the small business community.

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

We canducied this performance audit from July 2014 to Jure 2015 in
accordance with generally accapted government auditing standards
Those standards require that we pian and perform the audit fo obtain
sufficient, appropriate evidence to provide a reasonable basis for our
findings and canclusions basad on our audit objsctives. We believe that
the evidence obtained provides a reasonable basis for our findings and
conciusions based on our audit obisclives,

Yoreria wars devalopsd from GAD, Pro
Agagcia

am Evalpation; Strategies fo F
"Use of Evaluation in Program Managsmant and Poficy Making
DG dune 26, 2013), ard Designing Evaluations: 2012 Fovisio.
[Washington, D.C. January 2012)

§RTY
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Appendix II: Description of Methodology and
Reliability of Data Used to Produce Small
Business Population Estimates

For our analysis, we use estimates from ressarchers at the U.S,
Department of the Treasury, Office of Tax Analysis {OTA), to describe the
charactaristics of the small business population, such as the number of
small businesses and total income.’ Thare are no universally accepted
criteria for defining the small business population. OTA estimates address
some of the limitations of describing the small business population using
estimates based solely on the type of tax return that is filed by excluding
certain tax returns that may not be actual businesses. Not all tax returns
that report business income represert busingss entities with the principal
purpase to generate revenue or 10 engage in substantive business
activity. For sxample, some C corporalions can serve as investment
vehicles that engage in fittle or no business activily, Further, partnerships
may be created to redistribute profits generated by another parlnarshin
and may not generate Income themselves.? Filers of Form 1040,
Schadule C, may be independent contractors who may more closely
resemble employeas than smal businesses. Additionally, rental income
for sorme individuals may ba incidental and not represent business
activities. Uncerlainty within OTA estimates can coma from: (1)
assumptions that were made to distinguish small businesses engaged in
substantial and substantive business activities from other entities that file
the same tax refurn; and {2) that the estimates are based on sampled
taxpayer data and subject to sampling error, Consequently, resulls that
are slightly higher or lowsr than those reportad in this particular analysis
may be squally valid for describing the numbers of businesses in sach
subgroup and the size of thelr incomes. We found the sstimates from the
resgarchers at OTA were sufficlently reliable for our purposes of
describing general characterstics of the small business pogulation,

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

TWo use eslimates fram OTA rosearchers 10 dasoribe the characteristics of the small
businass pepulation. We refer to the estimated number af small business filers as e
number of small businesses. Sez Richard Prisiazano, Jason DeBacker, John Kitsher,
Maithew Knittel, Susan Melson, and James Pearee, Ydgntification of Small Busi

Using Tax Data: 2016 Update” (presented at the 2013 Natiora! Tax Asscciation's Spring
Symposium, May 17, 2013), Cltice of Tax Analysis, Deganiment of the Treasury, Marhew
Kaittel, Sugan Nelson, Joson DeBacker, John Kitchen, James Paarca, and Richand
Prisinzany, Methodology to idontify Smali Businesses and Thelr Caners, Techaical Papar
4 (August 2011),

GAD, Parine
Tax Moncomgs

103 and 8 Comparall
o, GAD-12.453 (W

c RS Needs o improve iInfarmation I Addresa
hington, D.C.0 May 14, 2014},
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Appendix i: Description of Mathodolagy and
Raetiabitity of Data Used to Produce Small
Buslness Population Estimates

may undersiale the number of small businesses where individual
taxpayers can own multiple small businesses. For example, individuat
taxpayers can file multiple schedules to report business activity {profit,
loss, and supplemental income and loss from rental real estate activity)
from different linas of business.? The number of schedules filed is graater
than the number of Form 1044 tax refurns to which these schedules are
attached due to some refurns having multiple schedules.® The total
income estimates are the sum of all business income reportad on tax
returns, mciudmg gross receipts, rents, dividends, capital gains, rovalties,
and interast.® Total income for Schedule E filers is limited to rental real
estate activity from Part t of that schedule to avaid aftributing income from
pass-through entities or from royaities to these businesses.

The OTA analysis had access to taxpayer data made availabie by IRS
Statistics of Income {SOI}.® Available data from SO samples indicate that
the sampling errors for the total number of filers and total business
raceipts for each type of taxpayer is fess than +4- 8 percent at the 95
percent confidence level. Sampling errors of subpopulations may be
higher where tax returns have been sampled at lower rates, Data were
not available (o determing sampling errors for the OTA total income
measure; however, business receipts make up such a substantial portion
of the OTA total income that we would not expect the sampling error to be

*This information is filad on the following feems:. Schodulas C Form 1048} Proft or Loss
From Business, Schedula BE-Part | {(Form 10403, Supplemant ar Income and Lass, with
reatal real ostats acivity, and Schedule F (Form 1040). Profit or Loss From Farming.

“An altornaties speroact to estimating the number of small businesses is t Yest sach
schedu’e attached to Form 1040 relurns as a separate businoss. This alternativa
anprozch could help inform about the unigue burdans associated with fling spacific
schedules. Far an example thal takes a simitar approach, see Edith Brashares, Matthaw
Knittal, Garald Siversiain, and Alexandar Yusavage, “Caleulating the Optimal Smalt
Business Exernpion Threshold for a U3, VAT, Mationat Tax Joumal, voi. 67, na. 2 {June
2014) 283320, Campa’mg the 'nathadr*!eg @5 from Brashaces et al. and Prisinzano 2t al.
applied to Wers of Form 1045 Senedule C in tax yaar 2007, the rumber of quaiifying
Schadules C filed is 25.5 millien comparad to 23,1 million total taspayers fiing at least ong
Sehedule C.

PThis fotal incoms mensure sarvas as 3 proxy for total businass acwity and i not the
same as taxable income. In particular, costs of doing businass a8 not deducted and
business ‘osses are not used to offset other types of income,

SOTA tesaarchers imates from tax relum data from SO1 samples gnd
applying minimal b tosls and othar methodologies to identify uniyue
busingas entities. The muhcxdotug o3 and assumptions yzed 1n 1S regsarch ara foportant
to cong.dar whan interprating thess data,
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Ratiability of Data Used to Produce Soail
Businaxs Population Estimatas

significantly greater for the OTA total income estimatas than it is for the
801 estimates for business receipts, For C corporations, S corporations,
partnarships, and sole proprietorships in 2010, the OTA number of fiers
is within +/- 2 percent of SOI estimates of the number of filers.” OTA total
income estimates are higher (within + 20 percent) of SOI total receipts
estimates for these filers because OTA's tolal income measure includes
types of income other than business receipts.

The estimates used in this report are based on thousands of returns from
the 2010 SOl Individual, Corporale, and Partnership Studies, Although we
do not know the exact number of records used for sach estimats, the
Individual sample has 50,464 Form 1040 returns with 3 Schedule C with a
sample selection amount of less than $10 million and 5,804 Form 1040
returns with Schedule F but without a Schedule C, The sample selaction
amourtt is the greater of indexed negative income and indexsd positive
income. The Corporate sample has 20,085 Form 1120 returns with total
assets less than $10 million and size of proceeds fess than $2.5 million
where proceeds is defined as the larger of the absolute value of net
income (deficit) or absolute value of cash flow (which includes net
incoms, depreciation, and daepletion). The Corparate sampls also has
15,741 Form 11208 returns that have total assets less than $10 million
and size of proceeds less than $2.5 million. The Partnarship sample has
35,744 returns with tolal assets or current activity measure jass than $10
mitfion. Current activity measure Is the maximum of the absolute vatue of
receipts and incomadloss. In this situation, receipts is the sum of the net
receipts, rental income, gross income, portfolio interest incomae, dividend
infarast income, royalty income, and net long-term capital gainfioss.
incomefloss is the sum of ordinary income, net incoms, nat income fram
the balance shaet, portfolio interest income, royalty income, and net long-
term capital gaintloss.

Table 6 shows SO! estimates for the total number of filers and total
income by type of lax return for tax year 2010 {as reported by Prisinzano

¥ The OTA data for Schedids tarsg ditfers from estmates in 30 publicly publishad
abbas dus to OT&'s fim Lo only indivicduals with rental real estate activity on
E, Part | The OTA data for Schedule F farmars differs from SO1 astimatas due

ion of individuals filing Form 4835 in addi on o thosa filieg Schedules F.
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Appendix it: Desgrlption of Bethodology and
Refiability of Data Used o Produce Small
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et al.).? The OTA analysis and Prisinzanc et al. apply two {esis to exclude
tax returns filed that do not represent filers thal generate substantial
incoma or engage in substantive business activity, The first testis a de
minimis aclivity test that requires taxpayers to report total income or total
deductions greater than $10,000, or that their sum be greater than
$15,000. The second test requires total deductions be greater than
$5,000, which indicates substantive business activity based on expenses
related to emplovees, inventories, and invesiment, among ofher things.
The application of these two tests resulis in the exclusion of 46.7 percent
of the 44.8 million total tax returns, but only 0.6 percent of the tatal $33.3
tritlion in total income represented by these tax returns.?

Sareass to SOl micro-deyel data aliows resoarchers o Raalify poputations based e
sharacteristos of tax ratuns and 1o creale unique maasures of incoms. This resulls in
studies with access to SO micro-level dala reporting diferant values for the same
taxpayse lypes. For example, Frisinzane st al, definas the population of Fosy 1040,
Sohedula E-Part | lanctords using tax rafuns that rapart rantal rend estate activity on Part
i. Puslicy available 308 dats tebles estimate the number Form 1040 filers with incomes
from either rant or royallies. Despite the different approach to identify taxpayers with reatal
inceme, the 2010 Prisinzane et al. astimals Is withia -8 percent of the SOI estimats. In
cantiast, ihe Prisinzano et al. astimate of Farm 1040, Schedute F farmers invludes tax
retums of farn land eaners that file Form 4835, Farm Rental incorme and Expanses. The
rasulling estimale i3 within <28 sercent of the SO osfimate of Farm 1040 fax relums with
Sehodule F, The Prisinzane et al, estimates for the number of S corporations,
partnershins, end sole proprielorshizs are the same as SO1 estimates, while tho salimate
for the number of C carperations is wihin 2 parsant of the 301 astimate,

#The inherant risk of seiting thess thrasholds is that some of the tax returns exchuded from
the data may be smal businesses of interest when considering tax compliance burdens.
Wit out aceess to taxpayer data wa cannot asanss the effcacy of the de rinimis tast and
tes! for substartiva business activities, OTA rogeaml o thy formed senstivly
tests basad on different defititons of small businesses, witich ditf notimpart thais

fndi
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and

Number aof filers
{in thousands}

Porcent of All Filers

Total income
{in biltions of dollars)

Percent of Total
Income for Ali Filers

Soheduls C Sols Peoprieters

All filers 23,008 103 1391 100
Small busingsses 855 153 335 ) B39
Larger businesses 3 o 94 78
Schedule E-Part | Landiords .
All flers 10,102 160 274 o0
" Smal businessas 4,944 48.9 243 Bi4
Larger businesses & ¢ 5 18
Schodule F Farmars
Al frers 2,444 100 154 108
Smal businesses 1,451 ' 59.4 144 9358
Larger businesses a o 8 5.2
Parinerships
il fiers 3248 100 5.646 300
Small businesses 2,398 7B 1118 %5
Larper businessas 7a ‘ 22 4472 792
S corparations ) .
Alf Fiars 4128 190 5844 00
Smal businasses 3531 858 2,287 ag.t
Larger buslngsses 84 2 3,548 6807
C corporations T
Al fllers &1 100 20,228 Q0
Smal businesses 1377 824 1433 ) 5E
Larger businessas &8 & 18,091 8944

[ty

Mades: We rafar to the estimatad number of
s3zs and small busiresses. T

tha OTA resea
busiressas ropn
$10 rillion e
rousiate, rents, divicend
fimizadt 1o rentat

y from Pact

*Thass vauos ace rundad and do not ogual
parsentage of WA flos

lgss tan .08 percent for sachi of M aws va

nalysis of dats Foe R chasd Fiisinzace al sl tadfoston of Soas Gasitorsas sty Tas Oale 205 Upnas,” jfeaenian & e 203 Nagernsl Tak Assoaton s Spving Syreasu,
513

business and small business tilers as the number of

@ ureder of individua? Flars with business inseme includes
muttiple schodiles. Small businesses reprasent lux returns that pass e fwe bastg of
s arwd have $10 miiion or fess in both tolal incoms ane total daductions, Larger

T i total daductions Total incoms i genuraily defined as gross
ins, rayaliios, and inferest. Tetatincome for Schadule E flees

Y
{of ihat seheduls.

| zeen {ie, tha purvher of flers is Iass than 50L or the

28}

Using this threshold of $10 milion or fess i both total income and total
deductions, small businesses rapresent 99 percent of tax returns

Paga 50
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Appandix Il Description of Methodology and
RKellability of Data Used te Produce Small
Buainass Population Estimatas

generating substantial income and engaged in substantive business
activities {and more than 85 percent of tax returns for each type of tax
return), Small businesses account for 17.8 percent of the tatal income for
these tax returns (and more than 31 percent of total income for each type
of individuat fler and between 5 and 40 percent of total income for each
type of corporation and partnership).

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

Eor esen typa of fler and for both number of flers and ol inceme, the differerse in
pessent ct*anga from 2007 and 2010 or businasses and far al flers is within +- 7
poccaniags ' e change fur smal business ampt 0yas ared
all flors are nach within +/- 12 1 m'mn aga polats,
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Appandix I Description of Methodoiogy and
Reltability of Data Used to Produes Smali
Businers Fopulation Eslimates

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

Number of filers

Total incoma

Percent Parcent
{in thousands) change {in hiltions of dollars) change
2007 2016 2007 2010
Schedule C Sole
Propristers
Al filers 22,128 23,008 0.5 59 1131 <1382
“““““ $modl businesses 10,664 9,835 EX: 138 EED] EFX]
Schedute E-Partt
Lanclords
T Al Fiers 9636 10,102 18 253 574 83
Smal bisinagses 4502 £044 77 208 223 72
Schedule F Farmars )
Alfilers 2510 2,444 24 135 154 58
Small businesses 1468 1,451 126 1d4 14.3
Partnerships ‘ R
All fiters 3,085 3.248 4.8 810 5,648 =18
S nesses 2218 2,388 a1 1178 118 ~4.9
3 corporations N
Al Blarg 3,880 4,128 35 6317 5,844
Small businessas 3468 3,531 21 2424 2,287
G carparations '
Al fliers 1885 1471 04 22089 20,373 Ba
Small businesses 1,585 377 1.4 1,336 1,133 83

Mote: e rafer to the estmatad number of s

‘pis, rents, dividends, cank

£ gal ]
timited 1o rental reat estate ac froms Part { of th

Page 52

{ busingss Flors s B

3. Tatatn
and int

umbar of small busines
fng muktiple schedale

aats of the OTA researchars and have 859

g s generally dufined as gross

daabt oy Pilchiard Pesinzace 31 al, “dewdheinn 3t 3 Suabienses Uneqg Tie Data 2090 Updeie erananiod atfar 3013 Natbnst Tax AssaSasaqs feing Sarpusum,
(]

G5,

arest. Total ‘nooms for Scheduls E filarg ia

hat achadul
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Appendix 11I; Additional Information on Small
Business Compliance Burden

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

Table 8 provides a delailed destription of tax-refated activities that may
crzate burden for small businesses. These activities are grouped by
income taxes, employer-related taxas, and third-party information
reporting and industry-specific tax activities.

Table 8: Common Sources of Tax Compliance Burden

“inceme tax activities

Filing incomes tax return

Fils an annual wome tax retum, Business type datermines which form s Red:

Sole propretors. Forn 1040, U8 Individual locoms Tax Return, and Schisdule C, Profit or
Loas from Business

€ Carperatiuns: Form 1124, U.8, Corparation Incams Tax Refum

& Corporations: Form 11208, U.8, income Tax Retwn Jor an 5 Corporation, ang Schedula
¥-1, Sharsholder’s Share of lncame, Deductions, Crogis, slc.

Partnarships: Form 1083, U8, Return of Partnership fncome, ard Schedula K-1, Pariner's
Shara of Invome, Deduetions, Credits, elc.

Paying nonme and saif ’
amployment taxes

Dapesit inzome and estimatzd sslfemployment taxes on a quarterly basis. Entity type

datarmines

wi

< form is filed:
Sole propeistors: Form 1040-88, Estimated Tax for tndividuals
C Gorporations: Form 1120-W. Estimated Taex for Comporations

8 Corporations: Form 120-W, Egtimated Tax for Coorations, and sharaholders fle Fom
1040-E3, Eslimaled Tax for individuals

individuals in Partniarsh ps: Form 1040-ES. Eatimated Tax for individuals

)‘é}nployment tax activities

Withiolging and dopositing *ederal Withhold and deposit employment tax"‘nonthiy or semi-weckly. Employment tax Habiity
deternines whish form s fled:

amploymant tax

.

.

Report guartedy the amount of personal income tax withheld and Faderat insuranca
ributions Act {FICA] pald for each employea on Forn 041, Emplayers Quaderly
raf Tax Return

Gapasit ncome tax witthaid ard FICA taxey either monthly or semiweskly,

Ropariing and rﬁepésiting tadaral
unemploymant tax

Report annuatly and ceposil quartery Federal Uremployment Tax Act {FUTA] tax.

Provifing smgloyeas with Form
W2

Brovide o copy of Form W.2 for calendar year 2014, no later than Feruary 2, 2015,
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Appardic Ul Additionad 00 an Smail
Businagy Campliance Burden s
Reporting and disclosing Rapart the Sollowing information related to ratirement plans annually, Numbsr of employees
refirement plan information datarmines which farm is filed:
«  Fite Form 3800, Annwal Retumdaport of Erployes Banefit Plan. Must be flex
slectranically,

«  if g plan bas fowsr than 100 padicipants, file Form 5300.SF, Shodt Foom Annusi
Return/Regert of Smat Employes Benafit Plan,
¢ Ifthers is only ona participant, fte Form S$500-SF slectrorveally or ine paper-caly Fom
S800-E2Z.
Reporting healthcare information  Report information ralated to health care as determined by numhar of employess ang antity
type:
s Hfiling incoma tax withholding, S corporations ars the only entity that must indiude tha value
uf healih insurance benefits in the wagses of § corposation smployess who own maore than
2% of the S corprration (2% sharsholders),
«  Beginaing in 2018, empicyers with 50 or imors fulldima employses nasd to file Farm 1034«
C, Tranamittal of Employar-Provided Heaith Insurance Offer and Coverage, and Form
1085-C, Empioysr-Providod Health Insuranse Offr and Coverage. Empluyers must provide
a Form 1085-C o sach of its ulktime employeas.
Third-party information reporting and industry-specific tax astivities

Raporling 2xciss tax Sorme small businesses raport applicable exclse taxas, such as enviranmantal taxss,
cornmupications taxes, fus! taxes, retall sale of heavy trucks and trailers, tuxury taxes on
passangar cars, and manufaciurers’ taxes on a varisty of different products. The type of form
used depands on the typa of small business industry and tax:

«  File Form 720, Quanterly Faderal Excise Tax Relum, duing Aprll, July, Ostober, and
January.

«  File Foun 730, Monthly Tax Return for Wayers, and pay tha tax on wagers acgagtad during
ha previeus month.

«  File Formn 2200, Heavy Highway Vehicls Use Tax Refurn, and pay the tax annually for more
fraquently if vehiclas am first usad durng multiple months of same year).

Reporirg miscollaneous income I required, some smal businesses report misceilanesus income, Raporing depends on amall
business industry number of 1388-MSC forms:
e lreporting feveet than 280 1058-MISCs, submil papar furms which are dua 1 IRS by the
end of Fehruary, along with 8 Form 1088, Annual Soevnsry and Transmittal of 4. 8.
Informativn Retumns,

9 280 or mors 108%-MISCs, subimil the forms electranically.
submissions due at the end of March can ba submitted through IRS's
Returns Electronically systam.
Tax planning and recordkesping  Tox planning and record keeping are done theoughout the yose. The complexity of these
activities can vary by ontity type, number of smplayess, and total asssls. Some of the activities
arg as follows:

s Stay current with changas in tax laws and roquirerments

«  Him a tax professional

= Adiust for withholdings

«  Obtain and eryganize taxralated reconds and reeeints, incluging ded.ictible exponses
»  Bonior the progress of your bus
+  Prapars your financial statemonts

«  Prepare your tax returns and support items regortad on tax returns

TAD snatyils of BB docomants AT 15 F1Y
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P ix B Agditi iptormation on Small
Busivess Complisave Burden

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

Latge sole s AUt ol SormprEncs Regression analyyis
coedhanted by eiopbone Brdan is estimale ty rasiis aeg wsad it
and mad stonpeushic modeling rricrasIPatine models
Results are used & oy Stops, Resulta ar¢ used to)

e @

HyLoak panh

Figure 12 Hlusirates a simplified depiction of IRS pre-filing and filing
burden models. Sssentially, IRS uses the data from #s compliance
burgen surveys, combined with data that IRS obtains from the tax raturns
of survey respondents in sconometric models. These models estimate the
relationship bebween taxpayer charasteristics and reported burdan; the
models can then be used to estimate total compliance burden,

s

sty o s Tty Lesy et of tagh
driristvave burehay are
dasign it

e

23 duarage doba
dred o s al

bee loma

W laws may afect

tapaye comphanoe
@ Trandin

33 Time gurden is monanzad
b
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Appendix i Additiaaat information on Smalt
Business Compliance Burden

IRS then uses estimates of these relationships in simulation models to
pradict how potential IRS administrative dacisions, such as those relating
1o tax form design and recordkseping requirements, may affect taxpayer
burden. Although such simulation results may provide useful insights, it is
difficult to assesa the rellability of thosa results; consequently they should
be used with caution. We found IRS research estimates were reliable for
our purposes of oblaining an overview of small business lax compliance
costs, One difficulty is that to te atle to simulate the effect of burden, IRS
naeded to develop a complicated methodology for apportioning aggregate
hurden across all of the different types of pre-filing and filing activities,
Trere are no formal statistical tests to estimale the marging of error
around the ultimate simulation results,

The following tables and figure are resulls from IRS burden madets. The
data were taken from IRS studies concerring how small business
characteristics such as size and industry affect small busness
compliance costs.

« Tables 8 through 11 examing the estimated pre-filing and filing
manatized burden per employee, as a percentage of tolal receipts,
and as a percentage of total assets.,

« Table 12 provides information on total monetized husiness
compliance costs by busihess entity type and total gross receipts
across all businesses,

« Table 13 shows the estimated average pre-filing and filing $me and
money burden by industry,

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

e L — O SO SRRSO
Table §: Total Monetized Surden par Employee (2002}

o Taxpayers Tima and Money Burden Time and Money Burden
{thousands) {Tima monetized at $25/hr} {Time emonetized at $40/hr}
Per smployee : Par employse
N Percontage Low High tow High
All businesses 7,243 100% $1.348 S14s8 51,644 32303
Number of amployess
5 5880 e $4.308 $4.728 56,233
81010 o 62 XL $1,307 §i38g 51,864
310 43% ] 3301 $1,168
251 5674 gaes 968
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P dix i it
Business Compliante Burden

on Small

Taxpayers Time and Money Burden Time and Money Burden
{thousands} {Time monatized at $25/hr} {Time monatized at $40/hr)
Per employee Per employes
- M Percemage Low High Low High
L 204 78% $474 488 $654 F75
Morg than 56 128 1.7% $182 ot f281

Baieates of Sirall Susinei Targgse Coamatanse Brevos,” 738 Meavamn B (0071 3015553

Bensresy: Tozonkn Coluds 61 8. “bage

Tabie 10: Total Monetized Burden as a Percentage of Total Receipts (2002)

Taxpayers

Time and Monay Burden
{thousands}

{Time monatized at $25/hr)

Time and Money Burden

{Timz monetized at §40hr)

Parcentags of raceipts

Percantage of recalpts

N Percentagén

Low High Low High
Al businesses 7,243 100% 0.9% 1.0% 1.3% 1.8%
Total recoipts
30 o less 885 12.4% na. A na. ..
Less than 510,00 315 TE 52.8% 154.5% 216.4% 218.0%
$10,000 to 520,000 393 4.2% 31.6% 32.5% 45.5% &75%
0,500 to $50.000 677 % 17.3% EE% 25.4% 265%
350,000 to $100,000 HE 9.9% 93% 10.8% 13.6% 0
$160,000 o 500,600 2,029 28.0% 33% 3.3% 4.6% 48%
3560000 @ 51 miion 705 9.7% 13% 1A% 19% 18%
Cuvat §1 milien FREX 15.2% 0.2% 0.3% [ty t5%
Bunere: Darmd CoLuna o o, guregsie Setim i Earnaas TRy Jerpiance B, d1S Feseack Baled (3007} § GAD 10513

Table 11: Total Monetlzed Burden as a Percentage of Total Assets, by Assel Size (2002)

Taxpayers.

Time and Money Burden
{thousands}

{Time monetized at $25ihr}

Time and Money Burden
(Time monetized at $40/hr}

Parcentage of assets

‘Parcentage of agsets

N Percentags Low Righ Low Hign
A busnesses 7343 100% 1.80% 1.80% 74% 8%
Total aggets
$0 or less 1364 na, na na,
Less tran $10,000 are 178.35% 2136% 256 1%
$10560 to $20,600 358 I6.8% 54 4% §5.6%
§20.000 to $50.000 783 23 2% o
$5D,060 to $150,000 e 52% 5%
$100,60 1 $500,000 1884 X Gt

Page §7
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HH: Agdit ! i an Smati
Business Compliance Burden

T ‘ mTaxpayers Time and Monay Burdan Time and Money Burden
{thousands) {Time monetized at $25/hr} {Time manetized at $40/hr)
Percentage of assets Percentage of assets
N Parcentage : Low High Low Highﬂ
3800500 o §1 miien 815 7% 1.3% 12% 18% 18%
Dver $1 milkion 818 11.3% 04% 0.5% 0.6% 0.7%
Baea: Oanrsed Dnlia o 4 Samranes of Syt Busisan Tag Canergll s Fradier " L5 Mogmnnh Sistndy 17 4 AR 3.51)

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

Total Racelpts (Millions) € Corporations S Corporgtions Partnarships ) All
Average Compliance Costs (8} ) T
010 G.10 A760 3,900 8,760 5,300
010io 1 13,000 9,800 18,100 12,500
110 10 35,700 27,600 43,500 34,000
10 to 500 157,800 ) 39,800 134,600 138,200
500 and more 504 500 645,800 828,400
Al raceipt sizas ‘ 13,400 Ty e0a
Total Compliance Costs (§ Billions) -
37 7B 142 25.9
8.8 6.8 ) 134 L)
1o 1) 8.0 9.8 8.7 25,1
10'ta 500 ) 47 27 ) 107
500 and more ‘ 17 o0 0.4 2.1
Al receipt sitzes o 253 363 42.8 1041

Saufus, Ruserrsry Marouss al b, aners Taees and Caryiaces Snsta: 1w 363 0y Titwted? foihes Dv Seooal mt 83 e 4, [0s0onber 2083 pr. SILEN. | BAT R84

TTax compliance cast is tass fran 330 mikon,

N T S S A
Tahie 13: Estimated Average Small Business Pre-Filing and Filing Time and Money Burden by Industry {2002)

Taxpa}*urs Average time burden Average money burden
{thousands) {hours} {doliars}
- Low High Low HTg—hiw
All business industry 7243 238 256 2,068 52208
Agrinulturs, farestry, and fisheres 34 183 184 "y 1,482 31,580
Mining ang Uthes E 53 193 210 $1,503 31506
Construstion £ad 34 312 52 30% §2 55
arufacturing ) 323 " TEna 310 276 iz
“Whalesale rade ‘ RERS 279 31z $2,306 $2547
Ratail frade : 734 ) EES 331 §2033 g
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din Bz Additional on Smalf
Buziness Compliance Burden

Taxpaysrs Average time burden ‘ Average money burden
{thousands) {hours), (dollars)
Low High Low High
Transportation and warshousing 163 233 284 $2.371 2485
Profassional and stienlific 1,357 200 206 $2.172 $2,222
Finance, insuranca and real astate 1,848 198 218 $2.172 $2,480
Education and haalth 394 a7 220 $2,128 $2,225
Arts and antertainment 798 254 258 1483 $1.688
Industry nes” 182 183 444 $1.686 $1.674

Fouri: Sansif Sulvew ot 38, Pguregais Eslinweas at S Susihecs Tospepyr Conphanes Rhes,” 78 Rasmamh Sokaiy (AR11 ] GAD 12503
n.e. = not elsawhare clagsified

Flgure 13: Estimated Post-Filing Compliance Costs by Orlginating Funetion for Individual Fiters {2011}
Average eompliance Madian sompliance Tolal number i
Case type okt tost of casay Totak campliants Sosts
] ]
Adoritted undarapdn (ALY E el i\f S50 o RBER.000 [ v
=y & i -
AesigEd [0 § S 1 188,008 SEIE 000008
Cnfipcion iii@@ EEERAE B2H58.000.000
Exam: Torspandsncy § 5180 423000 | $404 100,000
5 i
| Exa Falst [ERRE | 68 000000
: | .
| B Offies o aress
Tstal I }smz e o

v s AR ST Pl

Froreme sort Soas
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Appendix IV: Selected Open GAO
Recommendations to IRS That May Affect
Small Business Taxpayer Burden

Benefit te Small
Busingsses

Open recommendations

Status

Improving tslaphone
sepsice lowers compliance
burdens for laxpayers,
incuding small businass
taxpayars, Balter
management of IRS risks
and resnurces wouid
benafit all taxpayers,
Inctuding smaf businesses
that may nees and use
thase sarvicas mors often,

Tha Caremissinner of the Ieternst Reverus should direat

the approcriate cificials to take the following ¢
actions:

{1) Systematicaily ard parfodically sompara its telaphone
sardce fo tha best in businass o idertify gaps between

actual and desired performance,

(2} Include spenific coyntermeasures or options in risk
managoemant plang that could guitda a resporss when an

adverse avant coours.

{33 Develop outcomes that ars measurable and plang to
analyze service changes that aliow vald conclusions 1o

ba drawn so thal information san be conveyed to
Congrass, IRS managament, and others aho

affzctivaness of IR3's servics changas and impact on

{wxpayars.

Report: Tax Filing Sea
e Meed to Bottsr Manegs Taspaysr Service a

Risks, GAQ-15-163 (washington, 1,C.: Dac 18, 2014),

2014 Porformangs Hight

{1} IRS disagreed with this recommendsaiinn,
aatieg in February 2018 that it is difficult o
idantify cormparabls organizations with a size
of shope siritac to that of tha IRS to dentify
parformance gaps, and that such efforls
wauld nat yield impraved results over the
banchmarking process currenty usod by IRS,
We disagree that IRS's telephons opsrations
cannot te comparad to othars, We believe
tris recommendation remaing valis and
shoutd be implementad.

{21 IRS agresd with this recommerdation
and, In Felruary 2018, repotiesd it has alroady
ingluded specific countermeasures or aptions
in risk managamant plang for thosa risks
ranked highost in likslhood and impant. IRS
also ted it considars such afforis fo be
angsing as i develops naw fisk managamant
olans ovar ima

{3] IRS agreead with this recommendation
ard, it February 2015, repoded itis
developing outeoms measuros and pians lor
aralysis fo igentify and report on the effoct of
service changes dusng the 2015 filing
seasan, RS also reporied § antisipates
complating {his analysis by the end of fiszal
year 2015,

Beller focusing IRS's
measures, goals, and
entives could Increasn
¢ fication of selent
roncemeliant smail
businesses and d
the burden aa compliant
taxpayers alowing them to
better use their ssarce
FESOUITRS,

Tracklag and documenting
dats can heiz IRS maka
better deslsions concaming
the comespondence audit
progearm. This wik halp IRS
koow if U program is
efficiant and effective, This
can aisa heip IRS
dutermin whothsr it

Te rathcs the nesd for laxpaysr call

provirkng taxpayers with mora raafi

whon IRS wiil respond, and more ¢

resourcas, g Gommi

Servico should:

{1} Colisct data to analyza whe
{

{21 RS delays are continuirg, further raviss the notices
to provide ninre realslic response times basad on the

data and take other apprapdats scfiors to ensure
afficigrt usa 07 IRS tax axamiver resourcas,

To clarify the dasirad results of the correspondance sudis
program and s Enkages to IRSwide activities, the
i i Service stould.

Commissioner of ©12 internal R
{3} Establsh fornal program abjectives,

{2} Ensure that the pemgam measu-es reflect thase

objoctives.
{5) Cleudly Hiok those moazue

Page 67

s, ansuwre that IRZ iy
¢ time framas on
sy use IRS
e of the Inteemal Reveriue

ther RS is tesponding
the time frames cited in the revised audit notic

with sirategic IRE-w

Agoording to IRS officials:

{13 Coraspondence audit progeam officials
analyzed fiscal years 2012.2015 data o
provide a monthly breakdown of the valumes
of taxpayer carespondence warkad In Jess or
mors than 75 days. Supporting
dosumentation fram IRSis pending.

(2} Analysis of fiscal years 2012-2018 data on
volumos of taxpayer correspondancs workad
in lass ar mara than 75 days led
saraspondenca audit pragram to conciude
they needed to provids taxpayers bet
infarmation on axpacted respanse melinass
by rotice and telephono. Dfficials sai
implerertad revisad awtomated phor
massagas in January 2015 Also, program
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Appandix IV, Satested Open GAD
Racammendations to IRS That May Affect
Small Business Taxpayer Burden

Benefit to Smatt

Businesses Open recommandations Status
docisions have 8 guals o ensudng Complance iN 8 cost-eletive way their respactive ivenlory fevels at the time
disproporionats or while mirimizing taxpayer burdan. rofices are sent Tha notices are axpacted to
negative imaact oa small be avaiiable and implamentad in January

+ & ot oSSAN BIEGran:
businesses. Tor beller inform desisions boing made about the go"v attor ng:ugsmr; y{sg(?ﬁu?;?i&

correspardence autt program, the Commissioner of the  SPROTING documaniation from IRS is

Ensuring an efsclive internat Ravenue Seevice showd pending.

invastraant of resources will {8} Document how tha decisions ars 1o be made abow .

help IRS iderdfy expecled  the comrespondence audit pragrar using pertormance (3 through (5} IRS will review current
banefits and track whether  infarmation. dacumeniation and ensure there is a claar
the bensfls were achisuad. {7} Track ang usa other program data that hava rot besn fink establishing the correspondence aud
These efforis willhelp to g (ueprawdfz more semplete performanc maion, Z1o9ran abjactivas snd measures with e
batanee the aliocation of Sooh 55 taxodvar burden i experERe ¢+ ovarall IR goals and shiectives. Officials
resourcas belwean h 4 IS ARG eapEnzRoe. also said the; wilt update official guidance as

proviging laxpayers’  warranled. Acp‘ ons on these three

teleprone assistance and  To beter ensure an effentive invesiment of rosources i resommendations are due by March 2018,
reviewing thais the Corespondence Asszaamant Program {CEAR) Supponing decumentation on tmatramas for
corrsspordence. This coutd  2ffors, the Commissioner of the Intarmal Revanus specific actions refalad lo thess

be paricularly important for | Semvice should: recommendafions is pending,

small businasses sinse his {8) Clearly document the intented benefs of ongoing
texpayer group may need  efforts to address identifing prottems, ard the process {6} IRS will thoreughly documant the original

or use mara of IRS's for measuring and tracking actual bensdits, ohar u-welop-wam procass. Action an this
(REQUFTRS (9) Devalog a plan ard tmeline for implamenting te rasommendation is due by March 2018
CEAP goniractor's recommsrdations on possibla ways  Supporting dezumantation on fmeframes for
o impreve tha (a) selection of correspondence audit specific actions related to these
warkioad ard (5} allocation of resources betwean recormmendations fs panding.
providing teleghone assistance and reviewing taxpayer
carraspendance. {7} IRS will evaluale the methodolagy used In
sovaral existing studies to determing the most

Raport: 128 Comespondance Audis: Batter productive use of colisctability data. Officials
tanagement Coufd imarove Tax Com als0 said IRS wil avaluate the feasibility of
Feduce Taxpayer Burdan, GAD- 14~ ing and using additiona’ data. Action on
0.8 June &, 2014). mmendation is due by March 2016,
soring decomsmation on meframes for
fic actions related 1o these
racammendations i pending.

{8} IRS will documant the expacted bere
of ongoing changes. Action on this
recammendation is dua by Juna 2016
Supparing documentation on tmaframes for
speific actions sslated to these
rasgrmmendations is pending.

{91 IRS wif continue to pursue elfors with
rasaarch functions to furdher improve
workload selection and maxinize resource

s recommandation is dus
. upp:rlm, dacumentation on
razraes for sped

(Washingian,

This zould streamiing the {oaa’ of Interna! Ravenue should davalop g IRS agreed that adopting sta
process for entaring zad ascount entries an alim na‘ﬁ account entries, as we recommardad in
instaliment agresmants. | unnecassary redendaney when gn v Davarrber 2013, bas benefits. Howaver,

Pags G GAG-15-513 Small Businesses
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Appendix (V! Selected Open GAD

Recommandations to (RS That May Affsat

Bmalt Business Taxpayaer Hurden

‘Banefit to Small
Businosses

Qpen recommendations

Status

Trose efficiercigs could
raduce compl ance burdans
ol taxpayers, includng
smal businass xpayers
oy decreasng the sma it
takes IRS o handly
instalimant agreermet
cases.

This could provide sasisr
access fo information and
could reduca paysr
burden. including for small
busmesses, by enabiing
exarminers to fing critica!
data aned ¢
ek d
praminaticn

“Yaincreasy the

agroemest dala ivlo 3osounis.

Raport: 3613 Tax Filng &

D.C: Dex. 18, 2073).

S Nesds fa Bo Alors c ing
RE Neag's ta Lo ““‘d whelher adopling our recommendation wil

since the agensy changed s installment
agraemant program, it has dacidad
svaluale tnose changes before eupigring

eld increased officienciss and ipwer costs
withoul advarssly impas tax
admisistration, IRS officials stated thay wil
provide a status update in Oclobar 2605

individual tax s tha Commb
Revanug Sarvica shoukl

{13 Teamgtsibe catn fram papes-filsd Foan 1040
Schedules C and B that ares nat surrently e
make fose data avallal
Empioyed division (3
RS has svidense that

4 do ong or both of the &
ranscriba

owing actions: {a)

initlative for ransaribing Schaduls Cand £

{23 Make ali dsta fromy @laciranica’)
Forre 1040s avaiiahle o sxarminars sonducting
ciassification.

Report: Tax Admisistraton: IRS Could improve
Examinalios

{Washington, D

ssioner of the Interal

& costs rafated {o Iranscribing all
such data on Schadules © angi £ are pmhibitive, IRS

us data by iranscrbirg oniy the missing tata

for selectod ling jtams, such as celain, large eupense
fine tems: o {B) devslop @ budget proposal to furd an

y SLBAL

by Adapling Certain Resesrch Frogram
-1 May 24,

A3 of Manzh 2015, IRS agreed to study:

{1} wrethes 1o incraase data transorigtion of
agditional tax retum information as GAD
recommendad in May 2013 The agency also
agrewd o shly whether o use more data
fram plectronisaly-fled retuens. IRS's study is
srhedulas o be complated by Novarher
2015, and is expected o weigh the banefits to
the agency and the impacts on taxpayers who
file ratums eletronicaify,

~ic data to
weighing
a against

(2} axpanding the usa of gie
enhane: U clasgd 11wk
the benefits of ncressad informa
the risks of potential impacts to of
fifing

fnproving telashane and
correspandence senvices,
dacraasing wail ime, and
¥ G Axpaye”
comacts lowens compliance
burdens for faxpayers,
inciuding small busin
that may need and use
hesa sarvices mote olten.

The Commissioner of Interral Revanue should:

{1) Oulling a siratagy that dafines agpeopriate suels of
SE it tirne,

d on an

s, and

telephona and carmasao 2 3erdoe and
specific steps ta manage see i
sagmant of time frames, demand, cagab
FAGOF

(2) Talloy agprogriste and tmely nterventions with
taxpaysrs who file balgnce dus retums by pliot testing

risk-based approaches that could inchude {a)

imptementing tha Advanced Coasoldated Data Ar

plan, and (bl using
b mios: agpropriata

data-driven methods ta

Report: 2012 Tax Filing IRS Facas Chalengss
Froviging Serdice ¢ Ts &
Halances Dus Mora Efsotive
{Washinglon, 0.0 Dee 18,

tod for contacting @ taxpayer,

{15 IRS has taken waps to modify services
prowided o taxpayars, but has not yat
davaieped a siratagy outlining IRS's custormer
service goals

{211RS agread wity our Decomber 2072
recommandation 10 pikd more risk-hasag
approaches for contactng taxpayers who
have g galanca dua. However, IRS has
raparted that because thal project was rot
funded, it used an altamative model o
conduct analysis. IRS implementad is
updated modalin fate Apit 2014, i1 Cetober
2014, IRS reporiad that botter {(mors
prodyctive] cases will be assignad to select
work straams. Further in Jaauary 2075, IRS
afficia’s saig ey will ke placieg revised
rencets into productio fiscal year 2015

Pagyz &2
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Appendix IV Selected Open GAQ
Recommendations 1o INS That May Affect
Sinall Business Yaxpayer Burden

Banefit to Small
Businesses

Open recommendations

Status

This could help IRS battar
use is resouress for
wxaminations that are
naaded and justified, This
waild minimizy the
chances of & cormpliant
small businass being
subjzcted 1 an
UrNECRSEATY OXANTS,

To help ensure that IRS uses its examination resources
efficiontiy, the Commissiarer of the Infsrmal Reverue
Bervice should:

{1} Document and analyze the results of examinations
involving the Small Emgloyer Healih fnsurance Tax
Credit W identily how ruch of those resul’s ars related to
the eredil versus other tax isauses baing examinad, what
errers are dawry mads in claiming the ¢redit, and when
the examinations of the crodit are worth the resowrce
investment.

{2} Related {0 tha above analysis of examination results
on the credi, idencfy the types of grors with the grecit
that could b2 addressad with alternative aporoaches,
such as soft notives.

Repart: Srmali Employer Mealth Tax Crodit Fastors
Contabuting o Low Use and Complexity, GAO-12-54%
(Naghingien, D.C.: May 14, 2012)

{1} As of October 2014, SB/SE aralyred a
siatistical sample of 2010 examinstion results
for the Small Employer Health insurance Tax
Credit, As a result of the ressarch, 33/38
concludad that the findings do nat justify
safecting 2 spedific number of returns far
axamingtion with the Cradit as the primary
tasue. Instead, they will idantify lsauas as part
of the normal classification pracess, and
prapara guidelines for dlassifiers o refarsnce
when selecting retusns for examination.

{21 As of Qotoner 2014, {RS told us that Math
Errar Autharity, fully implamanted in danuary
20314, addresses many of the comman errors
claiming tha Credit, Therefore, there iz notan
immediate nead for alternative approachas,
such as soft notices. Howsver, 1IR3 will sl
consider aliematives.

Doveloping metrics, gosls,
and steategies to plan amd
gauge progress in
enRancing laxpayar
assistance ¢an heip IRS
determing whate it coult
imprawe szreca dalivery.
This could lead to overall

taxpayar burden reduction,

fcluding for smal
businesses

The Cornmissioner of the Intemal Raverue Service
shoultd:

{1} Daveiop & new refund tmeliness maasure and goal to
mare appropristely refect current copahiitins,

{2} Complets an indamet atraleqy that (a) providas a
Justification for the implementation of online self-savico
toals, and ineludes an assassment of previding ontine
salt-service tonls that allow taxpayers W accass ard
update elements of thelr account oting; {B)
ackrowledges the cost and benafits to taxpayers of new
onling sarvices; (o} sate thae ime frame for when the
orline service would se creatad and avatlable for
taxpayer use; and {d}includaes a plan to updals the
stratagy perindically.

Report: 2017 Tax Fifing: Pracessing Galas, bul
Taspayer Assistance Could Be Enhanced by Mare Self-
Servive Tools, GAD-12-176 (Washington, B.C.; Dou. 15,
2041).

(1} As of Qctober 2014, IRS has yel to
develop a new refund Emeliness measure.
Howereer, 138 has taken steps lo idertify the
numbar of days ¢ lakes to iasua a refund in
addition ta the parcaniags of refunds recelived
in daily incremants from 8§ to 80 days.

{2} IRS has made prograss in impraving iis
Infernet onling services strategy. In
Saptembar 2012, IRS provided us with an
updatad version of thal strategy. However,
RS siill neads to izke 8 number of steps to
mose fully develap its long-term onfing
strategy. As of February 2015, IRS officials
raportad that does not nave a separats
enling services strategy.

Sharing expecled release
tatss for Information
Reparting asd Document
Managamant {ROM)
regulations and formal
guidance will ireprove
implamientation of cost
basis and transaction
sattigrment raporting

W's eomponents

g aspess of other

To improve implamentaton of cost basis and tansaction
settlemant reporting, the Cammissionar of the Intemal
Rewvenue Sarvice shauld:
Wt Treasury to share wilh the public &3 plans and
wapactad release dates for IRDM reguladons and format
guidancs. IRS could consider including information
i 1t what is posed on the Depariment of
Tranaporiation’s or the Firancial induslyy Regulatory
Authonity Web sites. IRS should alse trcluds

tinforms d

As of Juna 2014, the IRS weh page on
information raporting does not provids
information on upeoming iaformation
guidanze, upcoming outraach, or 3
description of the privats tettsr ruling prosess.
RS officials said information on Isber nitings
is found slsewhers on waawirs.gov,
Regadding cosrdination with the Deparlment
of the Traasury on sharing poteatial raleas
dates for regalations and formal guidan
RS did not provido any evidence of &
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Appandix 1V: Salpctod Opos GAD
Recommendations 10 IRS That May Affect
Sivali Business Taxpayer Burden

Banafit to Small
Businasses

Open recommendations

Status

systams and pilots that
administer prograres
fosusad on small
buzinasses.

questions upsaming ewreach, and dossription of the
letter ruling pocess

Report: /nformation Ropoting IRS Could improve Cast
Basis and Transaction Sefffernent Reporling
Implarnentation, SAG-11.857 (Washington, 0.C May
19, 2011).

coordination, However, IR ofilals said &
sharg with external stakeholders the general
timatarmas for uptoming guidance.

impraving lelephane and
sorrasgondanta serdoes
lowers comehiance burdans
for taxpayers, Includiog
smal businesses that may
nazed and usy these
services mare often,

To gain efficiencies and improve taxpayer sevise, the
Commissioner of iIntemal Revenue should direat the
appropriate oficialz to)

{13 Datesrine a customor sarvice alephone stendard,
and the “asourcas required o achiovs IMs standarsd
based on inpwt from Cangress and ofher staketiolders.

{2} Aasess Dusingss units’ needs for soldisg Contact
Analytics calls beyond 45 days and stora calls for this
period or document thal the costs of doing so exceed the
benelits,

(3) Establish & perfarnance maaswre for faxpayer
corresponconcs hat includes providing imely serdee to
taxpayars,

Report: 2078 Tax Filing Season: IRS's Performanne
Improvad in Soma Koy Areas. bt Efficisasy Galns Are
Posgibie in Others, GAG-11-111 {Washingtan, DO
Das. 16, 20105

{11 As of fugust 2074, IRS's positien
remainad hat its measure of telaphare
serviea dogs not nead 1o be revised and the
current process far establishing IRS
talophone plans is sufficient, However, we
rontinue to believe that a telephone standard
wauld serva as 4 means of communisating to
Congrass and ofhers what IRS balleves
would constitute good ssrvice.

{2} IRS disagread with this recommandation,
As of August 2014, 1IR3 officlals continus to
riaintain that ingreasing the recorded call
storags bayond 45 days woulkd not be 2 low
cost efort, However, we confinua to betiave
that storing calls for extended pariods would
allow IRS o hettar Wantify trends and
taxpayer concems, thus offseting the costs,

{31 IRS agraed with this recommendation and
started using more detallad performance
measures that includas an
ovaragedtimetiness maasure for s
carragpondence beginning in flscal year
2011, Howaver, in Aptl 2514, we meparied
that pveraged coraspoondence inoreased
from 25 ta 47 percent; thus, we condinue to
betiove that elavating this measure to IRS's
suite of batancgd measures wouid halp
provide marg iy and uismately bottey
service,

Page 64
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Appendix IV: Selected Qpan GAQ
Recommendations to IRS That May Affest
Smalt Business Taxpayst Burden

Benafit to Small
Businesses

Opan racommendations

Status

{13 Hwil altow IR to
develop a costsffective
strategy to idenlify gayers
that nevar submit 1008
MiBCs, This could alsviate
the burden on comphan
taxpayers, ncluding smak
businesses.

{2] By knowing mors about
these charactorstics IRS
can develop morg effeclive
stratagies to incroase 1088-
MISC submissions. This
could alse aleviale the
burden on compliant
faxpayers, includiog srmall
busingsses.

Ta gaugs the extant of 1093-MISC payer noncompiiance
and its conlribution to the tax gae, we recornmend that
the Cammissionar of the Intamal Revenue Sarvite, as
wart of futura researh studs
{1} Davelop an estimate of 1099 MIST payer
noncompliancs,

£

{2} Destesrning the nralure and chargcleristes of thage
payars that do nel comply with 1083-MISC reporting
requirgments 0 that this information can be factored into
an iR8-wide strategy for frersasing 1039-MISC payer
Hanca.

i Do Mars to Promota
with Miscallaneous Income
WO-09-238 (N ashinglon,

Ropart: Tax Gap. IRS Coi
Compliancs by Third Part
Raporting Raguiraments, G
D.C.: Jan. 28, 20093,

{1} According {o IR, deveioging such an
oslimate requires a multispronged aparoach
and a large amouat of coordinated effert, Az
of September 2014, IRS ssimates rosulls will
be wexdable in Dacapiber 2015,

{2] IRS researchars are collscting data on
1099-MISC raparting as part of its Mational
Rassarch Program stuty on empioymant
taxes, a program hatinvolves examinations
of & sample of tax retums expesied to
culminate i 18, Az of Saglembes 2014,
RS estimales results will be avalabie in
Decamber 2018,

Tauror GAD analyas o adif sy, | Gad 101
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Testimony of
Donald T. Williamson
Kogod Eminent Professor of Taxation
Howard S. Dvorkin Faculty Fellow
Executive Director, Kogod Tax Policy Center
Kogod School of Business
American University

Washington, D.C.

Committee on Small Business

United States House of Representatives

Hearing on
“How Tax Compliance Obligations

Hinder Small Business Growth”

July 22, 2015

Chairman Graves, Ranking Member Velazquez and Members of
the Committee, thank you for the opportunity to testify on the need
to alleviate the federal tax compliance costs on small business.

My name is Don Williamson and I am a professor of taxation at
American University’s Kogod School of Business where for the past
thirty years I have been the Director of the School’s Masters in
Taxation degree program. The MST program at American Univer-
sity offers graduate courses in federal taxation to CPAs, experi-
enced accountants, attorneys and others who wish to expand their
knowledge of our nation’s tax law. Our course offerings not only in-
clude traditional classes in subject areas such as the taxation of
corporations and partnerships, international taxation and tax pol-
icy but also more specialized areas of the tax law such IRS practice
and procedure that address the compliance issues of this hearing.

In addition, for the past 25 years I have had my own tax prepa-
ration and tax planning practice, LaMonaca & Williamson, CPAs,
in Falls Church, Virginia. In my professional practice I prepare
many tax returns for small businesses and represent taxpayers
daily before the IRS examination and collection divisions.
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I. Emerging Entrepreneurs and the Kogod Tax Policy
Center

As part of my responsibilities at American University, I am also
the Executive Director of the Kogod Tax Policy Center which con-
ducts nonpartisan research on tax issues affecting small business
and entrepreneurs. The Center develops and analyzes proposed so-
lutions to tax-related problems faced by small business and pro-
motes public dialogue concerning tax issues critical to small busi-
nesses.

Currently, the Center is focused on developing research on the
tax and compliance issues impacting “Emerging Entrepreneurs,”
who are America’s latest iteration of small business owners.
Emerging Entrepreneurs are the workers who are powering the
evolving on-demand digital economy. These Emerging Entre-
preneurs are renting rooms, providing ride-sharing services, run-
ning errands, and selling goods for consumers in business trans-
actions coordinated online and through app-based platforms devel-
oped by companies such as Airbnb, Flipkey, Onefinestay, Uber,
Lyft, Taskrabbit and Instacart. Emerging Entrepreneurs need max-
imum flexibility to grow their businesses and enhance their con-
tributions to this dynamic new sector of the American economy.
But, as reported by the Wall Street Journal earlier this year, some
Emerging Entrepreneurs are facing penalty and audit exposure, de-
spite the fact that in some cases income earned from short-term
residential rentals coordinated through a platform provider (e.g.,
Airbnb, HomeAway, Onefinestay and Flipkey) is, in fact, tax free.

Our preliminary research has identified these and other related
issues as unnecessary burdens notwithstanding that most Emerg-
ing Entrepreneurs “want to be honest and pay what they owe, but
the tools and resources don’t exist.” Derek Davis, in discussion with
the author, April 9, 2015. The predominantly electronic nature of
transactions conducted by this new sector of our economy offers op-
portunities to reduce the burden on and increase the compliance of
Emerging Entrepreneurs. In the coming months, we will publish
tax research and corresponding policy recommendations for the
Committee to review.

II. Complexity of the Law

Over the course of my tenure as an academic and tax practi-
tioner I have seen with dismay the Internal Revenue Code grow in
complexity, becoming intrusive and pervasive in its reach and in-
comprehensible to all but those who devote their careers to its
study. This complexity arises, in part, from the almost annual
amendments to the Internal Revenue Code that has a profound,
even paralyzing affect on small businesses resulting in their ineffi-
cient operation and impeding their ability to grow and create jobs.

In fact, since 2001, there have been approximately 5,000 amend-
ments to sections of the Internal Revenue Code, about one per day
on average. Consequently, not only small business persons but
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their tax advisers are overwhelmed by the complexity resulting in
steady increases in fees these advisers charge to their small busi-
ness clients.

The National Taxpayer Advocate estimates that each year small
businesses spend approximately 2.5 billion hours preparing tax re-
turns or otherwise meeting tax filing requirements, the equivalent
of 1.25 million full-time jobs. In meeting these requirements 70%
of small businesses use paid tax return preparers at a cost of more
than $16 billion for the services of attorneys, accountants and other
professionals. While generating a lucrative “cottage industry” for
tax professionals, our nation suffers from this burden that diverts
time and resources to activities that neither encourages business
growth nor creates jobs.

Because most small business owners do not understand the law
they increasingly turn their tax filing obligations to outside advis-
ers for planning and return preparation of both their income taxes
as well as their employment tax obligations. A survey conducted by
the National Federation of Independent business found that profes-
sional tax return preparers prepared, at least in part, 91% of all
tax returns filed by its members. When small business owners be-
lieve they are unable to file their own tax returns or understand
the tax law, resentment towards the “system” arises creating a cyn-
icism and disrespect toward our tax law that will foster non-compli-
ance and ultimately fraud.

Compounding this complexity and further increasing the cost of
compliance and inefficiency upon small business is the annual cri-
sis of the so called “tax extenders.” Over thirty business provisions
of the Internal Revenue Code periodically expire, being reenacted,
often retroactively, for an additional year or two. Rules relating to
the treatment of qualified small business stock, bonus depreciation,
S corporation built-in gains tax, and most importantly, § 179 ex-
pensing are vital to the small business community and Congress
should make these provisions permanent. In the case of bonus de-
preciation and § 179 expensing, small businesses today must make
decisions regarding the purchase of equipment without certainty of
what the deduction will be for such acquisitions. Aside from the ad-
ditional compliance costs associated with such uncertainty, tax
planning is impossible thereby undermining growth in the small
business economy that provides most of the new jobs in our coun-
try.

II1. Legislative Recommendations

To reduce the compliance costs of small businesses in the filing
of their tax returns the Kogod Tax Policy Center advocates two leg-
islative proposals, i.e. a simplified cash method of accounting and
a unified rate schedule for all businesses regardless of their legal
form.

A. Simplified Cash Method of Accounting
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Liberalizing the law to permit more small businesses to adopt
the cash method of accounting, rather than the more burdensome
accrual method, will reduce record keeping and tax compliance
costs with a minimal loss of accuracy or tax revenue to the govern-
ment. Even where the law currently permits a small business to
use the simpler cash method of accounting, the requirement to
maintain inventory records creates compliance burdens that may
only influence by a few months the timing of a small business’s
taxable income.

Therefore, we urge Congress to not only expand the number of
businesses eligible to use the cash method of accounting as dis-
cussed in the Senate Finance Committee Working Group Report on
Business Income Tax but to enact a “simplified” cash method of ac-
counting for small businesses that will further reduce unnecessary
record keeping and compliance burdens. We believe such simplifica-
tion will neither adversely affect the accuracy of tax returns nor
impact the ability of the IRS to collect tax.

1. Cash Method vs. Accrual Methods of Accounting

Before describing our proposal for a simplified cash method, I
would like to explain, for the benefit of the members of the Com-
mittee who may not be familiar with tax accounting rules, the two
major tax accounting methods used by businesses, i.e. the cash
method and the accrual method. I believe this explanation will
highlight why for small businesses the accrual method is more bur-
densome than the cash method; and demonstrates that while the
accrual method may in some cases more accurately measure eco-
nomic net income, why the complexity and cost of any additional
precision is unnecessary and ultimately provides no greater tax
revenue for the IRS.

Once a business adopts a tax year, and for most small businesses
this will be the calendar year, it must adopt an accounting method
which will determine the time at which the business recognizes an
item of income or may deduct an expense. It is important to note
that a business’s accounting method only affects the timing of when
a business reports income or deductions on a tax return. The ac-
counting method a business uses does not determine whether an
item of income is taxable or an expense deductible and does not af-
fect the total income and deductions a business will recognize over
its lifetime.

Publicly traded corporations and many large businesses generate
financial statements for the SEC or commercial banks based on
generally accepted accounting principles (GAAP). Small businesses
usually do not keep their books and records in accordance with
GAAP, almost always relying upon their tax returns to provide
lenders and owners with sufficient information to determine the
success and credit worthiness of the business.

Under the Internal Revenue Code a small business is only re-
quired to choose an accounting method that “clearly reflects in-
come” and apply that method consistently from year to year. Con-
sistent with this requirement, most small businesses adopt the
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cash method of accounting unless the law requires them to use the
accrual method.

a. Cash Method

A business adopting the cash method of accounting recognizes in-
come when it receives actual payment for the goods or services
sold, regardless of when the business sells the good or performs the
service. Similarly, a cash method business is entitled to a deduction
on its tax return only when payment for an ordinary and necessary
business expense is actually made. However, even cash method
businesses may not deduct certain types of payments when made.
For example where a business incurs a cash expenditure that cre-
ates an asset with a useful life of more than one year, the business
must “capitalize’ the cost and depreciate (deduct) that cost over a
prescribed “recovery period” in which the tax law presumes the
asset will be consumed in the business. There are other types of
cash payments subject to similar treatment. Thus, even the cash
method adopts certain principles of the accrual method described
below resulting in a mismatch of the time an expenditure is made
and the time at which it can be deducted.

(1) Judicial Doctrines of Income

In addition to requirements to capitalize certain expenditures
there are several other technical requirements for a business com-
puting taxable income under the cash method that are unneces-
sarily complex. Under the judicial doctrine of “constructive” receipt,
a cash basis taxpayer must recognize income even when cash has
not come into the physical possession of the business but is merely
available to the business at its discretion. Similarly, the mere re-
ceipt of a promise results in recognizable income under the cash
method if the promise is convertible to cash before it matures, in
which case the fair market value (that is, the “cash equivalent”) of
the obligation is recognized at the time of receipt of the promise.
Finally, under the “economic benefit” doctrine, a cash method busi-
ness must immediately recognize income on the receipt of property
whenever the business’s right to the property is absolute, even if
not immediately assignable and even though it cannot be imme-
diately converted to cash.

Such judicial theories that require a business using the cash
method to pay tax on income deemed received prior to the receipt
of cash unnecessarily imposes a severe cash flow problem on small
businesses—a problem that creates only a marginal timing benefit
to the IRS, since small businesses would most certainly receive the
cash shortly after constructive receipt, economic benefit, or a cash
equivalent arises. While these concepts offer comfort to theorists,
small businesses must pay next month’s bills, and the acceleration
of any taxable income before the receipt of cash under these theo-
ries requires small businesses to use their operating cash to pay
tax on amounts they have not yet received instead of using that
cash to run their businesses.

(2) Accounting for Expenses
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An even more challenging problem encountered by small busi-
nesses using the cash method of accounting is the compliance costs
and complexity associated with computing deductible expenses.
Generally, the cash method permits a deduction for ordinary and
necessary business expenses when actual payment is made. Thus,
a promise to pay is not deductible until payment is actually made.

In addition to the natural confusion surrounding when and if a
payment has been made, small businesses confront even greater
difficulties when computing allowable deductions under the cash
method because of four exceptions to the general rule that a deduc-
tion is permitted when payment is made, i.e. prepayments, depre-
ciation, inventory and capitalization of some expenses. Prepay-
ments for property or services are not deductible if the goods or
services are provided more than one year after the prepayment.
Costs exceeding $5,000 associated with creating a new business are
not deducted when paid but amortized over 15 years. For inven-
tory, the costs of its acquisition or production are deducted only
when the inventory is sold. Similarly, property with a useful life of
more than one year is generally subject to depreciation, requiring
its deduction be spread over recovery periods ranging from three to
39 years.

These examples demonstrate that the current cash method of ac-
counting is too often not based upon cash receipts and disburse-
ments, but rather on principles that attempt to match costs with
income similar to the accrual method. For small businesses that
have no government regulators to whom financial statements must
be submitted and have no banks or other creditors in need of profit
and loss determinations that conform to the rules of GAAP, tax
rules based on the accrual method serve no practical purpose when
economic success and taxable income can simply be measured on
cash receipts and expenditures—that is, cash flow. In short, while
the current cash method is substantially simpler than the accrual
method, certain refinements to the current rules could make the
cash method even simpler and more easily enable small businesses
to comply with tax record keeping and reporting requirements
without the loss of accuracy on their tax returns.

b. Accrual Method

The other major accounting method, the accrual method, at-
tempts to determine the time at which “all events” occur that give
rise to the right to income and the amount of that income can be
determined with reasonable accuracy. Similarly, an expense may
be deducted when the obligation to pay an expense is fixed, the
amount of that obligation can be determined with reasonable accu-
racy and economic performance has occurred. Thus, businesses
must report income on their tax returns when earned and may de-
duct expenses when incurred without regard to the receipt or pay-
ment of cash.

The accrual method and its “all events” test creates substantial
complexity in an effort to better identify the financial success or
failure of a business. This complexity calls for small businesses,
whose every day well being centers upon its cash position, to deter-
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mine its financial well-being in a manner that adds no value to its
success. From the perspective of the IRS, while the timing of in-
come and expense reported under the accrual method may provide
some acceleration of tax upon income that must be recognized be-
fore any cash is received, such acceleration is clearly unfair if the
cash is never received, and may only accelerate tax collection by no
more than one year if the cash is subsequently receive shortly after
the accrual.

The complexity of the accrual method is illustrated by prepay-
ments. In the case of prepaid rent or interest received, income
must be reported immediately upon receipt even if “all events” en-
titling the business to the income have not occurred. Similarly,
where goods or services have not been delivered but cash payment
has been received, the general rule under the accrual method that
delays reporting the cash receipts on the business’s tax return until
“all events” have occurred, i.e. the goods are delivered or services
performed, is disregarded. Thus, in the case of prepayments a busi-
ness otherwise on the accrual method finds itself using the cash
method for prepayments. Not an easy concept for a small business
owner to understand.

Another complexity of the accrual method is the necessity to ac-
count for bad debts when a business reports as income an account
receivable for which it never receives actual payment. Each year
businesses on the accrual method must determine which previously
reported receivables are uncollectible and claim them as tax deduc-
tions. This can be a time consuming, confusing and expensive proc-
ess. Businesses using the cash method do not deduct bad debts be-
cause they do not include receivables in taxable income.

Finally, even when a business on the accrual method meets the
“all events” test with respect to an expense, a deduction may be
claimed only when “economic performance” occurs. Therefore, in
the case of receiving goods and/or services from another party, the
business may deduct the obligation to pay the other party only as
the goods or services are received regardless of when the business
pays for the goods or services, subject to an exception permitting
deduction in the year of prepayment if the other party provides the
goods or services within three and one-half months of the next tax-
able gfear. Again, not an easy concept for small businesses to under-
stand.

The above illustrations of the complexity required by the accrual
method of accounting demonstrate that in the case of small busi-
nesses the purported technical accuracy resulting from these rules
offers no practical benefit to the business in measuring its eco-
nomic performance, and over the life cycle of the business, offers
no additional tax revenue to the government.

2. Tax Accounting for Inventories

Regardless of whether a business is on the cash or accrual meth-
od of accounting, if inventory is a material income producing factor,
the business must account for gross profit, i.e. sales minus cost of
goods sold, using the accrual method, even if they have adopted the
cash method as their overall accounting method. Thus, a business
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cannot deduct the cost of the inventory (finished goods) to the ex-
tent it has not sold the product by the end of the business’s taxable
year. Businesses selling inventory must maintain records docu-
menting their cost of unsold, finished goods, partially finished
goods and “raw” materials on hand that will be used in the future
to manufacture or product inventory. In addition, inventory cost ac-
counting principles call for the deduction of indirect costs (over-
head) associated with manufacturing or producing the inventory
only when the inventory is sold.

In determining its cost of inventory, a business must adopt an
inventory costing method, i.e. the first-in, first-out (FIFO) method,
the last-in, last-out (LIFO) method or the specific identification
method. The FIFO and LIFO methods relieve businesses of the
need to keep track of the cost of each item they sell, but where the
items are unique or relatively high-cost, low volume products (e.g.,
jewtcallry, antiques, cars, etc.) the specific identification method is
used.

As an exception to the requirement to maintain inventory ac-
counts, the IRS (not the Internal Revenue Code) permits a cash
method business to use the cash method to account for their gross
profit from the sale of inventory if the business’s average annual
gross receipts for the three year period prior to the current year do
not exceed $10,000,000 and the business’s primary activity is to
provide services to customers but also offers a product for sale inci-
dental to the performance of services. Thus, a veterinarian using
the cash method of accounting need not use the accrual method to
account for the sale of medicines or other goods associated with the
business of caring for animals because such sales are incidental to
the veterinarian’s professional practice. But when the average
gross receipts of the business exceeds $10,000,000, businesses must
not only account for inventory using the accrual method, but also
must apply certain “uniform cost capitalization” (UNICAP) rules
that require an allocation to inventory of an array of indirect costs
beyond those ordinarily associated with producing goods. Thus,
under the UNICAP rules, a business must add to the cost of inven-
tory a portion of compensation paid to employees who may not be
involved in producing the inventory but may merely indirectly sup-
port the production process.

A final illustration of the complexity of the accrual method deals
with the perceived abuse of an accrual method business accruing
(deducting) an amount owed to a related party using the cash
method. In this case the business using the accrual method nay not
deduct the amount owed to the related party until the amount is
actually paid and recognized as taxable income by the cash method
party. This issue frequently arises where a business employs the
owner or a relative of an owner. Related parties, for this purpose,
include family members and certain businesses owned by the same
individual(s).

3. Comparison of Cash and Accrual Methods

As the above descriptions demonstrate, the primary advantages
of the cash method over the accrual method are its clarity and
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flexibility in measuring income and expenses and its less cum-
bersome bookkeeping and record keeping requirements. While the
accrual method is generally considered a more accurate reflection
of a business’s financial condition, the price of this accuracy is
mind numbing complexity and inevitably increased compliance and
record keeping costs.

However, the Internal Revenue Code limits the adoption of the
cash method to the following businesses: (1) sole proprietorships;
(2) S corporations; (3) certain corporations engaged predominantly
in the performance of services by their owners, (4) corporations
with average gross receipts over the preceding three years of
$5,000,000; (5) partnerships with no corporate shareholder whose
gross receipts exceed $5,000,000; and (6) farms.

Suggestions for simplifying and liberalizing the use of the cash
method were made by the Treasury Department in 2007, the
Bowles-Simpson Commission in 2010 and most recently the options
proposed by former Senator Baucus and Representative Camp de-
scribed in the Senate Finance Committee’s Bipartisan Tax Working
Group Report on Business Income Tax. These proposals simplify
the reporting of income and expenses on tax returns filed by small
businesses that will then reallocate resources otherwise spent on
compliance to more productive purposes, ultimately stimulating job
growth. In addition, the IRS Taxpayer Advocate has consistently
recommended simplifying accounting methods for small business as
a way to ease compliance burdens and reduce tax administration.

4. Simplified Cash Method of Accounting (“SCM”)—The
“Checkbook” Method

Based on this brief description of the accounting methods avail-
able to small businesses and the observations of Treasury, IRS and
Congressional tax reform studies, small businesses clearly need
and deserve legislative relief in measuring and reporting their tax-
able income and deductible expenses. Therefore, the Internal Rev-
enue Code should be amended to not only permit the adoption of
the cash method by more small businesses, but also the adoption
of a “simplified cash method of accounting” (“SCM”). This proposed
simplification of the existing cash method of accounting will reduce
time-consuming, expensive administrative burdens on small busi-
nesses in keeping records and reporting their income and expenses
on their returns, thereby unleashing resources that will create
more productive, job creating activities.

Besides reducing compliance costs the SCM will enable small
businesses to better understand their tax returns, thereby reducing
the general public’s cynicism that the Internal Revenue Code is re-
plete with loopholes only accessible to businesses with resources to
employ expensive tax professionals. In short, simplifying reporting
on tax returns will increase compliance, ease the burden of tax ad-
ministration, increase tax revenue and ultimately reduce the gap
between what taxpayers should pay and what the IRS actually col-
lects.

Under the SCM the computation of taxable income is reduced to
the following formula:
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Cash Receipts

Less: Cash Expenses including:
e Inventory

e Prepayments

e Materials/Supplies

e Depreciable Property
Taxable Income

In short, the derivation of taxable income is based solely on
amounts actually received or paid during the tax year, by means
of examining the business’s checkbook for when checks were cut
and deposits made. Under SCM, income consists only of cash, prop-
erty or services received during the tax year without regard to im-
puted income under the constructive receipt, cash equivalence, or
economic benefit doctrines. While determining and valuing the re-
ceipt of in-kind goods and services would continue to be a problem-
atic, small businesses would otherwise be able to arrive at their in-
come by adding up their bank deposits for the year. Any timing ad-
vantage to businesses from not being subject to the judicial doc-
trines just mentioned would be minimal given that small busi-
nesses cannot, as a practical matter, defer recognition of cash by
more than a few months without creating severe cash flow prob-
lems for the payment of their own bills. The complexity of the judi-
cial doctrines does not warrant their application to small busi-
nesses.

SCM offers even greater simplification for the determination of
deductible expenses. Under SCM, all current expenditures, includ-
ing those for the acquisition or construction of inventory, would be
deducted when paid. Although a technical violation of GAAP’s
matching principle of accounting, GAAP is not a particularly useful
concept in measuring the ability of a small business to pay tax, or
even stay in business. More than one small business that had a
profit under GAAP has failed because of cash flow problems. Allow-
ing for the immediate deduction of the cost of inventory simplifies
small business record keeping at relatively little cost to the govern-
ment. For a small business to say in business, inventory paid for
and deducted in one year likely will be sold no later than the next
year to ensure sufficient cash flow for business operations. Also,
permitting the expensing of inventory before its sale recognizes the
fact that by the IRS’s own admission, small businesses are not fol-
lowing the rules for the computation of cost of goods sold, in that
audits reveal more than 50 percent of cost of goods sold calcula-
tions are incorrect.

Finally, permitting the immediate expensing of depreciable prop-
erty simply adopts a 100 percent bonus depreciation approach for
acquired property with a useful life in excess of one year and the
current section 179 expense allowance for purchased depreciable

roperty. Thresholds and limitations similar to the present
510,000,000 limitation for uniform capitalization rules and the cur-
rent IRS allowance for the cash method may be adopted to restrict
SCM to small businesses.

With a $10 million threshold for the general adoption of the cash
method coupled with an election to adopt the SCM, simplification
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would be available to approximately 99% of all businesses in the
United States, thereby reducing the tax compliance burden for al-
most every person owning and operating a business in America.

B. Single Business Tax Rate

Perhaps even more important from the perspective of compliance
costs, small businesses need a rate structure that is not dependent
on the legal form they adopt. Currently sole proprietorships, part-
nerships and S corporations are taxed at a maximum rate of 39.6%,
while the taxable income of a C corporation is taxed at a maximum
rate of 35%. Most of the corporate tax reform proposals focus upon
eliminating deductions and credits to broaden the tax base upon
which a lower corporate tax rate would apply. If corporate tax re-
form simply reduces rates on C corporations, unincorporated small
businesses will have an increased tax burden relative to C corpora-
tion. Additionally, such a result will increase the tax planning and
compliance costs of every start-up business in analyzing the tax
burden of operating in one legal form or another. Our tax system
should not promote inefficiency by incentivizing small businesses to
make decisions based on tax considerations, rather than for busi-
ness reasons.

Therefore, rather than reduce the tax rates only on C corpora-
tions, small businesses need a tax rate structure that applies to all
businesses regardless of their legal form. While corporate earnings
are subject to tax both at the corporate level and the shareholder
level (when distributed) and earnings of unincorporated businesses
are taxed only once, there are well documented approaches, e.g. in-
tegration, beyond the scope of this testimony to ensure tax neu-
trality in the decision of business entity choice.

A single integrated business tax rate schedule could have grad-
uated rates providing a lesser tax burden to businesses with less
taxable income. A single integrated business tax rate schedule
would not be difficult to administer because income from follow-
through businesses (sole proprietorships, partnerships and S cor-
porations) already separately appears on schedules on individual
tax returns, Schedule C for income for sole proprietorships and
Schedule E for income from partnerships and S corporations. Indi-
viduals would simply total their business taxable income and apply
the “business tax rate schedule,” a practice no different from the
special tax rate schedule that currently applies to qualified divi-
dends and capital gains on Schedules B and D.

In short, what is needed is “business tax reform” not corporate
tax reform. A single business rate schedule will create a uniform,
comprehensive system of business taxation that taxes all busi-
nesses equally without regard to their legal form thereby easing
the tax burden on small businesses and increasing simplicity and
fairness.
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IV. Conclusion

The burden of compliance costs on small business arises from the
complexity of the tax law coupled with the almost exponential
change in the Internal Revenue Code over the past few decades. As
a result, small businesses have outsourced their tax planning and
compliance responsibilities to tax professionals whose fees have
added to the compliance burden.

The Kogod Tax Policy Center recommends that increasing the
availability of the cash method of accounting to small businesses
and adopting a uniform tax rate schedule for all businesses regard-
less of their legal form will reduce the burden small businesses cur-
rently bear in complying with their filing responsibilities. These
proposals will improve tax compliance at lower administrative costs
to businesses with little or no loss of tax revenue to the govern-
ment. Such reforms are needed for the continued viability of our
voluntary tax compliance system.

ko sk

Thank you for the opportunity to testify today. I welcome any
questions from the Committee or its staff. In addition, I or any oth-
ers at the Kogod Tax Policy Center would be pleased to respond to
any other questions you may have in the future.
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INTRODUCTION

Chairman Chabot, Ranking Member Velazquez, and Members of
the House Committee on Small Business, thank you for the oppor-
tunity to testify today on “How Tax Compliance Obligations Hinder
Small Business Growth.” My name is Troy Lewis. I am the vice
president and chief enterprise risk management officer at Heritage
Bank in St. George, Utah. I am also a sole tax practitioner, adjunct
faculty member at Brigham Young University and Chair of the Tax
Executive Committee of the American Institute of Certified Public
Accountants (AICPA). I am pleased to testify today on behalf of the
AICPA.

The AICPA is the world’s largest member association rep-
resenting the accounting profession, with more than 400,000 mem-
bers in 145 countries and a history of serving the public interest
since 1877. Our members advise clients on federal, state and inter-
national tax matters, and prepare income and other tax returns for
millions of Americans. Our members provide services to individ-
uals, not-for-profit organizations, small and medium-sized business,
as well as America’s largest businesses.

The AICPA applauds the leadership taken by the Committee to
consider ways to reduce the complexity faced by small businesses
when preparing their taxes. Small businesses are the foundation of
the U.S. economy, employing over half of the private-sector work-
force and creating nearly two-thirds of this nation’s net new jobs
over the past decade and a half.1

Unfortunately, compliance with federal tax laws can act as a
road block in the growth of small business. Unlike large multi-na-
tional corporations, the time spent by small businesses in com-
plying with tax laws is much more costly because small businesses
do not have the luxury of critical mass and a large customer base
with which to efficiently spread non-value added compliance costs.
Time devoted to complying with tax laws has an impact on busi-
ness creation, job growth and economic prosperity of these small
businesses.

At the same time, we recognize that tax compliance is necessary.
However, to help small businesses grow, Congress and the Internal
Revenue Service (IRS) should seek to lessen these compliance bur-
dens on all small businesses. When evaluating whether or not a tax
compliance requirement should be mandated for a small business,
a cost/benefit analysis should first be considered. Nowhere is it
more important to ask if the end result is worth the effort than in
the area of tax compliance for small businesses.

Using this cost/benefit approach, may I suggest a few areas
where Congress can act to reduce the burden of tax compliance in
a way that allows small businesses to grow without creating undue
hindrances.

IRS TAXPAYER SERVICES

1Small Business Administration Office of Advocacy, Frequently Asked Questions, September
2012.
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It is imperative that small businesses and their tax return pre-
parers have the ability to communicate with the IRS when pre-
paring their taxes and addressing compliance issues. However,
there has been increasingly limited access to the agency and, as re-
ported by IRS Commissioner John Koskinen, “abysmal’ level of tax-
payer service this year.2

Our members have expressed their deep concerns regarding their
ability to effectively represent small businesses and other tax-
payers in an environment where the IRS service levels are so de-
graded that:

e During the 2015 tax season, the IRS answered only 37%
of the telephone calls received from taxpayers seeking to speak
with an assistor;3

e The average hold time for the Practitioner Priority Service
telephone line reached 47 minutes;* and

e According to the National Taxpayer Advocate, the IRS’s
ability to process taxpayer correspondence in a timely manner
declined by 16% since 2014, leaving a backlog of almost 79,000
cases.?

Through an informal membership survey we conducted earlier
this year, we learned that over half of our members were either
somewhat dissatisfied or very dissatisfied with the services they re-
ceived from the IRS this filing season. This is no surprise consid-
ering that only 17% of our members responded that the IRS gen-
erally answered their telephone calls within 30 minutes. Most of
our members were on hold for extended periods of time and other
members noted that they generally had to end their own calls be-
cause they did not have the time to wait on hold for an IRS agent
to answer.

As reported by one of our members, “I was on hold for over an
hour and a half. When the IRS agent finally picked up the call,
they needed to transfer to another agent. I had to wait on hold for
another hour. Finally, I received a recorded message that the office
was closed and I needed to call again the following day.”

Many of our members also experienced what the IRS refers to as
“courtesy disconnects.” According to the IRS, they terminate tele-
phone calls from small businesses and other callers, without taking
a message or getting contact information, if the caller has been on
hold for two hours. As of April 18th this year, approximately 8.8
million calls received by the IRS were subject to their “courtesy dis-
connect” policy, which represents an increase from approximately
544,000 over last year.® Nothing is more discouraging, frustrating

2 Commissioner Koskinen, Prepared Remarks of John A. Koskinen Commissioner, Internal
Revenue Service, Before the National Press Club, dated March 31, 2015.

3 National Taxpayer Advocate Report, Volume I: FY 2016 Objectives Report to Congress; Part
II: Review of the 2015 Filing Season, dated July 14, 2015.

4Joint Operations Center, Customer Account Services, Account Management Paper Inventory
Reports, Inventory Age Report, (Jan 1 - Apr 6 statistics).
51d.

6 National Taxpayer Advocate Report, Volume I: FY 2016 Objectives Report to Congress; Part
II: Review of the 2015 Filing Season, dated July 14, 2015.
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or inefficient for a caller (whether they are a small business or a
tax preparer calling on behalf of a small business) than being hung
up on by the IRS after waiting on hold for two hours.

Our survey also indicated similar, unacceptable patterns with re-
gards to delays in written correspondence. On average over half of
the correspondence sent to the IRS is not responded to within 90
days of receipt.” Often small businesses are anxiously awaiting a
response to a notice. Furthermore, the longer the response tine by
the IRS, the more interest and penalties are accrued as the small
business attempts to resolve their issue.

We appreciate and understand that the IRS has new initiatives
and vital unmet obligations and responsibilities (such as address-
ing identity theft), but taxpayer service must remain a high pri-
ority in order for small businesses to receive the assistance they
need on tax issues.

GOOD TAX POLICY

In order to reduce the overall tax compliance burden on small
businesses, the AICPA urges the Committee to consider com-
prehensive tax reform that focuses on simplification, transparency
and other Principles of Good Tax Policy.8 We believe it is important
to promote a tax system that is perceived as balanced, fair to all,
administrable, economically efficient, transparent, and neutral in
its effect on economic activity.

Our current tax system is heavily burdened by complexity. Mul-
tiple and duplicative tax calculations, definitions, and preferences
lead to taxpayer confusion and, thus, errors and frustration. At-
tempts to adjust tax liabilities through special rules affecting tax-
able income rather than the rate schedule add to complexity. Busi-
ness provisions that require retention of records solely for tax pur-
poses increase compliance costs. We urge consideration of removing
duplicative rules and definitions, and reducing recordkeeping and
calculations, to achieve simplicity, without adding new complex-
ities.

It is also important for an effective tax system and informed citi-
zenry that taxpayers understand the tax system and how it affects
them. Clarity of the tax consequences of taxpayers’ regular activi-
ties is a must. Transparency also helps improve voluntary compli-
ance.

Additionally, it is critical for taxpayers to have certainty to per-
form any long-term tax planning. Permanence of tax provisions can
have substantial impacts on the growth of small businesses. The
uncertainty of tax legislation creates unnecessary confusion, anx-
iety and administrative financial burdens. Without permanency in
the Internal Revenue Code (“Code”), we are concerned about the
following consequences:

e Impact on a company’s financial accounting and reporting;

7Joint Operations Center, Customer Account Service, Account Management Paper Inventory
Reports, Inventory Age Report, (Jan 1 - Apr 6 statistics).

8 AICPA’s Tax Policy Concept Statement No. 1: Guiding Principles for Good Tax Policy:
Framework for Evaluating Tax Proposals, issued March 2001.
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e Complexity and administrative burden for taxpayers and
the IRS;

e Adverse impact on small businesses and ultimately jobs
and growth;

e Effect on economic decisions and tax payments; and

e Lack of transparency and certainty with short-term, retro-
active extensions

We recognize that it is not always possible for each tax provision
and the overall tax system to equally meet each of the ten prin-
ciples of good tax policy. However, it is important to carefully bal-
ance these principles to achieve a respected and administrable tax
system.

TANGIBLE PROPERTY REGULATIONS

A challenging tax compliance burden that small businesses had
to deal with this year was the new final tangible property regula-
tions (TD 9636). These tax rules, which address how businesses
should report the acquisition and improvement of tangible prop-
(eirty, comprise almost 500 pages of technical guidance and proce-

ures.

While we appreciated that the regulations clarified some rules
and provided several small business favorable provisions, we were
concerned that they were significantly burdensome for many small
business taxpayers because of the required retrospective analysis
and reporting requirements.

The AICPA pushed hard for relief and stressed that time was of
the essence as a significant portion of the burdens placed on small
businesses (and their tax practitioners) would occur prior to filing
season. However, despite these pleadings, the IRS issued the much-
needed relief, Rev. Proc. 2015-20, on February 13, well into the fil-
ing season. Unfortunately, some small businesses and their tax
practitioners had already spent time and resources attempting to
comply with the new regulations prior to the IRS’s issuance of re-
lief. If the IRS had acted in a timely manner, small businesses
could have been spared some administrative burden.

Currently, small businesses must prove that expensing such
amounts “clearly reflects income” to deduct amounts higher than
the $500 threshold. The clear reflection of income test can be chal-
lenging for any taxpayer, especially for small businesses. The test
is based on the taxpayer’s facts, circumstances, and interpretations
of those facts and circumstances by the taxpayer and IRS. Thus,
it is arbitrary and often difficult to apply. Large businesses (e.g.,
taxpayer with an AFS), however, are allowed the higher $5,000
threshold. Subjecting small businesses to the clear reflection of in-
come test at merely %500, adds unnecessary complexity and compli-
ance burdens to small businesses.

There are other issues that remain open in regards to the repair
regulations. The AICPA recommends that you take immediate ac-
tion to increase the $500 de minimis safe harbor threshold for tax-
payers without an AFS to $2,500, and provide for annual adjust-
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ments for inflation, to offer meaningful relief to small business tax-
payers. To further reduce administrative burden on these rules, we
also recommend that you expand the AFS definition to include a
reviewed set of financial statements® to permit more business to
benefit from the higher $5,000 de minimis safe harbor threshold.

CIVIL TAX PENALTIES

An additional concern19 for small businesses is the numerous
unfair or untargeted penalty provisions in the Code pertaining to
tax compliance. Penalties should deter bad conduct without deter-
ring good conduct or punishing small businesses which are acting
in good faith.

Targeted, proportionate penalties that clearly articulate stand-
ards of behavior and that are administered in an even-handed and
reasonable manner encourage voluntary compliance with the tax
laws. On the other hand, overbroad, vaguely-defined, and dis-
proportionate penalties, particularly those administered as part of
a system that automatically imposes penalties or that otherwise
fail to provide basic due process safeguards, create an atmosphere
of arbitrariness and unfairness that is likely to discourage vol-
untary compliance.

For example, penalties should apply prospectively to future con-
duct and not retroactively to conduct that was appropriate at the
time the conduct occurred. Good tax policy would also suggest that
we avoid strict liability provisions that do not grant the IRS discre-
tion to take into consideration the facts and circumstances of a par-
ticular business’ situation.

The AICPA points out the following specific penalty-related
issues with the current system below.

Repeal Technical Termination Rule

The AICPA recommends a repeal of section 708(b)(1)(B) regard-
ing the technical termination of a partnership as it is a trap for the
unwary.!l Under current law, when a partnership is technically
terminated, the legal entity continues, but for tax purposes, the
partnership is treated as a newly formed entity. The current law
requires the partnership to select new accounting methods and pe-
riods, restart depreciation lives, and make other adjustments Fur-
thermore, under the current law, the final tax return of the “old”
partnership is due the 15th day of the fourth month after the

9For a detailed explanation of the differences between a compilation, a review, and an audit,
please reference the AICPA Comparative Overview document.

10 AICPA comment letter on “AICPA Tax Penalties Legislative Proposals,” dated April 11,
2013; and AICPA report on “AICPA Report on Civil Tax Penalties,” submitted April 11, 2013.

11 AICPA submitted letters and written statement on Option 1 and Option 2 of Chairman
Camp’s Small Business Tax Reform Draft: See Option 1 comments at “AICPA testimony on
Small Business and Pass-through Entity Tax Reform,” dated May 17, 2013; and Option 2 com-
ments, “AICPA Comments on Option 2 of Chairman Camp’s Small Business Tax Reform Discus-
sion Draft” dated July 30, 2013.
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month-end in which the partnership underwent a technical termi-
nation.12

A technical termination most often occurs when, during a 12-
month period there is a sale or exchange of 50% or more of the
total interest in partnership capital and profits. Because this 12-
month time frame can span a year-end, the partnership may not
realize that a 30% change (a minority interest) in one year followed
by a 25% change in another year, but within 12 months of the first,
has caused the partnership to terminate.

In practice, this earlier required filing of the old partnership’s
tax return often goes unnoticed because the company is unaware
of the accelerated deadline due to of the equity transfer. Penalties
are often assessed upon the business as a result of the missed
deadline. Although ignorance is not an acceptable excuse, this tech-
nical termination area is often misunderstood and misapplied. The
acceleration of the filing of the tax return, to reset depreciation
lives and to select new accounting methods, serves little purpose in
terms of abuse prevention and serves more as a trap for the un-
wary.

Late Filing Penalties

Sections 6698 and 6699 impose a penalty of $195 per partner re-
lated to late-filed partnership or S corporation returns. The penalty
is imposed monthly not to exceed 12 months, unless it is shown
that the late filing is due to reasonable cause.

The AICPA proposes that a partnership (or S Corporation), com-
prised of 50 or fewer partners/shareholders, each of whom are nat-
ural persons (who are not nonresident aliens), an estate of a de-
ceased partner, a trust established under a will or a trust that be-
comes irrevocable when the grantor dies, and domestic C corpora-
tions, will be considered to have met the reasonable cause test and
will not be subject to the penalty imposed by section 6698 or 6699
if:

e The delinquency is not considered willful under section
7423;

e All entity income, deductions and credits are allocated to
each owner; and

e Each partner/shareholder fully reported its share of in-
come, deductions and credits of the entity on its timely filed
federal income tax return.

Failure to Disclose Reportable Transactions

Taxpayers who fail to disclose a reportable transaction are sub-
ject to a penalty under section 6707A of the Code. For penalties as-
sessed after 2006, the amount of the penalty is 75% of the decrease
in tax shown on the return as a result of the transaction (or the
decrease that would have been the result if the transaction had

12For example, a partnership that technically terminated on April 30 of the current year due
to a transfer of 80% of the capital and profits interests in the partnership to be timely filed
must file its tax return for that final tax year on or before August 15 of the current year.
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been respected for federal tax purposes). If the transaction is a list-
ed transaction (or substantially similar to a listed transaction), the
maximum penalty is $100,000 for individuals and $200,000 for all
other taxpayers. In the case of reportable transactions other than
listed transactions, the maximum penalty is $10,000 for individuals
and $50,000 for all other taxpayers. The minimum penalty is
$5,000 for individuals and $10,000 for all other taxpayers.

The section 6707A penalty applies even if there is no tax due
with respect to the reportable transaction that has not been dis-
closed. There is no reasonable cause exception to the penalty. The
Commissioner may, however, rescind all or a portion of a penalty,
but only in the case of transactions other than listed transactions,
where rescinding the penalty would promote efficient tax adminis-
tration and only after the taxpayer submits a lengthy and burden-
some application. In the case of listed transactions, the IRS has no
discretion to rescind the penalty. The statute precludes judicial re-
view where the Commission decides not to rescind the penalty.

The AICPA proposes for an amendment of section 6707A to allow
an exception to the penalty if there was a reasonable cause for the
failure and the taxpayer acted in good faith for all types of report-
able transactions, and to allow for judicial review in cases where
reasonable cause was denied. Moreover, we propose an amendment
of section 6664 to provide a general reasonable cause exception for
all types of reportable transactions, irrespective of whether the
transaction was adequately disclosed or the level of assurance.

9100 Relief

Section 9100 relief, which is currently available with regard to
some elections, is extremely valuable for taxpayers who miss the
opportunity to make certain tax elections. Congress should make
section 9100 relief available for all tax elections, whether pre-
scribed by regulation or statute. The AICPA has compiled a list 13
of elections (not all-inclusive) for which section 9100 relief cur-
rently is not granted by the IRS as the deadline for claiming such
elections is set by statute. Examples of these provisions include
section 174(b)(2), the election to amortize certain research and ex-
perimental expenditures, and section 280C(c), the election to claim
a reduced credit for research activities. We do not believe small
businesses are likely to abuse or exploit hindsight, as the IRS
would continue to have discretion as to whether to grant relief for
each specific request.

Form 5471 Penalty Relief

On January 1, 2009, the IRS began imposing an automatic pen-
alty of $10,000 for each Form 5471, Information Return of U.S. Per-
sons with Respect to Certain Foreign Corporations, filed with a de-
linquent Form 1120 series return. When imposing the penalty on
corporations in particular, the IRS does not distinguish between: a)
large public multinational companies, b) small companies, and c)

13 AICPA comment letter on “Tax Reform Administrative Relief for Various Statutory Elec-
tions,” submitted January 23, 2015.
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companies that may only have insignificant overseas operations, or
loss companies. This one-size-fits-all approach inadvertently places
undue hardship on smaller corporations that do not have the same
financial resources as larger corporations. The AICPA has sub-
mitted recommendations 14 regarding the IRS administration of the
penalty provision applicable to Form 5471. Our recommendations
focus on the need for relief from automatic penalties assessed upon
the late filing of Form 5471 in order to promote the fair and effi-
cient administration of the international penalty provisions of the

Code.
MOBILE WORKFORCE

Another burden on small businesses that Congress should ad-
dress involves the tremendous burden of tracking and complying
with the many different state non-resident employee tax with-
holding and reporting rules for just a few days of work by an em-
ployee in a non-resident state. The state personal income tax treat-
ment of nonresidents is inconsistent and often bewildering to
multistate employers and employees.

H.R. 2315, the Mobile Workforce State Income Tax Simplification
Act of 2015, introduced by Representative Bishop on May 14, 2015,
addresses this issue. We are pleased that members of this Com-
mittee cosponsor this bill, and hope many others of you will also
consider cosponsoring it. The AICPA strongly supports H.R. 2315
and urges Congress 15 to enact this legislation to help small busi-
nesses in this country ease their non-resident state income tax
withholding and compliance burdens.

Small businesses must understand each of the states’ treatment
of non-resident employee withholding and assessment of taxes and
the unique de minimis and definitions. Currently, 43 16 states plus
the District of Columbia impose a personal income tax on wages,
and there are many different requirements for withholding income
tax for non-residents among those states. There are seven states
that currently do not assess a personal income tax.l?” Employees
traveling into all the other states are subject to the confusing myr-
iad of withholding and tax rules for non-resident taxpayers.

A number of states have a de minimis threshold, or exemption
for non-residents working in the state before taxes must be with-
held and paid. Others have a de minimis exemption based on the
amount of the wages earned, either in dollars or as a percent of
total income, while in the state. Further complicating the issue is
that a number of these states have reciprocity agreements with

14 ATCPA comment letter on “Recommendations - Automatic Penalties assessments Policy with
the Late Filing of Form 5471,” dated March 26, 2013.

15 AICPA written testimony before the House Committee on the Judiciary Subcommittee, Reg-
ulatory Reform, Commercial and Antitrust Law on Nexus Issues: Legislative Hearing on H.R.
R obile Workforce State Income Tax Simplification Act o 7 HR. , the “Dig-
ital Goods and Services Tax Fairness Act of 2015,” and H.R._the "Business Activity Tax Sim-
plification Act of 20157, dated June 2, 2015.

16 Note that New Hampshire and Tennessee, which are included in the 43 states, do not tax
wages and only subject to tax interest and dividends earned by individuals.

17The seven states with no personal income tax are Alaska, Florida, Nevada, South Dakota,
Texas, Washington and Wyoming.
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other, usually adjoining, states regarding the withholding of non-
resident state income taxes.

Where many businesses once tended to be local, they now have
a national reach. This change has caused the operations of even
small businesses to move to an interstate basis. Because of the
interstate operations of these companies, many providers of serv-
ices to these companies, such as certified public accountants
(CPAs), find that they are also operating on an interstate basis.
What once were local taxation issues have now become national in
scope, and burdens must be eased in order to promote interstate
commerce and ensure businesses run efficiently. These burdens
take significant resources away from operating their business.

The complex filing rules impact everyone who travels for work.
The recordkeeping and the requirement of having to withhold and
file many state non-resident tax returns for just a few days of work
in various states is overly burdensome and too complicated for both
employers and employees. Additionally, the amount of research
that goes into determining what each state law requires is expen-
sive and time-consuming. A small firm or business will often be re-
quired to engage outside counsel to research the laws of the other
states on an ongoing annual basis.

This issue affects all industries—retail, manufacturing, real es-
tate, technology, food, services, etc. The current system as a whole
unnecessarily creates complexity and costs for both employers and
employees, without yielding a substantive benefit to most states.
H.R. 2315 is needed to solve this problem and burden for small
businesses.

Having a uniform national standard for non-resident income tax-
ation, withholding, and filing requirements, as H.R. 2315 provides,
will enhance compliance and significantly relieve these unneces-
sary administrative burdens on businesses and their employees.
Additionally, H.R. 2315 provides a needed 30-day de minimis ex-
emption before an employee is obligated to pay taxes to a state in
which they do not reside. Many small businesses need Congress to
enact this legislation.

TAX RETURN DUE DATE SIMPLIFICATION

Another challenging compliance issue for small businesses is the
current illogical order of due dates for various types of tax returns.
Taxpayers and preparers have long struggled with problems cre-
ated by the inefficient timeline and flow of information. Federal
Schedules K-1s are often delivered late, sometimes within days of
the due date of taxpayers’ personal returns and up to a month after
the due date of their business returns. Late schedules make it dif-
ficult, if not impossible, to file a timely, accurate return. The cur-
rent inefficient timeline of tax return due dates is a problem for
taxpayers as well as their tax practitioners.

The AICPA strongly supports this provision. It would alleviate
the problems mentioned above by establishing a logical set of due
dates, focused on promoting a chronologically-correct flow of infor-
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mation between pass-through entities and their owners. The pro-
posal includes the changes as follows:

Current Tax Due Dates:

e March 15: S corporation and C corporation Forms 1120S
and 1120; and

e April 15: Individual, Trust and Estate, and Partnership
Forms 1040, 1041, and 1065

Proposed Tax Due Dates:

e March 15: Partnership Form 1065;
e March 31: S corporation Form 1120S; and

e April 15: Individual, Trust and Estate, and C Corporation
Forms 1040, 1041, and 1120

The provision would also revise the extended due dates to be six
months after the original filing due dates for all these forms, except
the trust and estate Form 1041, which would be extended five and
half months.

The AICPA urges you to support this provision to change the
dates for tax returns of partnerships, S corporations and C corpora-
tions because it would:

e Improve the accuracy of tax and information returns by al-
lowing corporations and individuals to file using current data
from flow-through returns that have already been filed rather
than relying on estimates;

¢ Better facilitate the flow of information between taxpayers
(i.e., corporations, partnerships, and individuals);

e Reduce the need for extended and amendment tax returns;
and

¢ Simplify tax administration for the government, taxpayers,
and practitioners.

CONCLUDING REMARKS

The AICPA has consistently supported tax reform simplification
efforts and permanent tax legislation because we are convinced
such actions will significantly reduce taxpayers’ compliance costs
and encourage voluntary compliance through an understanding of
the rules. The uncertainty of tax legislation creates unnecessary
confusion, anxiety and administrative financial burdens. Good tax
policy would promote a tax system that is balanced, economically
efficient and transparent.

We encourage you to examine all aspects of the tax code to im-
prove the current rules that have led to compliance hurdles for
small businesses and administrative complexity. For example, addi-
tional relief is needed for small businesses with regards to the tan-
gible property rules, penalty provisions need to consider their effect
on voluntary compliance, and employers operating across state
lines need a uniform standard on non-resident income tax with-
holding rules. The income tax deadlines should also promote an ef-
ficient flow of taxpayer information to provide small businesses suf-
ficient time to file timely, accurate returns.
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Finally, if small businesses are going to be allowed to grow, it is
imperative that the IRS’s taxpayer service issues are addressed.
Small businesses and their tax preparers need to be able to contact
the IRS regarding their compliance issues.

Again, Mr. Chairman, thank you for the opportunity to testify.
I would be happy to answer any questions.
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MeGladey LLE

July 20, 2015

Susan Marshall, Clerk

Committee on Small Business

2361 Rayburn House Office Building
Washington, DC 20515

Dear Ms. Marshall and Members of the U.S. House Committee on Small Business:

Thank you for the opportunity to provide commentary to the House on matters affecting small business at
the full Committee hearing on Wednesday July 22, 2015,

Background

McGladrey is a leading provider of assurance, tax and consulting services focused on the middle market
with nearly 8,000 professionals in 80 cities nationwide. The firm is one that is designed to meet the
needs of local and middle market businesses.

We also operate a member network of independent firm’s known as The McGladrey Alliance comprised of
more than 90 independently owned accounting and business consulting firms in 42 states and Puerto
Rico.

The size of our practice and the large concentration of small to medium sized clients in the middle market
segment demonstrate our frequent exposure to the compliance challenges facing small businesses today.

Personal Background

My own practice concentration is the smaller end of the middie market that we refer to as the Local
Markets Group (LMG). Our Boston LMG practice is made up of approximately 50 professionals. Asa
practitioner with 40 years of experience working in this sector, my day to day work consistently exposes
me to the compliance requirements of my client base which is made up approximately for some 40 small
businesses ranging in size from under $5 million to $100 million in revenue with workforces from less than
10 employees up to about 200. All of the clients are privately owned and many are family owned. My
client base is representative of the others in my practice made up of a dozen partners and senior
managers. We collaborate and share our experiences regularly including sharing of resources, training
and researching together.

In that regard, a recent poll of members from the LMG group was conducted in order to obtain some of
the more common challenges we face with the current tax code, compliance and reporting requirements.
Following are a few of subjects that had recurring themes, On behalf of my firm and the many clients we
serve we respectfully submit these subjects for your review and consideration.

Depreciation - TARS Legislation and the De Minimus rules

Depreciation has been around since the beginning of the tax code. In its simplest form it was designed to
spread the deduction for a taxpayers acquisition of large capital items over a period of time and over the
estimated useful life of the acquired property. Periodically Congress incented businesses to acquire more
capital equipment by allowing more generous depreciation deductions. The result was simple, a small
business owner would buy equipment and write all of it off immediately and the rest of it off over a
reasonable period of time. The rules and reporting are no longer simple, despite that the intended result
has not changed.
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The de minimus safe harbor limits are provided in Treasury Reg. §1.263(a)-1(f)(1)(ii))(D) for taxpayers
without an applicable financial statement (AFS) further prescribed in Rev. Proc. 2015-20. Because
McGladrey is one of the largest CPA and advisory firms in the U.S., with offices all over the country we
work with thousands of small businesses that DO NOT have an AFS.

In some cases, like the safe harbor rules, a taxpayer can take advantage of the rule by simply putting it
into practice. In other cases, an election will need to be filed with a return, However, in order to be in full
compliance with the regulations, most taxpayers will need to file a Form 3115 to adopt new accounting
methods. Many experts believe that almost all taxpayers with fixed assets or repairs will be required to file
at least one accounting method change to be in compliance with the new rules. If a Form 3115 is
required, it will need to be filed by the due date (including extensions) of the current year return, assuming
the taxpayer is a calendar-year taxpayer. At McGladrey, tax professionals have been advised to
recommend preparation of the 3115 which is at great cost and consequence to the taxpayers.

Rather than requiring a Form 3115 to be filed with most returns, an alternative solution might have been
to simply change the current Form 4562 to include a series of check boxes, elections and the additional
information required by the standards to conform simplifying the entire process.

We also believe in reducing the burden of compliance with these rules by increasing the De Minimus Safe
Harbor Amount for Taxpayers without an AFS. From discussions with our business clients that do not
maintain an AFS (as defined in Treasury Reg. §1.263({a)-1(f)}{4)), we have learned that many have
capitalization policies in excess of $500. Historically, these clients rarely have been challenged under IRS
examination of maintaining a policy that does not clearly reflect income. As such, a $500 safe harbor
does not appear to be a practical solution for taxpayers without an AFS.

To distinguish, one should compare a taxpayer with an AFS to those without. The current rule does not
take into consideration the complexity or size or sophistication of the taxpayer and their accounting
department. A large closely held business that does not have a financial statement audit could have an
accounting department just as sophisticated as that of an SEC company.

However, this similarly situated taxpayer is limited to a capitalization threshold of $500 under the de
minimus threshold, rather than the more generous $5,000 amount provided to taxpaysrs with an AFS.

Granted, a taxpayer without an AFS is not handcuffed by the $500 threshold so long as they can prove
under examination that deducting items in excess of $500 is a clear reflection of income. Unfortunately,
due to the subjective nature of the “clear reflection of income” determination, taxpayers fear that an IRS
examining agent may have a different opinion as to whether or not the expenditures are a clear reflection
of income, which could lead to lengthy and costly disputes at the examination and appeal level—or even
litigation——over an item that is nothing more than a timing difference. Increasing the safe harbor amount
for taxpayers without an AFS would reduce taxpayer anxiety and potential future conflicts under
examination.

We suggest increasing the de minimus safe harbor threshold for taxpayers without an AFS. Potential
alternatives include a general increase in the amount across all business types, different thresholds
based upon industries or a threshold based upon a certain percentage of average gross receipts for the
three preceding tax years. Regardless of the method selected to increase the de minimus safe harbor,
the threshold for taxpayers with and without an AFS should be indexed for inflation.

Reviewed Financial Statements Included as an AFS

In the preamble of Treasury Decision (T.D.) 9636, Treasury states that it does not believe reviewed
financial statements as defined in the AICPA’s Statement of Standards for Accounting and Review
Services "provide sufficient assurance to the IRS that such policies are being followed and, accordingly,
that the taxpayer is using a reasonable, consistent methodology that clearly reflects income” and should
not gualify as an AFS.
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A review includes primarily applying analytical procedures fo management's financial data and making
inquiries of company management. While a review is less in scope than an audit, the certified public
accountant is performing analytical procedures to provide some assurance, even though it is limited, that
they are not aware of any material modifications that should be made to the financial statements.
Arguably, such assurance of no material modification supports the position that reviewed financials meet
the AFS expectation that a taxpayer is using a reasonable, consistent methodology that clearly reflects
income.

We respectfully suggest a review of the current Treasury and IRS provisions and reconsider their position
and include reviewed financial statements as an AFS under Treasury Reg. §1.263(a)-1(f)(4) for purposes
of the de minimus safe harbor election.

Taxpayer Privacy - Breached IRS Authorization System

The cost and consequence of data breaches today is substantial. Recent data breaches to the IRS
system, affecting thousands of taxpayers has magnified the effect of the breaches. Within our own small
service line of 50 professionals we recently conducted a poli that indicates we are currently assisting
clients with more than 20 cases of breach and compromise. Though we are not professing or prescribing
a fix to the data security problem, what is clear is that substantially more resources are needed to stem
the tide of this problem in addition to developing a streamlined and comprehensive solution to the
problem. We have clients who have been waiting for months fo obtain their refunds, while in the
meantime the hackers have already taken the money and run.

The current remediation plan is not effective or comprehensive enough. The current program includes
notification by the IRS to the taxpayer recommending they obtain Publication 4535, Identity Theft
Prevention and Victim Assistance. If the taxpayer has there is a refund pending, there is no mention in
the correspondence as to the status of that refund or the likelihood of when the refund will be issued. In
the correspondence the IRS attempts to provide comfort to the taxpayer by indicating that their tax returmn
and future returns have been “flagged” to monitor future activity.

The IRS correspondence goes on to inform the taxpayer they are provided the “option” to obtain and “IP
Pin #.” The taxpayer is further instructed to file a complaint with the Federal Trade Commission (FTC)
and to contact the Social Security Administration (8SA) to validate earnings with the Administration.
Finally a toll free hotline is also provided to the taxpayer. That is simply not enough.

Given the severity of data breaches today and the amount of compromised information, we believe the
IRS should be providing greater guidance around security and prevention measures. We believe that
social security numbers now create such a worldwide target that an accelerated plan to cease using them
may be in order in an effort to create a more secure alternative. Obtaining an IP Pin should be
considered mandatory, not optional. We also suggest the Service consider providing additional
instructions to the taxpayers on the additional measures they can take to protect their privacy with things
like their bank and investment accounts, credit cards, and related credit and investment arrangements,
Those steps require a sense of urgency and should be undertaken immediately. For example the Service
should consider advising taxpayers to implement a credit “freeze.”

Do what the Hackers do

Our practice recently obtained the services of an expert {o speak to our team on the subject. He provided
recommendations worth sharing. In summary he suggested that because the system is broken, any
individual can access a free annual credit report from a public site, annualcreditreport.com, from each of
the 3 most common credit bureaus. Therefore, once a year a taxpayer needs to take 15 minutes and pull
their own credit report from the bureaus. In doing so the taxpayer has the opportunity to thwart the
hacker from obtaining your credit history thru these free credit reporting sites. If the taxpayer senses foul
play, they would be equipped with the information required to prevent further compromise.
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Even if the taxpayers credit is “frozen” they still need to take steps like this because existing lines of credit
can be taken over by simply calling the issuer and requesting a new card, changing an address, or even
adding stolen payment card to a digital technology like ApplePay by leveraging "knowledge based
authentication” questions that can only be found in the credit report.

Below is more information on security freezes. Reducing the chances of becoming a victim takes about
15 minutes of effort. We believe the Service would be serving the taxpayers well by recommending
measures such as these.

The websites to freeze files are:
hitps:/iwww.experian.com/freeze/center.htm!
https:/iwww.freeze.equifax.com/Freezefjsp/SFF_PersonallDinfo.jsp
hitp:/iwww.transunion.com/securityfreeze

Freezing your credit files won't protect you from having your Personal Identity info used for tax return
fraud, thus the reason why obtaining a Tax Pin should be mandatory and done in tandem with credit
freezing.

Our firm is spending hundreds or hours of time at taxpayer expense to help them manage the maze to
assist them in obtaining refunds and protect them from further fraudulent activity. This problem is severe
and therefore requires an equal or greater effort and resources to manage the problem. The toll free
number does little to resolve taxpayer fears and resolve status. One often stays on hold for hours before
obtaining a live contact. There is no shortcut to this solution, it requires a dedicated team with dedicated
resources empowered to help the-taxpayer, or their designee), to obtain what is rightfully theirs,

S Corp Loans and Basis ~ All Loans are Not Created Equal

A burden and a significant risk for many small business owners, specifically the sharehoiders of S
Corporations, is the necessity to invest Capital into the business, often including the need to pledge their
personal assets in order to borrow and more often than not, guaranty money borrowed from 31 parties.
Typically a business owner starts a business and continues to fund the business with their own money or
borrowed money, which they are “on the hook” for.

This is not a case against the need to track basis, but to simplify the tracking of basis and have the IRS
acknowledge and recognize the true economics of a business loan on the same platform as between the
3" party lender and the business owner. in short, if the shareholder borrows money and puts itinto his
company, he gets basis. If on the other hand he arranges to borrow money for the business and
guarantees the debt including placing his personal assets as collateral, such as a mortgage on his house
or property, then the taxpayer does not get basis, despite that he and his corporation still owes the bank.

The Simple Case for Simplification

This is simply a case for simplification. Loans that meet the appropriate criteria can and should be
considered basis. This would streamline and simplify the process, reduce audits and eliminate the costs
of tax court cases.

Simplifying Calculations

A common burden for small business owners and their tax advisors is computing and carrying forward
complex “basis schedules.” The basis schedules are designed to track the basis. Basis is typically used
to provide the amount by which a shareholder would include in a gain or loss calculation for the sale of
their shares of the stock. However, the basis is also used and can limit the losses that a shareholder can
take when his business has a loss. Further, the repayment of the shareholders oan can cause
unintended income tax conseguences when the company pays back the personal loan if the loan lacks
basis.
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A shareholder’s basis in stock owned in, and loans made to, an S corporation must be calculated for
various purposes. First, as in the case of a C corporation shareholder, an S corporation shareholder’s
basis in stock in the corporation is one of the components for calculating the amount of gain or loss to the
shareholder on the sale or other disposition of the stock. Second, stock basis must be known to
determine whether distributions to the shareholder are taxable. Third, a shareholder's basis in loans to
the corporation is used to determine whether gain or loss results on repayment of the loan. Finally, a
shareholder’s basis must be tracked over time because a shareholder may only deduct losses and other
amounts passed through from an S corporation to the extent of basis in the corporation’s stock or debt
held by the shareholder.

The Code provides that a shareholder's stock basis in an S corporation is used to calculate the amount of
gain or loss the shareholder realizes on the sale or disposition of the stock, and to determine the taxation
of distributions by the corporation with respect to the stock.

The shareholder’s basis in loans made to the corporation is used in determining the amount of gain or
loss recognized by the shareholder on repayment of the loans. To this extent, the shareholder’s basis in
stock of and loans to an S corporation serves the same purposes as a shareholder’s basis in stock of and
loans to a C corporation. However, an S corporation shareholder’s combined basis in stock of and loans
to the S corporation also sets the limit on the amount of losses passed through from the corporation that
may be deducted by the shareholder. Losses passed through from an S corporation that exceed the
shareholder's combined stock and debt basis may not be deducted by the shareholder. Instead, these
“suspended losses” carry over indefinitely, and generaily may be deducted by the shareholder to the
extent the shareholder's basis in stock or debt is increased in a subsequent year.

A shareholder’s initial basis in stock of and loans to an S corporation is computed in the same manner as
a shareholder’s basis in stock of or loans to a C corporation. Each year, however, an S corporation
shareholder’s basis is adjusted for income, gain, loss, deduction, and other items passed through from
the corporation to the sharehoider. Distributions with respect to the shareholder’s stock and repayments
on debt are also reflected in the shareholder’s basis.

Only loans that create indebtedness of the S corporation to the shareholder provide the shareholder with
basis for deducting losses passed through from an S corporation.

Thus, while direct loans of money by a shareholder to an S corporation result in a basis increase to the
shareholder-lender, indirect loans {(such as the shareholder's quarantee of the corporation’s debtio a
third party) generally do not result in an increase in the shareholder’s basis.

Once the shareholder’s initial basis is determined, it is adjusted each year for additionai capital
contributions and distributions and for income, gains, losses, deductions and other items passed through
to the shareholder from the S corporation,

In addition to stock basis, S corporation shareholders must monitor their bases in loans to the
corporation. A shareholder’s foan basis is important because items of loss and deduction passed through
from the corporation to the shareholder may be deducted only to the extent of the sharehoider’s stock
basis and loans made by the shareholder to the corporation. in addition, a sharehoider's basis in loans
made to the corporation determines whether any subsequent loan repayments are taxable to the
shareholder.

Not all transactions involving the lending of funds from a shareholder to an S corporation result in a basis
increase for the shareholder. The critical questions are whether the purported loan involves indebtedness
of the corporation to the shareholder, and whether the indebtedness is bona fide under general federal
tax principles taking into account all facts and circumstances. If the loan is not actually between the
corporation and the shareholder, the shareholder receives no increase in basis despite that he is still
clearly on the hook with the bank.
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In the situations discussed below, a shareholder’s loan to an S corporation should give rise to an increase
in the shareholder’s basis.

Direct Shareholder Loans to Corporation

A shareholder’s direct loan of money to an S corporation creates indebtedness of the corporation to the
shareholder and thus creates basis in the indebtedness. However, the “creation” of a loan through a mere
bookkeeping entry on the corporation’s books, or the agreement by a shareholder to lend additional funds
on demand by the corporation, does not necessarily result in a basis increase to the shareholder. in these
cases whether indebtedness is bona fide depends on all facts and circumstances under general federal
tax principles.

As discussed below, the mere guarantee of an S corporation's debt by a shareholder does not create
indebtedness of the corporation to the shareholder. However the shareholders guarantee to his bank or
the 3™ party is absolute and enforceable and keeps many business owners awake at night. Indebtedness
of the corporation to the shareholder is created, however, when a shareholder who has guaranteed debts
of the corporation repays a loan made by a third party to the corporation. When the shareholder pays
under the guarantee, he succeeds to the rights of the third-party lender and the indebtedness of the
corporation to the lender becomes indebtedness owed fo the shareholder. The corporation becomes
indebted to the shareholder in the year the shareholder-guarantor pays the indebtedness of the
corporation pursuant to the guarantee, and the shareholder receives a corresponding increase in basis at
that time.

Direct Shareholder Loans to Corporation with Borrowed Funds

A loan of money by a shareholder to an S corporation of funds that are borrowed by the sharsholder from
a bank or other lender creates basis for the shareholder. Such a “back-to-back” loan should result in basis
to the corporation’s shareholders even if the corporation uses the funds to pay off a pre-existing bank
loan, and even if the shareholders borrow the funds from the same bank that the S corporation repays.
The important fact is that the shareholder has an actual liability to an outside bank and, as a result of that
liability, is considered “poorer in a material sense.”

If the shareholder borrows and then lends the funds in a circular transaction, the shareholder's basis in
debt depends on the bona fide character of the debt. The shareholder’s loan in such a situation is not an
arm’s-length loan, according to some courts. Furthermore, the shareholder is protected against oss and,
therefore, has not made an actual economic outiay. These circular transactions are situations in which the
shareholder has a liability to a related entity and a receivable from the S corporation, controls both
entities.

Substitution of Shareholder Debt for Corporate Payment

Unlike a partnership, an S corporation shareholder does not receive basis for debts that the corporation
owes to a third party. f an S corporation has incurred indebtedness to a third party, on the other hand,
the shareholder can convert that debt into basis by substituting the shareholder’s note for the S
corporation’s note to the third party. The technique may not succeed, however, if the corporation remains
a party on the new note.

§752(a), which increases a partner’s basis for his or her share of all liabilities of the partnership but in
contrast, §1366(d){1}(B) includes in an S corporation sharehoider’s basis only indebtedness of the
corporation to the shareholder.

To avoid challenge by the IRS, shareholders who seek to obtain basis by restructuring bank-to-S-
corporation loans should refrain from performing a simple substitution. Instead, shareholders should
borrow from the bank, lend the proceeds to the S corporation, and have the corporation pay off its loan
with the bank. If a simple substitution is made, the shareholders should adhere strictly to the form of the
transaction. For exampie, the corporation should discontinue making payments to the bank on what is
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now shareholder debt. In addition, the shareholders should be personally liable to the creditor to establish
real economic risk to the shareholders from the substitution.

The fact that some shareholders’ assets that are initially pledged as collateral on an existing loan
between a bank and an $ corporation will continue to be pledged as collateral on a loan between the
bank and the shareholders does not protect the other shareholders against risk of loss. Therefore, the
shareholders will be at risk for purposes of the at-risk rules.

Anecdotal Information

The Case for Simplification and Reducing the Backlog

As of this writing our firm is currently representing a small restaurant client ($2.5M per year Revenue) on
RS Audit where we have tracked basis and have limited the loss passthrough to the shareholders
because the Corp. suffered a series of prior iosses thus limiting the ability for the shareholders to take the
2013 loss {and 2014). The owners recently shutiered the operation and closed the business in 2015.

The business was audited because of the large loss reflected on the tax return. Despite that we limited
the losses and announced that fact to the auditor, at great time an expense to our client, the auditor
proceeded with the audit anyway. The auditor to date has spent 3 days on the audit. We have provided
alf of taxpayer’s records as requested, despite repeated attempts to explain that any change will result in
no change.

The taxpayers in this case are on the hook with a bank and with creditors. They understood the rules and
borrowed the money personally. They used their capital and personal borrowings as basis, and that still
was not enough to save the business, but they are left with the burden of an audit.

Thank you once again for the opportunity to present these examples that challenge taxpayers and their
tax professionals.

Sincerely,

L,L;/Z(‘ J/ 7/ %

Leslie P. Vitale, CPA, MST
Partner Local Markets Group
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Mineola, NY 11501 F. 516-333-4099

Mr. Chairman and members of the Committee, thank you for in-
viting me to testify today. My name is Stephen Mankowski. I am
a Certified Public Accountant, member of the American Institute of
CPAs (AICPA) and the National Executive Vice President and Na-
tional Tax Policy Chair of the National Conference of CPA Practi-
tioners, (NCCPAP - the countries’ second largest CPA organi-
zation). NCCPAP is a professional organization that advocates on
issues that affect Certified Public Accountants in public practice
and their small business and individual clients located throughout
the United States. NCCPAP members serve more than one million
business and individual clients and are in continual communication
with regulatory bodies to keep them apprised of the needs of the
local CPA practitioner and its clients. Accompanying me is Ms.
Sandra Johnson, National President of NCCPAP.

My firm has been preparing tax returns for over 30 years. My
firm annually prepares well over 2,000 small business and indi-
vidual tax returns as well as sales tax, payroll tax returns, high-
way use tax returns and 1099 informational returns. We are in the
trenches with clients discussing their tax, financial and personal
issues, and the impact events and proposed tax law changes may
have on them. Although our clients are mostly in the Pennsylvania,
New Jersey and Delaware area, we serve clients in over 30 states
and also provide services to clients in Canada and Europe. In this
respect our practice is the same as many members of NCCPAP
and other smaller CPA firms throughout the United States.

Tax compliance burden has been defined in the GAO report
“SMALL BUSINESSES IRS Considers Taxpayer Burden in Tax
Administration, but Needs a Plan to Evaluate the Use of Payment
Card Information for Compliance Efforts” as the time and money
spent by the taxpayer to meet tax obligations. This includes fed-
eral, state and local obligations, but NOT liabilities. The time spent
on tax compliance related activities can include working with paid
professionals, tax planning, record keeping, filing and submitting
tax forms, learning tax laws, and working with the IRS and other
jurisdictions on tax related issues. The monetary burdens can in-
clude the expenses of accounting and tax professionals, tax and ac-
counting software, payroll services, and legal fees. An objective of
the Administration and the IRS has been to minimize these bur-
dens and eliminate unnecessary ones. For purposes of my testi-
mony, I will simply use the term taxpayer burden to refer to tax
compliance burden.

My first exposure to taxpayer burden was in November 2012. 1
was invited to represent NCCPAP and participate in an IRS panel
with other tax professionals at IRS headquarters to discussed com-
pliance burdens for both individuals and small businesses. As a
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CPA, I had always viewed my role as one to reduce client burden.
I had not viewed my role as a source of taxpayer burden as indi-
cated in the GAO report, which says that CPAs and tax services
are part of the monetary burden of business owners. We take many
of the above tasks away from the business owner to allow him/her
to focus on running their business. So it is easy to see how this
team can be easily mistaken. This new appreciation of what com-
prises taxpayer burden has allowed me to be an even better re-
source for my clients.

It seems that every year business owners are more in tune with
how specific tax legislations could affect their business. Clients
often ask how the Tax Extender legislation will affect their oper-
ations and what the Section 179 deduction limit is for the current
year. While the answers tend to be similar—if you need a piece of
equipment, you should buy it—that answer is not always the right
answer for a business owner. Often the tax impact of the Sec. 179
deduction can be a deal-breaker. Equipment costing $100,000 could
have a net cost of $60,000 with these write-offs. The $40,000 tax
savings is often the deciding factor when making the purchase.
While the IRS does not have control over which of the Extenders
are passed, it is still a significant factor in assessing taxpayer bur-
den.

Over the last few years, there has been a decided change in how
business is conducted. As consumers have been more reluctant to
carry cash, customers have forced the hand of many businesses
that have historically limited payment options to cash or checks to
now accept credit cards. Initially, business owners might have
added a surcharge for these transactions, but with savvy con-
sumers, credit cards and the related fees have simply become yet
another cost of doing business. And another element of taxpayer
burden. These business owners quickly realized that they cannot
simply apply one rate for these transactions. Even after research-
ing the processing firms to obtain the best processing rates, they
learn that MasterCard and VISA have different merchant fees
when compared to American Express and Discover. If the consumer
uses a credit card that includes member programs or “points”, an
even higher processing rate may be charged by the merchant bank.
In addition, there might also be monthly and compliance fees as
well as equipment rental costs. And if that’s not enough, the proc-
essing companies do not always deposit funds in the same manner.
Most will simply deposit the gross amount of the charge and deduct
the processing fees as a separate transaction. Yet many companies
will deposit the net amount after deducting the processing fees,
which makes the merchant’s record keeping more complicated.

Most business owners have accepted these changes in how to
conduct their business and accurately report their income. The IRS
questioned the voluntary compliance of reporting all revenue, espe-
cially with the surge in online sales through PayPal. Under a 2008
law, the processing companies had to begin reporting credit card
receipts to the IRS and the merchant in 2011 and had to add the
reporting of the number of monthly transactions for 2012. This
data appears on Form 1099-K, Merchant Card and Third Party
Network Payments. This form must be issued once a payment proc-
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essor once a merchant annually has 200 transactions and sales of
at least $20,000.

Initially, the IRS had added rows onto personal returns on
Schedule C and Schedule E as well as the business returns to in-
corporate the revenue information from Form 1099-K. However,
prior to the start of the filing season, the IRS eliminated the re-
quirement to complete these fields because too many issue arose
creating much confusion. Specifically, there was confusion on how
to treat sales tax, gratuities, cash back and returns on the 1099-
K. Those same concerns still exist and are just some of the reasons
that the IRS hasn’t taken a stronger view on the use of the infor-
mation on these forms.

The Form 1099-K has been a new source of taxpayer burden for
the small business owner. Business owners track revenue by spe-
cific categories (i.e. sales, repairs, consulting, rent, etc.). They have
not needed to track revenue based on how they are paid. Trying to
accurately track revenue in the same way as the 1099-K presents
data would result in an accounting nightmare. To further com-
plicate the record keeping, businesses receive a Form 1099-K for
each specific payment processor. So, if the business accepts
MasterCard/VISA and American Express they would receive a form
from MasterCard/VISA and one from AMEX. If they also use
Paypal, they would receive a third form. If they changed their pay-
ment processing company during the year, additional forms would
be received from the new processing company. The overall burden
to accurately track revenue by each credit card type can be signifi-
cant and generate no results that benefit the owner.

Another issue with the Form 1099-K revolved around payments
for vendors that would receive a Form 1099MISC. Any payments
related to these services would not be included on the Form
1099MISC. This adds a different and unique level of taxpayer bur-
den as this would relate to both the payer and recipient. Just as
businesses are not setup to track revenue by payment source, the
payer would have an additional burden to exclude credit card pay-
ments from the total payment they are required to report on Form
1099MISC to the recipient.

From the IRS viewpoint, however, this form has helped increase
voluntary compliance among small businesses. Many virtual busi-
nesses that had previously flown under the radar (part of the un-
derground economy) are now filing income tax returns and paying
taxes. In addition, the Form 1099-K has allowed the IRS to estab-
lish a database whereby they can obtain a better understanding of
the revenue sources of a particular industry. Even though the IRS
has not been able to assess taxpayers based solely on these data-
bases, the IRS has been sending letters to taxpayers whom they
feel have significantly under reported revenue. Initially, the IRS
was accepting reasonable responses to these notices, but with the
additional data in their databases, the IRS has a better under-
standing of the egregious filers, specifically those businesses report-
ing that 100% of their revenue was from credit card transactions.

To assist tax professionals, the IRS instituted a pilot program for
the 2015 filing season called the Payment Mix Comparison Tool
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(PMCT). NCCPAP was invited to participate in the program. This
program allows our members to enter selected data from the cli-
ent’s Form 1099-K (Merchant Category Code (MCC), zip code, total
transactions and total revenue) along with the total business in-
come into a tool. PMCT accesses the IRS database and compares
various ratios for a business with a specific MCC code against the
Form 1099-K. The result tells the CPA if the results are within
specifications of the database. A common flaw with the Form 1099-
K is that if the payment processor applies an incorrect MCC code
for a business, the PMCT results could be beyond the standard de-
viation which nay result in an IRS notice.

The results from the PMCT have been strictly for the benefit of
the taxpayer and is for informational purposes only. Currently, the
IRS is not capturing data from this tool. The database will continue
to improve as the volume of historical data input into the tool in-
creases. The PMCT, unfortunately, did not get the expected usage
due to a few practitioner concerns. Specifically, the name of the tool
was not the best, many practitioners did not believe that the IRS
was not tracking the results and the fact that PMCT did not go live
until the beginning of February 2015 after most CPAs have com-
pleted their training and had already begun preparing tax returns.
In addition, many felt that there should be a better result besides
“typical” or “unusual” depending on where in the range their cli-
ent’s data fell. Hopefully, this program will continue next year and
will see more usage by tax professionals. If used property, PMCT
could actually reduce taxpayer burden by addressing issues of cred-
it card revenue while the data is still fresh in the business owner’s
mind.

In conclusion, taxpayer burden exists on two primary levels—
time and money—to remain in compliance with today’s complicated
tax codes. Often, both components are viewed as one, except when
contacting the IRS. Staffing and budgetary issues have resulted in
longer than expected wait times and reaching IRS employees that
are not able to address the caller’s issues and concerns. Compliance
with tax codes and dealing with new forms adds to taxpayer bur-
den. New forms, such as Form 1099-K, are a prime example. The
results may be of use to the IRS, but does not have any practical
use for the business owner. Businesses do not tracked revenue by
number of transactions or type of payment. Any attempt at
verifying the data on the Form 1099-K would be fruitless, espe-
cially in industries, such as restaurants where customers charges
often include gratuities and sales tax, neither of which are revenue
to the business.

Accepting credit cards has become the norm. Most businesses
historically have included all of their sales, regardless of source.
With the information on Form 1099-K, the IRS now has a means
to ensure that all business, especially virtual ones, are tax compli-
ant with regard to credit card sales. With this form comes addi-
tional burdens to the taxpayer including how to reconcile sales to
the revenue reported on these forms. The question that the tax-
payer needs to answer is how to best run his or her business. If
the business owner has systems in place to accurately track all rev-
enue, the burden of reconciling the Form 1099-K data should be
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minimal. It is extremely important that the IRS has the tools to
determine tax compliance and reduce the tax gap.

As various states learned that the IRS was beginning the income
matching program, many decided to use this as a tool to under-
stand the sales mix of credit cards vs. cash and checks. Currently
these states have also indicated that they have no plans to use this
information for audit selection or any purpose other than the collec-
tion of information. However, neither the IRS nor the participating
states have assured the tax practitioners or business communities
that this information will not be used in the future as a tool for
audit selection despite its flaws.

This program has the potential of a disaster. This is a repeat of
warnings from NCCPAP and others in the tax practitioner com-
munity when the Form 1099-K matching program was first pro-
posed. It is well understood that the IRS should use all tools pos-
sible to find tax cheats. However, as the GAO has correctly indi-
cated, this is a flawed system with no real ability of matching gross
income with Form 1099-K reports. Additionally, the ratio tools now
being used are very imperfect as certain assumptions used (such as
NAICS codes) will skew the information.

Thank you for the opportunity to present this testimony.
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TramaaN Revsnies Messer

Congress of the Wnited States
0.5, Bouse of Representatives
Committee on Small Business

1361 Ragbum Brouse ©ffice Building
AWashington, PE 205156315

July 22, 2015

Mr. J. Christopher Mihm

Managing Director, Strategic Issues

United States Government Accountability Office
441 G Street, NW

Mail Stop 2440

Washington, DC 20548

Dear Mr, Mihm:

Thank you for your testimony during today’s full commitiee hearing entitled “How Tax
Compliance Obligations Hinder Small Business Growth” before the Committee on Small
Business. It is in this regard that I respectfully submit the following questions for the record. I
would appreciate a response by COB July 28, 2015 submitted electronically to

shdcommittee@mail.house.gov.

“Mr. Mihm: Minority firms often have an even harder time getting off the ground
and then staying afloat than other demographics of small businesses, particularly as
it relates to lending. Have you all studied the impact that tax compliance has on
minority owned firms and if so, what is the rate of minority owned firms closing
their businesses as a result of the difficulty in tax compliance compared to white
owned firms? Do minority owned firms have unique challenges with regard to tax
compliance?

Sincerely,

Al dons—

Alma Adams
Ranking Member
Subcommittee on Investigations, Oversight and Regulations

ce: Ranking Member Nydia Veldzquez, Committee on Small Business
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1.S. GOVERNMENT ACCOUNTABILITY OFFICE

441 G St. NW.
Washington, DC 20548

July 28, 2015

Ms. Alma Adams

Ranking Member, Subcommittee on investigations, Oversight and Regulations
U.S. House of Representatives, Committee on Small Business

2361 Rayburn House Office Building

Washington, D.C. 20515-6315

Dear Ms. Adams:

Thank you for your follow-up questions from the committee’s hearing last week
entitled “How Tax Compliance Obligations Hinder Small Business Growth”. We
reviewed our past reports on topics involving minority-owned small businesses.
We determined that GAO has not specifically examined the impact that tax
compliance has on minority-owned firms; the rate of minority-owned firms closing
their businesses as a result of the difficulty of tax compliance; or whether minority
owned firms have unique challenges with regard to tax compliance.

si er%_\

J. Christopher Mihm
Managing Director, Strategic Issues
U.S. Government Accountability Office

cc: Ranking Member Nadia Velazquez, Committee on Small Business
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Congress of the Wnited States
.2, Nouse of Representatioes
Committee on Small Business
2361 Raghom Hovse Office Building
Foashingtan, DE 5156313

July 22,2015

Professor Donald Williamson
American University

4400 Massachusetts Avenue, NW
Washington, DC 20016

Dear Professor Williamson:

Thank you for your testimony during foday’s full committee hearing entitled “How Tax
Compliance Obligations Hinder Small Business Growth” before the Committee on Small
Business. It is in this regard that I respectfully submit the following questions for the record. I
would appreciate a response by COB July 28, 2015 submitted -electronically fo

shdcommittee@mail.house.gov.

“Professor Williamson: Minority firms often have an even harder time getting off
the ground and then staying afloat than other demographics of small businesses,
particularly as it relates to lending. Have you all studied the impact that tax
compliance has on minority owned firms and if so, what is the rate of minority
owned firms closing their businesses as a result of the difficulty in tax compliance
. compared to white owned firms? Do minority owned firms have unique challenges
with regard to tax compliance?

Sincerely,

AL o Adowsr—

Alma Adams
Ranking Member
Subcommittee on Investigations, Oversight and Regulations

cc: Ranking Member Nydia Velazquez, Committee on Small Business
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AMERICAN UNIVERSITY

WASHINGTON DC

KOGOD TAX POLICY CENTER

CARGLING BRUCKNE

MANAGING

July 28, 2015

The Honorable Alma Adams

Ranking Member

Subcommittee on Investigations, Oversight and Regulations
U.S. House of Representatives

Committee on Small Business

2361 Rayburn Office Building

Washington, D.C. 20515

RE: Questions for the Record From July 22, 2015 Committee on Small Business Hearing
Dear Rep. Adams,

Thank you very much for the opportunity to testify last week at the hearing titled, “How Tax
Compliance Burdens Hinder Small Business Growth,” before the full Committee on Small
Business (the “Committee™). [ very much appreciated the opportunity to share with you and the
other Committee members my views on specific tax compliance burdens that challenge America’s
small businesses and recommendations for addressing those challenges. During the hearing, you
posed the following questions to me, which you subsequently submittted for the record:

“Minority firms often have an even harder time getting off the ground and then
staying afloat than other demographics of small businesses, particularly as it
relates to lending. Have you all studied the impact that tax compliance has on
minority-owned firms and if so, what is the rate of minority-owned firms closing
their businesses as a result of the difficulty of tax compliance compared to white
owned firms? Do minority-owned firms have unique challenges with regards fo tax
compliance?”

To date, the Kogod Tax Policy Cener has not studied the tax compliance challenges of minority-
owned firms specifically. However, in response to your request, I conferred with my colleagues
at American University Kogod School of Business as well as the U.S. Small Business
Administration Office of Advocacy (“Advocacy”), which is the offical Federal government source
of small business statistics. In addition, our team researched existing studies from the U.S.
Government Accountability Office and the National Taxpayer Advocate Service. Following this
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full review of the economic literature, it is our conclusion that there has yet to be produced a robust
academic economic analysis on the tax compliance issues specific to minority-owned firms.

We suspect that the primary reason for the dearth of economic literature on these issues is that the
costs for commissioning the requisite survey information to conduct an comprehensive study
precludes smaller academic programs, like ours, from undertaking a study of this magnitude.
Unlike other tax-specific related inquiries, tax data specific to minority-owned firms is not readily
available through the Internal Revenue Service Statistical Information Service. In order to
produce a comprehensive study, an investigative team would need to conduct a fairly extensive
survey of minority-owned firms not unlike survey studies produced by the U.S. Census Bureau.

That noted, the U.S. Census Bureau has announced that survey data from its “2012 Survey of
Business Owners™ is currently being tabulated and will be released later this year. It is our
understanding that Advocacy is scheduled to do a demographic study of this data upon its release.
Once they are able to analyze this information, they may be ablc to see patterns emerge by looking
at demographics by industry and revenue and see how this could relate to minority-owned firms.

1 hope the foregoing information is helpful to you in your efforts to identify tax burdens specific
to minority-owned firms. In addition, please do not hesitate to contact me should you need
additional information on this or any other small business tax-related issues.

Sincerely,

Al

Professor Don Williamson
Executive Director

Kogod Tax Policy Center
Kogod School of Business
American University

KOGOD SCHOOL OF BUSINESS
4400 MASSACHUSETTS AVENUE, NW WASHINGTON, DC 20016-8044 Phone: 202.885.3258
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STEVE CHABOT, Omo NYDIA M. VELAZQUEZ, New YorK

Criasnant RANNG MEVEES

Congress of the Wnited States

0.2, Bouse of Representatioes
Committee on Small Business
2361 Ragbum Pouse Office Buiiding

Washington, DL 205)5-6519

July 22, 2015

Mr. Troy Lewis

Heritage Bank

529 East Willow Springs Lane
Draper, UT 84020

Dear Mr. Lewis:

Thank you for your testimony during today’s full committee hearing entitled “How Tax
Compliance Obligations Hinder Small Business Growth™ before the Committee on Small
Business. It is in this regard that I respectfully submit the following questions for the record. I
would appreciate a response by COB July 28, 2015 submitted electronically to

shdcommittee@mail.house.gov.

“Mr. Lewis: Minority firms often have an even harder time getting off the ground
and then staying afloat than other demographics of small businesses, particularly as
it relates to lending. Have you all studied the impact that tax compliance has on
minority owned firms and if so, what is the rate of minority owned firms closing
their businesses as a result of the difficulty in tax compliance compared to white
owned firms? Do minority owned firms have unique challenges with regard to tax
compliance?

Sincerely,

Alma Adams
Ranking Member
Subcommittee on Investigations, Oversight and Regulations

ce: Ranking Member Nydia Veldzquez, Committee on Small Business
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§ \\k Amarican institute of CPAs
Fin Y @5 1455 Pennsylvania Avenue, NW

- Washington, DC 200041081

Tuly 27, 2015

The Honorable Alma Adams

Ranking Member

Subcommittee on Investigations, Oversight and Regulations
222 Cannon House Office Building

Washington, DC 20515

RE: Committee Hearing on How Tax Compliance Obligations Hinder Small Business Growth
Dear Ranking Member Adams:

The American Institute of Certified Public Accountants (AICPA) thanks you for the opportunity
to testify at the Committee on Small Business hearing on July 22, 2015. Following the hearing,
we received a written request from you to provide responses to the following questions:

“Minority firms often have an even harder time getting off the ground and
then staying afloat than other demographics of small businesses, particularly
as it relates to lending. Have you all studied the impact that tax pli

has on minority owned firms and if so, what is the rate of minority owned firms
closing their businesses as a result of the difficulty in tax cempliance compared
to white owned firms? Do minority ewned firms have unique challenges with
regard to tax compliance?”

Our Response: The AICPA has not studied the impact that tax compliance has on minority-owned
firms. Tax compliance impacts all businesses. Minority and non-minority.

The AICPA is the world’s largest member association representing the accounting profession, with
more than 400,000 members in 145 countries and a history of serving the public interest since
1877. Our members advise clients on federal, state and international tax matters and prepare
income and other tax returns for millions of Americans. Our members provide services to
individuals, not-for-profit organizations, small and medium-sized businesses, as well as America’s
largest businesses.

If you have any additional questions, please feel free to contact me at (801) 523-1051, or
tewis(@sisna.com; or Melissa Labant, AICPA Director of Tax Advocacy, at (202) 434-9234, or

miabanti@iaicpa.org.

Sincerely,

Troy K. Lewis, CPA
Chair, AICPA Tax Executive Committee

cc: Ranking Member Nydia Velazquez, Committee on Small Business

To202.737.6600 | F 20263843512 | aicpa.org
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Congress of the Wnited Dtates

1.5, Wovse of Represenmatives
Eommitcee on Small Bosiness
1361 Rapburn House Office Building

Aashington, BE 20515-6515

July 22,2015

Mr. Les Vitale
McGladrey, LLP
80 City Square
Boston, MA 02129

Dear Mr. Vitale:

Thank you for your testimony during today’s full commitiee hearing entitled “How Tax
Compliance Obligations Hinder Small Business Growth” before the Committee on Small
Business. It is in this regard that I respectfully submit the following questions for the record. 1
would appreciate a response by COB July 28, 2015 submitted -electronically to

sbdcommittee@mail house.gov.

“Mr, Vitale: Minority firms often have an even harder time getting off the ground
and then staying afloat than other demographics of small businesses, particularly as
it relates to lending. Have you all studied the impact that tax compliance has on
minority owned firms and if so, what is the rate of minority ewned firms closing
their businesses as a result of the difficulty in fax compliance compared to white
owned firms? Do minority owned firms have unique challenges with regard to tax
compliance?

Sincerely,

Alastlelon—

Alma Adams
Ranking Member
Subcommittee on Investigations, Oversight and Regulations

cc: Ranking Member Nydia Veldzquez, Committee on Small Business
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Dictated but not read
Dear Ms. Adams

| just returned from a business trip and came across your letter and the aforementioned question. My
apologies for the delayed, last minute response and the brevity of my remarks. | will do my best to
provide you an answer to the excellent question you pose and are interested in getting further into.

| have not studied the impact of tax compliance on smalil minority owned firms and do not have valuable
data on the rate at which small firms are closing based on either the burden of tax law compliance of
any other business reasons. | would only be able to provide anecdotal information from what | have
experienced and members of my firm have experienced in practice.

Having said that from experience | do believe small minority owned firms have unique challenges that
originate from items other than taxes and that is lack of access to capital and lack of knowledge of grant
and other special aid programs. Compliance rules in the financial services area are every bit as onerous
as the tax rules, and therefore small minority owned businesses are often burdened with complex
accounting and finance rules relative to how items of income and expense and capitalized items are to
be classified, categorized and recorded in financial and tax reports required of finance agencies such as
Banks and the SBA and the (RS in the form of tax returns.

Most of the smali minority businesses compliance problems seem to start with a lack of capital that
would enable them to attract and hire the best qualified finance people that would be familiar enough
with the complex financial and tax regulatory rules to assure compliance. If the financial reporting rules
and the tax reporting rules could be relaxed and simplified, small minority owned firms might be able to
better prepare reports about their financial condition enabling them to obtain greater access to capital
and in turn get them greater access to more talented people, build a stronger business, make more
money and ultimately pay their fair share of taxes from being profitable.

| think the problem starts with lack of capital and lack of programs to assist start up small minority
businesses pursue their dream. The IRS and Congress can and should provide reduced tax and
compliance burdens to small minority owned and non-minority owned businesses. As luck would have
it, my cab ride back to the airport provided me an interesting conversation with a bright African
American cab driver who also owned a small convenience store blocks away from the state Capitol
building. In 15 minutes | learned that he was behind on his store rent 4 months, vendors were shutting
him off and he could not afford to keep his part time store clerks, meaning he closed while he was
driving the cab. The ingredients for failure were written all over it. He asked me if | had any ideas how
to stay afloat. His problem was partly taxes, partly financing and mostly lack of capital. | suggested he
contact the SBA but the problem he will find when he gets there is the onerous reporting and
qualification requirements. He also told me he had not filed a tax return in 2 years, but it was clear he
lost money and would not owe any taxes (he used all his capital to pay his payroll and meals and sales
taxes}.

So the problem starts with a lack of capital and a lack of programs for the small business owner. Simpler
reporting would be helpful, but it is not the one thing or the only thing that would help, but it would be
part of the solution.
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| hope you find this answer helpful and my apologies for not having more facts and figures to support
this argument.

| appreciate the opportunity to have presented to your committee. 1found it a fascinating first time
experience and would welcome the opportunity to do it again. My hats off to the Committee on Small
Business for doing the work you do for American business, an industry 've spent my entire career

in. Thank you.

Sincerely,
Les Vitale

Les Vitale, CPA, MST
Partner
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