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This report is dedicated to
Bob Wenzel who, over the course
of his forty year career with the
IRS, most recently as Acting
Commissioner, was able to
successfully balance being a tax
administrator par excellence
and having compassion for

the ordinary taxpayer.




PREFACE

Honorable Members of Congress,

It is my pleasure to submit to you for your review the National Taxpayer Advocate’s 2003
Annual Report to Congress. Three themes are evident throughout this report. First,
Congress and the IRS must act quickly and decisively to address several extremely serious
problems confronting taxpayers. Second, IRS resources must be applied in a way that
achieves a reasonable balance between enforcement activity, on the one hand, and cus-
tomer service and taxpayer rights, on the other. Third, Congress and the IRS need to
undertake more thorough research to ensure that legislative and administrative responses
to perceived problems in tax administration are rooted in fact rather than impression or
anecdote, and that initiatives actually achieve what they are designed to accomplish.

As required by statute, this report identifies and discusses 20 of the most serious problems
encountered by taxpayers. The problem that | believe requires the most immediate and
thorough response is the growing reach of the individual Alternative Minimum Tax. This
problem is looming over all of us — taxpayers, Congress, the IRS. In the years to come,
the IRS will be faced with applying resources to make adjustments to the returns of
increasing numbers of taxpayers who were unaware that they, too, “won” the AMT lot-
tery. For that is how the AMT appears to function — randomly, no longer with any logi-
cal basis in sound tax administration or any connection with its original purpose of taxing
the very wealthy who escape taxation. Congress must address the AMT before it bogs
down tax administration and increases taxpayers’ cynicism to such a level that overall
compliance declines.

The second most serious problem 1 identify is the government’s failure to aggressively
enforce the tax laws with respect to self-employed persons. Income earned by self-
employed persons is not reported to the IRS on a Form W-2 and often is not reported at
all. Thus, it is hardly surprising that self-employed persons account for the largest share
of the known tax gap — the amount of improperly unpaid tax each year — which now is
estimated at a whopping $310 billion annually. Why would the National Taxpayer
Advocate highlight a problem that requires a response involving enforcement initiatives?
The answer is simple — compliant taxpayers are impacted by the large tax gap attributable
to sole proprietor taxpayers. Not only must compliant taxpayers pay more taxes in order
to make up for a revenue collection shortfall, but their confidence in the system is shak-
en. How should a W-2 taxpayer, who has taxes taken out of her paycheck each week, feel
when the free-lance carpenter making small improvements on her home brags about not
reporting these private homeowner payments? Or her children’s day care provider wants
to be paid in cash?
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To date, the IRS’s response has been that these problems are intractable, that they require
too much in the way of resources, and that it is busy pursuing high-dollar abusive tax
schemes and low-dollar Earned Income Tax Credit noncompliance. But how can a fair
and balanced tax system justify ignoring an issue that impacts many more taxpayers in
their daily lives than either of those high profile compliance problems? If an effective
response to the sole proprietorship tax gap requires additional resources, including more
revenue agents and revenue officers in the field, then the IRS should make the case for
those resources. It should not use the lack of resources as justification for a lack of
response.

This report recommends that Congress implement a withholding mechanism on certain
payments to self-employed persons to help address the problem. While this recommen-
dation is sure to be controversial and the specifics can certainly be refined, | believe it
represents a good starting point for discussions about the issue, and its primary virtue is
that it sidesteps the age-old and intractable debate about which standards to apply in dis-
tinguishing between employees and independent contractors.

A second theme of this report is achieving the proper balance between (1) IRS enforce-
ment activity and (2) customer service and taxpayer rights. Clearly, the IRS needs to
maintain an active and vigorous presence in enforcing this country’s tax laws. But these
enforcement initiatives must be balanced with an equally vigorous protection of taxpayer
rights, including the delivery of outstanding customer service. We need, somehow, to
show taxpayers that their duty to comply with tax laws is balanced by the IRS’s obligation
to respect their rights — the right to disagree with proposed IRS adjustments and assert
that disagreement within the tax system.

“Balance” figures prominently in our first legislative recommendation on confidentiality
and disclosure of returns and return information. The promise that we will hold taxpay-
ers’ highly personal information in confidence forms the basis of all tax administration.
Every proposal to create an exception to that promise must be balanced against the
potential impact it will have on taxpayers’ continued willingness to provide that informa-
tion to the IRS. Because we can count on strong forces seeking access to that informa-
tion — for example, the drive to increase government efficiency — I believe Congress must
codify a balancing test to counter those forces.

The concept of balance also plays a role in the regulation of tax practitioners and prepar-
ers. While the IRS begins to look at high-end tax professionals — the lawyers and CPAs
who traffic in corporate technical tax shelters or abuses of Roth IRAs — it cannot overlook
the competency (or incompetency) of tax preparers who serve the majority of U.S. taxpayers.
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For two years now | have called for action in regulating unenrolled return preparers. \We
have known about the problems associated with this population since before 1976, when
Congress enacted preparer penalties and imposed basic requirements on return preparers.
These problems have compounded with the advent of electronic filing and the entry of
car dealers, pawnshops, and furniture stores into the tax preparation field.

In response to my proposal in last year’s report for registration, testing, and certification
of unenrolled return preparers, every major tax professional organization expressed sup-
port for some form of regulation, as did the Internal Revenue Service Advisory
Committee (IRSAC), the Information Reporting Program Advisory Committee (IRPAC),
and the Taxpayer Advocacy Panel (TAP). The IRS is the only major entity that does not
support such a proposal, without any empirical evidence to justify its lack of action.

This leads to the third theme of the report — the need for better research on which to base
and evaluate tax administration initiatives. Year after year, the IRS has failed to conduct
even the most rudimentary research into understanding what is going on in the area of tax
return preparation. In fact, it does not have a tracking mechanism for complaints about
unenrolled preparers. The General Accounting Office’s (GAO) recent report to Congress
on this issue identified the impact on IRS resources as one consideration in going forward
with a registration scheme. But GAO also noted that “data are lacking about the extent of
problematic paid preparer behavior and the effectiveness of existing IRS actions, which
makes it difficult to assess the tradeoff between benefits and costs.™

Thus, to get things rolling, | am proposing that Congress direct the Secretary of the
Treasury to convene a joint task force to actually compile information about the extent of
“problematic paid preparer behavior” and address all of the concerns raised by the IRS
and others over the years about this issue. Lack of knowledge is no excuse for inaction; it
merely calls for good research as a precedent to action.

In fact, the availability of good research is key to effective tax administration and achiev-
ing balance while taking action. For the IRS to act — in enforcement, in education, in
allocating resources among programs — without a basis in research is to reduce tax admin-
istration to the level of gut instinct and reaction. Actions based on instinct alone can
lead to violation of taxpayer rights and loss of confidence in the tax system.

1 The disclosure provisions of the Victims of Terrorism Tax Relief Act of 2001 expired on December 31, 2003.
At the time of printing this report, Congress has not yet acted on extension of the disclosure provisions.
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Thus, throughout this report, we make recommendations for the IRS or for Congress to
institute studies. These proposals are not meant to tie the hands of the IRS for years.
Rather, they are intended to free the IRS to act wisely. This research can take several
forms, discussed below.

Short-term, focused subject studies. An example of this type of research project involves
Individual Taxpayer Identification Numbers (ITINs). The IRS, in the period of two
months, conducted an in-depth study into the usage, distribution, and source of ITINs
and the tax compliance rate of ITIN holders. The findings of this study were 180 degrees
from earlier, superficial IRS analyses that had driven IRS policy for over a year and a half.
The balanced policy changes adopted by the IRS in response to its new research findings
(outlined in the most serious problem herein) clearly demonstrate the importance of good
numbers to tax administration.

Pilot programs and proofs of concept. The IRS must use (and Congress should require) pilot
programs in order to validate assumptions of effectiveness and impact and to test for
unintended adverse consequences. The EITC certification/precertification pilot falls into
this category. Further, | have proposed that programs be required prior to any further leg-
islative erosion of the confidentiality of taxpayer information under IRC 8 6103. Where
significant taxpayer rights are at stake, research in the form of pilots can serve as a sanity
check so that full-scale action does not create problems for tax administration that will
take years to reverse.

Long-term research as part of an action plan. Research initiatives such as the National
Research Project (NRP) enable the IRS to identify areas of noncompliance so that it can
better focus its compliance and education efforts. Further, the creation of a cognitive lab
would enable the IRS to study what makes taxpayers behave the way they do. Why don’t
taxpayers respond to IRS letters? What is the best way to present information to taxpay-
ers so they actually understand what is expected of them and so that we increase the odds
that they will undertake the desired behavior? What is it about certain kinds of schemes
that makes taxpayers override their risk aversion and make them willing to participate?
This is information that a world-class tax agency should be exploring. Such information
has significant practical application for tax administration.

2003 ANNUAL REPORT o TAKPAYER ADVOCATE SERVICE vii



Research as evaluation. As IRS launches new compliance or education initiatives, we need
to know if they are, in fact, accomplishing what we hoped they would. When a new
exception to confidentiality of return information is created, are we tracking the long-term
consequences of that exception? Have advances in technology — information sharing — or
in the private sector — commercial databases — eliminated another federal agency’s need
for IRS taxpayer information? Research as evaluation can be an important tool in rein-
forcing key values in the tax system and protecting them from unnecessary erosion.
Program improvements and refinements, based on follow-up research, can ensure that IRS
initiatives are narrowly tailored to achieve their purpose and do not have unintended and
negative impact on tax compliance.

These are the themes of this report — action, balance, and research. Balanced, well-
researched programs do not hamper IRS enforcement or other actions. In fact, they
strengthen these actions and, more importantly, taxpayers’ confidence in a fair and effi-
cient tax system.

Respectfully Submitted,
Nina E. Olson

National Taxpayer Advocate
31 December 2003
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MOST SERIOUS PROBLEMS
ENCOUNTERED BY TAXPAYERS

METHODOLOGY OF THE MOST SERIOUS PROBLEM LIST
Over the past year, we objectively evaluated and ranked each taxpayer problem according

to the following factors:
Impact on taxpayer rights
Percentage of taxpayers affected

Barriers to taxpayer compliance, including expense, time, and burden
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Impact of noncompliance on tax revenue
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Congressional interest

National Taxpayer Advocate interest

® 6 6 6 6 o o

External stakeholders interest

¢ Frequency of issue in TAS case advocacy database

A detailed ranking of the 20 most serious problems appears in Appendix 5. Many of the
issues impact both individual and business taxpayers; some apply to individuals exclusive-
ly while others affect only businesses.

TAMIS List

We have also prepared a second list of taxpayer problems based solely on Taxpayer
Advocate Service (TAS) case inventories, as reflected by the Taxpayer Advocate
Management Information System (TAMIS). This list, which appears as Appendix 1,
details the 25 issues that generated the most contacts with TAS from October 1, 2002
through September 30, 2003. While some of the same topics appear on both lists of tax-
payer concerns, the tracking codes used in TAMIS can encompass a variety of issues and
may not reveal the underlying causes of problems. Further, taxpayers who contact TAS
are a small subset of taxpayers who encounter problems with the IRS

SECTION
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PROBLEMS

IRS Response

As we do every year, we shared our definition and analysis of each problem with the IRS
Operating Division Commissioners to give them a chance to comment on the issues.
Their responses are published in full under the headings “IRS Comments” and “IRS
Initiatives to Address the Problem.” We have also listed the “IRS Responsible Official”
for each problem, although we recognize that other officials or Operating Division
Commissioners may be involved in these issues. The Taxpayer Advocate Service then
comments upon the IRS response.

=
- S
- A
-—
(—}
R en
= m
m
-
= -
e &
=
(-}

! IRC §7803(c)(2)(B)(ii)(IV).
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Prakiem Rank | Protiem Tite :;'::;';"::; T::::';::s
Alternative Minimum Tax for Individuals v
Nonfiling and Underreporting by Self-Employed Taxpayers v v
2 3 Earned Income Tax Credit (EITC) Compliance Strategy v v
Z % 4 Appeals Implementation of the Collection Due Process (CDP) Y Y
= = Program
= E 5 Individual Taxpayer Identification Number (ITIN) Program and Y
; Application Process
6 Combination Letter v v
7 Offers in Compromise v v
8 Math Error Authority v v
9 Navigating the IRS v v
10 No Response Audit Cases v
11 Taxpayer Assistance Centers (TAC) v v
12 Earned Income Tax Credit Outreach & Education v v
13 Earned Income Tax Credit Nonfilers v v
14 Separating Joint Accounts of Spouses v
15 Criminal Investigation Freezes v v
16 Appeals Inventory Delays v v
17 Federal Tax Deposit (FTD) Penalty v
18 Federal Payment Levy Program (FPLP) v
19 Manual Refund Inconsistencies v
20 Combined Annual Wage Reporting (CAWR) Reconciliation v v

SECTION
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PROBLEMS

PROBLEM
TOPIC #1 MOST SERIOUS PROBLEM: ALTERNATIVE MINIMUM TAX FOR INDIVIDUALS

DID YOU KnNOW?
¢ The minimum tax was enacted into law in 1969 after Congress learned that 155
taxpayers with adjusted gross incomes (AGI) of $200,000 or more for the 1996 tax
year had paid no federal income tax at all.!

¢ The Joint Committee on Taxation projects that within the next decade, almost two
million taxpayers with incomes as low as $30,000 will have to prepare the AMT
schedule with their tax returns - if only to prove that they do not owe AMT.?
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¢ In tax year 2001, over 660,000 taxpayers with adjusted gross incomes under
$200,000 paid more than $1.625 billion in AMT. The number of taxpayers with
AGI of less than $50,000 owing AMT in 2001 is virtually the same as the number
of taxpayers with AGI between $475,000 and $500,000 who owed no AMT.?

¢ By 2008, it will cost less to repeal the regular income tax structure and keep the
AMT ($74 billion) than to abolish the AMT ($85 billion).*

¢ In 2005, it is projected that 65 percent of married couples with an adjusted growth
income (AGI) between $75,000 and $100,000 with two or more children will be affected
by the AMT - up from one percent in 2003.> Overall, the AMT is projected to affect
approximately 12.7 million taxpayers in 2005 - up from just over 2.4 million today.®

¢ 1In 2010, the AMT is projected to affect nearly 32 million taxpayers.” The majority
will have incomes under $100,000, and more than 36 percent of taxpayers with
incomes between $50,000 and $75,000 will owe AMT.?

¢ Taxpayers must often fill out a 12-line worksheet, read eight pages of instructions,
and complete a 65-line form — only to find they owe little or no AMT after all.’
Other taxpayers must complete the 65-line form, even though they are not subject
to the AMT, to substantiate their entitlement to certain tax credits.

¢ Taxpayers subject to the AMT must calculate their tax liability twice, once under
regular income tax rules and again under AMT rules.

! The 1969 Economic Report of the President: Hearings before the Joint Economic Comm., 91st Cong., pt. 1, p.
46 (1969) (statement of Joseph W. Barr, Secretary of the Treasury).

2 Joint Committee on Taxation data (as cited by American Institute of Certified Public Accountants, AICPA
Outline of Individual AMT, Tax Analysts, 2001 TNT 131-77, April 23, 2001).

® Tax Year 2001,Compliance Research Information System (CRIS), Model IFM 2003. Approximately 40,000 tax-
payers fell into each category.

* Leonard E. Burman, William G. Gale & Jeffrey Rohaly, Urban-Brookings Tax Policy Center, The AMT:
Projections and Problems, Tax Notes, July 7, 2003, p. 109.

5

Id.
® Joint Committee on Taxation (unpublished data furnished on Nov. 5, 2003).
7

Id.

® Leonard E. Burman, William G. Gale & Jeffrey Rohaly, Urban-Brookings Tax Policy Center, The AMT:
Projections and Problems, Tax Notes, July 7, 2003, pp. 105 and 107 (table 1).

° 2003 Form 1040 Instructions, Worksheet To See if You Should Fill in Form 6251, line 42, p. 38; Form 6251,
Alternative Minimum Tax - Individuals.
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MOST SERIOUS PROBLEM: ALTERNATIVE MINIMUM TAX FOR INDIVIDUALS TOPIC #1

¢ Taxpayers are projected to lose the benefit of nearly 12 billion dollars in tax credits
(such as business credits) in 2010 because of AMT.”

DEFINITION OF PROBLEM

The concept of an add-on minimum tax entered the Internal Revenue Code more than
three decades ago. Congress enacted the tax after hearing testimony that 155 taxpayers
with adjusted gross incomes (AGI) above $200,000 had paid no federal income tax for the
1966 tax year."* The purpose of this add-on tax was to prevent wealthy taxpayers from
escaping tax liability through the use of tax avoidance transactions.
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Over time, however, the add-on tax - since modified and designated the Alternative
Minimum Tax or “AMT” - has reached a very different taxpayer population than Congress
originally intended. The AMT now impacts approximately 2.4 million taxpayers and is
projected to affect nearly 32 million taxpayers by 2010, including many with incomes
below $50,000."

Far from affecting only the wealthiest taxpayers, the AMT by 2010 will raise 52 percent of
its revenue from households with incomes of less than $100,000, up from nine percent
today.® The AMT also imposes tax on many activities that can hardly be viewed as
attempts at tax avoidance, such as having children (the tax benefits of dependency exemp-
tions are lost under the AMT).

The mechanics and computation of AMT tax liability are so complex that many taxpayers
may not even realize they are subject to the tax. Some taxpayers are dismayed to discover
they have large AMT liabilities they did not anticipate and cannot pay. To make matters
worse, the difficulty of projecting AMT tax liability in advance makes it challenging for
taxpayers to compute and make required estimated tax payments, which often results in
these taxpayers being subject to penalties.

Although there are no studies specifically measuring the compliance costs arising from
AMT, the IRS has estimated that taxpayers spent over 29 million hours in 2000 complet-
ing and filing AMT tax forms, or roughly 63 hours per each taxpayer who actually pays
the AMT.* This burden is growing dramatically as increasing numbers of taxpayers fall
under the AMT regime.

% Department of the Treasury, Office of Tax Analysis, Paper 87, table 1 at p. 19, June 2000; IRC § 55(c)(2).

™ The 1969 Economic Report of the President: Hearings before the Joint Economic Comm., 91st Cong., pt. 1,
p. 46 (1969) (statement of Joseph W. Barr, Secretary of the Treasury).

2 J0int Committee on Taxation (unpublished data furnished on Nov. 5, 2003); see also Leonard E. Burman,
William G. Gale & Jeffrey Rohaly, Urban-Brookings Tax Policy Center, The AMT: Projections and Problems, Tax
Notes, July 7, 2003, p. 107 (projecting that the AMT will affect 33.1 million taxpayers in 2010).

¥ Leonard E. Burman, William G. Gale & Jeffrey Rohaly, Urban-Brookings Tax Policy Center, The AMT:

SECTION Projections and Problems, Tax Notes, July 7, 2003, p. 105.
0 NE  Internal Revenue Service, Annual Report from the Commissioner of the Internal Revenue on Tax Law Complexity, June
5, 2000, p. 26.
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MOST SERIOUS PROBLEM: ALTERNATIVE MINIMUM TAX FOR INDIVIDUALS Toric#1 PROBLEMS

ANALYSIS OF PROBLEM

Background of the AMT

The concept of a minimum tax was initially developed in response to reports that a small,
wealthy group of taxpayers was avoiding taxes altogether through the use of tax avoidance
techniques.” In 1969, the House of Representatives adopted recommendations of the
Treasury Department and passed a bill to impose a minimum tax by limiting certain tax
preference items, in the aggregate, to 50 percent of gross income.”® This approach required the
use of a complex formula designed to allocate itemized deductions between taxable income
and non-taxable income and to disallow those deductions allocated to non-taxable income."”
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The Senate changed the bill, adopting instead a tax on specified preference items in excess
of a $30,000 exemption amount.®® The final bill followed the Senate’s approach and
imposed an add-on tax of 10 percent on nine specific tax preference items when the sum
of the preference items exceeded $30,000.%

The Tax Reform Act of 1976 and the Revenue Act of 1978 both made modifications to
the add-on tax. The 1976 Act, among other things, increased the add-on tax rate to 15
percent and lowered the exemption amount from $30,000 to $10,000.* The 1978 Act
went a step further, restructuring the tax into two components. The add-on tax was
retained for all tax preferences except the capital gains deduction and excess itemized
deductions, and a new alternative minimum tax was established to adjust the taxpayer’s
income for these two items of tax preference. This new alternative minimum tax (AMT)
imposed a progressive three-tiered rate structure on AMT: 10 percent on AMT income
between $20,001 and $60,000; 20 percent on AMT income between $60,001 and
$100,000; and 25 percent on AMT income over $100,000.*

In 1982, Congress repealed the add-on tax and replaced it with the alternative minimum
tax (AMT).”? Although Congress has enacted many technical changes over the past two
decades, the basic structure of the AMT rules has remained intact.

% The 1969 Economic Report of the President: Hearings before the Joint Economic Comm., 91st Cong., pt. 1,
p. 46 (1969) (statement of Joseph W. Barr, Secretary of the Treasury); Committee on Ways and Means of the
U.S. House of Representatives and Committee on Finance of the U.S. Senate, 91st Cong., Tax Reform Studies
and Proposals, U.S. Treasury Department, pt. 1, p. 132 (Comm. Print 1969).

' H.R. 13270, § 301(a) (version passed by the House of Representatives on Aug. 8, 1969).
'" See H.R. Conf. Rep. No. 91-782, p. 301 (1969).
 H.R. 13270 (substituted version passed by the Senate on Dec. 11, 1969).

¥ Tax Reform Act, Pub. L. No. 91-172, § 301 (1969). The nine specified tax preference items were (1) excess
investment interest income, (2) accelerated depreciation on personal property, (3) accelerated depreciation on
real property, (4) amortization of certified pollution control facilities, (5) amortization of railroad rolling stock,
(6) tax benefits from stock options, (7) bad debt deductions of financial institutions, (8) depletion, and (9) the
deduction for capital gains.

% Tax Reform Act, Pub. L. No. 94-455, § 301 (1976).
*! Revenue Act, Pub. L. No. 95-600, § 421 (1978).
2 Tax Equity and Fiscal Responsibility Act, Pub. L. No. 97-248, § 402(a) (1982).
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MOST SERIOUS PROBLEM: ALTERNATIVE MINIMUM TAX FOR INDIVIDUALS TOPIC #1

How the AMT Is Computed

The AMT is a separate system from the regular income tax, with unique rules governing
the recognition of income and the timing of deductions and credits. Taxpayers are often
required to maintain two sets of records - one for regular income tax purposes and one for
AMT purposes.

The determination of AMT liability, if any, is complex:
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¢ First, the taxpayer must calculate his or her regular tax liability. The regular
income tax rules provide preferred treatment for certain types of income and allow
taxpayers to claim certain exemptions, deductions, exclusions and credits.
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¢ Second, the taxpayer must determine whether he or she is subject to additional tax
under the AMT regime. The IRS has developed a 12-line worksheet (Worksheet To
See if You Should Fill in Form 6251)* to help taxpayers determine whether they
may be subject to the AMT. If the worksheet indicates that a taxpayer is potential-
ly subject to the AMT, the taxpayer must complete Form 6251 (Alternative
Minimum Tax - Individuals), which contains 65 lines. Many taxpayers are required
to complete Form 6251 - only to find that they do not have an AMT liability.

¢ Third, the taxpayer must compute their alternative minimum taxable income
(AMTI) on Form 6251. This computation generally requires taxpayers to give up
the benefit of tax preference items to which they are entitled under the regular tax
system (e.g., dependency exemptions, a standard deduction, and itemized deduc-
tions for state and local taxes, employee business expenses and legal fees).*

¢ Fourth, the taxpayer must determine an “exemption amount” to which he is enti-
tled based on filing status.

¢ Fifth, the taxpayer must compute his “taxable excess” by subtracting his exemption
amount from his AMTI.

¢ Sixth, a taxpayer with a positive “taxable excess” must compute his “tentative mini-
mum tax.” A “taxable excess” of $175,000 or less is taxed at a 26 percent rate and
any additional “taxable excess” is taxed at a 28 percent rate. (The total amount is
the tentative minimum tax).”

¢ Seventh, the taxpayer must compute his “alternative minimum tax” or “AMT.”
The AMT is equal to the excess of the taxpayer’s tentative minimum tax, if any,

2003 Form 1040 Instructions, p. 38.

% Required adjustments listed on Form 6251 include adjustments for medical and dental expenses, state and
local taxes, certain non-allowable home mortgage interest, miscellaneous itemized deductions, tax refunds,
investment interest, depletion, certain net operating losses, interest from specified private activity bonds, quali-
fied small business stock, the exercise of incentive stock options, estates and trusts, electing large partnerships,
property dispositions, depreciation on certain assets, passive activities, loss limitations, circulation costs, long-
term contracts, mining costs, research and experimental costs, income from pre-1987 installment sales, intangi-

SECTION ble drilling costs, certain other adjustments and alternative tax net operating loss deductions. See IRC §§ 56
and 57; IRS Form 6251 (Alternative Minimum Tax - Individuals), Part I.
0 NE % |IRC § 55(b)(1)(A).
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over his regular tax liability (reduced by any tax from Form 4972 (Tax on Lump
Sum Distributions) and any foreign tax credit from Form 1040). If the net result is
a negative number or zero, the taxpayer does not owe AMT.

¢ Eighth, if the taxpayer owes AMT, he computes his final tax liability by adding his
regular tax liability and his AMT liability.*

The “exemption amount” described above replaces the standard deduction and personal
exemptions for purposes of computing the AMT.” Prior to 2001, the AMT exemption
amounts were $45,000 for married taxpayers® and $33,750 for most other taxpayers.
Congress increased the exemption amounts in 2001 and then again in 2003 to $58,000
for married individuals and $40,250 for most other taxpayers through 2004,” but these
higher exemption amounts are set to expire and revert to pre-2001 levels in 2005. The
exemption amount is phased out for married taxpayers with AMTI exceeding $150,000
and non-married taxpayers with AMTI exceeding $112,500.%
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A taxpayer who is subject to the AMT accrues AMT credits.® However, these credits may
be applied only to timing items — not to exclusion items. Timing items are those that are
accounted for in different tax years in the regular tax and AMT systems. For example, the
AMT in some instances requires taxpayers to depreciate property over a longer period of
time. Exclusion items are adjustments and tax preference items that result in the perma-
nent disallowance of certain tax benefits such as the standard deduction, personal exemp-
tions and certain itemized deductions. In addition, AMT credits can only be used when
the regular tax liability reduced by other nonrefundable credits exceeds the tentative mini-
mum tax for the tax year.

To claim AMT credits, taxpayers must complete Form 8801 (Credit For Prior Year
Minimum Tax - Individuals, Estates, and Trusts), which the IRS estimates will take more
than five hours.”

% In most cases, the taxpayer’s final tax liability is simply the greater of his regular tax liability or his tentative
minimum tax liability. But because the Code requires adjustments for tax from Form 4972 (Tax on Lump
Sum Distributions) and any foreign tax credit from Form 1040, the Seventh and Eighth steps are required to
ensure that taxpayers with these tax items obtain the correct result.

7 IRC §§ 55(d)(1) & 56(b)(1)(E).

% In cases where married persons file separate returns, each taxpayer is entitled to 50 percent of the exemption
amount allowable to married taxpayers who file joint returns.

% Economic Growth and Tax Relief Reconciliation Act, Pub. L. No. 107-16, § 701 (2001); Jobs and Growth Tax
Relief Reconciliation Act, Pub. L. No. 108-27, § 106(a) (2003).

* IRC § 55(d)(3).
% IRC §53.
* |RS Form 8801, Credit for Prior Year Minimum Tax - Individuals, Estates, and Trusts.
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MOST SERIOUS PROBLEM: ALTERNATIVE MINIMUM TAX FOR INDIVIDUALS TOPIC #1

Problems Arising From the AMT
Some of the most significant problems arising from AMT include the following:

¢ Impact on “Wrong” Taxpayers - The AMT no longer targets just wealthy taxpayers
who are not paying regular income taxes, but encroaches upon other groups. The
number of AMT filers is projected to grow to over 30 million by 2010.* By that
time, the AMT will become the de facto tax system for households with incomes
between $100,000 and $500,000, with 92 per cent of them facing the tax.*

¢ Lack of AMT Knowledge - Taxpayers often file their returns not knowing about
AMT or expecting to be subject to it, but subsequently receive bills relating to the
AMT that they are not prepared to pay. In fiscal year 2003, the IRS closed more
than 19,000 examinations that were initiated because of suspected AMT liabilities.
These examinations resulted in additional tax assessments of nearly $39 million -
more than $2,000 per return.®
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¢ Complexity - The individual AMT is completely separate from the regular income
tax structure. Taxpayers may need to fill out a 12-line worksheet and then a 65-line
form (IRS Form 6251, Alternative Minimum Tax - Individuals) just to determine
whether they are subject to AMT. Other complexities of AMT include the re-com-
putation of the foreign tax credit,® its effects on incentive stock options* and capi-
tal gains rates,® and the treatment of income of minor children (the so-called
kiddie tax).*

+ Failure to Index AMT Exemptions for Inflation - Regular income tax standard
deductions, exemptions and filing thresholds are all adjusted for inflation. The
AMT exemption amounts, however, have not been indexed for inflation. When
Congress enacted the add-on tax in 1969, the exemption amount was $30,000. If
that amount had been indexed, it would be worth nearly $150,000 today.*
Instead, as discussed above, the AMT exemptions are scheduled to return to
$45,000 for married taxpayers and $33,750 for most other taxpayers in 2005.* The

* Joint Committee on Taxation (unpublished data furnished on Nov. 5, 2003); see also Leonard E. Burman,
William G. Gale & Jeffrey Rohaly, Urban-Brookings Tax Policy Center, The AMT: Projections and Problems, Tax
Notes, July 7, 2003, p. 107 (projecting that the AMT will affect 33.1 million taxpayers in 2010).

* Leonard E. Burman, William G. Gale Jeffrey Rohaly, Urban-Brookings Tax Policy Center, The AMT: Projections
and Problems, Tax Notes, July 7, 2003, p. 105-106.

* IRS Wage & Investment Operating Division, Audit Information Management System (FY 2003 data).

% IRC § 59(a).

¥ IRC § 56(b)(3).

*¥ IRC § 55(b)(3).

¥ IRC § 59(j).

“° Department of Labor, Bureau of Labor Statistics, Consumer Price Index - All Urban Consumers (CPI-U)

SECTION (Sept. 16, 2003).

“ Economic Growth and Tax Relief Reconciliation Act, Pub. L. No. 107-16, § 701 (2001); Jobs and Growth Tax

0NE Relief Reconciliation Act, Pub. L. No. 108-27, § 106(a) (2003).
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absence of an AMT indexing provision is largely responsible for the increasing
numbers of middle-class taxpayers who are subject to the AMT regime.*

¢ Adverse Impact on Families - Married taxpayers will be more than 20 times as like-
ly as single taxpayers to pay AMT in tax year 2010. Approximately 5.7 million tax-
payers can be expected to pay AMT in 2010 simply because they lose the benefit
of dependency exemptions under the AMT.*

¢ Loss of Itemized Deductions - An individual taxpayer must add back certain item-
ized deductions when computing AMT.* This causes difficulties for those with
large expenditures such as legal fees in court settlements, state and local taxes, or
employee business expenses.
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¢ Unpredictability of Estimated Tax Payments - Because the law is so complicated, it
is difficult if not impossible to predict whether an individual will be subject to
AMT. This causes problems in paying the correct estimated tax for the year and
can result in penalties for underpayment. In tax year 2001, over 176,000 taxpayers
facing AMT were also required to pay nearly $103 million in estimated tax penal-
ties.”

¢ Taxation of Incentive Stock Options - A taxpayer’s exercise of incentive stock
options creates paper (phantom) gain in the year the stock is purchased (the option
exercise). This gain is not taxed under the regular tax rules but is taxed for AMT
purposes. The gain is the difference between the option price and the market
value of the stock on the date the option is exercised to purchase the shares.

¢ Two Computations of Foreign Tax Credits - Taxpayers who claim the foreign tax
credit (and thus must complete the complex Form 1116 (Foreign Tax Credit)) are
required to recompute the amount of the foreign tax credit if they are subject to
the AMT pursuant to special rules in Internal Revenue Code section 59(a).

¢ Limitation on Availability of General Business Credits - General business tax cred-
its are not denied for purposes of computing AMT]I but are limited by the taxpay-
er’s tentative minimum tax.® To illustrate, assume a taxpayer has a regular tax
liability of $10,000 prior to credits, tentative minimum tax of $9,000, and a $2,000
credit under IRC § 44 for constructing an access ramp to his business for disabled

2 The effect of the absence of AMT-exemption indexing is compounded by the fact that key tax preference
items that are included in AMTI - e.g., the standard deduction and personal exemptions - are indexed annual-
ly.

* Leonard E. Burman, William G. Gale & Jeffery Rohaly, Urban-Brookings Tax Policy Center, The AMT:
Projections and Problems, Tax Notes, July 7, 2003, p. 105-106.

“IRC § 56(b) & (¢). Common itemized deductions that must be added back to income include, but are not
limited to, state and local taxes, real estate and personal property taxes, mortgage interest not used for the pur-
chase or improvement of a personal residence, medical expenses exceeding 7.5 percent but less than 10 percent
of adjusted gross income, and certain miscellaneous itemized deductions such as employee business expenses
and legal fees.

> Tax Year 2001, Compliance Research Information System (CRIS), Model IFM 2003.
“®IRC § 38(c)(1).
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individuals. Absent the credit, the AMT would have no effect on this taxpayer
because his regular tax liability exceeds his tentative minimum tax. However, the
disabled access credit would reduce the taxpayer’s regular tax liability to $8,000,
which is below his tentative minimum tax. Therefore, the taxpayer is only entitled
to a credit amount of $1,000 and must carry back or carry forward the $1,000 cred-
it balance. Under these circumstances, the taxpayer would be required to complete
Form 6251 and attach it to his return - even though the taxpayer does not have an
AMT liability - to substantiate his entitlement to a portion of the credit. In all,
taxpayers are projected to lose nearly 12 billion dollars in tax credits, mostly busi-
ness credits, in 2010 because of the AMT.”

¢ Timing Issues Resulting from AMT Tax Credit Regime - The portion of AMT
attributable to timing items reflects the difference between when certain deduc-
tions are allowable under the AMT and when the same deductions are allowable
under the regular income tax. The taxpayer can only claim an AMT credit in sub-
sequent years when the regular tax exceeds the AMT.
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¢ Requirement of Two Sets of Records - Taxpayers often must keep separate records
for regular tax and AMT purposes. For example, assume a taxpayer placed an
office building into service prior to 1999 and is claiming straight-line depreciation
on the building. The taxpayer would depreciate the building over a 39-year period
for regular tax purposes,” but for AMT purposes the depreciation period would be
40 years instead.”

¢ Inconsistent Treatment of Carryover Items - When a taxpayer loses a tax benefit
because of the AMT, the taxpayer may or may not be entitled to carry the benefit
to another tax year, and the carryover periods vary from item to item. For exam-
ple, an unused credit otherwise allowable for placing a qualified electric vehicle
into service may not be carried over.® If the credit cannot be used in the year in
which the vehicle is placed into service, it is permanently lost. Unused general
business credits, on the other hand, generally may be carried back one year and
carried forward 20 years.® Unused foreign tax credits generally may be carried back
two years and forward five years.”

¢ Two Computations of Capital Gains Tax - Capital gains are taxed for regular tax
purposes at lower rates than the AMT rates. Because Congress wanted to preserve
tax-favored capital gains treatment under the AMT regime, a taxpayer with capital
gains who owes AMT must complete 30 lines on Form 6251 after having already

" Department of the Treasury, Office of Tax Analysis, Paper 87, table 1 at p. 19, June 2000; IRC § 55(c)(2).
“IRC § 168(c).
“ IRC § 56(a)(1)(A)(i) (referencing IRC § 168(g)).

%0 A credit may be carried to another taxable year only if the Code expressly provides for it. In the case of the
SECTION credit for placing a qualified electric vehicle into service, carryovers are not authorized. See IRC § 30(a).

L IRC § 39(a).

0 NE %2 IRC § 904(c).
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completed the 53-line Schedule D (Capital Gains and Losses) for regular tax pur-
poses.

¢ Increased Use of Paid Preparers - Approximately 55 percent of taxpayers without
AMT liabilities pay to have their returns prepared. Where a taxpayer has an AMT
liability, the use of paid preparers jumps to nearly 80 percent.”

¢ High AMT Marginal Tax Rates Due to Phase-out of AMT Exemption - As
described above, the AMT rules impose tax at a rate of 26 percent on a “taxable
excess” (i.e., AMTI reduced by the applicable AMT exemption amount) up to
$175,000 and 28 percent on higher amounts. However, the AMT exemptions
phase out at a 25 percent rate for married taxpayers with AMTI exceeding
$150,000 and non-married taxpayers with AMTI exceeding $112,500.* Therefore,
the AMT marginal tax rate can reach 35 percent.
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Impact of the AMT

From October 2002 through August 21, 2003, the Taxpayer Advocate Service accepted
more than 500 hardship cases directly related to difficulties taxpayers faced because of the
AMT.® Many of these taxpayers did not understand that they were subject to AMT. A
sample of 100 of these hardship cases found more than half were the result of IRS exami-
nations, while many others were caused by math errors.*® Other factors that produced
AMT hardship cases were incorrect computations by the taxpayer or the IRS, taxpayers
not being aware of the AMT, the impact of legal fees from employment-related settle-
ments, the number of dependency exemptions claimed, filing status, foreign income, and
credits for prior years. The following examples and tables highlight some of the AMT
problems and inequities encountered by taxpayers.”

Example 1: AMT and Filing Status

In 2002, a married man with three children earned $20,000, received a lump sum settle-

ment of $50,000 from a job-related injury, and incurred legal fees (i.e., attorney fees plus
related legal costs) from the settlement of $25,000. If the taxpayer lived in New York, he
would report 100 percent of the settlement income and deduct the $25,000 in legal fees

on Schedule A (miscellaneous itemized deductions). The AMT would be $1,346. If the

% Tax Year 2001, Compliance Research Information System (CRIS), Model IFM 2003.
* IRC § 55(d)(3).

% Taxpayer Advocate Management Information System (TAMIS) query on Alternative Minimum Tax, Form
6251 (Oct. 1, 2002 to Aug. 21, 2003).

% Taxpayer Advocate Management Information System (TAMIS) query on Alternative Minimum Tax, Form
6251. Of the 100 cases sampled, 40 were due to IRS errors and 40 were due to taxpayer or preparer errors.
Seventeen taxpayers did not know they were subject to AMT. AMT was attributable to exemptions or filing
status in 15 cases, Schedule D or capital gains transactions in 14 cases, employee business expenses and other
miscellaneous deductions in 10 cases, and foreign tax credits and legal fees for settlements in 5 cases each.

%" For simplicity, the following examples do not take into account the effects of the child tax credit for purposes
of computing the “Total Tax” rows. Examples 1 and 2 illustrate common AMT issues but are not drawn from
specific TAS cases. Example 3 describes the facts of a TAS case.
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husband decided to file a separate return, he would be required to file using married-fil-
ing-separate status and would face an AMT of $5,637. If the husband were not married
and had custody of his three children, he would file as head-of-household and be liable
for $4,241 in AMT.

(-]

; = The following table compares the AMT effects on the Married Filing Joint, Married Filing

E o Separate and Head of Household filing status using 2002 tax rates.

=2

;“— TABLE 1.1.1, AMT AND FILING STATUS
Filing Status Married Filing Joint Married Filing Separate Head of Household
Adjusted Gross Income (AGI) $70,000 $70,000 $70,000
Schedule A Miscellaneous — Legal Expenses $25,000 $25,000 $25,000
Tentative Minimum Tax $5,460 $11,830 $8,905
Regular Tax $4,114 $6,193 $4,664
AMT $1,346 $5,637 $4,241
Total Tax $5,460 $11,830 $8,905

Although the AMT exemption amounts have temporarily increased for tax years after
2002, Schedule A itemized deductions continue to be a source of inconsistent treatment
for middle income families. The type of Schedule A itemized deduction is a key factor in
determining whether an AMT obligation is triggered, because the AMT does not treat
itemized deductions uniformly. A married couple with three children living in a high tax
area or incurring high employee business expenses is more likely to owe AMT than a sim-
ilar family that had other itemized deductions, such as mortgage interest or charitable
contributions, which are not taken into account for AMT purposes.

Example 2: AMT and Deductions

In 2002, a married couple with five children had combined wages of $75,000 and paid
$10,000 in state and local taxes. This couple was subject to $756 in AMT. If the couple
had incurred $10,000 in employee business expenses or job-related legal fees instead, the
couple would have been subject to AMT of $531. However, if the $10,000 in itemized
deductions were a combination of $5,000 of mortgage interest and $5,000 of taxes, the
couple would not have paid any AMT. Therefore, even though the couple had the same
total income and itemized deductions under the regular tax rules, the difference in treat-
ment of taxes and deductions under the AMT would produce different AMT liabilities
and, in the third case, a total tax liability that is $756 lower.

SECTION

ONE
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TABLE 1.1.2, AMT AND ITEMIZED DEDUCTIONS

Tax Year 2002: Tax Year 2002: Tax Year 2002:
High Tax High EBE or Legal Fees Tax and Mortgage Interest Split

Filing Status ME] ME] ME] -
Adjusted Gross Income (AGI) $75,000 $75,000 $75,000 ; 2
S&L Taxes $10,000 $5,000 = e
Schedule A Miscellaneous $10,000 E =
Mortgage Interest $5,000 * E
Tentative Minimum Tax $6,760 $6,760 $5,460

Regular Tax $6,004 $6,229 $6,004

AMT $756 $531 $0

Total Tax $6,760 $6,760 $6,004

Difference 0 0 ($756)

Example 3: The AMT and Incentive Stock Options

A taxpayer who worked as a computer programmer was granted incentive stock options.
The fair market value of the stock was much higher than the price of the option, so the
taxpayer decided to exercise her options and purchase the stock. However, because the
difference between the option price (purchase price) and the market value is added back
to income in determining AMT, this decision created AMT of over $520,000 even though
the taxpayer had merely purchased stock and had not yet sold it. The following year, the
stock price dropped sharply and the taxpayer lost her job. She could not pay the AMT
liability, so she filed an offer-in-compromise with the IRS seeking relief from the AMT.
The IRS declined the offer because of the taxpayer’s substantial investment holdings and
because she was still young with significant potential future earnings.®

TAXPAYER ADVOCATE COMMENTS AND RECOMMENDATIONS

Prior Recommendations: Repeal of AMT
The National Taxpayer Advocate first recommended repeal of the AMT in the Annual
Report to Congress for 2001.* Wk reiterate this reccommendation.

The AMT is extremely and unnecessarily complex and results in inconsistent and unin-
tended impact on taxpayers. A recent newspaper column provided a description of the
AMT that, although sarcastic, is accurate in detail:

Here’s an idea: Let’s devise a politically inept tax policy. We’ll begin by
eliminating tax breaks people have been accustomed to for decades, such as
those for qualified retirement accounts, and state and local taxes. Next,
we’ll negate the child tax credit so that families with young children will be

% Taxpayer Advocate Management Information System (TAMIS) query on Incentive Stock Options and AMT
(Oct. 1, 2002 to Sept. 12, 2003).

*° National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2001), p. 172-173.
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hit especially hard. Then, we won’t adjust for inflation, so that our tax will
affect more people each year as their incomes grow along with the economy
and inflation. We’ll tell people that they must calculate their taxes twice,
using two different formulas - and finally we’ll add insult to injury by
requiring them to pay whichever amount is higher.*

For reasons discussed in this report and the reasons highlighted in this newspaper passage,
the AMT is bad policy, and its repeal would simplify the Internal Revenue Code, provide
more uniform treatment for all taxpayers, and eliminate the oddity of dual tax systems.
AMT repeal would also allow the IRS to realign compliance resources to facilitate more
efficient overall administration of the tax code.
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Members of Congress have considered the repeal of the AMT for several years. In 1999,
Congress voted to repeal the individual AMT, but the legislation was vetoed.® During the 108th
Congress alone, approximately 15 bills to modify or repeal the AMT have been introduced.*

As the reach of the AMT has expanded to enshare increasing numbers of taxpayers, support
has grown for its outright repeal or major reform. The American Bar Association Section of
Taxation, the American Institute of Certified Public Accountants Tax Division, and the Tax
Executives Institute have jointly called for the repeal of the AMT.® In testimony before the
House Committee on Ways and Means on April 8, 2003, the National Association of
Enrolled Agents also advocated outright repeal or substantial restructuring of the AMT for
individuals.* In the alternative, the Tax Division of the American Institute of Certified Public
Accountants has advocated making state and local taxes fully deductible for AMT purposes.®

If the AMT were repealed, Congress would have to determine how to treat unused prior-
year minimum tax credits. AMT repeal would eliminate the timing issues of using claimed
credits against AMT tax paid in prior years. However, a transition rule would be needed to
address the outstanding AMT credits that have not yet been used as of the repeal date.

We acknowledge that the repeal of the individual AMT would carry a huge price tag. The
cost of repealing or significantly reforming the AMT continues to grow. According to
one study, by tax year 2008 it would cost less to repeal the regular income tax structure
and keep the AMT ($74 billion) than to abolish the AMT ($85 billion).®

8 Kevin Adler & Annette F. Simon, Not Rich? You'll Pay Anyway, The Washington Post, Nov. 2, 2003, p. B1.
81 Taxpayer Relief Act, H.R. 2488, 106th Cong. (1999).

82 A search of the term “alternative minimum tax” in the Library of Congress’s THOMAS online database turned
up 45 bills in the 108th Congress. It appears that the principal purpose of approximately 15 bills was to modify
or repeal the AMT. The balance of the bills had unrelated objectives and addressed the AMT only incidentally.

8 American Bar Association Section of Taxation, American Institute of Certified Public Accountants Tax Division
& Tax Executives Institute, Tax Simplification Recommendations (Feb. 25, 2000), reprinted at 2000 TNT 39-82.

84 2003 Tax Retum Filing Season and the IRS Budget for Fiscal Year 2004: Hearing before the House Ways and Means Subcommittee
on Oversight, 108th Cong. (2003) (statement of Claudia Hill on behalf of the National Association of Enrolled Agents).

SECTION % American Institute of Certified Public Accountants, Taxation Division, Comments on H.R. 22, The Individual
and Small Business Tax Simplification Act of 2003, April 17, 2003, p. 2.

0NE % Leonard E. Burman, William G. Gale & Jeffrey Rohaly, Urban-Brookings Tax Policy Center, The AMT:
Projections and Problems, Tax Notes, July 7, 2003, p. 109.
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Therefore, if Congress decides to repeal the AMT, it would have to compensate for the
lost AMT taxes by raising revenue through the regular tax system or reducing spending.
Notwithstanding that admittedly daunting challenge, we believe it would be fairer, more
transparent, and less burdensome to fund the government through the regular tax system
than through the AMT, whose effects bear scant resemblance to what Congress intended
when it originally enacted a minimum tax regime.

The National Taxpayer Advocate recognizes that repealing the AMT will result in some
taxpayers owing nominal or no tax.” It may be possible to revise the definition of tax
preferences under the AMT to lessen its impact on middle income taxpayers while apply-
ing the AMT to those taxpayers who are the modern day analogue of the original zero-tax
high income taxpayers of 1967. Identifying new tax preferences, better aligned to today’s
tax avoidance techniques, may prove fruitful.

=
- S
- A
—
(—}
R en
= m
m
-
]
e &
=
[}

Alternative Recommendations to Limit the Impact of the AMT

If Congress determines that full repeal of the individual AMT is not viable at this time,
we suggest that Congress consider revising the rules to align AMT more closely with its
original purpose and application and take steps to reduce the complexity and burden the
AMT imposes on taxpayers. The National Taxpayer Advocate recommends that Congress
make at least one of the following changes to the individual AMT.

1. Establish a Gross Income Threshold for AMT

Establishing a return-based gross income threshold according to filing status would pro-
mote simplification and greatly aid taxpayers in determining their exposure to AMT with-
out requiring complicated and time-consuming calculations. For example, Congress
could exempt married taxpayers with gross incomes under $150,000 and other taxpayers
with gross incomes under $75,000 from the AMT. This concept is already incorporated
into the corporate AMT regime. Corporations with annual gross receipts not exceeding
$5 million generally are exempt from the corporate AMT.®

If gross income thresholds are established, taxpayers would be able to determine from
their tax returns whether they are subject to the AMT. The thresholds should be adjusted
annually for inflation. This would shift the AMT back onto higher income taxpayers not
paying taxes, and away from low income and middle income taxpayers.

The use of adjusted gross income for the gross income threshold would be the simplest
option for taxpayers to apply. The taxpayer could simply look at the AGI amount on his
or her return and readily determine whether the AMT could apply. However, this
approach would create a potential advantage for taxpayers who have tax preference items

5 One study estimates that in 2003, 600 taxpayers with income over $1 million escaped federal taxation entirely
and another 2,7000 high income taxpayers escaped taxation before the application of the AMT. Leonard E.
Berman, William G. Gale, and Jeffrey Rohaly, The AMT: Projections and Problems, Tax Notes 105 (July 7, 2003).

5 |RC § 55(e)(1)(B).
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from business ventures, including depreciation deductions, mining exploration and devel-
opment costs, certain long-term contracts, or gains from the exercise of incentive stock
options.® These items are some of the tax deductions Congress sought to limit when it
initially enacted the AMT.

According to tax year 2001 data, approximately 40 percent of all AMT taxpayers would
have been eliminated from AMT liability using AGI thresholds of $150,000 for married
and $75,000 for other taxpayers. These taxpayers paid roughly $840 million in AMT in
2001, representing about 13 percent of the total $6.4 billion AMT paid for that tax year.
A significant number of taxpayers - nearly 640,000 - would be relieved from AMT by
using such an AGI approach.™
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2. Index Individual AMT Exemptions for Inflation

Indexing the AMT exemption amounts would prevent the AMT from affecting increasing
numbers of taxpayers each year solely because of the effects of inflation. Congress estab-

lished an exemption amount of $30,000 when it initially enacted a minimum tax in 1969.
While the exemption amounts have been changed several times since then, they have not
kept pace with inflation. As described above, the $30,000 exemption amount enacted in

1969 would be worth nearly $150,000 today if it had been indexed for inflation.™

Legislation introduced in the House of Representatives in the 108th Congress would
increase the exemption amounts for individuals and repeal the phase-out of exemptions.
Under this proposal, the incremental increase to the exemption amounts would be phased
in over 10 years, and after 2012 the AMT would be repealed.”

A similar recommendation has been formulated by the Tax Policy Center, a joint project
of the Brookings Institution and the Urban Institute.” Indexing AMT exemptions for
inflation after 2002 would mirror the indexing of exemption thresholds in the regular tax
system and reduce the number of projected AMT filers in 2010 by 70 percent (over 20
million taxpayers).

This would significantly benefit the middle class, as the number of AMT filers with AGI
between $15,000 and $75,000 would fall by 90 percent and the number with AGI
between $75,000 and $100,000 would drop by 84 percent.”

* IRC §56(a)(1), (2)(2), (@)(3) & (b)(3).
™ Tax Year 2001, Compliance Research Information System (CRIS), Model IFM 2003.

™ Department of Labor, Bureau of Labor Statistics, Consumer Price Index - All Urban Consumers (CPI-U)
(Sept. 16, 2003).

" Alternative Minimum Tax Repeal Act of 2003, H.R. 43, § 3.
SECTION " Leonard E. Burman, William G. Gale, Jeffrey Rohaly & Benjamin H. Harris, The Individual AMT: Problems and

0NE Potential Solutions, Sept. 2002, p. 37.
“1d.
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3. Eliminate Personal Exemptions, the Standard Deduction, State and Local Taxes,
and Miscellaneous Itemized Deductions as Adjustment Items for AMT

Middle class taxpayers are particularly susceptible to the AMT because some of the most
common deductions — such as the personal exemption, the standard deduction, and item-
ized deductions like state and local taxes and attorney fees — are added back to income
for AMT purposes.

Studies indicate that by 2007, nearly 95 percent of AMT revenues will be attributable to
four specific adjustments — the personal exemption, the standard deduction, state and
local taxes, and miscellaneous itemized deductions.” This equates to nearly $53 billion in
AMT revenue in 2007.
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The National Taxpayer Advocate recommends that Congress consider eliminating these
deductions as add-backs in the AMT computation as a means of removing from the rolls
of AMT filers substantial numbers of taxpayers against whom Congress never intended to
impose AMT in the first place. This recommendation would reduce or eliminate the
AMT burden for many taxpayers with large families, many taxpayers who live in areas
with high state and local taxes, and many taxpayers who incur high miscellaneous item-
ized deductions.

For tax year 2001, this recommendation would have benefited 3.4 million taxpayers
reporting state and local taxes and 1.2 million taxpayers reporting miscellaneous itemized
deductions as part of their AMT calculations. The amount of AMT adjustments attributa-
ble to the state and local tax deduction in 2001 was $79.9 billion, and the amount attrib-
utable to the miscellaneous itemized deduction was $16.7 billion.”

CONCLUSION

Compared with the regular tax system, the AMT is a parallel “secret” tax system that most
taxpayers have not yet experienced personally. As discussed in this report, the AMT
imposes enormous burdens on those taxpayers whom it affects. Although the AMT was
originally enacted to prevent wealthy taxpayers from avoiding tax liability through the use
of tax avoidance techniques, it now affects substantial numbers of middle-income taxpay-
ers and will, absent a change of law, affect more than 30 million taxpayers by 2010. In
short, it is a time bomb on a short fuse. We urge Congress to face up to the hard choices
that lie ahead sooner rather than later. The AMT is already creating major headaches for
tax administration, and without reform, it will become a true crisis in the very near future.

 Richard M Lipton, Chair, American Bar Association Section of Taxation, To Simplify the Code, Start by Repealing
the AMT, Comments on the Economic Perspective of Code Simplification, TNT 122-131, June 4, 2001.

™ This statistic is computed from data furnished by the Joint Committee on Taxation on Nov. 5, 2003.
" IRS Statistics of Income Division, Individual Statistics of Income Study (Tax Year 2001).
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PROBLEM
TOPIC #2 MOST SERIOUS PROBLEM: NONFILING AND UNDERREPORTING BY SELF-EMPLOYED TAXPAYERS

RESPONSIBLE OFFICIAL
Dale Hart, Commissioner, Small Business/Self-Employed Division

DEFINITION OF PROBLEM

Sole proprietors and self-employed taxpayers who operate predominantly in the cash
economy, or whose income is not subject to payer reporting requirements, pose a signifi-
cant challenge for tax administrators. Those taxpayers who do not file and report their
business income on Schedule C, Profit or Loss from Business (Sole Proprietorship), or
who underreport their business income if they do file, also present a significant challenge.
Nonfilers and underreporters contribute to the growing tax gap in the United States." The
National Taxpayer Advocate believes this is among the most serious problems facing tax-
payers because the tax gap is growing, and as a consequence, law-abiding taxpayers are
being asked to pay more than their fair share of taxes to make up for the resulting revenue
shortfall.
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ANALYSIS OF PROBLEM

Although the IRS has conducted several studies to identify noncompliant taxpayers as
well as the tax gap attributable to them, it has lagged behind in initiating programs to
bring this segment of the population into compliance.” Noncompliance is any one or a
combination of:

¢ nonfiling,
¢ underreporting, or
¢ non-payment.
The IRS estimates the tax year 2001 gross tax gap at $310.6 billion, comprised of $30.1

billion due to non-filing, $248.8 billion due to underreporting and $31.8 billion due to
underpaying, for an overall “Noncompliance” rate of 15.0 percent.®

! The tax gap is defined as the difference between the actual amount of income earned versus the amount of
income reported to the IRS, and on which tax is paid. The estimated size of the gross tax gap for 1998 was
$282.5 billion as compared to $310.6 billion for 2001. Tax Gap Maps for 1998 and for 2001 come from IRS
National Headquarters Office of Research, July 17, 2003. This tax gap data is not adjusted for inflation. IRS
does not have the statistics for the categories that contain a question mark (?) in Table 1.2.1.

% In 1999 the Chief, North Texas District Office of Research and Analysis was named Research Strategy Owner
(RSO) charged with developing a comprehensive Improving Filing Compliance Research Strategy in coordina-
tion with the Assistant Commissioner (Collection) as the customer. Other studies include the IRS Small
SECTION Business/Self-Employed Operating Division, Strategic Assessment Reports dated March 16, 2001 (FY 2003),
March 1, 2002 (FY 2003 FY-2004) and January 31, 2003 (FY 04- FY05).

0NE ®IRS National Headquarters, Office of Research, Tax Gap Map for Tax Year 2001.
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TABLE 1.2.1, TAX GAP ANALYSIS FOR TAX YEARS 1998 AND 2001 ($ IN BILLIONS)

TY2001 Y1998

Total Tax Liability $2,076.8 $1,816.4

E’}ij}y"lummly $1,767.4 $1,533.9 ~ §
= —
=

f:i’;:jmfnziher $55.4 $50.0 = §

Tax Not Collected $255.2 $2325 @ E

(Net Tax Gap)

GROSS TAX GAP $310.6 $282.5

Nonfiling $30.1 $24.3

Individual Income Tax $28.1 $22.6

Corporate Income Tax ? ?

Employment Tax ? ?

Estate Tax $2.0 $1.7

Excise Tax ? ?

Underreporting $248.8 §218.5

Individual Income Tax $148.8 $119.6

Corporate Income Tax $29.9 $37.5

Employment Tax $66.1 $57.9

Estate Tax $4.0 $3.5

Excise Tax ? ?

Underpayment $31.8 $39.7

Individual Income Tax $19.4 $24.2

Corporate Income Tax $2.4 $3.0

Employment Tax $7.2 $10.4

Estate Tax $2.3 $2.0

Excise Tax $0.5 $0.1

*IRS collects late payments for years to come. This category includes tax paid with & without IRS enforcement actions. For comparison, in

FY2000, $24 Billion of tax was collected solely through enforcement efforts.

Unreported income by sole proprietorships is the single largest component of the tax
gap.* Noncompliance is more prevalent among non-salaried workers who do not have
taxes withheld and whose income is easily concealed, including those occupations where
cash transactions are not recorded.

The IRS analysis of the tax year 1998 income tax gap estimates indicates that taxpayers
who file sole proprietorship schedules (Schedule C) were responsible for $132.5 billion (64
percent) of the $206.9 billion income tax gap (individual + corporate income tax). This

* IRS Small Business/Self-Employed Operating Division, Strategic Assessment Report, March 1, 2002,
FY 03-04, p. 4.
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segment also accounted for almost $29 billion (more than 40 percent) of the estimated
employment tax gap for 1998.°> By contrast, the IRS estimated Earned Income Tax Credit
overclaims were between $9.65 and $10.41 billion for tax year 1999.%

An IRS analysis of tax year 1999 filing compliance shows that taxpayers with a Schedule
C filing requirement constitute the largest segment of individual nonfilers.”

¢ Schedule C taxpayers account for 58.6 percent of total dollars due from individual
non-filers, representing a balance due of $15.9 billion.®

¢ Over 82 percent (82.4 percent) of all Small Business/Self-Employed (SB/SE) indi-
vidual nonfilers are Schedule C filers.*
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¢ Among nonfilers with a Schedule C filing obligation, 82.2 percent have a balance
due.®

Taxpayers with a Schedule C filing requirement also have the lowest filing compliance
pattern among SB/SE taxpayers, with 6.1 percent filing late and 9.3 percent not filing at
all.

The underreporting portion of the tax gap attributable to Schedule C filers also continues
to grow. The average Predicted Tax Change (PTC), i.e., the difference between true and
reported tax liabilities, rose eight percent per Schedule C return, from $1,386 in 1998 to
$1,497 in 2000.* Schedule C filers accounted for 63.4 percent of the SB/SE individual
filers PCT in 2000.

The IRS must consider the staggering cost of noncompliance on the compliant taxpayer
when preparing its business strategies. Underreporting and nonfiling by Schedule C tax-
payers unfairly burdens taxpayers whose income is reported to the IRS by third parties.”
Table 1.2.2 shows the distribution of the 1992 tax gap by third party reporting require-
ments.*

% IRS Small Business/Self-Employed Operating Division, Compliance Risk Assessment Document, FY 04-05 Strategic
Planning Cycle, p. 28.

¢ Compliance Estimates for Earned Income Tax Credit Claimed on 1999 Returns, February 28, 2002 p 11.

" IRS Small Business/Self-Employed Operating Division, Compliance Risk Assessment Document, FY 04-05 Strategic
Planning Cycle, p. 47.

&1d.

® IRS Small Business/Self-Employed Operating Division, Compliance Risk Assessment Document, FY 04-05 Strategic
Planning Cycle, p. 45; Tax Year 2002, Compliance Research Information System (CRIS) 1040 Database, and
Case Creation Nonfiler Identification Process (CCNIP).

% 1RS Small Business/Self-Employed Operating Division, Compliance Risk Assessment Document, FY 04-05
Strategic Planning Cycle p. 28.

" 1d. p. 45.

21d. p. 29.
SECTION ¥ See Supra Part 2, a legislative proposal about Non-Wage Withholding.

' Alan Plumley and C. Eugene Steuerle paper, “An Historical Look at the Mission of the IRS: What is the
0NE Balance between Revenue and Service,” p. 4.
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TABLE 1.2.2, UNDERREPORTED INCOME

50

40

30 . Underreporting Tax Gap ($ B)
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. Net Misreporting Percentage (%)
20

10

Substantial  Substantial Some Little or no
information information information information
reporting and reporting reporting reporting
withholding 2 *3 4
*1

Tax Return Line Item Category (Amounts subject to)

1 Wages & salaries

2 Pensions & annuities, dividend income, interest income, unemployment compen-
sation, Social Security benefits

3 Credits, deductions, Partnership/S-Corp income, exemptions, capital gains,
alimony income

4 Nonfarm proprietor income, informal supplier income, other income, rents and
royalties, farm income, Form 4797 income, adjustments

IRS COMMENTS

The IRS implemented a new strategic planning process designed to assist in the develop-
ment of initiatives that will not only help us meet our customer needs but also enable us
to focus on areas with the highest risk of non-compliance. This process uses information
from the Compliance Risk Assessments, as well as internal and external scans, to identify
gaps that could impact future compliance. As a result of this planning process, we have
realigned our compliance resources to focus on the areas of greatest compliance risk. Two
high-risk areas, identified through our analysis, were the increase in underreporting of
income and non-filing of returns. As part of our strategic plan we have developed two
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programs (Unreported Income Discriminant Index Function (Ul DIF) and Non-filer
Strategy) that we will use to address these high-risk areas. DIF is a scoring technique
designed to identify tax returns for examination that should have a high potential for tax
change. On the other hand, Ul DIF indicates the potential that unreported income exists
on a tax return.

Unreported Income Discriminant Index Function (Ul DIF)

The Service estimates that the tax gap for Tax Year 2001 - that is, the difference between
the amount of tax owed and the amount of tax voluntarily paid - due to underreporting
of income for individuals is $148.8 billion annually. The largest single component of the
tax gap is unreported income by sole proprietors, who are required to file a Schedule C,
estimated at $81.2 billion annually.

)
>
=;
e
[ -
D pn
)
o &=
R
=

In FY 2003, SB/SE redirected Examination Program resources to focus on those areas of
the filing population constituting the greatest compliance risk. One of these areas
includes sole proprietorships filing Schedule C returns. Ul DIF formulas can identify
those Schedule C returns with a high probability of unreported income

The Ul DIF formulas were initially developed from Taxpayer Compliance Measurement
Program (TCMP) Tax Year 1988 data. We are currently working to develop filters, to com-
plement the Ul DIF formula, using multi-year return data that considers the taxpayers fil-
ing and reporting patterns over several years. Plans are also in place to update the
formulas using National Research Program (NRP) study data from Tax Year 2001 returns
when it becomes available in early FY 2005.

Nonfiler Strategy

In an effort to combat the growing number of non filers, the IRS has developed a Non-
filer Strategy that includes three key elements. First, we are reengineering our processes to
improve case selection and perfection including the use of Decision Analytics to ensure
the selection of the highest risk cases for processing.

Second, we are identifying the most egregious nonfilers. One area of focus is high-
income nonfiler (HINF) taxpayers, those taxpayers with income of $100,000 or more who
have not filed a return. The HINF program uses both face-to-face and correspondence
audit techniques, depending on the issues on the return, to secure the missing returns.

SECTION

ONE
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Finally, we are initiating research studies of high-income non-filers, Ul DIF population

and repeat nonfilers that will assist us in the design of outreach and education products
and services specifically targeted at these high-risk taxpayers. We will provide this infor-
mation to taxpayers directly and through our partner stakeholder groups.

TAXPAYER ADVOCATE SERVICE COMMENTS

The National Taxpayer Advocate supports the IRS in its development of programs designed to
address the increase in underreporting of income and nonfiling of tax returns. While the IRS states
that it is redirecting Examination resources to focus on those areas of the filing population constitut-
ing the greatest compliance risk, it appears that its approach to this problem is in the initial planning
stages. Noncompliance by Schedule C taxpayers and those operating within the cash economy, how-
ever, has been documented for a number of years.
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The National Taxpayer Advocate acknowledges that the Small Business/Self Employed (SB/SE)
and Wage and Investment (W&I) Divisions of the IRS are partnering to coordinate the delivery of a
Service-wide non filer program. The National Taxpayer Advocate is concerned, however, that
SB/SE has not identified what specific efforts it will undertake with respect to Schedule C non-filers
and underreporters. In contrast, during FY 2004 the IRS will conduct 25,000 EITC certification
audits, 36,000 EITC filing status audits, approximately 400,000 EITC correspondence examina-
tions, and 300,000 Automated Underreporter EITC examinations for a $9 billion overclaim prob-
lem. Yet, for a taxpayer population with an $81 billion tax gap, SB/SE does not appear to have a
specific strategy.

The IRS states that it will conduct outreach and education via its partners and stakeholders subse-
quent to conducting research studies of high-income non filers. Although the IRS has not described
the focus of those studies, the National Taxpayer Advocate is concerned that they will only impact
noncompliance by high-income nonfilers. She encourages the IRS to develop methods of identifying
the causes of noncompliance for all taxpayers, including whether taxpayers are inadvertently or delib-
erately failing to meet their tax obligations. Further, the IRS should analyze the impact of filing and
record keeping burden on compliance. Without insight into the underlying reasons for noncompliance,
the IRS will not be able to develop and conduct effective outreach, education, and compliance initia-
tives.

Given the difficulty of identifying, auditing, and collecting from Schedule C underreporters and non-
filers, the Nastional Taxpayer Advocate recommends that Congress implement a mechanism to with-
hold on payments to certain categories of non-wage workers.”

!5 See Supra Part 2, legislative recommendation regarding withholding on certain independent contractors.
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PROBLEM
TOPIC #3

MOST SERIOUS PROBLEM: EARNED INCOME TAX GREDIT COMPLIANCE STRATEGY

RESPONSIBLE OFFICIAL:
Henry O. Lamar, Commissioner, Wage and Investment Division

DEFINITION OF PROBLEM

The Earned Income Tax Credit (EITC) provides low income taxpayers and working fami-
lies with a refundable tax credit. In 2003, nearly 21 million taxpayers claimed over $36
billion in credits.! Despite its importance, the EITC remains one of the most challenging
programs the IRS administers. While the General Accounting Office (GAQO) considers the
EITC to be one of the government’s “high risk” programs because of the potential for
erroneous claims, the complex requirements and other burdens placed on needy taxpayers
eligible for the credit are also such that many taxpayers either simply fail to claim it, make
inadvertent errors that reduce or eliminate the credit, or lose the credit by not participat-
ing in the process when the IRS examines their claim.

The Internal Revenue Service’s EITC compliance strategy since 1990 has been one of fits
and starts, and restarts. The IRS has failed to incorporate into its ongoing compliance
efforts much of the information it has learned along the way, including the findings of its
research branch and its marketing contractors about the characteristics of the target popu-
lation.

The National Taxpayer Advocate’s FY 2002 Annual Report to Congress identified seven of the
22 most serious problems facing taxpayers as relating to administration of the EITC. Many of
these issues still exist, although the IRS has taken steps to address some EITC problems.

ANALYSIS OF THE PROBLEM

Background

The Earned Income Tax Credit is the largest means-tested anti-poverty program in the federal
government today.? At its inception in 1975, the maximum EITC amount was $400; the
credit phased out entirely at a modified adjusted gross income (MAGI) of $8,000. For the
2002 tax year, the maximum credit is $4,140; the credit phases out entirely at $34,178 MAGI.

The most significant growth in the EITC (both in terms of the amount of benefit and the
number of taxpayers) occurred after 1993. During this period, the EITC was virtually
transformed from a small refundable tax credit, designed to offset the impact of payroll
taxes on the working poor and provide them with a work incentive, into the largest feder-
al means-tested anti-poverty program.

! EIC Report #701-98-11 W&I Monthly Operating Review of EITC through August 2003.
21n 2000, EITC payments went to 55.3 million persons, House of Representatives, Committee on Ways and

SECTION Means, WMCP: 108-6, 2003 Green Book, Appendix K.
0NE % Tax Reduction Act of 1975, Pub. Law. No. 94-12, Title I1, § 204(a).
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In the program’s first year, tax year 1975, 6.2 million taxpayers claimed $1.25 billion in
EITC credits, for an average credit of $202. In tax year 2002, 20.6 million taxpayers
claimed over $36.8 billion in EITC credits, with an average credit of $1,786.> Over this
same period of time, the act of claiming the EITC has evolved from one simple line on
an individual income tax return to a separate publication (Publication 596, Earned
Income Credit - Are You Eligible?) that is 53 pages in length, a separate schedule
(Schedule EIC), two worksheets (EIC Worksheets A and B), 13 pages of instructions, and
multiple computations. The Treasury Inspector General for Tax Administration (TIGTA)
has noted that the IRS passes much of this complexity on to the over 20 million taxpay-
ers (and their paid or volunteer tax preparers) who claim the EITC today.®
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Prior to 1997, the IRS’ primary approach to EITC compliance involved local outreach
strategies through district education specialists, office audits conducted at district offices,
and audits handled by correspondence. The latter type of examinations primarily focused
on missing, duplicate, or erroneous Social Security numbers for the taxpayer, taxpayer’s
spouse, or qualifying child.

In 1997 Congress authorized the IRS to use its summary assessment authority for math
and clerical errors to deny the EITC where the claimant omitted a required Social
Security number (SSN) or provided a duplicate or incorrect SSN.” The implementation of
this authority coincided with the Service’s reorganization between 1998 and 2000. This
moved the IRS toward conducting correspondence audits for “simple” issues and virtually
ceasing local office audits for EITC returns. The availability of other government and
internal databases, including those developed by IRS Criminal Investigation (ClI) to iden-
tify fraudulent claims, also contributed to the move away from one-on-one examinations
to computer-based adjustments.

In 1998, the IRS received the first installment of a five year appropriation to reduce EITC
errors and overclaims. Despite over 4.1 million examinations and math error assessments,
over 16,000 preparer outreach visits, and a national advertising campaign, by the IRS’
own reports, the percentage of EITC overclaims remains as high today as in 1994.

IRS EITC Compliance Strategy Shortcomings

The overall ineffectiveness of the IRS’ compliance strategy to date to improve EITC com-
pliance can be attributed, in part, to the IRS’ failure to anticipate or understand the sig-
nificance of the EITC’s expansion since 1993. The IRS has struggled to come to grips

* Treasury Inspector General for Tax Administration (TIGTA), Management Advisory Report: Administration of the
Earned Income Credit, Reference # 2000-40-160, September 2000, p. i.

® EITC Program Office.

® Treasury Inspector General for Tax Administration (TIGTA), Management Advisory Report: Administration of the
Earned Income Credit, Reference # 2000-40-160, September 2000, p. 10.

TIRC § 6212(g)(2)(F).
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with administering the EITC in its present form and scope. This transformation of the
EITC has far-reaching consequences for program administration in several aspects.

¢ The EITC’s beneficiaries have distinct and identifiable financial, educational, and
cultural characteristics, including language, financial and functional literacy issues,
transience, financial volatility and instability, and lack of access to representation.

¢ The IRS’s traditional approach to conducting correspondence audits of non-EITC
issues (involving little one-on-one communication with the taxpayer) is inappropri-
ate if not inimical to obtaining the correct result with respect to the EITC popula-
tion. Historically, it has not acknowledged, through program design, that the
impact of an audit contact on a low income or immigrant taxpayer is different
from that on a taxpayer who has resources for representation and for challenging
the IRS.
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¢ The IRS’s use of correspondence examinations for EITC audits is contrary to the
purpose of correspondence exam, namely for single issue audits of simple issues.
Tax lawyers, economists, IRS employees and members of Congress all agree that
the EITC is anything but simple in terms of its structure, its application, and its
substantiation requirements.

¢ Until recently, the IRS has failed to incorporate what research it has conducted
(much less the research others have conducted) about the EITC population into
the design and execution of its examination procedures.

¢ Although the IRS has designed an effective national advertising campaign strategy,
it is only now implementing what promises to be a well-thought-out localized out-
reach and education campaign to taxpayers who may be confused about EITC eli-
gibility (including those who are eligible one year and ineligible the next) and
those who are not aware that they are, in fact, eligible.?

¢ The IRS has failed to conduct meaningful research into why taxpayers make EITC
overclaims. Are they advised to do so by their commercial return preparers? Are
these inadvertent, intentional, or fraudulent overclaims? The IRS does not know
why over 50 percent of EITC correspondence exams result in no response or are
undeliverable.® Moreover, the IRS does not know the most effective manner for
reaching (corresponding with) the EITC population, or how many contacts it takes
to get a meaningful, substantive response. Before the IRS can design and implement
an effective EITC compliance strategy, it must have the answer to these questions.

& See infra pp. 148 & 158 for discussions of EITC outreach and education and EITC nonfilers. Approximately
one of out every three EITC participants becomes ineligible for the EITC each year. EITC “Churn” rate analy-
sis, W&I Research Group 1, conducted on 1999 tax year for EITC Reform Task Force.

® Approximately 53 percent of taxpayers involved in EITC correspondence audits do not respond to IRS corre-
spondence during the course of the audit or have correspondence returned to the IRS marked “undeliverable.”
This figure includes taxpayers who receive a statutory notice of deciciency (90 day letter). Yet, if taxpayers do

SECTION respond at some point in the process, their ultimate tax liability is approximately 30 percent less (an average of
$800) than those who do not respond. Statement of Jim Grimes, W&I Director of Reporting Compliance, at
TAS Technical Symposium, August 5, 2003.
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¢ The Internal Revenue Service’s EITC compliance studies misstate the overclaim
rate - perhaps significantly - because:

(@ The EITC taxpayers generally lack professional representation during the
course of an examination.

(b) The examination procedures followed in the studies were not taxpayer-friend-
ly, given what we know about the EITC population.

(c) The number and nature of taxpayer contacts is critical to obtaining a com-
plete and accurate picture of the EITC claimant’s eligibility.
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¢ The IRS has dramatically failed to address issues associated with commercial return
preparation of EITC returns, including:

(@) the competency (or lack thereof) and regulation of certain preparers;

(b) The access to free tax preparation through VITA (volunteer) sites, IRS
Taxpayer Assistance Centers, or a government-operated internet site (free of
ancillary product offerings);

(c) the introduction of non-tax related products into the act of preparing and fil-
ing tax returns, including refund anticipation loans (RALSs), charges for direct
deposits, debit cards, and down payments and line of credits for consumer
purchases.

(d) the failure until last year to link EITC marketing with financial literacy initia-
tives and access to financial services; and

(e) an inadequate preparer due diligence strategy and application of meaningful
penalties (civil or criminal) against those preparers who are negligent, reck-
less, or criminal.

Congress, too, has failed to address the issue that the EITC is the only federal anti-
poverty program for which the majority of beneficiaries (67 percent) pay, on aver-
age, an “application fee” of $125 to $150 to apply for and/or receive.

¢ The IRS has only recently - in the last two to three years - effectively engaged with
stakeholders in the low income community. It has failed to explain itself or its
actions well, particularly to those who have little understanding of (or interest in)
the details of tax administration.

¢ On the other hand, the numerous stakeholders interested in the EITC have con-
tributed to its politicization. Discussions about the EITC quickly degenerate into
accusations of class warfare. This trend is disturbing, since, if the IRS becomes a
political football, the whole country suffers, including the EITC population.
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¢ In 1999, over 18 IRS functions were involved in processing EITC claims. Most of
these functions report to different management chains and at least two of them
have conflicting goals. For example, the submissions processing function has the
goal of processing paper tax returns and issuing refunds within 45 days (so as to
avoid triggering the government’s obligation to pay interest). The Criminal
Investigation function, on the other hand, is charged with identifying fraudulent
returns and stopping the payment of any associated refunds.”® The IRS’ failure to
develop a structure that provides start-to-finish oversight of the EITC program has
contributed to many problems associated with the program’s administration.
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Follow-up to 2002 Most Serious Problems

The National Taxpayer Advocate’s 2002 Annual Report to Congress identified seven
“most serious problems” involving the IRS’ EITC administration. Although the IRS has
made progress in addressing many of these problems, much work remains to be done.
Each of the EITC administration issues is outlined below.

EITC Eligibility Determinations Can Be Made Less Burdensome

¢ The complexity, cost and intrusiveness of documentation requirements impose
administrative, financial and sometimes unnecessary burdens on low income tax-
payers.

¢ The IRS is inconsistent in requiring proof of EITC eligibility. Communication
gaps exist between IRS and taxpayers in EITC examinations.

Procedures for Examining EITC Claims Cause Hardship and Infringe on Rights

¢ During the EITC examination process, the taxpayer’s entire refund is held, includ-
ing any refund associated with overpaid tax withholding credi