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ExECUTIVE SUmmARy

Background

the validity of a treasury regulation effectively imposing a two-year statute of limitation 

on an innocent spouse’s request for equitable relief from income tax liability has been 

denied by the U.S. tax court and is pending before multiple circuits of the U.S. court of 

appeals.  the two-year regulatory period, which the irS continues to enforce despite the 

National taxpayer advocate’s recommendation for legislative removal and the tax court’s 

invalidation, leaves innocent spouses in a quandary.  Many requests for equitable relief 

filed after the two-year period cannot be resolved until the appellate courts rule, and there-

after, there may be divergent rules among circuits.

Analysis

in developing the applicable legislation, congress heard testimony from innocent spouses 

who described circumstances that could delay a request for relief.  congress then affir-

matively omitted from the equitable relief provision any statute of limitation (other than 

the pre-existing one on tax collection), while specifically prescribing a two-year period for 

traditional or separately allocated relief elsewhere within the same statute.  Unlike tradi-

tional and separately allocated relief, which covered only understatements of tax, equitable 

relief covered underpayments as well, thereby affording relief even if there is no deficiency.  

accordingly, equitable relief extended the innocent spouse provision into the realm of 

collection, which already had a statute of limitations (generally ten years).  consequently, 

the two-year limit on equitable relief under the regulation is not a reasonable interpretation 

of the statute.  it forecloses a class of requests that equitable relief was designed to reach, 

namely those in which an innocent spouse delayed a request for relief upon being misled 

or intimidated by a joint filer.    

Recommendation

the National taxpayer advocate believes the law should be clarified, whether by adminis-

trative, judicial, or legislative means, to confirm the permissibility of equitable relief at any 

time within the applicable limitation period on collection.  as a matter of tax administra-

tion, this rule should apply uniformly to taxpayers across the country.  in short, a setting 

aside of the invalidated regulation would allow for effective and consistent implementation 

of the statutory scheme.
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INTRodUCTIoN

the validity of a treasury regulation that effectively imposes a two-year statute of limita-

tion on a request for equitable relief by an innocent spouse is pending before multiple cir-

cuits of the U.S. court of appeals, with the putative innocent spouse represented pro bono 

by a low income taxpayer clinic (litc) in several cases.1  already, the Seventh circuit 

has disagreed with a majority of the U.S. tax court which, in a court-reviewed opinion, 

had invalidated the regulation, leaving the innocent spouse subject only to an underlying 

limitation period for collecting tax under internal revenue code (irc) § 6502 (generally 

ten years).2  For cases subject to review in other circuits, the tax court has reiterated its 

majority opinion invalidating the regulation.3

the National taxpayer advocate, after monitoring the implementation of the current 

innocent spouse provisions since they were enacted,4 observes that equitable relief would 

be administered most effectively and consistently with the statutory scheme without limita-

tion by the regulation in question.5  as discussed below, the statutory scheme contemplates 

cases like those in the appellate courts, when delay in requesting relief – typical of an 

innocent spouse who has been misled or intimidated by a joint filer – is itself an equitable 

factor.  accordingly, the National taxpayer advocate believes the law should be clarified 

by administrative, judicial, or legislative means, to conform with the congressional intent 

implicit in the statutory scheme and confirm the permissibility of equitable relief at any 

time within the applicable limitation period on collection.6  although statutory amendment 

would be unnecessary absent the irS regulatory position, which the tax court has held 

invalid, harm to taxpayers from the current uncertainty in the law makes clarification nec-

essary now.  in short, a setting aside of the invalidated regulation would allow for effective 

and consistent implementation of the statutory scheme.

1 See Mannella v. Comm’r, 132 T.C. 196 (2009), appeal docketed No. 10-1308 (3rd Cir. Jan. 25, 2010) (reflecting counsel by Duquesne Univ. School of Law 
Low Income Tax Practicum); Buckner v. Comm’r, T.C. Docket No. 12153-09, appeal docketed No. 10-2056 (6th Cir. Aug. 18, 2010) (reflecting counsel by 
Mich. State Univ. LITC); Coulter v. Comm’r, T.C. Docket No. 1003-09, appeal docketed No. 10-680 (2d Cir.) (reflecting counsel by Cardozo School of Law Tax 
Clinic and Vt. Legal Aid); Jones v. Comm’r, T.C. Docket No. 17359-08, appeal docketed No. 10-1985 (4th Cir. Aug. 30, 2010).

2 See Lantz v. Comm’r, 132 T.C. 131 (2009), rev’d and remanded by 607 F.3d 479, 483 (7th Cir. 2010) (reflecting counsel by Valparaiso Univ. Law Clinic 
and Legal Aid Soc’y of Mid. Tenn. & the Cumberlands) (stating “the 10-year limit in section 6502 is not a constraint on taxpayer action” but rather on IRS 
collection action).  

3 See Hall v. Comm’r, 135 T.C. No. 19 (Sept. 22, 2010).
4 See National Taxpayer Advocate 2009 Annual Report to Congress 378; National Taxpayer Advocate 2008 Annual Report to Congress 524; National Taxpayer 

Advocate 2007 Annual Report to Congress 549; National Taxpayer Advocate 2006 Annual Report to Congress 540; National Taxpayer Advocate 2005 
Annual Report to Congress 326, 407; National Taxpayer Advocate 2004 Annual Report to Congress 490; National Taxpayer Advocate 2003 Annual Report 
to Congress 170; National Taxpayer Advocate 2002 Annual Report to Congress 150; National Taxpayer Advocate 2001 Annual Report to Congress 159; 
National Taxpayer Advocate 2000 Annual Report to Congress 97.

5 See Treas. Reg. § 1.6015-5(b)(1).
6 See Legislative Recommendation: Allow Taxpayers to Request Equitable Relief Under Internal Revenue Code Section 6015(f) or 66(c) at Any Time Before 

Expiration of the Period of Limitations on Collection and to Raise Innocent Spouse Relief as a Defense in Collection Actions, supra; National Taxpayer 
Advocate 2006 Annual Report to Congress 540.
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Prior Law did Not Contain a Statute of Limitations

as enacted in 1971, an innocent spouse provision of the tax law under certain circum-

stances relieved a married taxpayer who had filed a joint return from liability attributable 

to her or his spouse’s omission of over 25 percent of gross income of which she or he did 

not know, or have reason to know, and from which she or he did not significantly benefit.7  

Because this provision did not contain a statute of limitations, the effective limitation was 

the period generally applicable to federal tax collection.8

in 1984, congress believed that the “rules relieving innocent spouses from liability for tax 

on a joint return are not sufficiently broad to encompass many cases where the innocent 

spouse deserves relief.”9  consequently, the tax reform act of 1984 expanded relief from lia-

bility to encompass any substantial understatement (i.e., over $500) attributable to a spouse’s 

grossly erroneous items (including any omission) of which the taxpayer did not know or 

have reason to know.10  there was still no statute of limitations within the provision.

RRA 98 Limited Expanded Provisions

the irS restructuring and reform act of 1998 (rra 98) expanded innocent spouse relief.11  

First, as introduced in the House of representatives, rra 98 removed the thresholds for 

substantial understatement and grossly erroneous items.  as long as the innocent spouse 

did not know or have reason to know of understatements attributable to erroneous items 

in any amounts, this provision affords “traditional” relief.12  Second, as modified by a Senate 

bill, rra 98 allowed certain separated or divorced taxpayers to segregate tax liability from 

that of the joint filer, except with respect to items of which she or he actually knew.13  the 

Senate provision enacted within rra 98 stipulated that the innocent spouse must make an 

election within two years after irS collection activities began.14  Under rra 98, the two-

year rule applied to traditional as well as separately allocated relief.15  

third, if relief is not available under these two provisions, rra 98 as modified by confer-

ence agreement created equitable relief.16  thus, equitable relief is “a safety-valve provision 

7 See Pub. L. No. 91-679 (adding IRC § 6013(e)).  
8 See IRC §§  6502, 6503 (applying a ten-year period after 1990 but before then a six-year period, which in any case may be suspended for various 

reasons).  IRC § 6511 provides that a taxpayer may file a claim for credit or refund of overpayment within the later of three years from the time the return 
was filed or two years from the time the tax was paid.  IRC § 6511(b) sets forth rules for calculating the amount of credit or refund that can be allowed on 
a timely filed claim.

9 H. Rept. No. 98-432, 98th Cong., 2nd Sess. 1502 (1984).
10 See Pub. L. No. 98-369, Div. A, § 424, 98 Stat. 801 (1984).
11 See Pub. L. No. 105-206, § 3201 (adding IRC § 6015).
12 See IRC § 6015(b).  Under the House version of the bill, which would have allowed relief “on an apportioned basis,” a taxpayer “must claim innocent 

spouse status with regard to any assessment not later than two years after the date of such assessment.”  H.R. Conf. Rept. No. 105-599, 105th Cong., 2nd 
Sess. 250-51 (1998).

13 See IRC § 6015(c).
14 See H.R. Conf. Rept. No. 105-599, 105th Cong., 2nd Sess. 250-51 (1998); S. Rep. No. 105-174, 105th Cong., 2nd Sess. 55-60 (1998).
15 See H.R. Conf. Rept. No. 105-599, 105th Cong., 2nd Sess. 254 (1998).
16 See H.R. Conf. Rept. No. 105-599, 105th Cong., 2nd Sess. 251-55 (1998).
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for innocent spouses who fall through cracks” in the first two provisions.17  Specifically, 

relief is available if, under procedures prescribed by the irS, taking into account all the 

facts and circumstances, it is inequitable to hold an innocent spouse liable for a joint defi-

ciency or unpaid tax.  the statute is silent on any time for requesting equitable relief.18

Unlike traditional and separately allocated relief, which covered only understatements 

of tax, the provision for equitable relief as enacted in the rra 98 conference agreement 

covered underpayments as well, thereby affording relief even if there is no deficiency.  

accordingly, equitable relief extended the innocent spouse provision into the realm of col-

lection, which already had a statute of limitations (generally ten years).19  

Congress Heard Testimony on Post-Hoc Circumstances

in widely publicized hearings leading up to enactment of rra 98, the Senate Finance 

committee had entertained testimony from innocent spouses, among other witnesses.  

overall, as a senator put it, “the testimony we heard before the Finance committee was that 

it is virtually impossible for the standards of that innocent spouse provision to be met.”20  

another senator agreed “that the current law innocent spouse provisions are weak at best, 

and need dramatic change.”21

in pertinent part, the testimony described situations in which an innocent spouse might 

not, under the circumstances, request relief within two years.  For example, a witness stated 

that when the irS placed a lien on her home, “it was only after i informed my ex-husband 

of this problem that he confessed that he had, in fact, been receiving mail from the irS 

addressed to both of us for years.”22  thus, a husband’s deceptive silence was a reason for 

an innocent spouse’s delay.  another witness asserted that “the irS continues to send mail 

to the old marital address to both parties, even though these individuals have been filing 

separately and unmarried from different addresses for many years.”23  in other words, 

circumstances typical of separated or divorced spouses could impede effective communica-

17 Lantz, 607 F.3d at 484. 
18 See IRC § 6015(f).  The legislative history states:  “The conferees do not intend to limit the use of the Secretary’s authority to provide equitable relief to 

situations where tax is shown on a return but not paid.  The conferees intend that such authority be used where, taking into account all the facts and cir-
cumstances, it is inequitable to hold an individual liable for all or part of any unpaid tax or deficiency arising from a joint return.  The conferees intend that 
relief be available where there is both an understatement and an underpayment of tax.”  H.R. Conf. Rept. No. 105-599, 105th Cong., 2nd Sess. 254-55 
(1998).

19 See Bryan T. Camp, Interpreting Statutory Silence, Tax Notes 501, 503 (Aug. 2, 2010).
20 144 Cong. Rec. (May 7, 1998) S4473-74 (recording statement of Sen. Bob Graham, D-Fla.).
21 Id. at S4474 (recording statement of Sen. Alfonse D’Amato, R-N.Y.).
22 Sen. Comm. on Finance, IRS Restructuring Hearings, 105th Cong., 2nd Sess. 149 (Jan. 28-29; Feb. 5, 11 & 25, 1998).
23 Id. at 147.
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tion.  in sum, the committee heard allegations of circumstances that could delay a request 

for relief.  these circumstances were among concerns that rra 98 addressed.24

IRS Guidance Encompasses Post-Hoc Factors 

in 2000, the irS prescribed applicable procedures for equitable relief under irc § 6015(f), 

setting as a threshold condition a request not later than two years after the first irS 

collection activity, but encompassing future economic hardship absent relief as a necessary 

circumstance.25  thus, eligibility for equitable relief may turn on facts to occur later than 

two years after the irS begins collection activity.  in 2002, the irS issued regulations con-

taining the two-year limit and incorporating the other procedures by reference.26

Appealed Cases Turn on Post-Hoc Facts

the facts of cases in the appellate courts help to illustrate the point that equitable relief is 

designed to be broader than traditional or separate relief, and that delay due to fear, intimi-

dation, fraud, or ignorance brought on by the foregoing, is itself an equitable factor.27  in 

each case summarized below, there was a reason why the innocent spouse did not request 

relief within the two-year period.  either her husband was taking care of the tax liability, or 

he told her that he would do so, or he did not tell the innocent spouse about the liability in 

the first place.  in another case, an innocent spouse was intimidated by her husband until 

they divorced.  the point is not just that relief would have been available on the merits but 

for delay, but that the delay itself was indicative of the spouse’s innocence.

Ms. Lantz’s Husband Had Advised the IRS that She Was an Innocent Spouse

cathy Marie lantz filed a joint return for 1999 with richard chentnik, a dentist who, as it 

turned out, was engaged in Medicare fraud.  in 2000, dr. chentnik was arrested and sub-

sequently convicted and sent to prison.  in 2002, the irS assessed a deficiency of several 

hundred thousand dollars on the 1999 joint return due to the fraud.  in 2003, the irS sent 

letters to the couple that proposed a levy and constituted the first collection activity.28  From 

prison, dr. chentnik advised Ms. lantz that he would handle communication with the irS.  

in 2004, the irS issued notices to dr. chentnik, who had “characterized petitioner [Ms. 

lantz] as ‘the innocent spouse’,” indicating that the joint liability “should be moved into cur-

rently noncollectible status.”29  later in 2004, dr. chentnik was released to a halfway house 

24 In view of such circumstances, RRA 98 § 3201(d), required the IRS to send a separate notice to each individual spouse filing a joint return.  Nevertheless, 
the Committee was apprised of issues beyond those that separate notices could resolve.  For instance, another witness statement was that when collection 
activity occurred, “I called my former husband about all that had taken place and he assured me that he would take care of the problem.  I still trusted 
him, since he was the one who handled all our finances while we were married.”  Thus, an innocent spouse’s misplaced reliance on her husband was a 
reason for delay.  Sen. Comm. on Finance, IRS Restructuring Hearings, 105th Cong., 2nd Sess. 149 (Jan. 28-29; Feb. 5, 11 & 25, 1998).  

25 See Rev. Proc. 2000-15, 2000-1 C.B. 447, superseded by Rev. Proc. 2003-61, 2003-2 C.B. 296 (containing parallel provisions).
26 See Treas. Reg. §§ 1.6015-4(c), -5(b)(1), 67 Fed. Reg. 47,278 (July 18, 2002).
27 See Hall, slip op. at 12 (stating where “a spouse is prevented from acting by fear, intimidation, or fraud, an administrative procedural hurdle would elimi-

nate consideration of relief”).
28 See Lantz, 132 T.C. at 132 (stating these “letters conformed with the notice requirements of section 6330”).
29 Lantz, 132 T.C. at 132-33.
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where he passed away.  in 2005, the irS applied an overpayment by Ms. lantz against 

the 1999 liability.  in 2006, Ms. lantz filed Form 8857, Request for Innocent Spouse Relief, 

which the irS denied as late.30  

Ms. Mannella’s Husband Had Not Shared IRS Notices with Her

From 1996 through 2000, denise and anthony Mannella filed joint returns on which 

they did not pay the tax.  on June 4, 2004, the irS sent the couple “notice[s] of intent to 

levy.”31  Mr. Mannella signed the certified mail receipts but did not share the notices with 

Ms. Mannella.32  on November 1, 2006, Ms. Mannella filed Form 8857, but the irS denied 

her request as several months late.  

Ms. Hall’s Husband Was Legally Obligated to Pay Their Joint Liability

in 1998 and 2001, audrey Marie and etheridge Hall filed joint returns but did not pay all of 

their tax.  in 2003, they divorced under a decree that obliged Mr. Hall to pay their joint li-

abilities.  on July 6, 2004, the irS “initiated collection activity . . . by issuing an intent to levy 

notice.”33  on august 1, 2008, Ms. Hall requested innocent spouse relief, which the irS denied 

as untimely, although the irS agreed she would be entitled to equitable relief on the merits.34  

Ms. Coulter Was Intimidated by Her Husband

Heather coulter (Hoyt) filed a joint return with Kevin Hoyt for 2001.  on august 31, 2004, 

the irS sent Ms. coulter a notice of intent to levy to collect unpaid tax on the return.35  on 

april 15, 2008, Ms. coulter requested innocent spouse relief, which the irS denied as late, 

but still stipulated that she otherwise would be entitled to equitable relief on the merits.36  

Ms. coulter said she had not filed a timely request because “i was still married and had i 

filed an innocent spouse claim at that time it would have made an already volatile living 

situation much worse for my children.”37  

30 See Lantz, 132 T.C. at 133.
31 Mannella, 132 T.C. at 197, 199 (stating “issuance of a notice of intent to levy under section 6330 is a collection activity”); see also Treas. Reg. § 1.6015-

5(b)(2).
32 Even though RRA 98, § 3201(d) requires a separate notice to each individual spouse filing a joint return, as a practical matter, a recipient of mail at an 

address can sign certified mail receipts on behalf of the household.  In any case, the Tax Court assumed that Ms. Mannella did not actually receive notice.  
See Mannella, 132 T.C. at 199-200.

33 Hall, slip op. at 3.
34 While the Tax Court did not specifically set forth factual findings as to whether Mr. Hall failed to satisfy his divorce decree obligation to pay the joint tax li-

abilities, as a legal matter, a divorce decree obligation is a factor in determining equitable relief.  See Hall v. Comm’r, 135 T.C. No. 19 (Sept. 22, 2010); see 
also Rev. Proc. 2003-61, § 4.03(2)(a)(iv), 2003-2 C.B. at 298 (considering whether “the nonrequesting spouse has a legal obligation to pay the outstand-
ing income tax liability pursuant to a divorce decree or agreement”).

35 The facts stipulated by both parties in Coulter v. Comm’r, on which the Tax Court entered a Decision in Docket No. 1003-09, are reflected in Brief for the Ap-
pellant 4, No. 10-680 (2d Cir.), which refers to “a notice of intent to levy and of her right to a collection-due-process (CDP) hearing before such levy under 
§ 6330 of the Code with respect to unpaid tax due for 2001.”  

36 See Brief for the Appellant 9.
37 Petition ¶ 1, T.C. Docket No. 1003-09.  
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RRA 98 Was Not Ambiguous 

When congress imposed a statute of limitations in two provisions but not in the third 

provision within the same section, the omission was affirmative.38  although precedents 

uphold regulatory limitation under silent statutes,39 they are not on point because the rel-

evant section of rra 98 was not silent on the two-year period.  ever since enactment of the 

1971 innocent spouse statute, the effective statute of limitation had been the underlying 

one for collection of tax.40  Nevertheless, in the appellate cases, the irS argues essentially 

that congress did not preclude regulatory promulgation of a limit.41  as a matter of statu-

tory construction, it would be possible to dismiss this argument, but the regulation may fall 

even on its own merits.

The Regulatory Period Is Not Reasonable 

as stated above, an affirmative omission, what the tax court majority called “audible 

silence,” does not result in an ambiguous statute.42  to the extent that the lack of express 

preclusion of a regulatory limit may be perceived as creating ambiguity, the question 

is whether the regulation is a reasonable interpretation.43  Here the regulation is not a 

reasonable interpretation because it forecloses a class of requests that equitable relief was 

designed to reach, namely those in which an innocent spouse delayed a request for relief 

upon being misled or intimidated by a joint filer.44  

in a case where the tax law authorized the irS to prescribe the “manner” of a claim, leading 

to a regulation that contained a time limit, an appellate court has upheld irS regulatory 

authority.45  Here, however, the time-bar exceeded a procedural prescription of time or 

manner because it precluded a substantive kind of request.46  Moreover, an innocent spouse 

equitable request, which may encompass an underpayment as well as an understatement, 

is more like a defense against federal tax collection than a claim of the type foreclosed by a 

statute of limitations.47

38 See General Motors Corp. v. U.S., 496 U.S. 530, 538 (1990); Russello v. U.S., 464 U.S. 16, 23 (1983) (stating “where Congress includes particular lan-
guage in one section of a statute but omits it in another section of the same Act, it is generally presumed that Congress acts intentionally and purposely in 
the disparate inclusion or exclusion”).  

39 See, e.g., Withey v. Perales, 920 F.2d 156, 159 (2d Cir. 1990) (stating that “Congress frequently fails to address the issue of a limitations period”).
40 But see Lantz, 607 F.3d at 482 (stating “the fact that Congress designated a deadline in two provisions of the same statute and not in a third is not a com-

pelling argument that Congress meant to preclude the Treasury Department from imposing a deadline applicable to cases governed by that third provision”).
41 See Mannella, No. 10-1308 (3d Cir.) Brief for the Appellant 36.
42 Lantz, 132 T.C. at 138. 
43 See Chevron U.S.A., Inc. v. Natural Resources Defense Council, 467 U.S. 837 (1984).
44 Contra Lantz, 607 F.3d at 481 (upholding administrative position because “regulations issued pursuant to authority delegated by Congress must be upheld 

unless unreasonable”).
45 See Swallows Holding, Ltd. v. Comm’r, 515 F.2d 162 (3d Cir. 2008), vacating 126 T.C. 96 (2006).
46 See Hall, slip op. at 13 (stating that the invalidated regulation “has the substantive effect of making one circumstance, the time of the claim, the only 

relevant factor”).  
47 See Patrick J. Smith, Gaps in the Seventh Circuit’s Reasoning in Lantz, Tax Notes (Aug. 24, 2010).
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By comparison, under a federal statute that authorized an administrative agency to desig-

nate placement of certain prisoners considering five factors, a regulation purported to place 

prisoners in a halfway house for a certain period at the end of their sentences.  appellate 

courts invalidated this regulation because designation solely based on time served eviscer-

ated consideration of the five prescribed factors.48  

in the case of an innocent spouse, the treasury regulation eviscerated consideration 

of equitable factors by time-barring all cases after two years.  Moreover, a delay may be 

indicative of fear, intimidation, fraud, or ignorance due to abuse, which even the irS counts 

as a factor that should be considered in determining equitable relief.49  

A Statute of Limitations Is Inappropriate to Equitable Relief

legislative history, typical fact patterns, and regulatory deference do not support imposi-

tion of the two-year period on equitable relief.  additionally, the logic underlying related 

common-law doctrines and regulatory provisions leads to the conclusion that a statute of 

limitations should not apply.  

in 2006, the National taxpayer advocate recommended legislation to clarify the availability 

of equitable relief beyond the two-year period.  a logical basis for the recommendation, by 

analogy to common law doctrines, was that a taxpayer who has a claim against a third party 

may obtain relief from tax liability as long as the irS collection statute remains open.50  

that is, the statutory scheme that was “audibly silent” on the two-year period with respect 

to equitable relief incorporates the logic of the doctrines of equitable recoupment and 

setoff, given that an innocent spouse necessarily has a claim against a joint filer.  

another relevant doctrine is equitable tolling.51  Generally, equity may toll the running of a 

period of limitations as long as the latter seeks to protect a case-specific interest in timeli-

ness rather than a systemic goal of facilitating the administration of claims.52  Naturally, eq-

uitable relief is case-specific because it proceeds from case-by-case requests from innocent 

spouses.  When the irS imposed the two-year period arguably to facilitate administration, 

the regulation exceeded statutory authority.  thus, equitable tolling could apply but for the 

invalidity of the limitation period.  in any case, a purportedly systemic statute of limita-

tions is inapposite to equitable relief.  

48 See Wedelstedt v. Wiley, 477 F.3d 1160 (10th Cir. 2007); Levine v. Apker, 455 F.3d 71 (2d Cir. 2006); Fults v. Sanders, 442 F.3d 1088 (8th Cir. 2006); 
Woodall v. Fed. Bureau of Prisons, 432 F.3d 235 (3d Cir. 2005).

49 See Rev. Proc. 2003-61, § 4.03(2)(b)(i), 2003-2 C.B. at 299.
50 See National Taxpayer Advocate 2006 Annual Report to Congress 540.
51 See Hall, slip op. at 20 (Wells, J., concurring).
52 See John R. Sand & Gravel Co. v. U.S., 552 U.S. 130 (2008).
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in fact, the number of equitable cases foreclosed by the two-year rule would be relatively 

low.  Historically, tens of thousands of Forms 8857 are filed annually,53 yet only hundreds or 

thousands of equitable requests per year have been precluded by the two-year rule.54  

Similarly, discretionary extensions of time to make certain tax elections are available under 

regulations that consider factors such as a taxpayer’s good faith, reasonable reliance on pro-

fessional advice, and any prejudice to the government’s interest.55  even if these regulations 

do not specifically provide for innocent spouse requests,56 they underscore the point that in 

equitable cases, the irS should not apply a statute of limitations as such.

CoNCLUSIoN

allowance of equitable relief even after the two-year statutory period for traditional or sep-

arate relief would complete rather than undermine the legislative scheme.57  as discussed 

above, congress contemplated cases in which an innocent spouse might not lodge a request 

within two years.  at the same time, an exception for equitable relief does not swallow the 

two-year rule because the substantive provisions are different.  

the two-year regulatory period for filing a request for equitable relief, which the irS 

continues to enforce despite the National taxpayer advocate’s recommendation for a 

legislative amendment that would allow the filing of requests for equitable relief so long 

as the period for collection remains open and the tax court’s invalidation, leaves innocent 

spouses in a quandary.  Many requests for equitable relief filed after the two-year period 

cannot be resolved until the appellate courts rule, and thereafter, there may be divergent 

rules among circuits.  

RECommENdATIoN

as a matter of law, the availability of equitable relief beyond the two-year period should be 

clarified by administrative, judicial, or legislative means.58  as a matter of tax administra-

tion, this rule should apply uniformly to taxpayers across the country.  in sum, a setting 

aside of the invalidated regulation would allow for effective and consistent implementation 

of the statutory scheme.  

53 See National Taxpayer Advocate 2005 Annual Report to Congress 329.
54 The numbers of IRC § 6015(f) disallowed untimely claims in FY 2004-10 were 1,127, 377, 1,175, 1,752, 2,053, 2,396, and 1,555.  E-mail from IRS 

Wage & Investment Division Compliance function (Dec. 7, 2010) (on file with TAS).
55 See Lantz, 132 T.C. at 150 (Halpern, J., dissenting).
56 See Treas. Reg. § 301.9100-0 et seq.
57 Contra Lantz, 607 F.3d at 484 (stating “if there is no deadline in subsection (f), the two-year deadlines in subsections (b) and (c) will be set largely at 

naught because the substantive criteria of those sections are virtually the same as those of (f)”).
58 See Legislative Recommendation: Allow Taxpayers to Request Equitable Relief Under Internal Revenue Code Section 6015(f) or 66(c) at Any Time Before 

Expiration of the Period of Limitations on Collection and to Raise Innocent Spouse Relief as a Defense in Collection Actions, supra.
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INTRodUCTIoN 

on March 23, 2010, the president signed into law public law 111-148, the patient 

protection and affordable care act (known by the short title affordable care act).  the 

new law, later amended by the Health care and education reconciliation act (Hcera), 

enacts significant changes to america’s health care system.  Health care reform will likely 

be the most extensive social benefit program the irS has been asked to implement in 

recent history.  although most americans do not now interact with the irS in connection 

with their health insurance, many provisions of the new law will require irS involvement 

at some point in the future.

the majority of the tax-related provisions in the law have delayed effective dates.2  

However, a recent associated press poll found more than half of americans believe the 

health care law will raise taxes on individuals this year.3  For example, the new W-2 report-

ing requirement has raised numerous concerns that reporting the value of health insurance 

on an employee’s W-2 may cause the amount to be taxed.4  in october, the irS announced 

it would delay implementation of the W-2 reporting requirement for a year.  an irS news 

release explains the delay is designed to give employers more time to prepare and update 

their systems.  However, the release also states: “[t]he irS continues to stress that the 

amounts reportable are not taxable.”5

Given the confusion about the law, the irS must conduct considerable education and out-

reach to the affected taxpayers.  in addition, the irS will be the face of health care reform 

for taxpayers, but in many circumstances it will not be the decision maker.  For example, 

exemptions for the individual penalty and many aspects of the premium tax credit likely 

will be determined by the state-level exchanges.

the irS will have to determine the best way to administer decisions made by these other 

entities in  the least burdensome manner for both the taxpayer and itself.  the irS has 

extensive experience implementing new legislation with very little lead time.  But this 

challenge is bigger.  Given the enormously complex task it now faces,  the irS should use 

its time wisely to conduct research and bring to bear the knowledge it has gained from 

its administration of the earned income tax credit (eitc), First-time Homebuyer credit 

(FtHBc), and Making Work pay credit to strengthen its health care implementation plans.

2 For example, the premium tax credit, individual responsibility requirement, and employer requirement are effective January 1, 2014.  See Patient Protection 
and Affordable Care Act of 2009, Pub. L. No. 111-148, §§ 1401, 1501, 1513, as amended by the Health Care and Education Reconciliation Act of 2010, 
Pub. L. No. 111-443.

3 Ricardo Alonso-Zaldivar and Trevor Tompson, Associated Press, AP Poll: Health Care Law Making US Muddle-Minded (Sept. 21, 2010).
4 See, e.g., Tax Girl, No Tax on Health Care Benefits for 2010 of 2011 or…, available at http://www.taxgirl.com/no-tax-on-health-care-benefits-for-2010-

or-2011-or/ (last visited Dec. 14, 2010).  Starting in tax year 2011, the Affordable Care Act requires employers to report the value of employer-provided 
health insurance coverage on employees’ annual W-2 forms.  This reporting is for informational purposes only.  Patient Protection and Affordable Care Act of 
2009, Pub. L. No. 111-148, § 9002, as amended by the Health Care and Education Reconciliation Act of 2010, Pub. L. No. 111-443.  

5 IRS, IR-2010-103, IRS Releases Draft W-2 Form for 2011; Announces Relief for Employers, available at http://www.irs.gov/newsroom/
article/0,,id=228881,00.html (last visited Oct. 15, 2010).
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although the irS has been working to implement the major provisions that directly affect 

taxpayers, it has not publicly discussed the particular challenges it faces.  the National 

taxpayer advocate believes a public discussion regarding the scope and design of irS 

health care activities will ensure that the agency has the funding and resources it will 

require to effectively deliver the program.  Moreover, early public discussion will help iden-

tify areas that could cause problems or confusion for taxpayers.  this early discussion will 

allow the irS, the National taxpayer advocate, and others to propose “fixes” for problem 

areas – whether administrative or legislative.  

For these reasons, the National taxpayer advocate would like to begin the dialogue with 

this discussion about the health tax provisions and related challenges to further the public’s 

understanding of their complexity and scope.  included in this piece are “process maps” of 

each of the three major provisions that have yet to be implemented to help describe the 

administrative challenges the irS is facing.  With proper planning and funding, the irS is 

fully capable of implementing health care reform.  However, a comprehensive assessment 

of the potential issues and challenges that lie ahead is a prerequisite for success. 

Background

An Overview of the Four Main Health Tax Provisions

although the patient protection and affordable care act contains a number of tax-related 

provisions, this discussion will focus on the four main ones:

Small Business tax credit – Beginning in tax year 2010, a tax credit is available to ■■

eligible for-profit and tax-exempt small employers with less than 25 full-time employ-

ees that pay at least half the cost of single coverage for their employees.6  the amount 

is based on the number of full-time employees and their average annual wages.  the 

credit is targeted to small businesses and tax-exempt organizations employing low and 

moderate income workers.7

premium tax credit – Beginning in 2014, the affordable care act creates a refund-■■

able tax credit for coverage under a qualified health plan.  the credit is available to 

eligible individuals and families with incomes below a specified threshold (subject to 

an income phase-out range) and subsidizes the purchase of health insurance through 

an exchange.8

individual responsibility requirement – Beginning in 2014, individuals will be ■■

required to maintain minimal essential health care coverage for themselves and their 

dependents or be subject to an annual penalty.  the law makes exceptions for indi-

viduals with certain religious objections, those who are not lawfully present in the 

United States, and incarcerated individuals.  the new law provides exemptions from 

6 Single coverage is the cost of covering a single individual under a health insurance plan.  This is compared with Family coverage, which is generally the cost 
of covering two or more individuals under a health insurance plan.

7 Internal Revenue Code (IRC) § 45R.  
8 IRC § 36B.    
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the penalty for persons with a hardship waiver, who cannot afford coverage, who have 

incomes of less than 100 percent of the federal poverty level, who are members of an 

indian tribe, or who are not covered for a period of less than three months.9

employer requirement – Beginning in 2014, employers with 50 or more full-time ■■

employees that do not offer minimum essential health insurance coverage or offer 

unaffordable coverage will be liable for an additional tax if one or more employees 

purchase insurance through an exchange and receive a premium tax credit.10

IRS Implementation of the Small Business Tax Credit Leaves Unanswered Questions

the Small Business tax credit in irc § 45r is the first major health care tax provision to 

take effect.  as noted above, the credit is available to employers with less than 25 full-time 

employees that pay at least half the cost of single coverage.11  the credit is based on the 

number of full-time employees and their average annual wages, with the full amount avail-

able to employers with less than ten full-time employees and less than $25,000 in average 

annual wages.12  

in mid-april, the irS began mailing postcards to millions of small businesses providing a 

brief description of the new tax credit and directing the businesses to visit the irS website 

or consult a tax professional to find out if they qualify.13  in mid-May, the irS issued Notice 

2010-44 with more details and examples of the various requirements of the credit.  the irS 

also provided a three-step form for employers to determine eligibility, a set of frequently 

asked questions, and a youtube video on the credit.14

eligible employers will use new Form 8941, Credit for Small Employer Health Insurance 

Premiums, to claim the small business tax credit, while tax-exempt small employers will 

use a revised Form 990-t, Exempt Organization Business Income Tax Return,15 which will 

be available for the 2011 filing season.16  With respect to for-profit businesses, the credit is 

claimed as a general business credit against tax and is not refundable.17  

9 IRC § 5000A.  If an individual does not have qualifying health insurance, the individual will be subject to a penalty of the greater of $695 per person per 
year (up to a maximum of $2,085 per family), or 2.5 percent of household income.  The penalty is phased in beginning in 2014 until it reaches the full 
amount of $695 per person in 2016.

10 IRC § 4980H.
11 The credit is equal to 35 percent (25 percent for tax-exempt small employers) of an employer’s premium payments taken into account for purposes of the 

credit.  In tax year 2014, the percentage increases to 50 percent (35 percent for tax-exempt small employers) and the credit is limited to two years, without 
regard to any years prior to 2014.  IRC § 45R(b), (g).

12 The amount of the credit phases out as the number of full time employees exceeds 10 and the average annual wages exceed $25,000.  The credit is 
completely phased out once the employer has 25 full time employees or average annual wages of $50,000 or more.  IRC § 45R(c).

13 IRS, Notice 1397 (Apr. 2010); IRS, IR-2010-48, IRS Reaches Out to Millions of Employers on Benefits of New Health Care Tax Credit (Apr. 19, 2010), 
available at http://www.irs.gov/newsroom/article/0,,id=221511,00.html.  The IRS mailed the postcard to more than four million small businesses and 
tax-exempt organizations.

14 Small Business Health Care Tax Credit for Small Employers, available at http://www.irs.gov/newsroom/article/0,,id=223666,00.html (last visited Nov. 9, 
2010).

15 Id.
16 Id.
17 IRC §§ 38(b)(36), 45R.  For tax-exempt employers, the credit is a refundable credit not to exceed the employer’s payroll taxes during the year.  IRC § 45R(f)(1).
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to date, the irS has only had to deal with outreach to small businesses on the new tax 

credit.  However, the 2011 filing season will be the first opportunity for taxpayers to claim 

the credit and for the irS to discover what problems exist with implementation.  as 

previously seen with the First-time Homebuyer and Making Work pay credits, new credits 

create taxpayer problems that the irS does not always foresee.18

the small business credit requires the employer/taxpayer to take a number of steps to 

determine eligibility and calculate the proper amount.  to determine whether it is eligible 

for the credit and compute the size of the credit under irc § 45r, an employer must:19

determine which employees to take into account for purposes of the credit;1. 

determine the number of hours of service those employees perform;2. 

calculate the number of the employer’s Full-time equivalents (Ftes);3. 

determine the average annual wages paid per Fte; and4. 

determine the premiums paid by the employer that are taken into account for pur-5. 

poses of the credit.  

Because this is the first year to claim the credit, small employers will be struggling through 

these calculations for the first time.  at this point, it is unclear how the irS compliance 

and criminal investigation (ci) functions plan to handle claims.  the complex calculations 

leave room for error and the dollars at stake create the potential for fraud.  it is also unclear 

whether, post-filing season, the irS plans to conduct outreach to small employers who do 

not claim the credit but the irS believes might be eligible.

IRS Overall Implementation Efforts Are Still in the Initial Stages 

the irS is in the initial stages of implementing the main provisions of the law that take 

effect in future years.  the irS has set up a health care program office to lead the imple-

mentation efforts, and through the program office, it has established four teams that are 

18 For a discussion of the First-Time Homebuyer and Making Work Pay Credits, see National Taxpayer Advocate Fiscal Year 2011 Report to Congress 1 (TAS 
Continues to Believe that the IRS Should Do a Better Job of Meeting Taxpayers Needs and TAS Will Continue to Advocate for Improved Taxpayer Services).

19 For example, for the 2010 taxable year, a taxable eligible small employer has 12 FTEs and average annual wages of $30,000.  The employer pays $96,000 
in health insurance premiums for its employees (which does not exceed the average premium for the small group market in the employer’s state) and 
otherwise meets the requirements for the credit.  The credit is calculated as follows:

Initial amount of credit determined before any reduction: (35% x $96,000) = $33,600.1. 

Credit reduction for FTEs in excess of 10: ($33,600 x 2/15) = $4,480 (the 2/15 percentage is the average number of FTE in excess of ten over 15).  2. 
IRC § 45R(c)(1).

Credit reduction for average annual wages in excess of $25,000: ($33,600 x $5,000/ $25,000) = $6,720 (the $5,000/$25,000 percentage is the 3. 
average annual wages in excess of $25,000 over $25,000).  IRC § 45R(c)(2). 

Total credit reduction: ($4,480 + $6,720) = $11,200.4. 

Total 2010 tax credit equals $22,400 ($33,600 - $11,200).5. 

IRS, Small Business Health Care Tax Credit: Frequently Asked Questions, Example 9, available at http://www.irs.gov/newsroom/article/0,,id=220839,00.
html (last visited Dec. 14, 2010) (explanations and citations added).
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working on specific issues.20  the National taxpayer advocate has repeatedly asked that 

taS be included in these teams and has offered her senior advisors to serve on them.  the 

National taxpayer advocate is concerned the irS declined to include taS members on 

the teams, increasing the risk that the irS will make operational decisions that are best for 

itself without adequate consideration of taxpayer impact. 

the irS has also established an executive-level team – of which taS is a member – to dis-

cuss implementation of the new provisions at a more general level.  the main efforts of the 

executive team center around a series of process maps taS developed that outline the main 

provisions in the new law.  taS designed these process maps, contained in charts 1–6, to 

help the irS understand how these provisions will operate as well as what types of interac-

tion the irS will have  with taxpayers, other government agencies, and other entities.  Most 

importantly, the process maps can assist in identifying potential problems for taxpayers 

and the irS, as well as areas for irS outreach and education.  

despite the exclusion of taS from the irS’s health care implementation teams, taS is 

undertaking its own efforts.  the National taxpayer advocate convened an internal team of 

taS executives and other employees who meet bi-weekly to discuss the various provisions 

and identify potential problems and implications for taxpayers, the irS, and taS.  in ad-

dition to developing the process maps discussed above, taS is training its own employees 

and the low income taxpayer clinics on the provisions in the health care law.21 

over the past few months, taS has developed a course that provides an overview of the 

new law as well as in-depth training on the small business tax credit.  this course was avail-

able as an option at taS’s 2010 Symposium (an all-employee technical training event) and 

was recently provided to taS’s leadership and all of its local taxpayer advocates.  taS has 

also converted the course into a series of online classes that every taS employee will take 

over the next few months.  While this is only the beginning of taS’s education efforts re-

garding health care reform, taS is proud that its employees are already beginning to think 

20 The four teams are:

Individual Education and Compliance; ■�

Employer Education & Compliance;■�

Premium Assistant & Tax Credit Reconciliation; and■�

Customer Service and Operations.■�

The teams reported on their activities on December 7, 2010, to the leadership of the IRS Operating Divisions, MITS, Appeals, and Research.  The National 
Taxpayer Advocate was excluded from this meeting and to date has not received a copy of the briefing document.

21 Low Income Taxpayer Clinics are authorized by IRC § 7526 and represent low income taxpayers before the IRS and assist taxpayers in audits, appeals, 
and collection disputes.  LITCs can also help taxpayers respond to IRS notices and correct account problems.  Early in 2010, TAS began providing train-
ing to employees on the various health tax provisions in the new law.  TAS executives and senior-level employees received in-depth training and TAS staff 
developed a training course providing an overview of the new law, with a focus on the small business tax credit and the remaining major tax provisions.  
This training course was offered as an option for TAS employees at the August 2010 Symposium.  IRS employees who attended TAS’s Symposium were also 
able to attend the course.  Following the success of the course, TAS converted it into a three-part online course.  Some portions of the course are included 
in TAS’s annual Filing Season readiness training, which all TAS employees will take in early 2011.  The remaining sections of the health care course will be 
rolled out during 2011 and will be required training for all TAS employees.  This is just the first step in TAS’s efforts to train its employees on the new law 
and TAS will be developing additional training courses in 2011 and beyond as the IRS implements the new provisions.  
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through the potential impact of the new provisions so it can most effectively advocate for 

taxpayers who experience difficulties.

THE IRS FACES ExTENSIVE CHALLENGES IN ImPLEmENTING HEALTH CARE 
TAx PRoVISIoNS.

the irS must deal with a number of new issues as it moves forward with implementing 

the health care provisions, including:

Gathering new information;■■

communicating with entities and government agencies (including federal, state-based, ■■

public and private groups);

creating new form(s) to obtain data from taxpayers; ■■

establishing a new definition of income; and■■

addressing privacy concerns.■■

the health care tax provisions require the irS to gather a significant amount of new infor-

mation that it does not currently have.  this new information includes:

insurance plan information, including who is covered under the plan and the dates of ■■

coverage;22

the costs of health insurance plans;■■ 23

Whether a taxpayer had an offer of employer-sponsored health insurance;■■ 24

the cost of employer-sponsored insurance;■■ 25

Whether a taxpayer received a premium tax credit;■■ 26 and

Whether a taxpayer has an exemption from the individual responsibility ■■

requirement.27

this is different from the type of information the irS typically deals with, and some 

taxpayers may feel uncomfortable about sharing it with the irS.  as a result, some taxpay-

ers could be tempted to not file a tax return or file a return with incorrect or incomplete 

information, creating problems for both the taxpayer and the irS.  

22 Information will be used to determine if the individual responsibility requirement is met.
23 Information will be used to calculate the premium tax credit. 
24 Information will be used to determine eligibility for the premium tax credit and applicability of the employer responsibility requirement.
25 Information will be used to determine applicability of the employer responsibility requirement. 
26 Information will be used to calculate the premium tax credit and determine applicability of the employer responsibility requirement.
27 Information will be used to determine if the individual responsibility requirement is met.
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obtaining this new information will also require the irS to communicate with entities and 

government agencies that it may not deal with now, including:

New insurance exchanges;■■ 28

employers;■■ 29

insurance companies;■■ 30 and

Government insurance programs.■■ 31

this new information will likely come to the irS via new forms or an electronic exchange.  

this means the irS will need to either create new systems or update current ones to make 

them capable of communicating with groups outside the irS, such as the exchanges.  For 

example, in determining whether an individual is eligible for a premium tax credit and the 

amount of the credit, the irS will have to quickly verify the household income information 

a taxpayer provides to the exchange.32  the amount of data the irS will have to exchange 

with outside groups and the speed with which this will need to be done depend almost 

entirely on irS systems, and the challenges the irS faces because of its systems needs can-

not be overstated.    

the irS will likely have to develop a new form or forms to collect health care information 

from taxpayers, as there is not enough room available on the current Form 1040.  Because 

of the complexity of the new provisions, it is important that any new forms  be easy to 

understand and not add to taxpayer confusion.  the irS should also ensure that, unlike the 

form for claiming the FtHBc, any new forms can be filed electronically, eliminating the 

need for large numbers of taxpayers to file paper returns.33    

the irS will use the information provided by taxpayers and outside entities to determine 

whether an individual may be subject to the responsibility requirement penalty or is 

eligible for a premium tax credit.  the prompt delivery of taxpayer refunds will depend on 

the irS’s ability to quickly process and match this information to prevent refund holds.  at 

the same time, the irS will have to minimize the payment of refunds to taxpayers it later 

determines are subject to the responsibility requirement penalty (which would result in 

improper payments).34  

28 The IRS will need to know who purchased health insurance through the exchange and who received the premium tax credit.
29 The IRS will need insurance information about their employees.
30 The IRS will need information about who is covered during the year.
31 The IRS will need information about who is covered during the year.
32 For a detailed discussion of the mechanics of the premium tax credit, see discussion infra and the process maps contained in Charts 1 – 3.
33 IRS, First-Time Homebuyer Credit, available at http://www.irs.gov/newsroom/article/0,,id=204671,00.html (last visited Dec. 15, 2010) (noting FTHBC 

claims must be filed using a paper tax return).
34 Improper Payments Elimination and Recovery Act of 2010, Pub. L. No. 111-204.  An improper payment includes a payment that should not have been 

made or was made in the wrong amount (including overpayments and underpayments).  Id. at § 2(f)(2)(A).     
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it is likely that the biggest challenge the irS will face is communicating the new law to 

taxpayers.  taxpayers will  go to the exchange to apply for the premium tax credit or an 

exemption from the individual responsibility requirement, but the irS will be the agency 

left enforcing these provisions at the end of the year.35  thus, the irS will collect from 

taxpayers if they received too large a premium tax credit, and the irS will impose a penalty 

on taxpayers who did not have health insurance and did not qualify under one of the ex-

emptions.  So although taxpayers may contact the exchanges during the year for assistance, 

they will hear from the irS at the end of the year when their tax accounts are affected.

Because many of the new provisions force the irS to rely on other government agencies 

and enforce their potentially controversial decisions, the irS needs to ensure it owns the 

messages delivered to the public about these provisions.  in its own self-interest, the irS 

should educate taxpayers about the importance of updating their premium tax credit eli-

gibility information with the exchanges because the irS will be the agency that ultimately 

collects from taxpayers if their credits are too large.  Further, the irS should  educate tax-

payers  about the economic consequences of failing to purchase health insurance because 

the irS will be collecting the penalty.   

the irS is the best-equipped agency to explain the complex tax issues in the new health 

care law.  leaving the messaging up to other agencies increases the risk that taxpayers will 

run into problems during the filing season as well as the risk that the irS will have to do 

additional (unfunded) work to resolve these problems.

in addition to these overarching concerns, the irS will face additional concerns specific to 

certain provisions.

Premium Tax Credit

Background

the premium tax credit is designed to help low and middle income individuals and fami-

lies purchase health insurance through the exchange.  the tax credit is refundable, payable 

in advance to the insurer, and available to eligible individuals and families with income 

from 133 to 400 percent of the federal poverty level (Fpl).36    

35 For a detailed discussion of the mechanics of the premium tax credit and the individual responsibility requirement, see infra.
36 IRC § 36B(c)(1)(A).  The federal poverty level is the official poverty line as defined by the Office of Management and Budget based on the most recent data 

available from the Bureau of the Census.  IRC § 36B(d)(3)(A) (referring to 42 U.S.C. § 1397jj(c)(2)).



Taxpayer Advocate Service  —  2010 Annual Report to Congress  —  Volume Two 23

The Patient Protection and Affordable Care Act: A Preliminary Analysis of the 
Challenges Facing the IRS in Implementing Health Care Reform

H
e
a
lth

 C
a
re

 R
e
fo

rm
Tax 

Expenditures
TeleFile

Impact of Liens 
on Behavior

Causes of 
Noncompliance

IRS Collection 
Strategy

Health Care 
Reform

Innocent  
Spouse

the premium tax credit carries a number of eligibility requirements.37  the amount is tied 

to the second lowest cost “silver plan” in the area38 and is on a sliding scale based on a per-

centage of household income.39  individuals with incomes of up to 133 percent Fpl will not 

be expected to pay more than two percent of their household income for health insurance.  

this increases to nine and a half percent of household income for individuals between 300 

to 400 percent Fpl.40  

to receive the credit, a taxpayer would go to the exchange (either in person or online) and 

enroll in a health insurance plan.41  the taxpayer would provide the exchange with his or 

her most recent tax return, which contains necessary information about family size and 

household income,42 and must also provide additional identifying information, including 

citizenship or immigration status.43  the exchange then verifies the information44 and 

informs the taxpayer whether he or she is eligible for a tax credit and the amount of the 

credit.45

individuals whose circumstances change during the year (change in income, marriage, 

birth of a child, etc.) should update their eligibility information with the exchange for recal-

culation of their tax credit.  a reconciliation process takes place at the end of the year when 

the taxpayer files a return.46  if the taxpayer received too little of a credit, he or she will 

37 The premium tax credit is only available to U.S. citizens and legal immigrants.  IRC § 36B(e).  An individual’s income and immigration status must both be 
verified to determine eligibility for the premium tax credit.  Legal immigrants who are barred from enrolling in Medicaid during their first five years in the U.S. 
are eligible for the premium tax credit.  IRC § 36B(c)(1)(B)(ii).  Taxpayers who are married must file a joint return to be eligible for the credit.  Additionally, 
to be eligible for the credit, a taxpayer cannot be claimed as a dependent on someone else’s return.  IRC §§ 36B(c)(1)(C), (D).  Employees who are offered 
health insurance by their employer are not eligible for the premium tax credit unless the employer-provided plan does not have an actuarial value of at least 
60 percent or if the employee’s share of the premium exceeds 9.5 percent of their income.  IRC § 36B(c)(2)(C).  An actuarial value of at least 60 percent 
means the health care plan expects to cover 60 percent of a population’s expected health care costs.

38 There are four levels of plans offered through the exchanges – bronze, silver, gold, and platinum.  The second lowest cost silver plan is the second lowest 
cost silver plan in the individual market in the area where the taxpayer lives, which is offered through the exchange.  IRC § 36B(b)(3)(B).  

39 Household income is the sum of the taxpayer’s modified adjusted gross income (MAGI), plus the aggregated MAGI of all other individuals taken into ac-
count in determining the taxpayer’s family size.  An individual’s MAGI is not taken into account if they are not required to file a tax return for the taxable 
year.  MAGI is adjusted gross income plus any § 911 income (exclusion of gross income for citizens or residents living abroad) plus any tax-exempt interest.  
IRC § 36B(d)(2).

40 IRC § 36B(b)(3)(A)(i).
41 The new law calls for the establishment of American Health Benefit Exchanges that are designed, in part, to facilitate the purchase of qualified health insur-

ance plans.  Patient Protection and Affordable Care Act of 2009, Pub. L. No. 111-148, § 1311(b).  
42 If an individual did not file a tax return in the previous year, the individual will be able to provide the exchange with alternative documentation in order to 

establish eligibility.  Initial eligibility for the credit is based on an individual’s income for the tax year ending two years prior to the enrollment period.  For 
enrollment in 2014, eligibility will be based on income from tax year 2012. 

43 IRC § 36B(e).
44 The exchange’s verification of information is done through Health and Human Services, who sends the information to the appropriate agency.  The IRS is 

responsible for verifying family size and household income.  Social Security Administration verifies citizenship status and Homeland Security verifies im-
migration status.  A process will be developed to appeal a determination as a result of the verification process.

45 The amount of the tax credit reduces what the individual has to pay for his or her health insurance plan.  The individual pays his or her portion of the pre-
mium directly to the health insurance company.  FMS pays the individual’s tax credit amount directly to the health insurance company.  Individuals who fail 
to pay the premium amount are given a three-month grace period before the insurance is terminated and FMS discontinues paying the tax credit amount to 
the insurance company.

46 IRC § 36B(f).
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receive a refund for the underpayment.47  if the taxpayer received too much, he or she will 

be responsible for repaying it, either through a reduction in the refund or as taxes owed.  

However, the law limits the recapture of any overpayment if the taxpayer’s household 

income is below 500 percent Fpl.  individuals below 200 percent Fpl will have any over-

payment owed capped at $600.  this amount will increase as percentage of Fpl increases, 

until it reaches $3,500 for individuals between 450 to 500 percent Fpl.  taxpayers whose 

household income is above 500 percent of Fpl will be responsible for repaying the entire 

amount of the overpayment.48

The Advanceable and Refundable Nature of the Premium Tax Credit Will Likely 
Cause Problems for Both Taxpayers and the IRS.

in implementing the premium tax credit (hereinafter referred to as “the credit”), the irS 

can learn a good deal from its previous experiences with administering refundable credits, 

particularly the eitc.  the target group for the credit will likely overlap significantly with 

the eitc population, and the credit itself shares numerous characteristics (complicated 

eligibility calculations, refundability, significant dollars at stake) with the eitc.  the irS’s 

experience with and past research on the eitc and the eitc-eligible population can help 

inform and improve implementation of the new credit.49     

the irS should also examine why the recently repealed advanced eitc did not work50 and 

what lessons it can learn to apply to the premium credit.  Many recipients appeared to pre-

fer receiving their eitc in a lump sum at the end of the year, instead of in ratable amounts 

throughout the year.51  this issue may be similar to one the irS will face with the advance-

able, refundable premium tax credit, so the irS may want to consider how to promote the 

advanced nature of the credit to make it more attractive to taxpayers. 

a major challenge in implementing the credit is the new measure of income on which the 

credit is based, which is household income.  Unlike every other current provision of the 

tax code, the credit is based on the income of all individuals in the taxpayer’s household, 

not just the income reported on their return(s).  the irS does not now record or identify 

household income, and taxpayers are unaccustomed to calculating this information.  this 

47 If an individual was eligible for a tax credit but did not claim it during the year, he or she can claim the credit on his or her return and receive a refund for 
the amount the taxpayer is entitled to (presuming the taxpayer meets the other eligibility requirements).

48 IRC § 36B(f)(2)(B)(i) (as amended by the Medicare and Medicaid Extenders Act of 2010, Pub. L. No. 111-309).  This marks a change to the reconciliation 
rules as originally passed, which limited the repayment for taxpayers under 400 percent FPL to $400.  The change was the result of concerns of the cliff 
effect of the repayment provision.  The new provision replaces the flat structure with a scaled structure that starts at lower levels for lower income taxpayers.  

49 For example, the EITC Qualifying Child Residency Certification Study was designed to assess the impact of a residency certification requirement on EITC 
claims.  The study offered a sample group of potentially ineligible taxpayers the opportunity to precertify that their qualifying child or children met the resi-
dency requirement of the EITC.  IRS, IRS Earned Income Tax Credit (EITC) Initiatives: Report on Qualifying Child Residency Certification, Filing Status, and 
Automated Underreporter Tests, available at http://www.irs.gov/pub/irs-utl/final_eitc_initiatives_report_final_121708.pdf (last visited Nov. 18, 2010).

50 The Advance EITC allowed employees who are eligible for the EITC and have one qualifying child to receive their EITC throughout the year in their paycheck.  
The Advance EITC is repealed, effective December 31, 2010.  FAA Air Transportation Modernization and Safety Improvement Act, Pub. L. No. 111-226, § 
219.  

51 Government Accountability Office (GAO), GAO-07-11110, Advance Earned Income Tax Credit: Low Use and Small Dollars Paid Impedes IRS’s Efforts to 
Reduce High Noncompliance 13 (Aug. 2007).



Taxpayer Advocate Service  —  2010 Annual Report to Congress  —  Volume Two 25

The Patient Protection and Affordable Care Act: A Preliminary Analysis of the 
Challenges Facing the IRS in Implementing Health Care Reform

H
e
a
lth

 C
a
re

 R
e
fo

rm
Tax 

Expenditures
TeleFile

Impact of Liens 
on Behavior

Causes of 
Noncompliance

IRS Collection 
Strategy

Health Care 
Reform

Innocent  
Spouse

change will force the irS to reprogram its systems to capture this data and educate taxpay-

ers about how to compute it.

another challenge will likely arise from the irS’s role in verifying the income informa-

tion taxpayers provide to the exchanges to establish eligibility for the credit.  Who will 

the taxpayer turn to in order to resolve a discrepancy between the information he or she 

provides and what the irS has on its records?  although the exchange decides whether an 

individual is eligible for the credit, many individuals may contact the irS if they discover 

discrepancies involving their income information.  the irS will need to train its assistors 

about how to handle these calls, despite the fact that the exchanges are the decision makers 

on eligibility.  Will the irS transfer the taxpayer to the appropriate exchange or simply 

provide the taxpayer with the appropriate contact information?   

the reconciliation process of the new credit may be the most difficult aspect for the irS 

to administer.  taxpayers who did not update their household information during the year 

may find they owe a significant amount of money at the end of the year – money they 

likely do not have.  the need for reconciliation arises because eligibility for the credit is 

based on tax return data that is two years old.  in the interim, many taxpayers will have 

experienced at least some change in circumstances.52  if taxpayers do not realize the impor-

tance of updating their information with the exchange – even after their initial eligibility 

determination is made – a large number of taxpayers will likely owe at least some money.    

the irS will need to work with outside entities – such as the exchanges, employers, and 

family service agencies – to continually educate taxpayers about the need to update their 

information with the exchanges whenever they have a life change such as a change in 

family size or income.  For the irS, launching a coordinated information campaign on 

this scale may be unprecedented.  this aspect of the premium tax credit is one of the most 

critical provisions.  it is also one area where the irS’s effectiveness can make a tremendous 

impact on the potential downstream consequences for both taxpayers and the irS itself.   

one thing the irS can do to help taxpayers navigate the reconciliation process is consider 

providing taxpayers with pre-filled forms.  the irS should already have information the 

taxpayer previously provided to the exchange during the application process.  the irS can 

use this information to partially fill in forms and then ask taxpayers to verify or update 

the information.  these forms may give taxpayers an idea of what information was used to 

calculate their initial eligibility, since it will have been more than a year since they applied 

for the credit.

52 Initial eligibility for the credit is based on an individual’s income for the tax year ending two years prior to the enrollment period.  For enrollment in 2014, 
eligibility will be based on income from tax year 2012. 
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Individual Responsibility Requirement

Background

Beginning in 2014, all U.S. citizens and legal residents will be required to have qualifying 

health insurance.53  an individual who does not have qualifying health insurance will be 

subject to a penalty of the greater of $695 (per person) per year, up to a maximum of $2,085 

per family, or 2.5 percent of household income.54

the law provides exemptions from the responsibility requirement for:

religious grounds;■■ 55

individuals who are not U.S. citizens or an alien lawfully present in the U.S.;■■ 56 and

individuals who are incarcerated.■■ 57

the law also provides exemptions from the penalty for:

Hardship;■■ 58

Members of indian tribes;■■ 59

individuals with incomes below the filing threshold;■■ 60

individuals without insurance for less than three months;■■ 61 and

individuals who cannot afford coverage.■■ 62

once the responsibility requirement penalty is effective, taxpayers will have to report on 

their tax returns whether or not they have health insurance.63  taxpayers who do not have 

insurance and do not qualify under an exemption will be subject to the penalty.  However, 

the irS can only collect this penalty through refund offsets.  the new law prohibits the 

53 IRC § 5000A(a).  In order to meet the responsibility requirement, the health insurance plan must provide minimum creditable coverage (as defined in 
PPACA). 

54 The penalty will be phased in according to the following schedule:

2014 - $95 or 1 percent of household income.■�

2015 - $325 or 2 percent of household income.■�

2016 - $695 or 2.5 percent of household income.■�

Beginning in 2017, the penalty amount will be increased annually by the cost of living adjustment.  IRC § 5000A(c)(3).
55 IRC § 5000A(d)(2).
56 IRC § 5000A(d)(3).
57 IRC § 5000A(d)(4).
58 IRC § 5000A(e)(5).
59 IRC § 5000A(e)(3).
60 IRC § 5000A(e)(2).
61 IRC § 5000A(e)(4).
62 Exemption applies if the taxpayer’s required contribution for the coverage month exceeds eight percent of the individual’s household income.   

IRC § 5000A(e)(1).
63 The IRS will verify health insurance coverage using information from insurance companies and employers. 
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irS from filing a lien or levying on any property to collect the responsibility requirement 

penalty.64

The Unique Nature of the Individual Responsibility Requirement Penalty Will 
Challenge the IRS’s Audit Selection and Collection Processes.

the individual coverage responsibility requirement and associated penalty will pose a dif-

ferent set of challenges to the irS.  Some taxpayers who do not want to share their health 

care information with the irS may not file returns or may file incomplete ones.  in some 

instances, the irS will receive information from insurance companies that certain individu-

als have coverage and therefore are not subject to the penalty.  other individuals will not 

have coverage and some will be lower income individuals who are due tax refunds.  even 

if these taxpayers file returns and do not have health insurance, the irS would owe them 

money after collecting the penalty.

this raises the question of how the irS will deal with taxpayers who do not file returns. 

From an economic perspective, it may not make sense for the irS to go after certain nonfil-

ers because the irS’s available information indicates they are likely owed refunds.  in other 

cases, the irS will not be aware that taxpayers should be subject to the penalty.  individuals 

who operate entirely in the cash economy (and for whom the irS receives no Forms W-2 

or Forms 1099), do not purchase health insurance, and do not file tax returns may never 

attract the attention of the irS because the irS will not know who they are.65

to get at the underlying goal of the new law – health coverage for the vast majority of 

americans – will the irS audit every taxpayer who does not report having coverage?  or 

will the irS establish certain tolerances, as it does with other programs?  Unlike the tradi-

tional tax penalty, which is designed to enhance voluntary compliance or deter tax evasion, 

this penalty is designed to enforce a mandate.66  if the irS does establish tolerance levels 

for auditing taxpayers without insurance coverage, this approach may limit the overall ef-

fectiveness of the responsibility requirement.

exemptions from the requirement and the penalty will present different challenges.  it 

appears that exemptions from the coverage requirement will be made at the exchange level.  

However, there may be cases where the irS can already identify a taxpayer as being eligible 

for an exemption, e.g., if the taxpayer is a member of an indian tribe or is amish.  in those 

situations, the irS should be able to use this information to identify cases in which taxpay-

ers have an exemption from the penalty and alert them to go to an exchange within a set 

period of time before the penalty is applied.  

64 IRC § 5000A(g)(2)(B).  However, the IRS may use its full collection authorities to collect amounts due under other provisions of the health care law.
65 However, some of this same group may end up visiting hospital emergency rooms without health insurance, thereby costing the United States money in the 

form of uncompensated care and undermining the savings built into the new law.  The Health Insurance Portability and Accountability Act (HIPAA) contains 
specific rules protecting patient confidentiality, specifically the use and disclosure of individuals’ health information.  Health Insurance Portability and Ac-
countability Act of 1996, Pub. L. No. 104-191.  

66 National Taxpayer Advocate 2008 Annual Report to Congress vol. 2, 2 (A Framework for Reforming the Penalty Regime).
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the hardship exemption, for which there are no guidelines at this point, will also create 

difficulties for the irS.  it appears the exchanges will make the determination, but taxpay-

ers will contact the irS when they face the penalty and are looking for an exemption.  

additionally, taxpayers appealing a hardship exemption determination may turn to the 

irS even though the irS does not make the decisions.  in most instances, the irS is being 

asked to be the collection face of this provision, but not the decision maker.  this puts the 

irS, and its employees, in the awkward position of collecting a penalty and potentially be-

ing unable to work with taxpayers who claim they don’t owe it.

as a result of the potential collection issues, refund offsets will likely present a significant 

challenge for taS and the irS.  if a taxpayer owes back taxes (distinct from this penalty), 

the irS and taS may override a current year refund offset and manually refund the full 

amount if the taxpayer comes in early enough in the process.67  However, this action can 

only be taken in instances of economic hardship and is only available for tax debts.68  

Neither the irS nor taS has the discretion to stop a refund offset to satisfy a non-tax debt 

such as past-due child support.69

due to the size of the responsibility requirement penalty and the irS’s role in collecting 

it, many taxpayers subject to the penalty and suffering an economic hardship may come 

to taS seeking an offset bypass refund.  it is unclear at this point whether or not debt 

stemming from the penalty will be considered a tax debt that qualifies for the provisional 

authority to bypass and issue a refund.70  Moreover, the irS definition of hardship is differ-

ent from the definition contained in the responsibility requirement.71  the practical result 

is that taxpayers who do not otherwise qualify for a hardship exemption from the exchange 

may experience a hardship that qualifies for an offset bypass refund from the irS.

once a penalty is assessed, the protection against using liens or levies to collect will require 

the irS to isolate the amount from other tax liabilities for which there is no limit on the 

irS’s collection powers.  However, to ensure that it collects the penalty from taxpayers who 

are owed refunds, the irS must be able to quickly match information provided by taxpay-

ers and others to determine whether a taxpayer is subject to the penalty.  otherwise, the 

67 IRM 21.4.6.5.12.1, Offset Bypass Refund (OBR) (Mar. 2008).  Under certain hardship circumstances, the IRS may issue manual refunds of excess credits 
without first satisfying an IRS outstanding balance.  This type of refund is called an Offset Bypass Refund (OBR).  An OBR must be issued before the post-
ing date of the original return.  

68 IRM 21.4.6.5.6, Hardship Refund Request (Mar. 2008).
69 IRM 21.4.6.4.2, Treasury Offset Program (TOP) Offset (Oct. 2007).  The Treasury Offset Program (TOP) is a program designed to intercept IRS refunds and 

offset them to non-tax debts such as unpaid student loans and child support. 
70 The legislative language of IRC § 5000A does not appear to contain any language that prohibits the issuance of manual offset bypasses relative to the 

individual responsibility requirement penalty.  TAS is also not aware of any IRS Office of Chief Counsel decision on this issue.
71 Under IRC § 5000A(e)(5), a hardship is determined by the Secretary of Health and Human Services  and is related to the availability of affordable quali-

fied health insurance.  The IRS and TAS consider hardship refund requests on a case by case basis.  Generally, the inability to provide shelter, food, medical 
needs, and employment related transportation qualifies as a hardship.   
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irS will issue refunds to taxpayers who owe a penalty and then may find itself unable to 

recoup the improper payment.72  

Employer Requirement

Background

Under the employer requirement, employers with 50 or fewer employees are not required 

to offer health insurance coverage and are not subject to any penalty if their employees 

receive the premium tax credit.  However, employers with more than 50 employees that 

do not offer health insurance and have at least one full-time employee who receives a 

premium tax credit are subject to a fee of $2,000 per full-time employee, with the first 30 

full-time employees excluded from the assessment.73  employers with more than 50 em-

ployees that offer health insurance and have at least one full-time employee who receives a 

premium tax credit are subject to a fee of the lesser of $3,000 for each employee receiving a 

premium credit or $2,000 per full-time employee.74

When an exchange determines that an individual is eligible for a premium tax credit 

because his or her employer does not provide minimum creditable coverage, the employer 

will need to be notified of the potential liability.  However, it is unclear how the assessment 

and appeals process will work.    

The Employer Requirement Will Raise Significant Compliance and Privacy Concerns 
for the IRS.

the employer requirement also presents a unique set of issues.  Because the penalty is tied 

to the employer having fewer than 50 full-time employees, employers may lay off or fire 

employees or refrain from hiring in order to avoid the penalty.  the implications of hiring 

additional employees are significant, especially for employers who are close to the thresh-

old of 50.  this new penalty may act as a disincentive to hire additional employees based 

on the potential economic impact.  other employers may simply recharacterize employees 

as independent contractors to avoid the penalty.  

the employer penalty is subject to the standard deficiency procedures in irc §§ 6211-

6261.75  this means that employers will receive a notice of deficiency under irc § 6212 

if the irS finds they are subject to the penalty.  However, the irS has yet to determine 

whether, in the early years of implementation, it will first issue warning notices either 

before or after assessment.  one possibility is to use a soft notice for the first few years to 

72 For a more detailed discussion of the IRS’s need to process information reporting documents before filing season, see National Taxpayer Advocate 2009 
Annual Report to Congress 338 (Legislative Recommendation: Direct the Treasury Department to Develop a Plan to Reverse the “Pay Refunds First, Verify 
Eligibility Later” Approach to Tax Return Processing).

73 IRC § 4980H(a).
74 IRC § 4980H(c).  If an employer offers health insurance to its employees and that coverage is deemed unaffordable, the employee can apply to the 

Exchange for an affordability waiver to be able to purchase insurance through the Exchange.  Unaffordable coverage is defined as coverage with a premium 
that exceeds 9.5 percent of the employee’s household income.

75 IRC § 4980H(e).  This is different from how employment tax liabilities are typically assessed
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encourage employers to either meet the obligations of the employer requirement or pay the 

penalty.76  

once a penalty is assessed, how the irS designs the appeal process will affect employ-

ers’ perception of how fairly the provision is administered.  employers will need enough 

information to appeal the penalty if appropriate, but the irS must protect confidential 

taxpayer information.  Whether or not an employer is liable for the penalty is dependent 

on how many of its employees received the premium tax credit.  For an employer that 

offers qualified health insurance, its employees can receive the premium tax credit only if 

the insurance offered is unaffordable – a determination based on the employee’s household 

income.  an employer knows what it is paying an employee in salary, but most employers 

do not have or want information about their employees’ household economic status.  it may 

be difficult to administer the appeal process without sharing at least some of these data.  

Moreover, identifying specific employees who chose to go to the exchanges and trigger 

the penalty for the employer may lead to retaliation.  the irS will have to walk a fine line 

between providing employers with the information they need to defend against the penalty 

and protecting individual taxpayers who do not want to share their personal health care 

and household income information with their employer.

THE IRS NEEdS To EVALUATE HoW BEST To moVE FoRWARd WITH ITS 
ImPLEmENTATIoN EFFoRTS.

after taking a closer look at the specifics of the main health care tax provisions, it is clear 

that the irS’s implementation efforts must be far more extensive than those for other new 

programs and tax credits.  While the irS has formed a program office charged with imple-

menting the new health care law, the unprecedented complexity and scope of this law make 

clear that the irS’s traditional implementation and enforcement efforts are inadequate 

to meet this challenge.  the irS will need to do more than set up a program office, write 

new computer code, and provide training to employees in advance of the filing season.  to 

implement the new program effectively, the irS must undertake a comprehensive review 

of how it will administer the new provisions in light of the challenges and potential ramifi-

cations taxpayers face.

76 An IRS Notice of Deficiency informs a taxpayer of the tax the IRS plans to asses and gives the opportunity for the taxpayer to respond prior to assessment.  
In comparison, a soft notice encourages the taxpayer to voluntarily correct a discrepancy in a tax return.  If a taxpayer receives a soft notice and repeats the 
behavior the following year, the taxpayer’s account is flagged.  Internal Revenue Service Advisory Committee, Wage and Investment Subgroup Report (Nov. 
10, 2010), available at http://www.irs.gov/taxpros/article/0,,id=231501,00.html; IRS, Addressing Underreporting – The Soft Notice Approach, available at 
http://www.irs.gov/pub/irs-utl/addressing_underreporting_-_the_soft_notice_approach.pdf (last visited Dec. 15, 2010).
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CoNCLUSIoN

the new health care law will require a massive undertaking by the irS – one that will 

require the irS to think outside its traditional “revenue collection” box.77  the irS faces a 

daunting task, not only in implementing the health care provisions within its own systems 

and organization, but in conducting the outreach needed to educate taxpayers about the 

new law as well.    

Because of the far-reaching scope of these provisions, the irS needs to do more than simply 

establish a separate program office.  it should consider hiring phone employees dedicated 

solely to health care.  these phone employees would have experience with social work 

and case management, which are critical when dealing with a social program like health 

care.78  additionally, the commissioner should establish a cross-function executive Steering 

committee to advise the program office.  this committee should include representatives 

from all of the operating divisions as well as taS, appeals, research, ci, MitS, counsel, 

and communications and liaison.  

While the National taxpayer advocate believes the irS is capable of implementing this 

new law given sufficient funding and staffing, this discussion is designed to identify poten-

tial challenges and concerns with how the law may be administered and give congress and 

the irS enough time to address them.

77 See Most Serious Problem: The IRS Mission Statement Does Not Reflect the Agency’s Increasing Responsibilities for Administering Social Benefits Pro-
grams, supra; National Taxpayer Advocate 2009 Annual Report to Congress vol. 2, 75 (Running Social Program Through the Code). 

78 Id.
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APPENDICES

Chart 2.2.1, Premium tax Credit: Overall Process
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Chart 2.2.2, Premium tax Credit: Exchange Process
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Chart 2.2.3, Premium tax Credit: return Process
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Chart 2.2.4, Premium tax Credit: reconciliation Process
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Chart 2.2.5, Individual responsibility requirement
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Chart 2.2.6, Employer requirement
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ExECUTIVE SUmmARy

in the 2004 annual report to congress, the National taxpayer advocate discussed concerns 

with the irS “collection Strategy,” and questioned the effectiveness of a “one-size-fits-all” 

approach to servicing accounts of taxpayers with collection-related tax problems.2  the irS’s 

“assembly-line” approach to processing collection accounts has remained essentially un-

changed for over 25 years, even while the collection operation has regularly received substan-

tial criticism from key stakeholders, including highly significant congressional and judicial 

actions needed to ensure fair and equitable treatment of taxpayers with collection problems.

program results indicate the irS collection strategy could be more effective in recovering 

delinquent revenue and reducing the irS’s inventory of unpaid assessments:

the inventory of unpaid assessments has grown from approximately $270 billion in ■■

Fy 2006 to $359 billion in Fy 2010 – an increase of 33 percent.3 

dollars reported as “currently not collectible” (cNc) increased from $16.2  billion in Fy ■■

2006 to $28.9 billion in Fy 2010 – an increase of 78 percent.4

the number of taxpayer accounts reported as cNc increased by 73 percent – from ■■

751,012 in Fy 2006 to approximately 1.3 million in Fy 2010.5

the dollar value of taxpayer delinquent accounts (tdas) assigned to the collection ■■

Queue at the end of Fy 2010 was approximately $46.2 billion – a 70 percent increase 

from 2006.6

in Fy 2010, the dollars reported as cNc by the collection Field function (cFf) were ■■

approximately 320 percent of the combined total of dollars collected on open cFf tdas 

and installment agreements generated by the cFf.7

these problems were evident well before the recent downturn in the nation’s economy, and 

have worsened in spite of the 20 percent increase in the irS’s enforcement budget since 

2006.8

the irS relies heavily on the bulk processing of correspondence and systemically gener-

ated enforcement actions to manage its considerable workload of collection accounts.  

2 National Taxpayer Advocate 2004 Annual Report to Congress 226-245. 
3 IRS, Collection Process Study, Executive Summary 2 (Sept. 30, 2010).  The data for the balance of unpaid assessments at the conclusions of fiscal year 

(FY 2010) was provided by SB/SE in an e-mail message dated Dec. 14, 2010.
4 IRS, Collection Activity Reports, NO-5000-149, Recap of Accounts Currently Not Collectible Report (Oct. 2010).
5 Id.
6 IRS, Collection Activity Reports NO-5000-2, Taxpayer Delinquent Account Reports (Oct. 2010).  The Collection Queue is an inventory of TDA accounts that 

are active, but unassigned to the ACS or CFf functions.  See IRM 5.1.20.2 (May 27, 2008).
7 IRS, Collection Activity Report, NO-5000-2, Taxpayer Delinquent Account Cumulative Report (Oct. 2010); IRS, Collection Activity Report, NO-5000-6, Install-

ment Agreement Cumulative Report (Oct. 2010).
8 U.S. Department of the Treasury, Budget in Brief, Internal Revenue Service, available at www.treasury.gov/about/budget-performance/budget-in-brief/Docu-

ments/IRS.  The IRS’s appropriations for “Enforcement – Exam and Collections” for FY 2006 and FY 2010 were approximately $3.9 billion and $4.7 billion 
respectively.
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While enforcement tools such as liens and levies are appropriate and necessary to address 

situations involving taxpayers who refuse to comply with the tax laws, these tools are not 

well suited to be the foundation of the irS’s contact strategy.  More emphasis on prompt, 

personal contacts, coupled with a goal of providing “one-stop service” could actually result 

in a more effective use of the irS’s collection resources. 

in general, the irS collection strategy reacts in far too many situations as if delinquent 

taxpayers have made a conscious decision to not comply with their tax obligations, using 

the “full force of the law” to correct problems in a manner that may be premature in many 

cases.  the irS must adjust this mindset and achieve a better balance in the use of enforce-

ment actions with other collection tools, including payment alternatives such as reasonable 

installment agreements (ias) and offers in compromise (oics).  collection treatments 

should be tailored to the needs of each taxpayer, with the purpose of not only addressing 

the delinquencies at hand, but also promoting future compliance.   

the purpose of this analysis is to examine the actual performance of the irS collection 

process, i.e., the “collection strategy,” over the past five years, identify trends that reflect re-

sults produced by the design of this process, and provide comments regarding the degree to 

which the irS collection strategy is actually fulfilling its mission.  this study indicates that 

a more effective irS collection strategy must include greater emphasis on providing timely 

attention to collection problems as they arise, actually talking to taxpayers about their tax 

problems, and assisting taxpayers to regain a “fully compliant” status with collection treat-

ments that are flexible, considerate, and effective.  

at the conclusion of this analysis, the National taxpayer advocate offers the following 

recommendations for actions the irS can take to improve its collection strategy:

develop an improved working model of the “will pay,” “can’t pay,” and “won’t pay” 1. 

distinctions in determining the most appropriate collection treatments for taxpayers 

with collection problems.

provide timely interventions for emerging collection problems.2. 

Use more timely 3. personal contacts to help taxpayers fully resolve their collection 

problems.  

deliver collection inventory to organizational segments trained and empowered to 4. 

provide “one-stop service,” based on the specialized needs of the taxpayer segment in 

question. 

Use all available collection tools, including the full range of collection payment alterna-5. 

tives, e.g., offers in compromise and reasonable installment agreements.

reevaluate the requirements for managerial review of irS liens and levies.6. 

eliminate the collection Queue.7. 

Measure and evaluate the effectiveness of collection tools and treatments in meeting 8. 

taxpayer needs and promoting future compliance.
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INTRodUCTIoN

The IRS collection process serves a visible and critical role in tax administration.

the irS is authorized by congress to administer and supervise the execution and applica-

tion of the nation’s tax laws, as detailed in the internal revenue code (irc).9  one key 

element in the administration of these tax laws is the irS collection process.  as a matter 

of policy, the irS internal revenue Manual (irM) emphasizes that, “a tax system based on 

voluntary assessment would not be viable without enforcement programs to ensure compli-

ance.  accordingly, the Service is responsible for taking all appropriate actions provided 

by law to compel noncompliant taxpayers to file their returns and pay their taxes.”10  the 

collection process has been designed and implemented as the framework within which the 

irS addresses the responsibility to secure delinquent revenue, correct individual incidences 

of noncompliance, and promote the concept of voluntary compliance within the general 

population of taxpayers.  

the irc equips the irS with a variety of powerful collection tools to accomplish these 

objectives, including the ability to file notices of federal tax lien (NFtl), seize and sell prop-

erty, and serve levies attaching to financial accounts, wages, and other sources of income. 

Unlike other creditors, the irS can initiate these enforcement actions without first going 

to court to reduce the liabilities to judgments.11  the irS is not reticent to use these tools, 

even during times of significant economic turmoil.  in fiscal year (Fy) 2010, the irS filed 

approximately 1.1 million NFtls (14 percent more than the previous year) and issued over 

3.6 million levies.12  For millions of taxpayers, the collection operation is “the face and the 

voice of the irS.”

Stakeholders have been critical of the IRS’s longstanding enforcement-oriented 
approach to collection.

Congress and the courts have acted to ensure fair and equitable treatment of 
taxpayers with IRS collection problems.

However, with great powers also come great responsibilities.  over the years, and on several 

occasions, congress and the federal courts have determined that irS collection practices 

did not align with the law, violated taxpayer rights, or did not reflect the intent of the law 

to provide fair and equitable treatment for all taxpayers.  the following are particularly 

noteworthy events that resulted in significant adjustments to irS collection practices: 

G.M. Leasing Corp. v. United States (1977) –■■  the U. S. Supreme court decision in this 

case held that the warrantless entry by the irS onto private property for the purpose 

of seizing property to satisfy a tax liability may violate the Fourth amendment to the 

9 IRC §§ 7801 and 7803.
10 IRM 1.2.14.1.1 (Aug. 18, 1994).
11 See, e.g., IRC § 6331.
12 IRS, Collection Activity Report, NO-5000-23, Collection Workload Indicators (Oct. 2010).  See also Status Update: The IRS Has Been Slow to Address the 

Adverse Impact of Its Lien Filing Policies on Taxpayers and Future Tax Compliance, supra.
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constitution.13  this decision prompted the irS to make significant procedural changes 

in collection practices involving the seizure of assets, particularly those involving 

businesses.

Taxpayer Bill of Rights (1988 & 1996) –■■  this legislation provided for numerous 

significant adjustments to irS collection policies and procedures, including expanded 

notice requirements prior to initiation of collection enforcement actions, increased use 

of installment agreements (ia), new review and approval requirements for seizures 

involving principal residences, new criteria for situations mandating the release of lev-

ies,  and new criteria authorizing the withdrawal of NFtls.14

The IRS Restructuring and Reform Act of 1998 (RRA 98) –■■  this legislation estab-

lished the collection due process (cdp) appeal option (including judicial review) for 

taxpayers subject to irS lien and levy actions, guaranteed ias in certain situations, 

provided the basis for expanded use of offers in compromise (oic), and emphasized 

that seizures of personal residences and businesses should only be taken after other 

collection options have been exhausted.15

American Jobs Creation Act of 2004 –■■  this act included a section that provided the 

irS legal authority to enter into an ia that may result in less than full payment of 

the delinquent tax debt of the taxpayer, i.e., a partial payment installment agreement 

(ppia).16

Vinatieri v. Commissioner (2009) –■■  the United States tax court determined that irS 

collection practices violated irc § 6343 by proposing to proceed with a levy against 

a taxpayer who was experiencing an economic hardship, because of delinquent tax 

returns that remained due from the taxpayer.17 

While these events span several decades, they were generally prompted by:  

inadequate taxpayer service for collection-related problems;1) 

excessive use of “heavy-handed” enforcement; and2) 

lack of flexibility in the use of collection payment options, 3) e.g., the ia and oic. 

The National Taxpayer Advocate has consistently expressed concerns that the IRS 
collection strategy does not reflect the full scope of the IRS mission.

the mission of the irS is to, “Provide America’s taxpayers top quality service by help-

ing them understand and meet their tax responsibilities and by applying the tax law with 

13 429 U.S. 338 (1977).  See also IRM 5.17.3.5.1 (Dec. 7, 2007).
14 The Taxpayer Bill of Rights 1 (TBOR 1) was included in the Technical and Miscellaneous Revenue Act of 1988, Pub L. 100-647 (1988); Taxpayer Bill of 

Rights 2 (TBOR 2), Pub. L. 104-168 (1996).
15 Pub L. 105-206, 112 Stat. 685 (1998).
16 Pub. L. No. 108-357, § 843 (2004).
17 133 T.C. No. 16 (2009), 2009 WL 4980692 (U.S. Tax Ct. Dec. 21, 2009).
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integrity and fairness to all.”18  Further, according to irS policy, all decisions made within 

the collection process must be guided by the following “collecting principles.”19  

Service and Assistance –■■  all taxpayers are entitled to courteous, responsive, and effec-

tive service and assistance in all their dealings with the Service. 

Taxpayer Rights –■■  We will observe taxpayers’ rights, including their rights to privacy 

and to fair and courteous treatment.

Compliance –■■  the public trust requires us to ensure that all taxpayers promptly file 

their returns and pay the proper amount of tax, regardless of the amount owed.

Case Resolution –■■  While we will actively assist taxpayers to comply, we will also 

take appropriate enforcement actions when warranted to resolve the delinquency. to 

resolve a case, good judgment (emphasis added) is needed to make sound decisions on 

the appropriate action needed.

in the 2004 annual report to congress, the National taxpayer advocate discussed concerns 

with the irS “collection Strategy,” and identified problems with the traditional collection 

process that have contributed to less than satisfactory results in the areas of taxpayer 

service and compliance.20  the report noted that “the irS has failed to develop an effective, 

comprehensive and consistent collection strategy to counter the two most serious threats 

to our tax administration system: the ever widening tax gap, and the decline in tax compli-

ance.”  the report further states that while the irS’s approach to collection strategy over 

the years has been marked by dramatic shifts in emphasis, “these shifts have not sought to 

harmonize effective collection strategies used in the private sector with strategies designed 

to address the causes of noncompliance.”

the report suggested that a service-oriented, taxpayer-focused collecting process that em-

phasizes timely personal contacts, and provides treatments based on an understanding of 

the taxpayer’s needs, would be more effective in realizing the irS mission than one based 

on a regimented generation of collection-oriented activities without regard to outcomes.  

the report also urged the irS to use a research-based approach to provide data-driven 

explanations of why delinquent taxpayers do not comply, identify the collection “touches” 

that are most effective in resolving collection problems, and provide the irS with informa-

tion that supports efforts to reduce the opportunities for payment noncompliance.21

Since 2004, the National taxpayer advocate has frequently identified the irS collection 

process as a significant contributing factor to the most serious problems facing america’s 

18 IRM 1.1.1.1 (Mar. 1, 2006).
19 IRM 1.2.14.1.2 (Feb. 17, 2000).  The current IRS mission statement was developed after the implementation of RRA 98, and designed to represent an 

increased emphasis on taxpayer service, and the important role the IRS plays in assisting taxpayers to meet their voluntary compliance obligations.  The 
“collecting principles” were subsequently tailored to complement the new mission statement, and provide more clarity for the manner in which the collec-
tion process supports the IRS in meeting these goals.

20 National Taxpayer Advocate 2004 Annual Report to Congress 226-245.
21 Id.
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taxpayers, and on numerous occasions has identified aspects of the process that do not 

reflect the values presented in its “collecting principles.”22 the irS has generally responded 

to these concerns, as well as those of other key stakeholders, by making relatively minor 

adjustments to collection’s policies and procedures, i.e., “tweaking the system.”  However, 

the basic collection strategy used by the irS has not significantly changed.

dISCUSSIoN

The IRS collection strategy could be more effective in recovering delinquent 
revenue and reducing the IRS’s inventory of unpaid assessments.

an objective analysis of irS program data raises serious questions about the effectiveness 

of the traditional irS collection strategy.  consider the following facts that have emerged 

over the past five fiscal years (2006 thru 2010):

the inventory of unpaid assessments has grown from approximately $270 billion in ■■

Fy 2006 to $359 billion in Fy 2010 – an increase of 33 percent.23 

22 See National Taxpayer Advocate 2005 Annual Report to Congress 123-135 (Most Serious Problem: Levies on Social Security Payments); National Taxpayer 
Advocate 2005 Annual Report to Congress 209-221 (Most Serious Problem: Automated Collection System Levy Releases): National Taxpayer Advocate 
2005 Annual Report to Congress 270-291 (Most Serious Problem: Allowable Expense Standards for Collection Decisions): National Taxpayer Advocate 
2005 Annual Report to Congress 345-356 (Most Serious Problem: Limitations of Collection Account Databases); National Taxpayer Advocate 2005 Annual 
Report to Congress 447-463 (Key Legislative Recommendation: Restructuring and Reform of Collection Due Process Provisions); National Taxpayer Advo-
cate 2005 Annual Report to Congress 466-467 (Additional Legislative Recommendation: Social Security Levies); National Taxpayer Advocate 2006 Annual 
Report to Congress 62-82 (Most Serious Problem: Early Intervention in IRS Collection Cases); National Taxpayer Advocate 2006 Annual Report to Congress  
83-109 (Most Serious Problem: IRS Collection Payment Alternatives); National Taxpayer Advocate 2006 Annual Report to Congress 110-129 (Most Serious 
Problem: Levies); National Taxpayer Advocate 2006 Annual Report to Congress 130-140 (Most Serious Problem: Centralized Lien Procedures); National 
Taxpayer Advocate 2006 Annual Report to Congress 141-156 (Most Serious Problem: Collection Issues of Low Income Taxpayers); National Taxpayer 
Advocate 2006 Annual Report to Congress 157-171 (Most Serious Problem: Excess Collections); National Taxpayer Advocate 2006 Annual Report to Con-
gress 507-519 (Key Legislative Recommendation: Improve Offer in Compromise Program Accessibility); National Taxpayer Advocate 2006 Annual Report 
to Congress 520-526 (Key Legislative Recommendation: Elimination of Lengthy Collection Statute of Limitation Extensions); National Taxpayer Advocate 
2006 Annual Report to Congress 527-530 (Key Legislative Recommendation: Levies on Fixed and Determinable Assets); National Taxpayer Advocate 2006 
Annual Report to Congress 551-552 (Additional Legislative Recommendation: Collection Due Process); National Taxpayer Advocate 2007 Annual Report 
to Congress 324-336 (Most Serious Problem: FPLP Levies on Social Security Payments); National Taxpayer Advocate 2007 Annual Report to Congress 
374-387 (Most Serious Problem: Offer in Compromise); National Taxpayer Advocate 2007 Annual Report to Congress 388-394 (Most Serious Problem: 
Inadequate Training and Communication Regarding Effective Tax Administration Offers); National Taxpayer Advocate 2007 Annual Report to Congress 395-
410 (Most Serious Problem: Assessment and Processing of the Trust Fund Recovery Penalty); National Taxpayer Advocate 2008 Annual Report to Congress 
(Status Update: IRS Collection Strategy); National Taxpayer Advocate 2007 Annual Report to Congress 549-550 (Additional Legislative Recommendation: 
Allow Taxpayers to Raise Relief Under Internal Revenue Code Sections 6015 and 66 as a Defense in Collection Actions); National Taxpayer Advocate 2008 
Annual Report to Congress 15-38 (Most Serious Problem: The IRS Needs to More Fully Consider the Impact of Collection Enforcement Actions on Taxpay-
ers Experiencing Economic Difficulties); National Taxpayer Advocate 2008 Annual Report to Congress 158-175 (Most Serious Problem: Customer Service 
Within Compliance); National Taxpayer Advocate 2008 Annual Report to Congress 193-212 (Most Serious Problem: Customer Service Issues in the IRS’s 
Automated Collection System); National Taxpayer Advocate 2009 Annual Report to Congress 17-40 (Most Serious Problem: One-Size-Fits-All Lien Filing 
Policies Circumvent the Spirit of the Law, Fail to Promote Future Tax Compliance, and Unnecessarily Harm Taxpayers); National Taxpayer Advocate 2009 
Annual Report to Congress 196-216 (Most Serious Problem: The Steady Decline of the IRS Offer in Compromise Program Is Leading to Lost Opportuni-
ties for Taxpayers and the IRS Alike); National Taxpayer Advocate 2009 Annual Report to Congress 357-364 (Key Legislative Recommendation: Strengthen 
Taxpayer Protections in the Filing and Reporting of Federal Tax Liens); National Taxpayer Advocate 2009 Annual Report to Congress, vol. 2, 1-18 (Research 
Study: The IRS’s Use of Notices of Federal Tax Lien). 

23 IRS, Collection Process Study, Executive Summary 2 (Sept. 30, 2010).  The data for the balance of unpaid assessments at the conclusions of FY 2010 was 
provided by SB/SE in an e-mail message dated Dec. 14, 2010.
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FIGUrE 2.3.1, Growth in Unpaid assessments, FY 2006-2010
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dollars reported as “currently not collectible” increased from $16.2 billion in Fy 2006 ■■

to $28.9 billion in Fy 2010 – an increase of 78 percent.24

the number of taxpayer accounts reported as cNc increased by 73 percent – from ■■

751,012 in Fy 2006 to approximately 1.3 million in Fy 2010.25

the amount of tda dollars reported as “surveyed” by the irS almost tripled during ■■

this period – from approximately $2.7 billion to $10.7 billion.26

the dollar value of tda accounts assigned to the collection Queue at the conclusion of ■■

Fy 2010 was approximately $46.2 billion – a 70 percent increase from 2006.27

24 IRS, Collection Activity Reports, NO-5000-149, Recap of Accounts Currently Not Collectible Report (Oct. 2010).
25 Id.
26 Id.  Accounts reported as CNC – “surveyed” represent situations where the IRS has chosen not to pursue collection, even though the collection statute 

remains open.  Usually, these decisions are driven by the availability of IRS collection resources.
27 IRS, Collection Activity Reports NO-5000-2, Taxpayer Delinquent Account Reports (Oct. 2010).  The Collection Queue is an inventory of TDA accounts that 

are active, but unassigned to the ACS or CFf functions.  See IRM 5.1.20.2 (May 27, 2008).
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FIGUrE 2.3.2, Unresolved Collection accounts, FY 2006 – FY 2010
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it is significant that the negative trends in these indicators increased each year during this 

period, and cannot be attributed solely to the recent downturn in the economy.28  it should 

also be noted that the irS budget appropriations for “enforcement programs” (which 

include the collection operation) increased by 20 percent from Fy 2006 to Fy 2010.29

despite unfavorable performance trends, as well as concerns raised by key 
stakeholders, the IRS collection process has remained essentially unchanged for 
decades.

as outlined in the IRS Collection Strategy in the 2004 annual report to congress, the basic 

three-stage collection process employed by the irS today has been in place for decades.30  

the process begins with a series of written notices sent to taxpayers over a period of several 

months, i.e., the “notice stream,” followed by assignment to the automated collection System 

(acS), where the irS attempts to establish contact with taxpayers telephonically – usually 

prompted by systemically-generated letters and levies.  cases that are not resolved in the 

notice stream or the acS are ultimately assigned to the collection Field function.  despite 

the substantial criticism the irS’s collection practices have received over the years, this basic 

model continues to provide the framework for the majority of irS collection actions.

the irS’s steadfast reluctance to materially change this approach appears to involve a 

key operating assumption that taxpayers who do not come forward and correct their tax 

delinquencies during the notice process are, essentially, “won’t pay” taxpayers, i.e., those 

28 National Bureau of Economic Research, U.S. Business Cycle Expansions and Contractions, www.nber.org/cycles/cyclesmain.html.  The recent recession 
began in December 2007; however, most indicators of its impact did not surface until mid to late 2008.  The effect of the recession on IRS collection 
inventories was not clearly evident until 2009, the year most tax returns for tax year 2008 became due.

29 U.S. Department of the Treasury, Budget in Brief, Internal Revenue Service, www.treasury.gov/about/budget-performance/budget-in-brief/Documents/IRS.  
The IRS’s appropriations for “Enforcement – Exam and Collections” for FY 2006 and FY 2010 were approximately $3.9 billion and $4.7 billion respectively. 

30 National Taxpayer Advocate 2004 Annual Report to Congress 226-245.
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who deliberately choose not to comply with the tax laws.31  in these cases, the irS collect-

ing process operates as though timely personal contacts, discussions of available payment 

alternatives, and even the matter of sending correspondence to a correct address are point-

less, when the taxpayers are intentionally trying to avoid the tax collector.  consequently, 

only irS enforcement actions, e.g., levies and liens, will likely get the taxpayer’s attention in 

an effective manner, and these actions are only accomplished through the acS and the cFf.  

therefore, the framework for treatments of collection cases not resolved through collection 

notices, which are classified as tdas, places heavy emphasis on these enforcement actions.  

in recent years, the irS responses to concerns raised in the annual reports to congress 

confirm this mindset about the basic nature of taxpayers who incur tax debts.32

IRS collection notices are effective in resolving many low-dollar accounts, i.e. the 
“low-hanging fruit.”

the initial phase of the irS collecting process is commonly known as the “notice stream.”  

Generally, all “balance due” collection accounts receive the initial notice required by law to 

formally notify the taxpayer of the unpaid tax debt.  if the matter is not resolved with the 

first notice, the taxpayer may receive one to three additional collection notices, depending on 

the characteristics of the case.  For example, most cases involving individual income taxes 

reported on Form 1040, U.S. Individual Income Tax Return, usually receive up to three col-

lection notices; however, delinquencies involving employment taxes reported on Form 941, 

Employer’s Quarterly Federal Tax Return, will usually receive no more than two.  the “notice 

stream” phase of the collecting process can take approximately five months to complete.33

the “notice stream” helps the irS to resolve many collection accounts and collect a substan-

tial amount of revenue.  in Fy 2010, the irS collected approximately $28.4 billion through 

the notice stream, representing approximately 64 percent of the total yield on collection 

accounts.34  approximately 6.9 million collection notice accounts were full paid during this 

stage of the process.35  the irS expends a relatively small portion of its collection resources 

31 IRM 5.10.1.6 (July 3, 2009).  This section details the factors that characterize a “won’t pay” taxpayer.
32 National Taxpayer Advocate 2004 Annual Report to Congress 243 (Most Serious Problem: IRS Collection Strategy). The IRS response to this report included 

the following:  

Once an assessment is made, the IRS attempts to collect the amount due in the most efficient manner.  The IRS contacts taxpayers through notices and 
phone calls before utilizing enforcement treatments. If the taxpayer chooses not to interact with IRS, enforcement may be pursued.  Given certain legal no-
tification requirements, coupled with limited IRS collection resources, it is not economically feasible to attempt face-to-face contact as an early treatment.  
Although early personal contact would be ideal for identifying the reasons for the delinquency at hand and going beyond that to foster future compliance, 
we must use our limited resources to address the most egregious cases, which are usually those who do not respond to the early phone calls. 

See also, IRS, Future Field Collection Design (Nov. 10, 2005).  This study emphasized the observation that “CFf personnel, and particularly ROs (Revenue 
Officers), recognize their role as the IRS’s “final stop” for collecting delinquent taxes and tax returns and take pride in their enforcement role.”

33 IRS, Taxpayer Communications Taskgroup (TACT): Collection Team VSM Decision (July 8, 2009).
34 IRS, Delinquent Accounts Receivable Yield Report, Fiscal Year Comparison Cum Thru FY 2010 September; IRS, Collection Activity Report, NO-5000-6, 

Installment Agreement Cumulative Report (Oct. 2010); IRS, Collection Activity Report, NO-5000-242, Taxpayer Delinquent Account Cumulative Report, 
Part 2 – Accounts Receivable Notices (Oct. 2010).  In FY 2010, the IRS collected approximately $18 billion on the initial collection notice, $5.7 billion on 
the second thru final notices, and $4.7 billion from installment agreements issued by Accounts Management (AM) and Compliance Services Collection 
Operations (CSCO), totaling $28.4 billion.  Total collection yield for FY 2010 was reported to be approximately $44.1 billion.  Payments related to a notice 
account that were included in IAs established through the ACS or CFf operations were not included in this total. 

35 IRS, Collection Activity Report, NO-5000-242, Taxpayer Delinquent Account Cumulative Report, Part 2 – Accounts Receivable Notices (Oct. 2010).
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in the notice stream: consequently, this initial phase of the collecting process is considered 

highly efficient.36

However, a closer analysis of the notice stream results indicates that notices may be most 

effective with taxpayers who owe relatively small amounts.  although the irS collects 

substantial amounts of delinquent revenue in this phase of the collecting process, the pay-

ments are typically small, e.g., the average of all payments received from individual taxpay-

ers (individual Master File or iMF) in response to a notice in Fy 2010 was $519.37  irS data 

also indicate that ias issued on notice accounts tend to provide payment solutions primar-

ily in situations with small balances due.38  the data reveal that in Fy 2010, 77 percent of 

the dollar value of the iMF first notices issued was not collected in the notice stream, and 

approximately 3.8 million iMF delinquencies ultimately progressed to the next phase of the 

collection process as tdas.39  intuitively, these results make sense. taxpayers who are sim-

ply “late payers” or those who are a “little behind” in their financial obligations can resolve 

relatively small tax debts within a few months of filing their returns, and promptly respond 

to an irS collection notice.  However, many of those with more serious financial problems 

may not be able to do so.  the irS does little to proactively reach out to these taxpayers and 

attempt to resolve their tax debt problems at this early stage of the delinquencies.    

More proactive attention to taxpayer needs could yield significantly greater results in 
the collection notice stream.

in general, irS collection notices are not presented in a manner that encourages taxpayers 

who do not have the means to full pay to come forward, discuss their financial difficulties 

with the irS, and explore payment options.  the installment agreement option is only 

briefly addressed in the irS collection notices, and other alternatives such as the oic 

or partial payment installment agreement are not mentioned at all.40  Surprisingly few 

business taxpayers are successful in securing ias through the notice stream.41  the major-

ity of collection notice-related calls are routed through the accounts Management (aM) 

36 IRS, Improving the Collection Process (May 2010).  In FY 2009, the IRS spent approximately 22 percent of its dedicated Collection staff resources on 
notice-related work, and approximately 65 percent of Collection revenue was generated through the notice stream.

37 IRS, Collection Activity Report, NO-5000-8, IMF Collection Yield Report FY 2010.  The IRS received approximately $9.3 billion from individual taxpayers 
(IMF) through 17,849,975 payment transactions.  A recent IRS study concluded that the median amount of an IMF account resolved in the notice stream 
was $650, while the median amount for unresolved modules was over $3,000.  IRS, TACT: Collection Team VSM Decision 4 (July 8, 2009).

38 IRS, Collection Activity Report, NO-5000-6, Installment Agreement Cumulative Report (Oct. 2010).  In FY 10, the average tax balance due for IAs estab-
lished by AM and CSCO was approximately $3,910.

39 IRS, Collection Activity Report, NO-5000-242, Taxpayer Delinquent Account Cumulative Report, Part 2 – Accounts Receivable Notices (Oct. 2010).  
40 See IRS collection notices CP 501 and CP 504.
41 IRS, Collection Activity Report, NO-5000-6, Installment Agreement Cumulative Report (Oct. 2010).  In FY 2010, the AM Toll-Free and CSCO operations 

issued only 36,951 IAs on Business Master File (BMF) accounts, although approximately 8.5 million BMF collection notices were issued during the FY.  This 
figure represents 1.6 percent of the total IAs issued by these operations, which have primary responsibility to service collection notices. 
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operation, which does not offer specialized handling of collection calls.42  as a result, 

the irS employee who answers the taxpayer’s call may not know how to determine if a 

taxpayer is eligible for an ia or an offer that requires an analysis of the taxpayer’s financial 

situation. outbound call attempts on accounts in the notice stream are rare.43  customer 

satisfaction ratings from taxpayers regarding the irS collection notice process are relatively 

low, particularly concerning the ability to contact the irS by phone at this point in the 

process, as well as reported difficulties with resolving problems through the irS written 

correspondence process.44  

The Automated Collection System emphasizes the use of automated enforcement 
actions as the foundation of its strategy to contact delinquent taxpayers. 

the acS, a group of automated telephone call centers, was fully implemented by the irS 

in 1984.45  as stated above, most collection accounts not resolved in the notice stream are 

classified as tdas and assigned initially to the acS for resolution.  designed to serve as a 

call center for irS collection accounts, the acS quickly adopted an inbound call posture, 

relying primarily on the mass issuance of systemically generated levies to drive taxpayers 

into paying their tax debts or contacting the irS to arrange for resolution of their accounts.  

Historically, the acS has been perceived by the irS as a highly efficient and effective 

component of the collection process.

in Fy 2010, the acS received approximately 3.7 million taxpayer cases, and issued over 

2.9 million levies.46  the use of the systemically generated levy has been the primary acS 

contact strategy almost from its inception, and in recent years, from Fys 2006 through 

2010, the acS has averaged approximately 3.4 million levies per year.47  For 2008 through 

2010, while the global recession was taking hold, the ratio of levies to taxpayer case receipts 

42 IRS, Collection Process Study, Appendix F 4 (Sept. 30, 2010).  In general, IRS collection notices provide a telephone number for taxpayers to use to 
respond.  These numbers are handled by the Accounts Management operations, which can answer questions regarding the taxpayers’ accounts, and provide 
limited collection payment options, such as payoff amounts, short-term extensions of time to pay, and streamlined installment agreements.  Collection 
cases with balances due that exceed AM’s authorities, or involve issues that require detailed analysis of the taxpayers’ financial statements, are usually 
assigned to the ACS for resolution.  

43 IRS, Collection Process Study, Final Report 20 (Sept. 30, 2010).  In a comparison with best practices employed by private sector collection operations, 
this study noted that in the first six months of a delinquency, a debtor typically receives about 400 telephone calls from a typical bank.  While the National 
Taxpayer Advocate is not suggesting the IRS should call taxpayers at this frequency, she notes that outbound call attempts are not designed into the IRS 
collection process until the account reaches TDA status.

44 IRS, Customer Satisfaction Survey, CSCO Small Business/Self-Employed Division (SB/SE) National Report (Oct. 2010).  See also IRS, Customer Satisfac-
tion Survey, CSCO Wage and Investment (W&I) Division National Report (Dec. 2010).  The average overall customer satisfaction ratings were 3.88 for 
W&I and 3.32 for SB/SE (on a scale of 1 to 5).  These surveys identified “length of time to get through by phone,”  “length of time to resolve issue,” and 
“correspondence from CSCO addressing all issues” as improvement priorities for taxpayers responding to IRS collection notices.  Reports involving small 
businesses and self-employed taxpayers reflected higher levels of dissatisfaction than those obtained from wage earners. 

45 IRS, IRS Historical Studies, IRS Historical Fact Book: A Chronology (1993).
46 IRS, Collection Activity Reports NO-5000-2, Taxpayer Delinquent Account Reports (Oct. 2010); NO-5000-23, Collection Workload Indicators (Oct. 2010). 
47 IRS, Collection Activity Report NO-5000-23, Collection Workload Indicators (Oct. 2010).  
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in acS was 86 percent.48  in practice, the matter of levy issuance is “job one” in the acS, 

leaving little room for alternative forms of contact or treatment.49

the irS now generates a majority of its liens through the acS.50  the number of liens 

issued by acS has increased by approximately 97 percent from fiscal years 2006 to 2010.51  

Most acS liens are issued systemically, i.e., the lien-filing determinations are driven by 

irS “business rules” and procedural requirements, with little or no employee involvement 

or judgment in the decision-making process.52  the acS frequently issues liens in situa-

tions where no personal contact has been made with the taxpayers.  the irS’s procedural 

guidance acknowledges, “We make many of our lien determinations without successfully 

contacting the taxpayer.”53  in these situations, the acS generates liens with no review of 

the taxpayers’ financial circumstances.  the acS does not determine the impact of the liens 

on the affected taxpayers, or whether they own any assets requiring a lien to protect the 

government’s interests.

The ACS’s strategic emphasis on levies and liens has not been as successful as the IRS 
would like to believe.

While on the surface, systemically generated levies appear highly efficient, a close analysis 

of irS data raises legitimate questions about the effectiveness and efficiency of the results 

obtained by the wholesale use of levies.  a recent irS study estimated that levies issued by 

the acS lead to full payment or ias in approximately 24 to 34 percent of the cases in which 

they are issued.54  in other words, it appears that the emphasis on acS levies does not 

yield productive dispositions of tdas in at least two-thirds of the cases in which they are 

employed.55  Further, irS data indicate that revenue receipts directly related to individual 

48 IRS, Collection Activity Report NO-5000-2, Taxpayer Delinquent Account Reports (Oct. 2010); IRS, Collection Activity Report NO-5000-23, Collection Work-
load Indicators (Oct. 2010).

49 IRS, Collection Process Study 98 (Sept. 30, 2010).  The current ACS staff spends approximately 70 percent of its time taking inbound calls, so outbound 
contact attempts are often de-prioritized.  Treasury Inspector General for Tax Administration (TIGTA), Ref. No. 2010-30-046, More Management Information 
Is Needed to Improve Oversight of Automated Collection System Outbound Calls 6 (Apr. 28, 2010). TIGTA reports that only two to three percent of ACS 
direct time is spent making outbound calls.  

50 IRS, Collection Activity Report NO-5000-23, Collection Workload Indicators (Oct. 2010).  In FY 2010, the IRS issued 1,096,376 NFTLs.  Of these, 51 
percent (554,331) were issued by ACS. 

51 IRS, Collection Activity Report NO-5000-23, Collection Workload Indicators (Oct. 2010).  In FY 2006, 280,925 notices of federal tax lien were issued by 
ACS.  In fiscal year 2010, ACS issued 554,331 liens. 

52 IRM 5.19.4.5.2 (Aug. 4, 2009).  This IRM section details the situations where liens are required to be filed.  In most instances, the key driver of the lien 
determination is the dollar amount of the taxpayer’s aggregate assessed balance of the taxpayer’s tax debt.  See National Taxpayer Advocate 2009 An-
nual Report to Congress 17-40 (Most Serious Problem: One-Size-Fits-All Lien Filing Policies Circumvent the Spirit of the Law, Fail to Promote Future Tax 
Compliance, and Unnecessarily Harm Taxpayers), 357-364 (Key Legislative Recommendation: Strengthen Taxpayer Protection in the Filing and Reporting 
of Federal Tax Liens) for additional discussion of these issues.  See also Status Update: The IRS Has Been Slow to Address the Adverse Impact of Its Lien 
Filing Policies on Taxpayers and Future Tax Compliance, supra.

53 IRM 5.19.4.6.4 (Mar. 8, 2010).
54 IRS, IRS Collection Process Study Final Report 96-98 (Sept. 30, 2010).  Per the CPS study report, taxpayers typically respond to ACS levies in approxi-

mately 40 percent of the levies issued.  The IRS estimates that “60-85 percent” of these levy responses result in either full paid accounts or installment 
agreements.

55 While the ACS has the ability to report TDA accounts as uncollectible due to economic hardship, these determinations are not made frequently.  In FY 2010, 
less than four percent of the TDAs processed through the ACS were reported as CNC with hardship-related closing codes.  IRS, Collection Activity Report, 
NO-5000-2, Taxpayer Delinquent Account Cumulative Report (Oct. 2010).
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levies are not particularly substantial.  although the irS has averaged 3.4 million levies 

per year since Fy 2006, the average dollar yield from this activity has been only $636 per 

levy.56  the low yield suggests that many levies are unproductive, i.e., the taxpayers no 

longer maintain relationships with the employers or financial institutions on which the 

levies were served.  the low yield also indicates that levy action alone will not resolve most 

tda accounts, without further contact with the taxpayers.  yet, the emphasis on levies and 

levy-related actions remains the primary driver of acS activity.  essentially, the acS phase 

of the collecting process relies on a more forceful use of automation to resolve collection 

accounts that represent “lower-hanging fruit” at the conclusion of the notice process – with 

very little effort devoted to more proactive, but less-severe contact attempts.

More emphasis on personal contacts by the ACS could eliminate substantial amounts 
of “re-work” – improving service to taxpayers and reducing demands on collection 
resources.  

in situations where systemically generated levies fail to collect delinquent taxes, or do 

not generate taxpayer contacts that lead to case resolutions, very little additional time and 

effort are expended in the acS segment of the collecting process.57  consequently, only a 

relatively small portion of the tda dollar inventory processed through the acS is actually 

collected – in Fy 2010, while the acS collected approximately $3.2 billion and established 

ias on another $7.4 billion of delinquent accounts, $24.5 billion in tdas passed on to the 

collection Queue and Field inventories.58  additionally, approximately $3.7 billion was 

reported as uncollectible – with $655 million of the cNc amount representing cases that 

were “surveyed.”59 

56 IRS, Collection Activity Report NO-5000-23, Collection Workload Indicators (Oct. 2010).  IRS, Collection Activity Report, NO-5000-7, BMF Collection Yield 
Report (Oct. 2010); IRS, Collection Activity Report, NO-5000-8, IMF Collection Yield Report (Oct. 2010).

57 TIGTA, Ref. No. 2010-30-046, More Management Information Is Needed to Improve Oversight of Automated Collection System Outbound Calls (Apr. 28, 
2010).  In making outbound calls to taxpayers, the ACS operations use predictive dialers.  This TIGTA audit reported that there is insufficient management 
information available about whether the IRS’s use of predictive dialers is effective in contacting taxpayers with delinquent accounts.  However, the report 
notes that only two to three percent of ACS direct time is devoted to outbound calls on collection cases.  

58 IRS, Collection Activity Report, NO-5000-2, Taxpayer Delinquent Account Cumulative Report (Oct. 2010).
59 Id.
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FIGUrE 2.3.3, Disposition of tDa Dollars in aCS — FY 2010
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the lack of emphasis on personal contacts (including outbound calls) in the irS collect-

ing process generates a substantial amount of unnecessary re-working of accounts, and 

considerable waste of collection resources.  in Fy 2010, approximately 40 percent of “new” 

tdas assigned to the acS involved accounts reissued from the collection Queue or install-

ment agreement accounts that had been “defaulted” and reactivated as tdas.60  Specifically, 

in Fy 2010, approximately 1.7 million tdas issued to acS were reactivated ia accounts, 

which the irS considered in default.61  in addition, approximately 1.4 million tdas were 

issued to the acS from the Queue inventory, usually because of new delinquent modules 

generated by the taxpayers.62  Neither of these conditions is flagged as a situation that 

warrants or could benefit from a personal contact.  in the case of defaulted ias, the use of 

follow-up telephone contacts would allow the irS to more efficiently use the information it 

has already obtained from the taxpayer to establish the original agreements.  However, the 

irS rarely utilizes personal contacts in the process of “defaulting” ias.63 

The Collection Field function represents a significant “bottleneck” in the IRS 
collecting process, which contributes to lengthy delays in case processing and 
large backlogs of unassigned cases.

in theory, cases assigned to the cFf are high-risk, complex collection accounts that require 

revenue officer involvement for resolution.  Some cases may bypass the acS process, but in 

practice, the vast majority of cFf assignments involve taxpayer accounts that have previ-

ously been through the notice stream and acS.64  as a result, cases assigned to the cFf 

60 IRS, Collection Activity Report, NO-5000-2, Taxpayer Delinquent Account Cumulative Report (Oct. 2010). 
61 Id.
62 Id.
63 See IRM 5.19.1.5.5, Installment Agreements (Dec. 4, 2009) for more details on the procedures the IRS uses to default installment agreements.
64 IRM 5.1.20.2.3, Collection Inventory Management – Rules (May 27, 2008).
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usually involve delinquencies that letters and systemically generated enforcement actions 

have failed to resolve.  Because the irS collecting process produces many such cases, the 

cFf has become a classic “bottleneck,” i.e., the function receives many more cases than it 

can expeditiously handle with its available resources.  this condition fosters substantial 

backlogs and the aging of collection accounts.

By design, the backlog of cFf inventory is assigned to an inventory known as the collection 

Queue.  in theory, the assignment of a case to the Queue is a temporary condition; cases 

reside in the Queue until cFf resources are available to work them.  at the conclusion of Fy 

2010, approximately 3.3 million tdas were assigned to the Queue inventory, representing 

$46.2 billion in delinquent tax debts.65  From 2006 through 2010, the Queue tda inven-

tory has grown by 36 percent, and the dollar value of accounts assigned to the Queue has 

increased by 70 percent.66  in practice, the Queue is not a “temporary” backlog; rather, the 

backlog has become an institutionalized segment of the irS collecting process. 

an unfortunate by-product of this condition is the aging of accounts assigned to the cFf – 

before they are ever brought to the attention of an ro.  the irS collection strategy places 

very little importance on the impact of aging on the ability to collect delinquent accounts 

receivable.  However, even studies conducted by the irS recognize the “collectibility curve” 

that becomes apparent as delinquent accounts age.  this “curve” indicates that after three 

years of becoming overdue, these accounts produce minimal collections.67  Further, an 

analysis by the chief Financial officer of the irS revealed that 83 percent of irS collections 

occur within two years of assessment.68  yet irS data reveal that at the end of Fy 2010, 80 

percent of the inventory of all open TDA accounts represented delinquencies involving tax 

years 2007 and prior, and 56 percent had assessment dates over two years old.69 

65 IRS, Collection Activity Report, NO-5000-2, Taxpayer Delinquent Account Cumulative Report (Oct. 2010).
66 Id.
67 IRS, TACT: Collection Team VSM Decision Paper I (July 8, 2009).
68 IRS, Improving the Collection Process (May 5, 2010).
69 IRS, Collection Activity Report, NO-5000-2, Taxpayer Delinquent Account Cumulative Report (Oct. 2010).
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FIGUrE 2.3.4, age of IrS Collection accounts
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irS program measures that track the performance of the collection processes do not 

place much emphasis on the actual age of the accounts receivable.  instead, irS collection 

measures tend to emphasize “cycle times,” i.e., how quickly collection accounts are moved 

through the various stages of the collecting process.70  However, the results of this approach 

should be a matter of concern for the irS.  in Fy 2010, the cFf collected just over $3.1 bil-

lion in tda accounts, which was approximately seven percent of the tda dollars assigned 

to the cFf that year.71  on the other hand, the cFf reported approximately $14.1 billion in 

tdas as uncollectible.72  these results, combined with the high volumes of delinquent tax 

dollars in the collection Queue and cNc inventories, indicate the traditional use of the cFf 

is neither efficient nor effective.

Both the IRS and its stakeholders have recognized the need to reevaluate the role of 
the CFf.

the collection results described above have influenced some within the irS to raise ques-

tions about the value of the cFf within the overall collecting process.  a recent irS study 

concluded the irS needs to identify “specific cases that require revenue officer (ro) skills,” 

and “determine the optimal size of the cFf to resolve cases requiring ro action.”73  the 

study does not, however, provide much insight into the type of assignments best suited for 

ros, other than an underlying assumption that ro work is “complex.” traditionally, the 

irS views case complexity as a condition determined by the types of case actions that may 

70 For an in-depth discussion of IRS performance measures, see Most Serious Problem: IRS Performance Measures Provide Incentives That May Undermine 
the IRS Mission, supra.

71 IRS, Collection Activity Report, NO-5000-2, Taxpayer Delinquent Account Cumulative Report (Oct. 2010).
72 Id.  See also IRS, Collection Activity Report, NO-5000-6, Installment Agreement Cumulative Report (Oct. 2010).  In FY 2010, the dollars reported as CNC 

by the CFf were approximately 320 percent of the combined total of dollars collected on open CFf TDAs and IAs generated by the CFf. 
73 IRS, Collection Process Study Final Report (Sept. 30, 2010).
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be needed that require the ro skill set, e.g., seizures, suit recommendations, and trust fund 

recovery penalties (tFrp).

a key component of rra 98 was a requirement for the irS to revise its organizational 

structure into units serving particular groups of taxpayers with similar needs.74  in consid-

ering the potential value of the cFf, a more useful approach may be to focus on the needs 

and characteristics of “particular groups of taxpayers” who could benefit greatly from 

face-to-face contacts with skilled collectors, specifically trained to address their problems 

in the manner envisioned in rra 98.  particularly in addressing problems involving small 

businesses, the local perspective enables ros to accurately evaluate the true cause of the tax 

problems and determine the proper cures, which in turn may make a significant difference 

in the taxpayer’s long-term compliance.  the current state of the cFf illustrates the negative 

outcomes associated with viewing all taxpayers with tax delinquencies as one “collection” 

inventory, as opposed to diverse groups of taxpayers, with very differing needs, who are 

experiencing collection-related problems.

The CFf ’s renewed focus on enforcement at the expense of taxpayer service is 
not particularly effective in collecting delinquencies, especially for many small 
businesses.

Focus group participants have indicated that the main reason small business taxpayers 

do not pay their payroll taxes is because “they do not see the immediate consequences of 

noncompliance.”75  the participants also stated the irS “is not very flexible in working 

with taxpayers to become compliant,” and needs to show more leniency and flexibility in 

working with taxpayers.  Unfortunately, the irS approach to educating taxpayers of the 

“consequences of noncompliance,” especially in recent years, has been through enforcement 

actions, with particular emphasis on levies, liens, and the trust Fund recovery penalty 

(tFrp).76  Moreover, from Fys 2006 to 2010, the cFf’s issuance of NFtls increased by 55 

percent, and levy issuances rose 172 percent.77

74 Pub L. No. 105-206, 112 Stat. 685 (1998).  For more information on the background of RRA 98, see Most Serious Problem: The Wage and Investment 
Division Is Tasked with Supporting Multiple Agency-Wide Operations, Impeding its Ability to Serve its Core Base of Individual Taxpayers Effectively, supra.

75 IRS, SB/SE Research, Your Clients and the Economy – How Can the IRS Help 4 (Jan. 2010).
76 IRM 5.7.3.1, Introduction (to TFRP) (Nov. 12, 2010).  IRC § 6672 authorizes the IRS to impose a penalty against any person required to collect, account 

for, and pay over taxes held in trust who willfully fails to perform any of these activities.  The penalty is equal to the total amount of tax evaded, not col-
lected, or not accounted for and paid over.

77 IRS, Collection Activity Report NO-5000-23, Collection Workload Indicators (Oct. 2010).  In FY 2006, the IRS CFf issued 245,757 levies and 348,888 
NFTLs.  These numbers have increased each year through FY 2010, when 542,045 NFTLs were filed and 667,322 levies were issued by the CFf. 
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FIGUrE 2.3.5, CFf Lien and Levy Increases, FY 2006 – FY 2010
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additionally, tFrp assessments issued as tda accounts increased by 52 percent during this 

five-year period.78  in fact, the cFf has recently reemphasized the use of liens and tFrps 

as “two core and extremely important collection basics . . . at the foundation of (the cFf) 

work.”79  the basis for this emphasis is the perception that the number of small business 

taxpayers who repeatedly accrue tax delinquencies is a major compliance problem and one 

of the most significant issues facing the irS.80  irS policy makes little distinction between 

“repeaters” who are chronically delinquent, i.e., truly “won’t pay” taxpayers, and those 

that have multiple delinquent tax periods related to one episode of financial difficulty.  

Moreover, the irS considers many business taxpayers as “repeaters” despite delays that 

are virtually built into the processing of BMF accounts, and the role irS inaction plays in 

facilitating ongoing delinquencies.  the impact of the NFtl can be devastating to busi-

nesses that rely on credit to fund operations.  yet, irS policy promotes filing NFtls as early 

as possible in the collecting process, even when the irS has had no personal contact with 

the taxpayers.81  

While the tFrp can be a useful tool in certain situations, the increased emphasis to 

routinely make tFrp determinations early in the cFf process is a classic example of “too 

little, too late.”  the tFrp does not appear to be efficient or effective as a routine treatment 

for employment tax deficiencies.  From Fy 2006 to Fy 2010, the dollar value of new tFrp 

tdas has increased by 30 percent, but dollars collected (including refund offsets) on tFrp 

78 IRS, Collection Activity Report, NO-5000-2, Taxpayer Delinquent Account Cumulative Report (Oct. 2010).  
79 IRS, SB/SE Director of Collection, Focusing on the Basics, http://SB/SE.web.irs.gov/c12/sl/ivt/csk/Collection/0358/transcript.htm.
80 Id.
81 IRM 5.12.2.4 (Oct. 30, 2009).  The lien determination is due ten days from the initial attempted contact or initial actual contact date, whichever date is 

earlier.
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tdas have declined by 23 percent.82  routinely, the irS collects very few of the dollars as-

sessed through tFrps.83 

FIGUrE 2.3.6, trust Fund recovery Penalties, FY 2006 – FY 2010
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the cFf is uniquely positioned to provide local service and attention to small business tax-

payers.  the irS invests approximately 50 percent of its collection staffing resources into 

the cFf.84   By placing more emphasis on service, personal communication, and treatments 

designed to actually help small business taxpayers comply with the tax laws while contrib-

uting to the nation’s economy, the irS could use these resources much more effectively.

Providing timely assistance to taxpayers with emerging collection problems 
could increase revenue, customer satisfaction and prevent escalating compliance 
problems.

the current collecting process may be efficient in resolving collection problems of taxpay-

ers who are willing to do the right thing with minimal prompting (e.g., notices), or those 

able to respond to routine irS enforcement actions in a positive manner (e.g., acS levies).  

However, the irS’s aversion to personal contact establishes an environment that may act 

as a barrier for others to contact the irS and work out reasonable arrangements to resolve 

their tax debts.  

While the irS generally assumes taxpayers who do not, or cannot, resolve their problems 

with the irS during the notice stream are “won’t pay” problem cases, the irS collection 

strategy does not acknowledge that many delinquent taxpayers do not respond to notices 

82 IRS, Collection Activity Report, NO-5000-2, Taxpayer Delinquent Account Cumulative Report (Oct. 2010).  Excluding refund offsets, dollars collected on 
TFRP TDAs have declined by 45 percent from FY 2006 to FY 2010.  

83 IRS, Collection Activity Report, NO-5000-2, Taxpayer Delinquent Account Cumulative Report (Oct. 2010).  
84 IRS, Improving the Collection Process (May 2010).
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because they may be paralyzed by fear and uncertainty.  a focus group conducted with tax 

professionals by the irS in 2009 recognized that many delinquent taxpayers experiencing 

financial difficulties are greatly influenced by “fear and panic” regarding their situations, 

and “are scared of the irS and do not know how to resolve the issues.”85  Further, in a situa-

tion where the collection notice contributed to the “fear and panic,” the impact of a systemi-

cally generated levy or lien may be devastating to the taxpayer who is unable to full pay, 

and cannot see the proverbial light at the end of the tunnel.86  

Without a meaningful personal contact, the delinquent taxpayer may continue to fall 

further behind on tax obligations.  a taS research study completed in 2009 concluded 

that taxpayers who were placed in the Queue continued to accrue additional tax liabilities 

at very high rates.87  yet, the current collection process will likely not provide a personal 

contact until the debtor’s situation has become much more difficult to resolve.  For the 

taxpayer, this situation can mean failure of a business, bankruptcy, and a huge tax problem 

that seems impossible to fix.  For the irS, this scenario frequently means uncollectible 

debts and an escalating inventory of unpaid assessments. this situation demonstrates that 

an inflexible, enforcement-oriented irS is something to avoid.

When a recent focus group was asked to identify actions the irS could take to help small 

business taxpayers, the number one strategy recommended by participants was “the need 

for the irS to react faster.”88  participants stated, “the main problem is that many taxpayers 

are buried too deep by the time the irS gets involved.”89  Unfortunately, “reacting faster” 

from the taxpayer’s perspective is not a key component of the irS collection strategy.  the 

collecting process places very little emphasis on pre-delinquency education and interven-

tion.  the use of Federal tax deposit (Ftd) alerts and other field contacts on relatively 

small balance-due employment tax accounts is rare.90  in Fy 2010, BMF case assignments 

averaged 2.3 tdas per taxpayer in acS, 4.4 tdas per taxpayer in the Queue, and 5.6 tdas 

per taxpayer for the cFf.91  considering that most of these cases would involve at least 

one additional module in notice status, along with unpaid Ftds in the current quarter, it 

appears that the typical BMF case that the irS believes warrants a field contact has already 

accumulated two years of employment tax delinquencies before a face-to-face contact is 

85 IRS, SB/SE Research, Your Clients and the Economy – How Can the IRS Help 4 (Jan. 2010). 
86 ACS customer satisfaction surveys routinely identify the “tone of IRS notice, bill, or letter” as an area of significant dissatisfaction with the ACS process, and 

a key improvement opportunity.  IRS, Customer Satisfaction Survey, Automated Collection System (ACS) SB/SE and W&I National Reports (Aug. 2010).
87 National Taxpayer Advocate 2009 Annual Report to Congress, vol. 2, 28 (Subsequent Compliance Behavior of Delinquent Taxpayers: A Compliance Chal-

lenge Facing the IRS).  This study found that of taxpayers who incurred an initial delinquency in 2002, and were subsequently placed in the Collection 
Queue, 76 percent had at least one subsequent payment delinquency or unfiled return, and 46 percent had at least three such delinquencies. 

88 IRS, SB/SE Research, Your Clients and the Economy – How Can the IRS Help 4 (Jan. 2010). 
89 Id.
90 IRM 5.7.1.1 (July 18, 2008).  The FTD Alert process identifies, at an early stage (i.e., before the return is due), taxpayers who have fallen behind in their 

deposits. FTD Alerts determine an employer’s compliance with employment tax deposit requirements for the quarter of Alert issuance, and for subsequent 
quarters until the taxpayer is brought into full compliance.

91 IRS, Collection Activity Report, NO-5000-2, Taxpayer Delinquent Account Cumulative Report (Oct. 2010).
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even attempted.92  at this time, unfortunately, many of these small business taxpayers are 

“buried too deep.”

The IRS has recently completed a study of the collection process to identify 
improvement opportunities.

in March 2010, the irS initiated the collection process Study (cpS), an intense, high-level 

“brainstorming” project to identify improvement opportunities for the treatment of taxpay-

ers with collection problems.  the cpS produced 53 recommendations designed to address 

every stage of the collection process, from pre-delinquency through collection notice and 

tda processing.  due to the nature of the initiative, the cpS recommendations are general-

ly broad in scope, and provide little in implementation detail, although most are supported 

by data analysis.  

With meaningful implementation, several of the cpS recommendations could have a posi-

tive impact on the irS collection process:

increased emphasis on ■■ pre-delinquency and early intervention to address collection-

related problems before they become unmanageable, e.g., more emphasis on underuti-

lized programs like Withholding compliance and Ftd alerts.

initiating open discussions and increasing the availability of ■■ payment alternatives 

much earlier in the collecting process, e.g., more emphasis on the availability of install-

ment agreements in the collection notice process, and more “self-correction” options 

available on the irS website.

Significant improvements in irS ■■ collection financial analysis techniques, e.g., factors 

considered in determining reasonable collection potential (rcp) and allowable living 

expenses (ale).

More flexibility in the use of ■■ lien withdrawals, which may provide incentives for tax-

payers to correct delinquency problems and remain in compliance.

increased availability of payment alternatives, such as ■■ OICs and Partial Payment 

Installment Agreements, as case resolutions for taxpayers who would otherwise be 

“can’t pay” situations.

creation of a ■■ National Research Program for Collection to provide an ongoing analy-

sis of downstream benefits and costs of various collection treatments, as well as the 

impact of these treatments on future compliance.

over the past five years, the National taxpayer advocate has supported these concepts on 

many occasions, and made recommendations through the annual reports to congress that 

align with those made by the cpS.

92 Of the BMF Trust Fund notices that were not resolved in the notice stream during FY 2010, approximately 23 percent were “closed” as “deferred” accounts, 
i.e., due to the relatively small dollar amounts of the delinquencies, the IRS systemically determined to not pursue the delinquencies as TDAs. IRS, Collec-
tion Activity Report, NO-5000-242, Taxpayer Delinquent Account Cumulative Report, Part 2 – Accounts Receivable Notices (Oct. 2010).
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other cpS recommendations, however, appear to increase emphasis on problematic ele-

ments of the collection operation that are already embedded in the current strategy:

increased use of and reliance on ■■ systemically generated levies as the primary tool to 

establish taxpayer contacts.

continued use of ■■ Notices of Federal Tax Lien, many systemically generated, without 

consideration of the facts and circumstances of individual cases.

routing more cases through an already heavily burdened ■■ Automated Collection System, 

thereby increasing the reliance on systemically generated levies as the “irS calling 

card.”

increased emphasis on improving ■■ ACS “efficiency,” e.g., reductions in acS call-handling 

times, and more focus on systemic levies rather than outbound calls.

the cpS report provides no reason to believe these recommendations will deliver new 

or better results than the irS is already producing on collection accounts, i.e., “more of 

the same.”  these recommendations can be “implemented” with very little actual change, 

but require the investment of even more collection resources into the existing processes, 

thereby reducing the ability to devote sufficient resources to what we believe are the more 

beneficial cpS change recommendations.

A proposal to centralize the IRS Collection operation could prevent meaningful 
changes.

the irS’s recent announcement of the formation of a new office responsible for service-

wide collection strategy, policy, and governance raises certain concerns.  although such an 

office might be helpful in facilitating meaningful changes to the irS collection Strategy, 

placing that office within the SB/Se operating division vitiates rra 98’s mandate that each 

organizational unit focus on the particular needs of its taxpayer base.  imposing an SB/Se 

approach to setting collection policy on the W&i taxpayer base may prove to be ineffective, 

and could turn W&i collection employees into mere functionaries.  this move will separate 

policy decisions impacting W&i taxpayers from the knowledge base of those within the 

W&i organization who understand the needs of those taxpayers.  However, these concerns 

could be mitigated, and the effectiveness of the new policy office enhanced, by having it 

report directly to the deputy commissioner, Services and enforcement. 

in addition to the new policy office, the cpS also recommended that the irS “establish a 

unified collection organization to provide “one collection voice” governing policies and pro-

cedures applied to the handling of cases involving taxpayers with collection problems.  the 

National taxpayer advocate firmly believes this recommendation contradicts the intent, 

if not the letter, of Section 1001 of rra 98, which required the irS to revise its structure 

into “organizational units serving particular groups of taxpayers with similar needs.”93  the 

recommendations made by the cpS will result in an organization that closely resembles 

93 Pub. L. No. 105-206, § 1001(a), 112 Stat. 685 (1998) (codified at IRC § 7801(note)).
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the pre-rra 98 irS, i.e. functionally based units of operation, focused on “compliance” and 

“customer Service.” 

the irS will not resolve its significant collection-related problems by taking a major step 

backward.  in fact, many of the problems identified and addressed in the cpS reflect similar 

conditions that created the need for the rra 98 legislation.  the irS has continued to view 

and treat taxpayers with tax delinquency problems as a “particular group of taxpayers with 

similar needs,” i.e., “collection types.”  in reality, the issues leading to tax delinquencies for 

wage earners can be very different from those affecting self-employed taxpayers, larger 

corporations, or non-profit organizations.  the treatments required to best resolve these 

problems also differ.  the proposal to establish a “unified collection organization” will not 

improve the operation of the irS, nor the service provided to U.S. taxpayers.  on the con-

trary, another reorganization of collection could divert attention from actually correcting 

the significant problems in the handling of cases.

The current economic climate makes a change in the IRS collection philosophy 
more urgent.

While economists may debate the technical issue of when the recent economic recession 

ended, it remains a fact that in the year 2010, millions of american taxpayers continued to 

struggle to make financial ends meet:

as of November 2010, the nation’s unemployment rate was 9.8 percent, representing ■■

15.1 million americans.94

another nine million americans were reported as being employed part-time for econom-■■

ic reasons, e.g., employment hours were cut, or they were unable to find a full-time job.95

as of June 2010, approximately 14 percent of home mortgages in the United States (or ■■

one in every seven loans) were either in foreclosure, or delinquent on scheduled pay-

ments.96  Foreclosure activity increased in 75 percent of the nation’s top metro areas, 

and nationwide 1.65 million properties received foreclosure filings in the first half of 

2010.97 

according to experts in the real estate industry, as of June 2010, approximately 21.5 ■■

percent of all single-family homes with mortgages had negative equity, i.e., the estimat-

ed market values of the homes were less than the amounts owed on the mortgages.98  

However, in some parts of the country, this condition was much more prevalent, e.g., 

phoenix, arizona (67 percent); riverside, california (49 percent); and Miami, Florida 

(44 percent).99  

94 Bureau of Labor Statistics, Labor Force Statistics from the Current Population Survey (Dec. 3, 2010), available at www.bls.gov/cps..
95 Id.
96 Mortgage Bankers Association, www.mortgagebankers.org (Oct. 12, 2010).
97 Realty Trac, www.realtytrac.com (July 14, 2010, and July 29, 2010).
98 Zillow.com. Real Estate Market Reports, http://zillow.mediaroom.com/index.php?s=169 (Oct. 12, 2010).
99 Id.
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Bankruptcy filings rose 20 percent in the 12-month period ending June 30, 2010 – ■■

approximately 1.6 million cases.100  the number of businesses filing for bankruptcy 

protection during this period was 250 percent higher than for the same period in 2007, 

while non-business filings increased by 208 percent.101

according to the United States census Bureau, 43.6 million people lived in poverty at ■■

the end of calendar year 2009, representing 14.3 percent of the population (or one of 

every seven americans).  this was the third consecutive annual increase in the num-

ber of people in poverty, and the 2009 figure is the largest in the 51 years for which 

poverty estimates have been published.102 

For many, the hard economic realities of the recent recession appear to be far from over.   

For some, the struggle to deal with loss of employment, reductions in income, the loss (or 

potential loss) of a home, and the sudden evaporation of savings accounts could lead to the 

additional burdens of unexpected, and unintended, tax problems.  the irS has publicly 

communicated intentions to take a more helpful, flexible approach to work with taxpayers 

affected by the downturn.103  However, there has been little noticeable change in the irS 

collection strategy, the treatments provided to taxpayers with collection-related problems, 

or the reported outcomes of collection cases to support these good intentions.  

of even greater concern, however, is the probability that the irS has yet to see the full 

impact of the recession on its inventory of collection accounts.  For most individual 

taxpayers with income tax debts related to a Form 1040 for tax year 2009, accounts not 

resolved in the collection notice process have only become tdas in the fourth quarter of 

Fy 2010.  Most of the tax problems stemming from financial difficulties taxpayers have 

encountered in 2010 have yet to be identified.  it is quite likely that the irS has only just 

begun to scratch the surface of a substantial volume of collection cases related to the recent 

economic recession.

None of the problems covered in this discussion of the irS’s collection strategy were cre-

ated by the recession.  the National taxpayer advocate identified many of the concerns 

addressed in this report, as well as the negative trends in the irS performance results, in 

the 2004 to 2006 annual reports to congress – well before the downturn in the economy.  

However, unless the irS makes meaningful changes to its collection strategy in the very 

near future, it is likely that these problems will become much more apparent, and will 

harm a much greater number of taxpayers.  

100 Department of Justice, United States Trustee Program, Bankruptcy Filings Up 20 Percent in June, available at www.justice.gov/ust (Aug. 17, 2010).
101 Id.
102 United States Census Bureau at www.census.gov/hhes/www/poverty/poverty.html (Oct. 12, 2010).  
103 IRS, IR 2009-2, IRS Begins Tax Season 2009 with Steps to Help Financially Distressed Taxpayers; Promotes Credits, e-File Options (Jan. 6, 2009).
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CoNCLUSIoN

once again, the irS appears to be at a crossroads in making decisions that will drive the 

manner in which the U.S. government interacts with american taxpayers who have devel-

oped collection problems.  However, significant improvements in performance can only 

evolve through meaningful changes to a collecting process that has proven to be extremely 

resistant to such change.  enduring change will require a shift in the manner in which the 

irS perceives taxpayers involved in the collecting process, i.e., reevaluating the “won’t pay,” 

“will pay,” and “can’t pay” distinctions, and implementing a new model for service delivery 

and tax compliance.

in this year’s annual report to congress, the National taxpayer advocate discusses an 

alternative tax compliance model based on understanding the needs of differing taxpayer 

segments.  in this model, the tax administrator evaluates factors such as the reasons for 

noncompliance, along with the current level of cooperation from the taxpayer, in determin-

ing the proper response, or treatment.104  compliance treatments will then vary, based on 

the needs and characteristics of each taxpayer.  For taxpayers who are willing and trying to 

comply, the tax administrator will emphasize education, self-correction, and assistance.  in 

cases where the taxpayers have decided not to comply, treatments employing the “full force 

of the law” may be necessary.

the National taxpayer advocate acknowledges that some taxpayers have opted not to 

comply with the tax laws.  in those situations, the use of collection enforcement tools, such 

as liens, levies and seizures is not only appropriate, but necessary to ensure that those 

taxpayers are not permitted to intentionally avoid paying their tax debts. the integrity of 

our tax system is based upon all taxpayers contributing their fair share toward payment of 

the nation’s expenses.   

in general, the irS collection strategy reacts in far too many situations as if delinquent 

taxpayers have made a conscious decision to not comply with their tax obligations, using 

the “full force of the law” to correct problems in a manner that may be premature, unneces-

sary, and even counter-productive in many cases.  the irS needs to adjust this mindset 

and achieve a better balance in the use of enforcement actions with other collection tools, 

including payment alternatives such as reasonable installment agreements and offers in 

compromise.  it is imperative – now, more than ever – that the irS proactively models 

within its collection operations the principles embedded in the irS Mission Statement.  a 

more effective irS collection strategy must include greater emphasis on providing timely 

attention to collection problems as they arise, actually talking to taxpayers about their tax 

problems, and assisting taxpayers to regain a “fully compliant” status with collection treat-

ments that are flexible, considerate, and effective.  

104 For an additional discussion of this topic, see Researching the Causes of Noncompliance: An Overview of Upcoming Studies, supra.
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RECommENdATIoNS

1. develop an improved working model of the “will pay,” “can’t pay,” and “won’t 
pay” distinctions in determining the most appropriate collection treatments for 
taxpayers with collection problems.

Meaningful changes in the irS collection strategy will require fundamental adjust-

ments to the manner in which the irS views taxpayers with collection-related prob-

lems.  the “enforcement” mindset that assumes those taxpayers who do not fully 

resolve their problems during the collection notice process are intentionally avoiding 

the irS, i.e., “won’t pays,” needs to be replaced with a more service-oriented model that 

assumes the majority of these taxpayers are in financial trouble, and need assistance 

from the irS to fully comply with their tax obligations.  this type of culture change 

will require the review and revision of irS collection training materials, policies, and 

procedures.  it will require frequent and consistent messages from irS leaders, and 

careful follow-up to ensure that a service-based compliance culture is driving decisions 

regarding the treatment of american taxpayers with irS collection problems.

2. Provide timely interventions for emerging collection problems.

the irS must recognize that the true age of a delinquent collection account relates to 

the due date of the tax return, and revise the methods used to prioritize and assign 

collection cases to fully account for the impact of elapsed time on collectibility and 

taxpayer burden.  delays built into the current irS collection strategy all too frequently 

evolve into “lose-lose” situations.  top priority should be placed on initiating personal 

contacts on current, self-reported accounts, i.e., tax delinquencies on recent tax peri-

ods involving taxpayers who have not resolved their tax debts through the collection 

notice process.  additionally, more emphasis on pre-delinquency interventions, e.g., 

Ftd alerts, and more proactive outreach in the collection notice process could yield 

significantly improved results, while preventing collection accounts from reaching 

tda status.    

3. Use more timely personal contacts to help taxpayers fully resolve their 
collection problems.  

in particular, collection cases that have not self-corrected during the notice process are 

indications of taxpayers dealing with financial distress, which warrant personal contacts 

to ensure the collection-related tax problems are fully resolved.  the degree to which the 

irS provides service consistent with the collecting principle that calls for “courteous, 

responsive and effective service and assistance” is most evident in the manner in which 

the irS communicates with taxpayers whose accounts have become tdas.  Systemi-

cally generated levies and liens do not appear to be effective “conversation starters” for 

many of these taxpayers.  the high volumes of reworked and unresolved accounts that 

are produced by the current collection strategy are strong indicators that more empha-

sis on personal contacts, made early in the delinquency cycle, is a key component to 

long-term improvements in service, business results, and compliance.
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4. deliver collection inventory to organizational segments trained and empowered 
to provide “one-stop service,” based on the specialized needs of the taxpayer 
segment in question. 

abandon the “assembly-line” collecting process in favor of one that provides collection 

treatments that are based on an understanding of the differing needs of “particular 

groups of taxpayers,” as envisioned in rra 98.  the operational “hand-offs” embedded 

in the current irS collection strategy are inefficient and frequently ineffective.  tda 

accounts should only be assigned to organizational units that can fully address the 

differing needs and characteristics of the taxpayers involved. these units should be 

empowered to provide the full range of services and case actions needed to resolve the 

cases assigned to them.

5. Use all available collection tools, including the full range of collection payment 
alternatives, e.g., offers in compromise and reasonable installment agreements.

at the conclusion of Fy 2010, the irS reported approximately 1.3 million taxpayer 

accounts as uncollectible, and the dollar value of the cNc inventory was about $66 bil-

lion.105  approximately 3.3 million tda accounts remained assigned to the collection 

Queue, which had a dollar value of about $46 billion.106  approximately 80 percent of 

the inventory of open tdas involved tax periods from the years 2007 and prior.107  yet, 

in the midst of one of the greatest economic downturns in american history, the irS 

only accepted 13,866 offers in compromise and issued 40,461 partial payment install-

ment agreements.108  including notice accounts and tdas, only approximately 95,000 

ias were issued on BMF accounts, generally involving small business taxpayers.109  

less than four percent of the tdas handled by acS were reported as uncollectible due 

to economic hardship.110  

the irS must recognize that liens and levies are not the only tools available to resolve 

collection accounts.  While the more forceful enforcement tools may be necessary to 

address true “won’t pay” situations, irS collection program results clearly indicate 

these actions aren’t the solutions for the majority of collection accounts.  the irS 

should take a much more reasonable and proactive approach to the use of collection 

payment alternatives, such as oics and ppias, as important components of its collec-

tion strategy.

105 IRS, Collection Activity Reports, NO-5000-149, Recap of Accounts Currently Not Collectible Report (Oct. 2010).
106 IRS, Collection Activity Report, NO-5000-2, Taxpayer Delinquent Account Cumulative Report (Oct. 2010).
107 Id.
108 IRS, Collection Activity Report, NO-5000-6, Installment Agreement Cumulative Report (Oct. 2010).  
109 Id.
110 IRS, Collection Activity Report, NO-5000-2, Taxpayer Delinquent Account Cumulative Report (Oct. 2010).
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6. Reevaluate requirements for managerial review of IRS liens and levies.

Section 3421 of rra 98 directed the irS to implement procedures under which 

determinations to file liens and levies would require supervisory approval “where 

appropriate.”  in hindsight, the irS response to this directive was more “reaction” than 

“reflection.”  as a result, the impact of this legislative directive was negligible – the irS 

determined that managerial review requirements in most situations involving liens 

and levies were already “appropriate.”  

in recent years, the irS has ramped up the use of liens and levies to pre-rra 98 levels, 

with the majority of these actions issued without human judgment, i.e., systemically 

generated.  the business results stemming from this strategy have been questionable, 

at best.  However, the National taxpayer advocate has consistently cautioned the irS 

to be more concerned with the negative, unintended consequences these actions can 

have on the affected taxpayers.111  the intent of the rra 98 directive is as valid in 2010 

as it was in 1998.  the irS should revisit its policy in this area, and take appropriate 

steps to ensure that irS enforcement actions are only employed in situations where 

they are warranted and necessary.  

7. Eliminate the Collection Queue.

the existence of the collection Queue has created a “numbing effect” by masking the 

ineffectiveness of the current irS collection strategy.  rather than serving as a tempo-

rary stop on the “assembly line” for cases requiring assignment to the cFf, the Queue 

has become an institutionalized repository for cases the irS collecting process has 

failed to resolve.  Further, the use of the Queue appears to have heavily contributed to 

the indifference of the irS to the aging of collection accounts, and the negative out-

comes the delays in case processing have for taxpayers and the irS’s business results.  

the irS perceives the use of the Queue as a necessity to manage its excessively large 

collection workload.  However, the existence of the Queue mitigates the need for the 

irS to routinely evaluate and address the manner in which it manages its workload.  

elimination of the Queue would force the irS to place much more emphasis on timely, 

effective contacts on self-reported tax delinquencies, design treatments that emphasize 

“one-stop service” in most collection contacts, and use so-called compliance assess-

ments, e.g., the tFrp  much more judiciously.   

8. measure and evaluate the effectiveness of collection tools and treatments in 
meeting taxpayer needs and promoting future compliance.

the irS must be more concerned and aware of the impact of its collection treatments 

on taxpayer compliance.  the objective of the irS to help taxpayers understand and 

111 See Status Update: The IRS Has Been Slow to Address the Adverse Impact of its Lien Filing Policies On Taxpayers and Future Tax Compliance, supra; 
National Taxpayer Advocate 2009 Annual Report to Congress 17-40 (Most Serious Problem: One-Size-Fits-All Lien Filing Policies Circumvent the Spirit of 
the Law, Fail to Promote Future Tax Compliance, and Unnecessarily Harm Taxpayers).
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meet their tax responsibilities extends beyond collecting the tax bill at hand.112  the 

manner in which the irS engages the taxpayer in the collection of the tax debt should 

promote future voluntary compliance.  

Further, the irS needs to develop a deeper understanding of the various factors that 

can lead to the noncompliant behavior that produced the delinquent collection cases, 

and use this information in determining treatment options that help prevent problems 

from repeating in the future.  irS enforcement actions certainly provide an element 

of “deterrence” for those situations where a taxpayer has chosen, or is considering, 

non-compliance with the law.  However, the deterrence model is too narrow to address 

the issues contributing to the noncompliant behavior of many of the “can’t pay now” 

taxpayers in the inventory of irS collection cases.113  

the irS has done very little research into the impact of various collection treatments 

on future compliance, and does not include any measures of future compliance in its 

Business performance reviews or other highly visible reports.  the irS should conduct 

additional studies to identify opportunities to expedite personal contacts on collection 

cases, where it is evident such actions are needed for mutually successful resolutions.  

are there common characteristics for taxpayers who do not self-correct during the col-

lection notice process?  are collection and compliance issues in cases involving small 

business taxpayers and non-profit organizations being handled effectively?  does the 

“assembly-line” process even make sense for addressing taxpayers who have had prior 

delinquencies assigned to acS or the collection Field operation?  does the irS have 

an accurate method to identify chronic delinquents, and intervene accordingly?  the 

irS needs to ask and answer such questions to ensure that collection treatments and 

resources are used in the most efficient and effective manner.  this information is criti-

cal to support meaningful changes to the irS collection strategy.

112 In FY 2009, dollars collected on open TDAs accounted for only 0.3 percent of total IRS revenue receipts.  IRS, 2009 Data Book; IRS, Collection Activity 
Report, NO-5000-2, Taxpayer Delinquent Account Cumulative Report (Oct. 2010). 

113 For further discussion on this topic, see Researching the Causes of Noncompliance: An Overview of Upcoming Studies, infra.
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ExECUTIVE SUmmARy

the National taxpayer advocate long has advocated for research on how to increase volun-

tary tax compliance.1  She has proposed that the irS undertake studies and has sponsored 

research.2  the National taxpayer advocate’s 2007 annual report to congress contained a 

study (the “2007 Study”) that surveyed tax compliance literature to identify factors found to 

affect voluntary compliance.3  the National taxpayer advocate has also discussed with tax 

administrators and academics from around the world their efforts to study and influence 

voluntary compliance. 

Broadly speaking, the factors identified by the 2007 Study and other research include not 

only the expected likelihood and cost of getting caught cheating (called “economic deter-

rence”), but other factors such as compliance norms, trust in the government and the tax 

administration process, complexity and the convenience of complying, and the influence of 

preparers.  perhaps surprisingly, this literature suggests that factors other than deterrence 

may have the greatest impact.4  Having surveyed the literature and identified potential fac-

tors, the taxpayer advocate Service (taS) is undertaking research to learn more about why 

taxpayers comply or fail to do so.  

Because different taxpayers comply for different reasons, this research will focus on 

the segment responsible for the largest portion of the tax gap – participants in the cash 

economy (i.e., taxpayers with income not subject to information reporting).5  Such partici-

pants are often sole proprietors who file Form 1040 Schedule c, Profit or Loss from Business 

(Sole Proprietorship).6  

the irS is least likely to be able to detect or deter noncompliance by this segment without 

expending significant enforcement resources.  relatively inexpensive measures, such as 

document matching and correspondence examinations, cannot reliably detect income that 

is not subject to withholding or information reporting.  thus, it is particularly important 

for policymakers to gain a better understanding of how to improve compliance among this 

group of taxpayers using levers other than economic deterrence.  

taS is embarking on a multi-year study in this area.  as the first stage of the research, this 

discussion summarizes taS’s initial plans for designing it.  as a first step, taS plans to 

survey a random nationwide sample of Schedule c filers by telephone.  the survey will 

seek to identify which factors have the greatest impact on tax compliance.  

1 See, e.g., National Taxpayer Advocate 2007 Annual Report to Congress vol. 2, 1 (A Comprehensive Strategy for Addressing the Cash Economy).
2 See, e.g., National Taxpayer Advocate 2009 Annual Report to Congress 300.  
3 See National Taxpayer Advocate 2007 Annual Report to Congress vol. 2, 138-50 (Marjorie E. Kornhauser, Normative and Cognitive Aspects of Tax Compli-

ance) (hereinafter “2007 Study”).
4 2007 Study at 139 (stating “the rational cost/benefit analysis of traditional economic theory – explains so little of tax compliance”).
5 See generally, National Taxpayer Advocate 2007 Annual Report to Congress vol. 2, 1 (A Comprehensive Strategy for Addressing the Cash Economy); IRS, 

Reducing the Federal Tax Gap, A Report on Improving Voluntary Compliance 2 (Aug. 2, 2007).
6 See IRS, Reducing the Federal Tax Gap, A Report on Improving Voluntary Compliance 15 (Aug. 2, 2007).



Section 4  —  Researching the Causes of Noncompliance74

Researching the Causes of Noncompliance: An Overview of Upcoming Studies

Health Care 
Reform

Innocent  
Spouse

IRS Collection 
Strategy

Causes of 
Noncompliance

Impact of Liens 
on Behavior

Tax 
Expenditures

TeleFile

this research could find, for example, that compliance by self-employed taxpayers in one 

industry is driven primarily by complexity and misconceptions about the rules, but is 

driven primarily by mistrust of the government in another.  Such a finding might suggest 

the irS should focus its resources on simplifying the rules and educating those in the first 

industry and on fostering trust of the irS by those in the second.  

as a second step, taS plans to over-sample taxpayers in specific geographic areas using the 

same survey.  Because norms and attitudes are often formed locally, this may allow taS to 

gain a clearer picture of the geographically-based factors that influence compliance.  
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INTRodUCTIoN

Unreported income from the cash economy accounts for the largest portion of the 
“tax gap.”

Most people timely and voluntarily comply with the requirement to file and pay taxes.  out 

of $2.112 trillion in taxes due in 2001 (the latest year for which irS estimates are avail-

able), taxpayers timely and voluntarily reported and paid $1.767 trillion – 83.7 percent.7  

the remaining 16.3 percent or $345 billion not timely and voluntarily reported and paid 

represents the “tax gap.”8  Unreported business income, mostly from the cash economy (i.e., 

income not subject to information reporting), is responsible for the largest portion of the 

tax gap – more than $100 billion in 2001.9   

Increasing voluntary compliance is the only practical way to reduce the tax gap.

recognizing the importance of voluntary compliance, the irS’s goal is to narrow the tax 

gap by raising the voluntary compliance rate by 2.3 points – from 83.7 percent in tax year 

2001 to 86 percent by tax year 2009.10  Based on the latest irS estimates for Fy 2001, a 2.3 

point increase in voluntary compliance could have generated another $48.8 billion that 

year11 – significantly more than the $33.8 billion the irS brought in directly through all en-

forcement activities in 2001.12  the irS would need to increase direct enforcement revenue 

by 144 percent ($48.8 billion / $33.8 billion) to match gains from a mere 2.3 point increase 

in voluntary compliance.  thus, increasing voluntary compliance is the only practical way 

for the irS to significantly reduce the tax gap. 

deterrence promotes voluntary compliance by some.

examinations indirectly increase voluntary compliance by reinforcing the perception that 

the irS is likely to detect tax cheating, thereby discouraging or “deterring” taxpayers from 

cheating in the first place.13  By some estimates, these indirect revenue gains are between 

7 IRS, Tax Gap Map for Year 2001 (Feb. 2007), http://www.irs.gov/pub/irs-utl/tax_gap_update_070212.pdf.  
8 The 2004 IRS National Research Program (NRP) study estimates the 2001 gross tax gap at $345 billion and the net tax gap – the amount that remains 

unpaid after IRS enforcement efforts – at $290 billion.  IRS, Tax Gap Map for Year 2001 (Feb. 2007).  These figures do not include unpaid tax on income 
from illegal activities.  

9 See id.   
10 See, e.g., IRS, Reducing the Federal Tax Gap, A Report on Improving Voluntary Compliance 10 (Aug. 2, 2007); IRS Strategic Plan, 2009-2013 (2009), 

http://www.irs.gov/pub/newsroom/long_term_measures.pdf.  As of this writing, the IRS goal had not been updated.
11 By dividing the $345 billion dollar tax gap for 2001 by the 16.3 percent noncompliance rate, we see that a one percent improvement in that rate could 

bring in $21.2 billion.  IRS, Tax Gap Map for Year 2001 (Feb. 2007).  If a one percent improvement brings in $21.2 billion, a 2.3 point improvement could 
bring in $48.8 billion (2.3 * $21.2 billion). 

12 IRS, Fiscal Year 2008 Enforcement Results (2009), http://www.irs.gov/pub/irs-news/2008_enforcement.pdf.  Of the $33.8 billion in FY 2001 enforce-
ment revenue, $24.3 billion was from collections, $7.9 billion was from examinations, and $1.6 billion was from document matching (e.g., the Automated 
Underreporter Program (AUR)).  Id.   

13 They may also improve future compliance by educating taxpayers about the rules.  However, correspondence examinations may not educate taxpayers as 
effectively as other types of examinations.  Yet, the IRS is conducting an increasing number of examinations by correspondence.  Correspondence examina-
tions accounted for 71 percent of all examinations in FY 2009 (1,128,369 out of 1,578,444), up from 54 percent in FY 2000 (387,009 out of 715,915).  
Compare IRS Pub. 55B, Data Book, Table 9a (2010), http://www.irs.gov/pub/irs-soi/09db09aex.xls, with IRS Pub. 55B, Data Book, Table 10 (2001), 
http://www.irs.gov/pub/irs-soi/00db10ex.xls.    
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six and 12 times the amount of any proposed audit adjustment.14  the deterrence model is 

based on the economic theory that people comply when the potential sanction multiplied 

by the perceived likelihood of getting caught outweighs the economic gain from cheating.15  

tax gap data show that people are, in fact, more likely to voluntarily report and pay taxes 

on income that is subject to withholding or otherwise reported to the irS by third parties.16  

information reporting makes filing more convenient because taxpayers can easily transfer 

information from these documents to a tax return.  Withholding is also convenient because 

it increases the likelihood a taxpayer will obtain a refund rather than make a significant 

payment with the return.  thus, information reporting and withholding promote compli-

ance by making it more convenient.  However, they may also promote compliance, at least 

for some taxpayers, by increasing the perception that the irS would notice if the income 

reported to the irS does not show up on a tax return (i.e., through deterrence). 

deterrence is not the only factor driving voluntary compliance. 

deterrence may be least effective among taxpayers operating in the cash economy – the 

largest component of the tax gap – precisely because the irS cannot reliably detect unre-

ported income that is not subject to information reporting.  deterrence will also be inef-

fective with respect to taxpayers whose noncompliance is unintentional.  in such cases, 

applying penalties, particularly severe ones, could cause taxpayers to lose confidence in the 

fairness of the tax system, potentially reducing compliance.  

Moreover, social science research suggests that it takes an extremely high investment of 

enforcement resources to have any noticeable effect on citizens’ assessments of the likeli-

hood of being caught.17  even if an increase in irS enforcement activities is significant 

enough to increase this assessment, not all enforcement activities will have the same effect.  

For example, audits that do not detect underreporting could reduce voluntary compliance if 

they show taxpayers the limits of the irS’s ability to detect cheating.  enforcement activi-

ties and procedures that reduce trust in government or the tax system could also reduce 

voluntary compliance.

in addition, scholars have concluded that the deterrence model is incomplete because it 

seems economically irrational for so many taxpayers to comply given the low probability of 

14 Alan H. Plumley, Pub. 1916, The Determinants of Individual Income Tax Compliance: Estimating The Impacts of Tax Policy, Enforcement, and IRS Respon-
siveness (Oct. 1996); Jeffrey A. Dubin, Michael J. Graetz and Louis L. Wilde, The Effect of Audit Rates on the Federal Individual Income Tax, 1977-1986, 43 
Nat. Tax J. 395, 405 (1990).  Some studies suggest, however, that the threat of an audit reduces compliance.  See, e.g., Marsha Blumenthal, Charles Chris-
tian, and Joel Slemrod, Determinants of Income Tax Compliance: Evidence from a Controlled Experiment in Minnesota, Working Paper 6575, Nat’l Bureau 
of Econ. Research (May 1998) (hypothesizing that taxpayers who were informed they would be audited underreported their liabilities to a larger extent than 
other taxpayers because they viewed the audit as a negotiation and wanted to begin negotiations at a low figure).

15 See, e.g., Eric A. Posner, Law and Social Norms: The Case of Tax Compliance, 86 Va. L. Rev. 1781 (2000).  
16 Taxpayers report more than 95 percent of all income subject to substantial information reporting but less than 50 percent of the income not reported to the 

IRS on information returns.  See IRS, Tax Gap Map for Year 2001 (Feb. 2007).   
17 See, e.g., Lawrence H. Ross, Social Control Through Deterrence: Drinking-and-Driving Laws, Ann. Rev. Sociol. 10:21-35 (1984) (discussing the difficulty of 

relying on deterrence to reduce drunk driving).
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getting caught cheating.18  according to one recent survey, 92 percent of taxpayers respond-

ed that personal integrity influences their tax compliance behavior whereas only 63 percent 

cited the fear of an audit.19  a large body of research suggests that people voluntarily 

comply with tax laws for a variety of reasons other than economic deterrence.20  according 

to one study, research “clearly shows that financial incentive, as well as the risk of detection 

and punishment, is less important than the influence of norms and moral values.”21  

Why research noncompliance by participants in the cash economy?

it would be very difficult to design research to determine why every type of taxpayer 

complies or fails to do so.  as noted above, however, small businesses that receive income 

not subject to information reporting may be responsible for the largest portion of the tax 

gap and also among the least responsive to deterrence.  as a result, an understanding of the 

reasons – other than deterrence – why Schedule c filers report their income or fail to do so 

could be particularly helpful in reducing the tax gap.  

as noted above, taS is embarking on a multi-year study in this area.  this discussion sum-

marizes taS’s initial plans.  

dISCUSSIoN 

Besides deterrence, why do taxpayers voluntarily comply?

a review of the 2007 Study and other tax compliance literature suggests that in addition to 

economic deterrence, the following factors may have an impact on voluntary compliance.   

Compliance norms.  

according to social norms and reciprocity theories, taxpayers who believe most other 

taxpayers comply are more likely to reciprocate by complying.22  those taxpayers who are 

members of a group of compliant taxpayers may exert social pressure on others to comply 

18 This is so even after accounting for the fact that some people incorrectly compute the probability of detection and others are averse to risk.  See, e.g., 
Richard Lavoie, Flying Above the Law and Below the Radar: Instilling a Taxpaying Ethos in those Playing by their Own Rules, 29 Pace L. Rev. 637, 640-642 
(2009) (summarizing studies).  For further discussion of taxpayer beliefs regarding audit probability, see Sarah B. Lawsky, Probably? Understanding Tax 
Law’s Uncertainty, 157 U. Pa. L. Rev. 1017, 1023 (2009).

19 IRS Oversight Board, 2009 Taxpayer Attitudes Survey (Feb. 2010), http://www.treas.gov/irsob/reports/2010/IRSOB%20Taxpayer%20Attitude%20Sur-
vey%202009.pdf.  

20 See, e.g., 2007 Study (summarizing existing literature).  These normative motivations are not unique to tax compliance.  For example, many people comply 
with anti-littering laws even when such compliance cannot be explained by deterrence.  

21 Swedish Tax Agency, Right from the Start: Research and Strategies 6 (2005); see also 2007 Study.
22 See, e.g., Dan M. Kahan, The Logic of Reciprocity: Trust, Collective Action, and Law, 102 Mich. L. Rev. 71 (Oct. 2003).  Conversely, in communities with 

noncompliance norms, some taxpayers may not be able to afford to compete with noncompliant competitors while paying taxes.  Thus, local market prices 
themselves may communicate local compliance norms.  If it were credible, however, publicity suggesting that most small businesses comply might be 
particularly effective in promoting compliance by others because of the way small businesses are idealized in American history.  See Alexis de Tocqueville, 
Democracy in America vol. 2, § 2, ch. 19 (1840) (stating what “astonishes me in the United States is not so much the marvelous grandeur of some un-
dertakings as the innumerable multitude of small ones”); S. Rep. No. 79-47, at 3 (Feb. 12, 1945) (suggesting that small business “stimulates expression 
of the fundamental virtues of thrift, industry, intelligence, schooling, home ties, and family pride – in short, those fireside virtues which have counted for so 
much in developing our strength and character”); Barry C. Lynn, American Small Businesses Needn’t Go Extinct, Washington Post (Feb. 21, 2010) (discuss-
ing 20th-cent. “restoration of the republic of small proprietors established by Thomas Jefferson and James Madison in the early 19th century”).
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(e.g., shaming), and members who cheat may feel guilty when they break the norm if it has 

been adopted as the taxpayer’s own tax morale.23  For example, the Minnesota tax agency 

increased compliance by informing taxpayers that most Minnesotans fully complied with 

their tax obligations.24  other research suggests that for taxpayers complying because of tax 

morale or social norms, compliance may decline if they receive the message that cheating 

is rampant (i.e., the real norm) or if they begin to rationalize that their own compliance is 

based, instead, on the threat of government sanctions.25     

Trust in government and the tax administration process.  

those who trust the government and feel the tax laws and procedures are fair and fairly 

enforced may be more likely to feel a moral obligation to comply, even if the outcome of 

those procedures is unfavorable.26  conversely, others may use unfair rules or procedures, 

unreasonable penalties, bad experiences with the irS, or a lack of faith in government or 

the irS to justify either reducing efforts to comply or active noncompliance.  researchers 

have suggested that this could help explain the finding by some studies that an irS audit 

has a negative effect on future compliance.27  

23 Similar concepts are sometimes described as social sanctions for cheating, and social or moral commitments to comply.  See, e.g., Taxpayer Compliance, 
Volume 1: An Agenda for Research, 73, 91, 112-13 (Jeffrey A. Rother, John T. Scholtz, and Ann Dryden Witte eds., Univ. of Penn. Press 1989).

24 See generally Stephen Coleman, The Minnesota Income Tax Compliance Experiment: State Tax Results (April 1996); Richard H. Thaler and Cass R. Sun-
stein, Nudge: Improving Decisions About Health, Wealth, and Happiness 66 (New Haven, Conn.: Yale Univ. Press, 2008).  Software products that prompt 
taxpayers to claim deduction amounts based on statistical averages may have a similar effect that could reduce compliance.

25 See, e.g., Dan M. Kahan, Signaling or Reciprocating?  A Response to Eric Posner’s Law and Social Norms, 36 U. Rich. L. Rev. 367 (May 2002) (citing a 
study that found taxpayers who were exposed to information emphasizing the severity of tax-evasion penalties claimed more deductions than similarly 
situated taxpayers exposed either to a moral appeal or to no information at all; citing another study which found that individuals who were shown press 
accounts of an IRS plan to attack the “tax gap” with stepped-up auditing displayed a weaker commitment to paying their own taxes.); Eric Fleisig-Greene, 
Law’s War with Conscience: The Psychological Limits of Enforcement, 2007 B.Y.U. L. Rev. 1203 (2007) (citing a study in which individuals who had 
experienced recent audits reported less income than those who had not; citing another study in which taxpayers receiving a letter informing them that their 
returns would receive scrutiny reported less income); Taxpayer Compliance, Volume 1: An Agenda for Research 79 (Jeffrey A. Rother, John T. Scholtz, and 
Ann Dryden Witte eds., Univ. of Penn. Press 1989) (discussing a randomized study by Schwarts and Orleans, which “concluded that normative appeals 
[appearing in a tax compliance survey] appear to increase levels of compliance, while deterrence threats have little or no effect”).

26 See, e.g., Swedish Tax Agency, Right From The Start, Research and Strategies 6-7, 38-51 (Aug. 2005) (after surveying many papers from various 
disciplines, concluding that trust for tax agencies is an important determinant of voluntary compliance); Kristina Murphy, The Role of Trust in Nurturing 
Compliance: A Study of Accused Tax Avoiders, 28 Law and Human Behavior 187 (Apr. 2004) (finding that perceptions of procedural fairness and trust in 
the taxing authority had an impact on the motivation to comply); Tom R. Tyler, Why People Obey the Law 58-62 (Princeton Univ. Press 2006) (finding that 
“legitimacy” (defined as the perceived obligation to follow the law even if it is morally wrong, and respect and support for legal institutions, such as police 
and courts) has a significant positive impact on compliance after controlling for other variables).  See also Joint Committee on Taxation, JCS-6-98, General 
Explanation of Tax Legislation Enacted in 1998, 19 (Nov. 24, 1998) (describing the 1998 IRS reorganization as needed to restore public confidence in the 
IRS, in large part, because “the Congress believed that most Americans are willing to pay their fair share of taxes, and that public confidence in the IRS is 
key to maintaining that willingness.”); Taxpayer Compliance, Volume 1: An Agenda for Research 118 (Jeffrey A. Rother, John T. Scholtz, and Ann Dryden Witte 
eds., Univ. of Penn. Press 1989) (summarizing various studies that suggest commitment, attitudes toward the IRS, law, and government may have an impact 
on tax compliance).

27 See, e.g., Taxpayer Compliance, Volume 1: An Agenda for Research 93-96 (Jeffrey A. Rother, John T. Scholtz, and Ann Dryden Witte eds., Univ. of Penn. Press 
1989) (discussing various studies).
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Complexity and the convenience of compliance.  

taxpayers who face complicated rules may be unable to comply, or may use complexity as 

a reason to justify noncompliance.28  Some have suggested that when tax laws are compli-

cated or ambiguous, taxpayers may simply resolve uncertainty in their favor.29  

conversely, as noted above, withholding and information reporting could improve compli-

ance not only through deterrence, but also because they make compliance more conve-

nient.  Figures can be transferred conveniently from information returns to tax returns, 

and taxpayers do not have to make payments with their returns if enough tax has been 

withheld.30  Similarly, laws can make compliance inconvenient.  For example, certain tax 

rules may require the recipient of a gift to inquire about the donor’s tax basis in the gift – a 

socially awkward inquiry that may force the donor to disclose how much he or she paid.31  

Reliance on tax preparers.  

tax preparers may have a significant effect on tax compliance.32  about 60 percent of all 

individual income tax filers used paid tax return preparers in 2008.33  taxpayers may use 

preparers because they perceive the rules as too complex, to save time, or to avoid pay-

ing more than required.34  Some research suggests preparers meet these expectations by 

enhancing compliance with unambiguous rules, but reducing it with respect to ambiguous 

ones.35  other research suggests that preparers neither enhance compliance with unambigu-

ous rules nor prevent taxpayers from paying too much, at least with respect to issues facing 

28 See, e.g., Taxpayer Compliance, Volume 1: An Agenda for Research 118, 128-129 (Jeffrey A. Rother, John T. Scholtz, and Ann Dryden Witte eds., Univ. of 
Penn. Press 1989) (discussing various studies suggesting that compliance burdens and complexity have an impact on tax compliance).

29 Id. at 128-129.
30 Notwithstanding the convenience of withholding, it initially encountered vigorous opposition.  In 1913, Congress enacted withholding, but repealed it in 

1917 after public criticism.  Congress enacted payroll tax withholding in 1935 and income tax withholding in 1943 over opposition on grounds of adminis-
trative burden.  See Randolph Paul, Taxation in the United States 326-49 (Boston: Little, Brown & Co., 1954); Charlotte Twight, Evolution of Federal Income 
Tax Withholding: The Machinery of Institutional Change, 14 Cato J. 3 (Winter 1995); Dennis J. Ventry, Jr. and Joseph J. Thorndike, The Plan that Slogans 
Built: The Revenue Act of 1943, 76 Tax Notes 1241 (Sept. 1, 1997); Milton and Rose D. Friedman, Two Lucky People  Memoirs 120-23 (Chicago: Univ. of 
Chicago Press, 1998).

31 See IRC § 1015 (carry-over basis); National Taxpayer Advocate 2005 Annual Report to Congress 433.
32 See National Taxpayer Advocate 2007 Annual Report to Congress Vol. 2, 44 (Leslie Book, Study of the Role of Preparers in Relation to Taxpayer Compliance 

with Internal Revenue Laws).  A study conducted for the IRS found 98 percent of the respondents (taxpayers who were offered electronic filing but declined) 
said they trusted their preparer completely or very much.  Russell Marketing Research, Pub. 4350, Findings from One-On-One efile Research Among Taxpay-
ers and Preparers 24 (June 2004).  

33 IRS, CDW Tax Year 2008 (Dec. 6, 2010).  
34 Taxpayer Compliance, Volume 1: An Agenda for Research 174 (Jeffrey A. Rother, John T. Scholtz, and Ann Dryden Witte eds., Univ. of Penn. Press 1989) (cit-

ing other studies).
35 See Steven Klepper, Mark Mazur, and Daniel Nagin, Expert Intermediaries and Legal Compliance:  The Case of Tax Preparers, 34 J. L. and Econ. 205 

(1991).  See also Kim M. B. Bloomquist, Michael F. Albert, and Ronald L. Edgerton, Evaluating Preparation Accuracy of Tax Practitioners: A Bootstrap 
Approach, Proceedings of the 2007 IRS Research Conference 77 (2007) (finding preparers reduce math errors, but increase the incidence of potential 
misreporting).  
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low income taxpayers.36  the impact of the preparer on compliance probably depends on 

the issue and also on the combination of both the taxpayer and the preparer’s views toward 

compliance.37  regardless of whether they improve or erode voluntary compliance, these 

studies suggest that preparers have a significant impact on it. 

different taxpayers or groups of taxpayers may be motivated by different factors.  even 

each instance of noncompliance by a single taxpayer could result from a different factor or 

combination of factors.  Some factors could be more important for certain types of errors.  

36 See General Accounting Office (GAO), GAO-02-509, Tax Deductions: Further Estimates of Taxpayers Who May Have Overpaid Federal Taxes by Not Itemizing 
(2002) (finding in 1998 about two million taxpayers overpaid by failing to itemize even though about half used a preparer); Treasury Inspector General 
for Tax Administration (TIGTA), Analysis of Statistical Information for Returns with Potentially Unclaimed Additional Child Tax Credit (2003) (finding about 
230,000 returns filed by paid preparers in 2002 where taxpayers appeared eligible for Additional Child Tax Credits they did not claim); Janet Holtzblatt and 
Janet McCubbin, Issues Affecting Low-Income Filers, in The Crisis in Tax Administration 148, 159 (Henty J. Aaron and Joel Slemrod eds., 2004) (observing 
that about two-thirds of EITC returns, which have high levels of noncompliance, were prepared by paid preparers); Government Accountability Office (GAO), 
GAO-06-563T, Paid Tax Return Preparers: In a Limited Study, Chain Prepares Made Serious Errors 5, 23 (Apr. 4, 2006) (finding preparers made significant 
mistakes on 17 of the 19 returns prepared for GAO employees posing as taxpayers, including the omission of income on ten); TIGTA, Ref. No. 2008-40-
171, Most Tax Returns Prepared by a Limited Sample of Unenrolled Preparers Contained Significant Errors 2 (Sept. 3, 2008) (finding preparers made 
mistakes on 17 of the 28 returns prepared for TIGTA employees posing as taxpayers, including six willful or reckless errors).

37 Assume there are three types of preparers and taxpayers: (1) those who want to comply with the letter and spirit of the law, (2) those who are willing to 
be more aggressive, particularly in areas where the law is unclear, and (3) those who are willing to cheat.  Type one preparers may increase compliance by 
type two and type three taxpayers.  Alternatively, those taxpayers may seek out type two or type three preparers.  However, type two and type three preparers 
may reduce compliance by type one taxpayers unless those taxpayers either seek out type one preparers or are particularly resistant to the preparer’s sug-
gestions for tax savings.  Similarly, type three taxpayers may pressure type one or type two preparers to be more aggressive than usual.  
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What are some other ways to describe different types of noncompliance and the 
reasons for it?

other researchers have identified at least eight types of noncompliance.38  these are 

reflected on the following table along with the reasons (drawn from the factors described 

above) that seem most likely to be driving each type of noncompliance.

taBLE 2.4.1, typology of Noncompliance and Potentially Operative Factor(s) Identified by the Literature

Type Description Potentially operative factor(s)

Procedural Failed to follow complicated procedural rules, such as quarterly filing requirements Complexity/convenience��

Lazy Failed to follow burdensome procedural rules, such as recordkeeping requirements Complexity/convenience��

Unknowing Misunderstood the legal rules Complexity/convenience��

Preparers��

Asocial Motivated by economic gain Deterrence��

Brokered Acted on the advice of a professional Preparers��

Symbolic Perceived the law or the IRS as unfair Trust ��

Social Acted in accordance with social norms and peer behavior Norms ��

Habitual Knowingly repeated previous noncompliance Complexity/convenience��

Norms ��

Deterrence��

Trust ��

Preparers��

38 See Robert Kidder and Craig McEwen, Taxpaying Behavior in Social Context: A Tentative Typology of Tax Compliance and Noncompliance, 2 Taxpayer Compli-
ance 57, 56-62 (1989); Leslie Book, The Poor and Tax Compliance: One Size Does Not Fit All, 5 Kans. L. Rev. 1, 23-33 (2003).  
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Similarly, when the irS audits individual taxpayers for purposes of the National research 

program, the auditors are asked, for each issue they identify, to characterize the reason for 

the noncompliance.39  the following table reflects the reason codes available to auditors 

and the potentially corresponding noncompliance typology.  

taBLE 2.4.2, IrS Noncompliance Categories (reason Codes) and Potential Noncompliance typologies

IRS Description IRS Example/Definition
Potential 
Typology

Taxpayer unaware of tax laws or 
record keeping requirements

Taxpayer unaware of law or record keeping requirements pertinent to taxpayer’s 
situation.  Can include lack of formal education or language barrier.

Procedural��

Unknowing��

Disregarded record keeping rules Taxpayer understood law and requirements, but taxpayer’s poor record keeping 
contributed to errors on the return and to the inability to substantiate amounts 
reported on the return.

Procedural��

Lazy ��

Action or advice of Return Preparer – 
No penalty asserted 

The error resulted from action or advice of paid preparer.  The nature or amount of 
adjustment was not sufficient to warrant a penalty.

Brokered ��

Unknowing ��

Inadvertent understatement or over-
statement of income or deductions

Taxpayer understood the law but misstated income, deductions and/or credits to 
incorrectly compute the tax liability.  The misstatement may have caused either 
more or less than the correct amount of tax to be paid.  

Procedural��

Unknowing ��

Taxpayer entered item on the wrong 
form, schedule, or line

Taxpayer entered an item on the wrong form, schedule, or line which caused an 
error in computing the tax liability.

Procedural��

Lazy��

Unknowing ��

Intentional disregard of tax laws – No 
penalty asserted

Taxpayer understood income was taxable or expenses were not deductible, but 
made a decision to omit income or to overstate deductions, credits or prepay-
ments.  However, the nature or amount of the adjustment was not sufficient to 
warrant a penalty.

Asocial ��

Brokered��

Symbolic  ��

Social  ��

Habitual ��

Relied on advice of IRS Staff or 
Publications

Taxpayer indicates that the error was based upon advice from IRS personnel or 
information in IRS publications.

Procedural ��

Unknowing ��

Brokered ��

Used “gray area” in the law or 
regulations

Taxpayer took position on issue based on interpretation of law. Unknowing��

Asocial ��

Brokered��

Social ��

Symbolic��

Habitual ��

Intentional misstatement of income, 
deductions, credits, or prepayments

Taxpayer understood income was taxable, expenses were not deductible, or credit 
or prepayments were incorrect but made decision to omit income or decision 
to use claimed amounts anyway.  This also includes where taxpayer intentionally 
shifted income, including timing manipulations of income/deductions reported in 
the wrong tax period with significant tax impact requiring adjustment.  (Should only 
be used if a penalty is recommended.)

Asocial ��

Brokered��

Symbolic  ��

Social ��

Habitual ��

Income/expenses entered on wrong 
form to reduce tax or increase credits

Income or deductions were intentionally misclassified to avoid or reduce tax.  
For example, moving deductions from Schedule A to Schedule C to avoid SE Tax.  
(Should only be used if a penalty is recommended.)

Asocial��

Brokered��

Symbolic  ��

Social��

Habitual ��

39 For further discussion of the results, see A Closer Look at the Size and Sources of the Tax Gap, Hearing Before the Subcommittee on Taxation and IRS Over-
sight, S. Finance Comm., 109th Cong. 4 (July 26, 2006) (statement of Nina E. Olson, National Taxpayer Advocate),  http://finance.senate.gov/hearings/
hearing/?id=e6c3a246-9500-957b-6e04-b81474f97a2e. 
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IRS Description IRS Example/Definition
Potential 
Typology

Action or advice of Return Preparer – 
Penalty asserted

The error resulted from action or advice of paid preparer and was sufficiently bla-
tant to warrant a penalty.  (Should only be used if a penalty is recommended.)

Unknowing��

Asocial ��

Brokered��

Social ��

Symbolic��

Habitual ��

Fraud The taxpayer omitted income or overstated deductions with the intent to evade 
taxes.  (Should only be used if a penalty is recommended.)

Asocial��

Brokered��

Symbolic  ��

Social��

Habitual ��

Abusive Schemes Taxpayer asserts standard frivolous filer arguments or has used other abusive 
schemes.  (Should only be used if a penalty is recommended.)

Asocial��

Brokered��

Symbolic  ��

Social��

Habitual ��

Estimating the relative importance of each factor and how much of each type of 
noncompliance exists would make it easier for the IRS to formulate an effective 
response.

it would be helpful if the irS could reliably estimate the amount of noncompliance in each 

category.  it could use such estimates to allocate an appropriate level of resources to address 

each type of noncompliance.  For example, audits and penalties might be a good way to 

address asocial noncompliance, but they are probably not the most efficient way to address 

unknowing, lazy, procedural, brokered, or symbolic noncompliance.  if the irS had reliable 

data suggesting a disproportionate amount of the tax gap were due to unknowing noncom-

pliance by small business on a particular item, outreach and education would probably be 

the most efficient and effective way to address the problem.    

Such an approach is consistent with the so-called “responsive regulation” compliance 

model, which has been endorsed by the organization for economic co-operation and 

development (oecd) Forum on tax administration compliance Sub-group, and a number 

of tax agencies throughout the world.40  these organizations believe a tax administrator 

should be responsive to the reason for the noncompliance and the taxpayer’s motivational 

posture, as illustrated below.41  

40 See OECD, Forum on Tax Administration Compliance Sub-group, Managing and Improving Tax Compliance, 47 (Oct. 2004), http://www.oecd.org/
dataoecd/44/19/33818656.pdf.  See also Valerie Braithwaite and Jenny Job, The Theoretical Base for The ATO Compliance Model, Centre for Tax System 
Integrity — Research Note 5 (2003), http://ctsi.anu.edu.au/publications/RN5.pdf.  As part of a survey of a large number of papers from various disci-
plines, the Swedish Tax Agency suggested the model is consistent with the conclusions in these papers, at least if taxpayers trust the tax agency and it is 
implemented properly.  Swedish Tax Agency, Right from the Start, Research and Strategies 8, 110-116 (Aug. 2005). 

41 Australian Tax Office (ATO), Introduction to the Compliance Model (Mar. 29, 2009), http://www.ato.gov.au/corporate/content.asp?doc=/content/5704.
htm.  According to the Australian Tax Office, this graduated compliance model encourages voluntary compliance and discourages taxpayers from operating 
in the cash economy where they can more easily avoid paying taxes.  See, e.g., ATO, Improving Tax Compliance in the Cash Economy 24 (Apr. 1998).  For a 
discussion of the shift toward responsive regulation, see, e.g., Sagit Leviner, A New Era of Tax Enforcement: From ‘Big Stick’ to Responsive Regulation, 42 U. 
Mich. J.L. Reform 381, 386 (Winter 2009).  
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Chart 2.4.3, responsive regulation Compliance Model

Under responsive regulation, the tax administrator is cooperative and trusting at first, 

tougher if that trust is abused, but forgiving if trust and cooperation are finally restored.42  

even though the irS has not formally adopted responsive regulation, it would be helpful 

for any tax administrator to understand why taxpayers fail to comply and how many fall 

into each bucket when formulating an informed strategy to reduce the tax gap.  

Why doesn’t the IRS have reliable data on the reasons for noncompliance?

among issues that irS auditors examined that resulted in a change in tax liability, the audi-

tors listed 67 percent as inadvertent mistakes, 27 percent as computational errors or errors 

that flowed automatically, and only three percent of errors as intentional.43  according to 

the Gao, however, the irS does not regard this reason code data (described above) obtained 

from auditors as reliable because:

the database containing the reason codes is incomplete; ■■

Some auditors closed examinations without assigning a reason for noncompliance ■■

or by assigning the same reason to all instances of noncompliance, regardless of the 

situation; 

the irS did not train all examiners to ensure consistent understanding and use of the ■■

codes; and

42 See, e.g., Ian Ayres and John Braithwaite, Responsive Regulation: Transcending the Deregulation Debate, ch. 2 (NY:  Oxford Univ. Press, 1992).  The 
responsive regulation approach is based, in part, on research suggesting that a strategy based mostly on punishment will undermine compliance by those 
motivated by a sense of responsibility.  Id.  Moreover, such an approach is likely to foster trust by all taxpayers to a greater extent than a seemingly arbitrary 
detection scheme that sometimes results in severe penalties for unintentional mistakes.  

43 A Closer Look at the Size and Sources of the Tax Gap, Hearing Before the Subcommittee on Taxation and IRS Oversight, S. Finance Comm., 109th Cong. 5 
(July 26, 2006) (statement of Nina E. Olson, National Taxpayer Advocate).  Other researchers reached similar conclusions.  See Kathleen M. Carley, Predict-
ing Intentional and Inadvertent Non-Compliance, Presentation at the 2010 IRS Research Conference, 5 (analyzing the reason code data and concluding 
that most errors are inadvertent). 

A MODEL OF COMPLIANCE

High

LOW

Level of Com
pliance Costs

Have decided not to comply Use full force of the law

Don’t want to comply, 
but will if we pay attention Deter by detection

Try to, but don’t always succeed Help to comply

Willing to do the right thing Make it easyCreate Pressure Down

Compliance StrategyAttitude to Compliance
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the data do not represent the full population of noncompliant taxpayers but rather ■■

only those whose returns the irS examined.44

even with the best training and data validation, it is difficult for auditors to determine a 

taxpayer’s intent.45  Some examiners may be predisposed to believe that all errors are inten-

tional, whereas others may avoid using reason codes that are inconsistent with their deci-

sion to propose or not propose a penalty – a decision that may be based on other factors.  

Surveys seeking to identify the reasons for noncompliance often rely on self-reported 

levels of compliance, but this approach could also be problematic.46  For example, taxpayers 

whose noncompliance is unknowing will report that they are compliant and those who are 

knowingly noncompliant may do so as well.  one study found no correlation between audit 

results and levels of compliance reported on surveys.47  thus, because it is difficult to obtain 

accurate information about compliance and attitudes from either taxpayers or auditors, it 

is challenging for researchers to design a study that ties attitudes to objective measures of 

compliance.

How will TAS design its research?

How will TAS tie attitudes to objective measures of compliance?

taS research will attempt to quantify the impact of the factors identified above on vol-

untary compliance.  to avoid having to rely on an auditor’s subjective judgment about a 

taxpayer’s motivations and attitudes toward compliance, taS will survey taxpayers them-

selves.  However, taS considered a number of different approaches to avoid having to rely 

entirely on subjective self-reported levels of compliance by taxpayers.  

one approach that taS rejected was to survey taxpayers who had already been selected at 

random for audit by the irS as part of its National research program (Nrp).  this would 

allow taS to tie survey results to an objective assessment of the taxpayer’s compliance— 

the Nrp audit results.  to avoid bias resulting from the audit itself, the survey could be 

administered before the taxpayer was informed he or she had been selected for audit.  this 

approach would also have allowed taS to administer a post-audit survey to identify how 

attitudes toward compliance changed following the audit.  Moreover, if the irS improved 

the reliability of its reason codes (described above), taS could compare the taxpayer survey 

data to the auditor’s reason codes.

44 GAO, GAO-06-208T, Multiple Strategies, Better Compliance Data, and Long-Term Goals Are Needed to Improve Taxpayer Compliance 12-13 (Oct. 26, 
2005), http://www.gao.gov/new.items/d06208t.pdf.

45 IRS, Reducing the Federal Tax Gap: A Report on Improving Voluntary Compliance 6 (Aug. 2, 2007) (stating “the IRS does not have sufficient data to 
distinguish clearly the amount of noncompliance that arises from willful, as opposed to unintentional, mistakes.  Moreover, the line between intentional 
and unintentional mistakes is often a grey one”).  TAS is working with the IRS to determine if it is feasible for an auditor to determine the reasons for a 
taxpayer’s noncompliance.

46 See, e.g., Tom R. Tyler, Why People Obey the Law 58-62 (Princeton Univ. Press 2006) (relying on self-reported compliance).
47 See, e.g., Taxpayer Compliance, Volume 1: An Agenda for Research, 54 (Jeffrey A. Rother, John T. Scholtz, and Ann Dryden Witte eds., Univ. of Penn. Press 

1989) (citing a study carried out in the Netherlands in 1986).
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However, because of the small number of Nrp audits conducted each year, taS might need 

to conduct surveys over several years to obtain enough respondents to be able to project 

results to the national population of Schedule c filers.  conducting the survey over an ex-

tended period could also reduce the accuracy of the results.  if, during this extended period, 

taxpayers learned that the irS was surveying views about tax compliance before conduct-

ing in-depth audits of the same taxpayers, few would be likely to answer the questions 

truthfully.48  asking taxpayers to donate their time for a survey when, unbeknownst to 

them, they were about to receive an in-depth audit might also be somewhat disingenuous.  

therefore, taS rejected this approach. 

instead, taS tentatively plans to survey a random and nationally representative sample of 

Schedule c filers.  taS will seek to gauge the respondents’ reporting compliance primarily 

using the irS’s computer algorithms (one of which is called “diF”) that estimate the likeli-

hood that an audit of the taxpayer’s return would produce an adjustment.49  Such measures 

provide an objective (albeit imperfect) estimate the taxpayer’s level of compliance.  

taS will also obtain some information about reporting compliance from audit results.  the 

irS is likely to audit many of the respondents with high diF scores, and by sheer coin-

cidence might audit some with low diF scores.  each of these (including diF and actual 

examinations) will provide only imperfect indications of the taxpayer’s actual compliance.  

For example, auditors often fail to detect unreported cash income.  However, because audits 

are objective measures, they may be less susceptible to bias than self-reported levels of tax 

compliance.

How will TAS study local differences in attitudes?

as a practical matter, taS could sort and analyze the national survey results by Zip code 

and add observable information about each community (by Zip code) to enhance the 

analysis.50  However, this approach might yield only a few survey responses from a given 

community – potentially too few to provide a complete picture of the views held by the 

entire community.  in an effort to be able to draw conclusions about the cause and effect of 

differences in attitudes at the local level, taS plans to survey a greater number of taxpayers 

in otherwise similar communities with particularly high or low levels of compliance.  

this local research may explore questions such as: What type of communities have 

homogenous compliance attitudes?  What local social practices, institutions (e.g., volunteer, 

educational, and religious institutions), or attitudes increase or decrease compliance at the 

48 This approach would also require potentially lengthy discussions and coordination between TAS and the NRP.  
49 The IRS selects some returns for examination using the Discriminant Index Function (DIF) computer scoring system.  IRM 4.1.1.2.6 (Oct. 24, 2006); IRM 

4.1.24.1 (Mar. 23, 2010).  It develops DIF score algorithms based on information obtained and periodically updated from NRP examinations.  Returns 
with high DIF scores generally have a higher probability of being adjusted on audit than other returns of the same type.  IRM Exhibit 4.1.7-1(12) (May 19, 
1999).  

50 See Gary King, Robert O. Keohane and Sidney Verba, The Importance of Research Design in Political Science, 89 Amer. Pol. Sci. Rev. 475, 476 (1995) 
(noting the importance of “observable implications” in research design).  
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community level and why?  do taxpayers in communities with notably high or low levels 

of compliance identify more with the nation as a whole or the local community?  While it 

may difficult to convert some of these findings into actionable policy prescriptions, others 

could provide unexpected insight into concrete steps the government could take to improve 

compliance. 

How will TAS develop the survey?

taS is reviewing surveys used by other researchers to identify attitudes toward compliance 

with the law.  Many of the questions used on other surveys attempting to assess tax compli-

ance behavior generally align with the categories identified above, including:51 

Affiliations:■■  demographic information, occupation, education, union membership, 

political affiliation, religious denomination, ethnicity, social or business group identity.

General attitudes, morals, and tax compliance:■■  Goals and effectiveness of govern-

ment and government spending; general moral principles; the seriousness of various 

types of noncompliance, including tax noncompliance, particularly underreporting 

cash transactions; the respondent’s participation in the cash economy and actual tax 

noncompliance.  

Norms:■■  views held by various third parties about government, the tax system, and tax 

compliance; compliance by these third parties.  

Deterrence:■■  the likelihood of getting caught cheating (e.g., understating income, over-

stating deductions, or failure to file or pay) and the likely consequences.  

Trust:■■  experiences with and attitudes regarding the fairness of government, law 

enforcement, tax laws, and the tax office; specific experiences and communications 

with the tax office; how to improve trust in government and the tax office; how the 

respondent would prefer the tax office to communicate with them.  

Complexity and convenience:■■  the extent to which tax law complexity exists and is 

unfair; the extent to which it allows other taxpayers to pay less than their fair share; 

the extent to which the respondent is willing to use complexity to game the system; 

adequacy of information provided by the tax office on forms, instructions, or by 

telephone.

Preparers and other third parties:■■  the need for assistance and the reliance on third 

parties (e.g., friends, family, associates, professionals) for tax planning and preparation; 

views held by those persons who assisted with tax planning or preparation.

51 See, e.g., Elaine Doyle and Jane Frecknall-Hughes, Cognitive Ethical Reasoning of Tax Practitioners: A Preliminary Investigation Using a Tax-Specific Version 
of the Defining Issues Test (DIT) (2007), http://www.irs.gov/taxstats/article/0,,id=164273,00.html; Valerie Braithwaite, The Community Hopes, Fears and 
Actions Survey: Goals And Measures, Working Paper No 2 (March 2001), http://dspace-prod1.anu.edu.au/bitstream/1885/41621/1/WP2.pdf (hereinaf-
ter, “Community Hopes, Fears and Actions Survey”) (450 survey questions); Valerie Braithwaite and Monika Reinhart, Preliminary Findings and Codebook 
for the Australian Tax System – Fair or Not Survey, Working Paper No. 79 (Nov. 2005), http://vab.anu.edu.au/pubs/79fullATSFONS.pdf (hereinafter, “Fair 
or Not Survey”) (350 survey questions); Pauline Niemirowski and Chris Mobbs, The Determinants of Australian Taxpayers’ Compliance Behaviour: The Influ-
ence of Tax Related Values, Beliefs, Attitudes and Behaviour, ATO Research Report 53, Appendix I (March 2002) (hereinafter, “Determinant Survey”). 
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taS will continue to review these surveys to develop questions in each of these categories.  

taS will also seek the assistance of an independent contractor with experience designing 

telephone surveys.  

to obtain pertinent data, taS will obviously need to ask questions about federal income 

taxes and the irS.  individual responses will be confidential.  However, respondents are 

less likely to provide truthful answers if they believe the survey results may be transmitted 

to the irS and potentially used in an audit.  therefore, in addition to assuring taxpayers 

that their individual responses will be confidential, taS will use an independent survey 

firm to conduct the survey.  the firm may also ask specific questions about the irS and 

federal income tax system only near the end of the survey so that the respondent’s answers 

to other questions are less likely to be tainted by the suspicion that the survey is sponsored 

by the irS.   Because the survey is telephonic, respondents cannot change answers to prior 

questions if later questions evoke such suspicions.

CoNCLUSIoN

taS’s research will seek to answer questions such as: 

Why do most participants in the cash economy report and pay taxes, notwithstanding ■■

a lack of credible deterrence and strong economic incentives to cheat?    

Which factors (■■ e.g., norms, trust in government and tax administration, complexity 

and convenience, or preparers) have the most influence on reporting compliance by 

participants in the cash economy?  

to what extent do these factors vary by industry and by locality?■■

What can the irS do to leverage these factors to promote reporting compliance?■■
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INTRodUCTIoN

the National taxpayer advocate has requested that taxpayer advocate Service (taS) 

research & analysis investigate the impact of Notices of Federal tax lien (NFtl) on the 

compliance behavior of delinquent taxpayers.  the results of this analysis will help the 

National taxpayer advocate and the internal revenue Service (irS) better understand the 

effectiveness of NFtls.  the purpose of this report is to provide an overview of this ongo-

ing research initiative.

previous irS research studies indicate that NFtls exhibit a positive impact on the collec-

tion of tax liabilities from delinquent taxpayers.2  However, these studies also raise addi-

tional questions.  For example, one study actually showed an inverse relationship between 

the filing of an NFtl and the dollars collected on delinquent liabilities, until instrumental 

variables were added in an attempt to explain why liens were filed in certain circumstances, 

but not in others.3  also, the studies do not thoroughly explore the impact of lien filing on 

taxpayer compliance in subsequent periods.  a study by taS in last year’s annual report 

to congress found that relatively few subsequent payments were attributable to the NFtl.  

therefore, the National taxpayer advocate commissioned this study to better understand 

the relationship between lien filings and subsequent taxpayer payment behavior.  this 

research project will also explore the impact of lien filings on taxpayers’ future payment 

compliance, their future filing compliance, and their ability to earn income.  

to accomplish these objectives, taS research will analyze a cohort of delinquent individual 

tax return filers who had new unpaid tax liabilities in tax year (ty) 2002.  the study will 

focus on the payment activities and subsequent compliance behavior of these taxpayers.  

particularly, this analysis will compare payment activity and compliance behavior for tax-

payers with and without an NFtl.  taS research will examine payment compliance and 

the overall compliance behavior of these taxpayers from 2002 through 2009.

taS research will employ a two-stage regression analysis.  the first stage will determine 

the likelihood that the irS will file a lien by examining various case factors and applying 

the lien filing criteria specified by the internal revenue Manual (irM).  this first stage will 

result in the selection of “matched” pairs of cases with relatively equal chances of having 

an NFtl filed.  each pair will consist of one case where a lien was filed and another case 

where a lien was not filed.  the matched cases will be very similar, however, with respect to 

the characteristics the irS uses to make a lien filing determination.  

2 IRS Small Business/Self-Employed division (SB/SE) Research – St. Paul, Project 13.14, Estimating the Impact of Federal Tax Lien Filing on Accounts 
Receivable Resolution (Dec. 2002); IRS SB/SE Research – St. Paul, Project STP0001, Impact of the Federal Tax Lien on Cases Shelved by the Currently Not 
Collectible Filter (June 2006); IRS SB/SE Research – St. Paul, Project STP0007, Optimizing the Revenue Collection Impact of Lien Refiling (Mar. 2007).

3 An instrumental variable can be used in lieu of an independent variable in a regression model to address bias that arises when the dependent variable 
(i.e., the variable the model is attempting to estimate) causally influences the independent variable (i.e., this causal relationship means that the indepen-
dent variable is not truly independent).  The instrumental variable must be correlated with the dependent variable in the same way that the independent 
variable is, but must not be causally influenced by the dependent variable.  
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We will use the matched pairs in the second stage of the analysis.  this will allow us to 

fairly compare the lien and non-lien groups.  during the second stage, we will use regres-

sion analysis to determine what factors, including the NFtl itself, significantly impact the 

outcomes we are investigating (e.g., dollars collected or future filing compliance), and the 

extent to which they influence these outcomes. 

BACkGRoUNd

a federal tax lien (Ftl) arises when the irS assesses a tax liability and sends the taxpayer 

notice and demand for payment, and the taxpayer does not fully pay the debt within ten 

days.4  an Ftl is effective as of the date of assessment and attaches to all of the taxpayer’s 

property and rights to property, whether real or personal, including rights or property 

acquired after that date.5  this lien remains in effect against the taxpayer’s property until 

the liability has been fully paid or becomes legally unenforceable.6  to put third parties 

on notice and establish the priority of the government’s interest in a taxpayer’s property 

against subsequent purchasers, secured creditors, and junior lien holders, the irS must file 

an NFtl in the appropriate location, such as a county register of deeds.7  

after NFtl filings dropped to an all-time low following the passage of the restructuring 

and reform act of 1998, the irS has been increasing the number of filings, with the 

volume rising precipitously since 2005.  in fact, the 2010 volume of lien filings is about six 

times as large as in 1999.  the following chart depicts the trends in lien filings and dollars 

collected since 1999: 

4 Internal Revenue Code (IRC) §§ 6321 and 6322.  IRC § 6201 authorizes the IRS to assess all taxes owed.  IRC § 6303 provides that within 60 days of the 
assessment the IRS must provide notice and demand for payment to any taxpayer liable for an unpaid tax. 

5 See IRC § 6321; Internal Revenue Manual (IRM) 5.12.2.2 (May 20, 2005).  
6 IRC § 6322.
7 IRC § 6323(f); Treas. Reg. § 301.6323(f)-1; IRM 5.12.2.8 (Oct. 30, 2009).
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FIGUrE 2.5.1, Inflation adjusted total Collection Yield vs. Liens Issued8 

Inflation Adj. Total Yield                 

Notices of FTLs Issued by IRS
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interestingly, inflation-adjusted collection yield has begun to decline even despite the in-

crease in lien filings.  While other economic conditions surely play a part in the total collec-

tion yield, the fact that increased lien filings do not necessarily lead to increased collections 

makes the practice of filing an NFtl questionable in various situations.  

a lien filing determination is required for all unpaid assessed delinquencies.9  the irM 

specifies various criteria for lien filings depending on the nature of the delinquency.  the 

irS is supposed to file an NFtl even for most cases reported as currently not collectible 

(cNc), if the unpaid balance is at least $5,000.10  Streamlined installment agreements (ias) 

do not usually require the filing of an NFtl.  

Unfortunately, the irS systemically files many NFtls without the benefit of a trained col-

lection employee’s personal judgment regarding the facts and circumstances of a particular 

case.  the automated collection System (acS) files over half of NFtls, and over two-thirds 

of these liens are filed systemically without any significant irS employee review of the 

case.11  the National taxpayer advocate does not believe the irS should be precluded 

from filing NFtls, but rather that this powerful collection tool should be used judiciously.  

8 The total collection yield is any revenue collected attributable to IRS collection activities, such as levies, liens, and seizures.  Total collection yield in a fiscal 
year includes tax, interest, and penalties from multiple tax years.

9 IRM 5.12.2.4 (June 11, 2010).
10 IRM 5.12.4.1 (June 11, 2010).
11 For a detailed discussion of the National Taxpayer Advocate’s concerns about IRS lien filing policies, see National Taxpayer Advocate 2009 Annual Report 

to Congress 4-40 (Most Serious Problem: One-Size-Fits-All Lien Filing Policies Circumvent the Spirit of the Law, Fail to Promote Future Tax Compliance, 
and Unnecessarily Harm Taxpayers); National Taxpayer Advocate 2009 Annual Report to Congress 357-364 (Legislative Recommendation: Strengthen 
Taxpayer Protections in the Filing and Reporting of Federal Tax Liens); National Taxpayer Advocate FY 2011 Objectives Report to Congress 13-17 (Area of 
Emphasis: The National Taxpayer Advocate Remains Concerned About IRS Collection Practices that Do Not Promote Future Voluntary Compliance and Can 
Unnecessarily Harm Taxpayers); Status Update: The IRS Has Been Slow to Address the Adverse Impact of Its Lien Filing Policies on Taxpayers and Future 
Tax Compliance, supra.
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Moreover, she believes more research is needed to determine the best criteria for filing an 

NFtl.  

oBjECTIVES

We intend to explore the effect of the NFtl on:

current payment behavior;■■

Future payment behavior;■■

Future filing behavior; and■■

Future income potential.■■

We also intend to conduct a sensitivity analysis to better understand when NFtls are 

likely to be an effective collection tool.  taS does not envision that NFtls would never be 

effective, but they may not work for certain taxpayers or in certain situations, such as when 

taxpayers have low incomes or their liabilities have been reported as cNc.

mETHodoLoGy

taS research intends to use a two-stage regression method for our analysis.  the first 

stage, which estimates the probability of a tax lien filing for taxpayers, is also described 

as generating propensity scores for the taxpayers.  We intend to use a logistic regression 

equation to estimate a propensity score for each taxpayer.  the score estimates the likeli-

hood of a tax lien being filed on the taxpayer’s liability.  this estimation method addresses 

the selection bias inherent in the tax lien filing process.  Selection bias exists because case 

criteria generally determine which cases will receive an NFtl.  We will use propensity 

scores and a matching algorithm to generate matched pairs of lien taxpayers and non-lien 

taxpayers, who are very similar with respect to the characteristics the irS uses to make 

a lien filing determination.  the result will be a sample of taxpayers that approximates a 

random sample of equivalent pairs of taxpayers for use in the second stage.  the two-stage 

regression model is described in more detail hereafter.

the tax lien model investigates the likelihood that a taxpayer will have a tax lien filed 

against his or her delinquent tax modules.  as mentioned previously, irS lien filings are not 

random events.  irM 5.12.2.4 establishes the criteria that determine when they should oc-

cur.  these criteria introduce selection bias that must be addressed, or the estimation of the 

tax lien impact in the second stage (using a tax lien indicator) will produce biased results.  

to overcome this selection bias, we will use a class of probability equations to estimate the 

dependent variable, i.e., tax lien filing.  We intend to use a logistic equation for this purpose.  

to overcome the problem of non-randomization in our observational data, we will conduct 

a matching of taxpayers based on the set of observed covariates (i.e., the taxpayer char-

acteristics used by the irS in the lien filing determination).  When the propensity scores 
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(conditionally assigned based on the covariates) are equivalent for lien and non-lien taxpay-

ers, the difference in the lien and non-lien outcome measures is an unbiased estimator of 

the lien effect. 

Stage one of the Regression Analysis

our first step estimates the propensity score for each taxpayer, i.e., the conditional probabil-

ity of the taxpayer having a tax lien filed.  We use a logistic regression where the dependent 

variable is a binary variable (one indicates a tax lien has been filed and zero indicates that a 

lien has not been filed).  

the independent variables are the covariates that capture the underlying conditions for 

tax lien filing.  these conditions are identified in the provisions of the irM section or the 

systemic behavior of the irS collection personnel.

Model #1 specifies the relationship for generating the propensity scores: 

P(Y
L
|Y

L1
=1) = f (X

AAT
,X

CR
, X

CNC
, X

IA
, X

IA-Def
, X

Bank
, X

Rpr
),

P(Y
L
) is probability of a tax lien filing, propensity score;

Y
L1

 is an indicator of a tax lien filing;

X
AAT

 is an indicator of aggregate assessed tax greater than $5,000;

X
CR

 is an indicator of collection at risk;12

X
CNC

 is an indicator of taxpayer having cNc modules;

X
I
A is an indicator of taxpayer having an installment agreement;

X
IA-Def

 is an indicator of taxpayer having a defaulted installment agreement;

X
Bank

 is an indicator of taxpayer having a bankruptcy filing; and

X
Rpr

 is an indicator of taxpayer is repeater. 

the second step in the propensity score matching technique involves using the estimated 

propensity scores to create matched pairs of tax lien taxpayers with non-tax lien taxpayers.  

Several matching methods are available, but we will likely use the nearest available neigh-

bor method.  the matched pairs allow the two groups (tax lien taxpayers and non-tax lien 

taxpayers) to be relatively identical over set covariates (observable characteristics).  this 

condition in the sample allows the estimate of the event effect (i.e., tax lien filing) to be a 

more unbiased estimator.   

in the nearest available neighbor matching method, both lien and non-lien groups are first 

randomly sorted.  then the first lien unit is selected to find its closest non-lien unit match 

based on the absolute value of the difference between the propensity score of the selected 

lien unit and that of the non-lien unit under consideration.  the closest non-lien unit is 

12 Sufficient data are not likely available on the Master File to make this determination. 
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selected as a match.  this procedure is repeated for all the lien units.  a possible hazard in the 

analysis is that we will not have sufficient numbers of cases in the lien and non-lien groups 

to create a matched sample.  However, preliminary results indicate that this will not be a 

problem.  the second stage of the regression analysis estimates the actual effect of the NFtl.

Stage Two of the Regression Analysis

as discussed above, in stage two we will use the dataset that results from the stage one pro-

pensity scoring and matching process.  this dataset will allow us to make a better estimate 

of the impact of lien filing on the outcome variables of interest, because the dataset has 

been adjusted to address the selection bias inherent in the population of taxpayers against 

whom liens have been filed.  Following is an overview of the regression models we will use 

to estimate each of the outcome variables we are exploring.

Current Tax Payment Behavior

Model #2 investigates the tax lien’s impact on the probability of the taxpayer making pay-

ments on the ty 2002 liability.  the dependent variable is a binary variable, where one in-

dicates that a reduction has occurred in the balance due for this liability.  the reductions in 

the balance due exclude any offsets or abatements.  the lien variable is the critical variable 

in this model.  other independent variables are taxpayer condition variables and irS status 

variables.  the taxpayer condition variables characterize information about the taxpayer’s 

past payment activities, family status, income conditions, and personal conditions (e.g., 

health issues or other personal issues that influence the taxpayers financial status) while 

irS status variables characterize information about lien filing behavior and audit activity.  

the model analyzes several forms of the dependent variable, y
cp

, for payments.  the initial 

dependent variable is change in payments, ∆y
cp(1-0)

.  other forms of the dependent variable 

are the probability of payment, p(y
cp

), and amount of the payment, y
cpi

 .  

the model #2 specification is: 

Y
CP 

= f (X
PTP

, X
FS

, X
IC

, X
PC

, X
F
, X

A
, X

Lien
),

dependent variables:

∆Y
CP(1-0)

 is the change in payments for 0th and 1st periods,

P(Y
CP

) is the probability of the taxpayer making a payment,

where Y
CP

 = 1; and

Y
CPi

 is the taxpayer payment.

independent variables:

Y
CP1

 is payments in period 1;

Y
CP0

 is payments in period 0;

X
PTP

 is a vector of past payment variables;
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X
FS

 is a vector of family status variables;

X
IC

 is a vector of income condition variables;

X
PC

 is a vector of personal condition variables;

X
F
 is a vector of irS filing activity variables;

X
A
 is a vector of irS audit activity variables; and

X
Lien

 is an indicator of NFtl.

Timely Future Filing Behavior

Model #3 in the analysis investigates the impact of a lien on the taxpayer’s timely filing be-

havior for future tax obligations.  the dependent variable in this relationship is the timely 

tax filing indicator for future tax returns.  this is a binary variable where one signifies that 

all tax forms for all relevant future years were filed timely and zero signifies that all forms 

were not filed timely (i.e., at least one return was not timely).  the critical variable in this 

model is the lien indicator variable.  other independent variables are taxpayer condition 

variables and irS status variables.  the taxpayer condition variables are the type of primary 

return filer variable, the number of forms variable (not counting schedules), and the 

indicator of prior timely tax filing behavior.  the irS status variables are a prior irS audit 

variable and an irS audit outcome variable.  [these variables are still to be established.]  

the model #3 specification is: 

P(Y
F
|Y

F1
=1) = f(X

T
, X

NF
, X

PTF
, X

A
, X

AO
, X

Lien
),

Y
F
 is probability of future timely tax filing;

Y
F1

 is an indicator of timely tax filing for 1st period variable;

X
T
 is a type of primary tax filer variable;

X
NF

 is a number of tax forms variable, not counting schedules;

X
PTF

 is an indicator of prior period timely tax filing variable;

X
A
 is an indicator of irS audit in prior period variable;

X
AO

 is an irS audit outcome for prior audit variable; and

X
Lien

 is an indicator of NFtl.

Timely Future Payment Behavior

Model #4 in the analysis investigates the impact of the lien on the taxpayer’s timely payment 

behavior for future obligations.  the dependent variable in this relationship is the timely tax 

payment indicator for future returns.  this is a binary variable where one signifies that all tax 

obligations for all relevant future years were paid timely and zero signifies that all obliga-

tions were not paid timely (i.e., at least one payment was not timely).  the critical variable in 

this model is the lien indicator variable.  other independent variables are taxpayer condition 
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variables and irS status variables.  the taxpayer condition variables are the type of primary 

return filer variable, the number of forms variable (not counting schedules), and the indicator 

of prior timely tax paid behavior.  the irS status variables are a prior irS audit variable and 

an irS audit outcome variable.  [these variables are still to be established.]  

the model #4 specification is: 

P(Y
P
|Y=1) = F(X

T
, X

NF
, X

PTP
, X

A
, X

AO
, X

Lien
),

Y
P
 is probability of future timely tax paid;

X
T
 is a type of primary tax filer variable;

X
NF

 is a number of tax forms variable, not counting schedules;

X
PTP

 is an indicator of prior period timely tax paid variable;

X
A
 is an indicator of irS audit in prior period variable;

X
AO

 is an irS audit outcome for prior audit variable; and

X
Lien

 is an indicator of NFtl.

Future Income Outcome

Model #5 in the analysis investigates the impact of the lien on the taxpayer‘s future 

income.  the dependent variable in this relationship is the change in future income as mea-

sured by a change in gross income.  the change in gross income will act as a proxy for a 

change in economic financial potential, which is a concept that permits economic hardship 

to be examined indirectly.  economic hardship will impose a negative impact on economic 

financial potential.  lower economic financial potential implies that less gross income 

will be generated.  the critical variable in this model is the lien indicator variable.  other 

independent variables are economic condition variables, which are employment condition 

variables, gross domestic product variables, and the location variable.  [these variables are 

still to be established.]  

the model #5 specification is: 

∆Y
Inc(1-0)

 = Y
Inc 1

 - Y
Inc 0

 = f(X
Emp

, X
GDP

, X
L
, X

Lien
),

∆Y
Inc(1-0)

 is the change in income for 0th and 1st periods, 

Y
Inc 1

 is income in period 1;

Y
Inc 0

 is income in period 0;

X
Emp

 is a vector of employment type variables;

X
GDP

 is a vector of gross domestic product type variables;

X
L
 is a vector of location variables; and

X
Lien

 is an indicator of NFtl.
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these models will use the cohort data on the delinquent taxpayers.  estimation of these 

models will also include procedures to account for the time series cross section nature of 

the data.

CoNCLUSIoN

this research project will attempt to quantify the value of a lien in collecting payment de-

linquencies.  taS research will also examine the lien’s effect on future filing and payment 

compliance and its effect on the taxpayer’s ability to earn future income.  We anticipate 

completing our research by the end of fiscal year 2011.

the lien’s effect will be measured under various circumstances (e.g., is its value different 

for cNc liabilities or for taxpayers with different levels of income) to determine how the 

impact of lien filing changes with changing circumstances and to help identify when lien 

filing is most effective.  this information will enable the National taxpayer advocate to bet-

ter advocate for modifications in irS lien filing policies so the irS will not unnecessarily 

harm taxpayers or impact their future compliance with the tax laws.
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ExECUTIVE SUmmARy

Background

the National taxpayer advocate has identified legal complexity as a most serious problem 

of tax administration, particularly with respect to social benefits delivered through the 

tax law.  complexity arises in large part from tax expenditures, or government spending 

structured through the revenue system, which continue to proliferate, although measures 

of their effectiveness are lacking.  Whatever the nature of a particular tax expenditure, 

implementation falls to the irS as a matter of tax administration.  

Analysis

to the extent that any tax expenditure has a purpose other than modulating revenue col-

lection, policy-makers should know if that purpose has been achieved.  like pure spending, 

such tax expenditures should be subject to evaluation.  this evaluation should account for 

the effectiveness of the irS as administrator of a particular tax expenditure.  

With respect to social benefit programs, the National taxpayer advocate previously has 

observed that the fundamental design question is whether a program would be better 

suited to the tax system or to a pure spending program.  Further, a social tax expenditure 

should incorporate effectiveness measures.  if effectiveness measures would exceed irS 

constraints, such as those on paperwork burden, then the program would not be suited to 

the tax system.  

assuming a tax expenditure is under consideration, evaluation could take place both before 

and after enactment of a tax expenditure.  during consideration of legislation, evaluation 

would focus on design implications with projected costs and benefits.  after enactment, 

actual administrative data would become available.  

Recommendation

the National taxpayer advocate recommends adoption of a process to evaluate whether 

a tax expenditure presents an administrative challenge, and if so, the extent to which it 

achieves its intended purpose.  Specifically, tax expenditures would be sorted into two cat-

egories.  First, those which require minimal administration would not be assessed or evalu-

ated for administrative purposes.  Second, tax expenditures that involve expertise beyond 

the institutional competence of a revenue collector would be subject to further research.  

tax expenditures should be subject to evaluation with respect to their programmatic intent.  

the efficacy of the irS as the institutional host, or resources required to transform the irS 

into an effective administrator of a particular tax expenditure, also should be assessed.  

although the National taxpayer advocate’s recommendation is limited to administration of 

tax expenditures, research also could evaluate the policy performance of tax expenditures.  

While some tax expenditures may turn out to be efficiently administered by the irS, others 

may add confounding complexity to the tax system.
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INTRodUCTIoN

the National taxpayer advocate is charged in part with identifying problems of tax admin-

istration and recommending legislative amendments to mitigate those problems.2  toward 

that end, she has identified complexity as an administrative problem to be reformed by 

simplification of the tax law.3  in particular, the National taxpayer advocate has focused 

on the problem of delivering social benefits through the tax system, which complicates 

the mission of the irS, resulting in a dual mission of welfare administration as well as 

revenue collection.4  Social benefit programs in particular and tax complexity in general 

arise in large part from tax expenditures, or government spending structured through the 

revenue system.  to address the complexity and other implications of tax expenditures, the 

National taxpayer advocate recommends adoption of a process to evaluate whether a tax 

expenditure presents an administrative challenge, and if so, the extent to which it achieves 

its intended purpose.

tax expenditures continue to proliferate, yet measures of their effectiveness are lack-

ing.  approximately one quarter of government spending consists of tax expenditures.5  

variously conceptualized, tax expenditures may range from time-honored capital cost 

recovery allowances such as accelerated depreciation of machinery and equipment ($1.2 

billion) to the recently enacted Making Work pay credit ($14.2 billion).6  the largest tax 

expenditure is the exclusion of employer contributions for medical insurance premiums 

and medical care ($177.0 billion).7  Whatever the nature of a tax expenditure, implementa-

tion falls to the irS as a matter of tax administration.  

classification of tax expenditures is inherently controversial inasmuch as it marks devia-

tion from an accepted tax base (i.e., the amount on which tax is imposed) regardless of 

particular rationale.  Some tax expenditures may have come into being as economically 

justified adjustments to the tax base rather than as government spending per se.  other tax 

expenditures may have been conceived as spending mechanisms.  For example, the tax law 

allows a credit that is now refundable even in excess of tax due (as well as an exclusion of 

employer assistance) for expenses of adopting a child ($460 million).8  it is difficult to view 

2 See Internal Revenue Code (IRC) § 7803(c)(2)(A).
3 See Most Serious Problem: The Time for Tax Reform Is Now, supra; National Taxpayer Advocate 2008 Annual Report to Congress 3 (Most Serious Problem: 

The Complexity of the Tax Code); National Taxpayer Advocate 2004 Annual Report to Congress 2 (Most Serious Problem: The Confounding Complexity of the 
Tax Code).

4 See Most Serious Problem: The IRS’s Mission Statement Does Not Reflect Its Increasing Responsibilities for Administering Social Benefits, supra; National 
Taxpayer Advocate 2009 Annual Report to Congress vol. 2, 75 (Running Social Programs Through the Tax System).

5 See Thomas L. Hungerford, Tax Expenditures and the Federal Budget, Cong. Res. Serv., RL34622 (Aug. 19, 2008) 17.  
6 See Ofc. of Mgmt. & Budget, Budget of the United States Government FY 2011, Analytical Perspectives (hereinafter USG Budget), Ch. 16 (Tax Expenditures), 

Table 16-1, lines 76 & 130 at 210-11 (relating to 2011).
7 See USG Budget, Table 16-3 at 220 (relating to 2011).
8 See IRC §§ 36C (reflecting amendment by the Patient Protection and Affordable Care Act of 2010, Pub. L. No. 111-148); USG Budget, Table 16-1, line 

119 at 211 (including adoption credit and exclusion for 2011).  The Tax Reform Act of 1986, Pub. L. No. 99-514, repealed a 1981 itemized deduction of 
expenses for adopting children with special needs in part because of a belief that assistance payments could best be made by agencies with expertise in 
the placement of special needs children.  See Cong. Res. Serv., Tax Expenditures:  Compendium of Background Material on Individual Provisions, S. Print 
110-667, 110th Cong., 2nd Sess., Comm. on the Budget 709 (Dec. 2008).  
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this provision as other than a government spending mechanism to subsidize adoption.9  as 

long as a tax expenditure is a spending mechanism, the administrative question is what 

capabilities does the mechanism require?  With respect to adoption assistance, compare the 

irS (a revenue collection agency) with an agency that may have pre-existing subject-matter 

expertise (here child welfare).  

in the case of spending formally structured as a budgetary appropriation, various measures 

of efficiency apply.10  to the extent that any tax expenditure has a purpose other than 

modulating revenue collection, policy-makers presumably would want to know if that 

purpose has been achieved.  like pure spending, such a tax expenditure should be subject 

to evaluation.  this evaluation should account for the effectiveness of the irS as adminis-

trator of a particular tax expenditure.  

BACkGRoUNd

tax expenditures may be conceptualized through academic or legislative definitions.  either 

way, the definition can have political ramifications by highlighting exceptions from integral 

provisions of tax law.  

A tax expenditure may be characterized as a deviation from a base

classically, an academic concept of a tax expenditure proceeded from the proposition that 

an economic measure of income should be the tax base in an income tax system.  that 

is, tax should be proportionate to consumption and saving (and, therefore, ability to pay).  

Manipulation of the scope of the base could result in a tax expenditure, akin to government 

spending, but introduced by the congressional tax-writing committees and administered 

by the irS.  Such manipulation thereby introduces government spending policy into what 

otherwise would be an exercise in economic measurement.  an underlying premise of this 

academic conceptualization may have been that tax expenditures represented a deviation 

from the tax base, introduced complexity into the tax law, and imposed a spending function 

on an agency best suited to revenue collection.  at the same time, tax expenditures could be 

perceived as tax cuts while reducing the amount reported as spending in the government 

budget.  consequently, this concept of a tax expenditure fit within a particular view of what 

taxation should be.  in particular, tax expenditure analysts may have contemplated a com-

prehensive base of all income, divorced from spending, which would be a separate function 

in another part of government.11  

9 A parity argument could be made to the extent that obstetrical expenses are deductible under a pre-existing tax expenditure.  See Treas. Reg. § 1.213-1(e)
(1)(ii).

10 See, e.g., Government Performance and Results Act of 1993, Pub. L. No. 103-62.  
11 A primary proponent of the term “tax expenditure” was Stanley Surrey, a Harvard Law professor who served in the Kennedy and Johnson Administrations as 

Treasury Assistant Secretary for Tax Policy and previously during the Roosevelt and Truman Administrations as Tax Legislative Counsel.  See Stanley S. Surrey 
& Paul R. McDaniel, Tax Expenditures (Cambridge, Mass.:  Harv. Univ. Press, 1985); Surrey, Pathways to Tax Reform (Cambridge, Mass.:  Harv. Univ. Press, 
1973); Surrey, The Federal Tax System – Current Activities and Future Possibilities (speech before Boston Economic Club, May 15, 1968) and The U.S. 
Income Tax System – The Need for a Full Accounting (speech before Money Marketeers, Nov. 15, 1967) in AnnuAl RepoRt of the SecRetARy of the tReASuRy on the 
StAte of the finAnceS fye June 30, 1968, 313, 322 (Washington, DC:  Gov’t Printing Ofc., 1969).
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at the same time, some scholars noted that policy judgment is implicit in the income tax 

base.  the first question is: what is income?  as long as there are theoretical variations on 

the scope of the base, the “lack of an agreed conceptual model makes it impossible to say 

whether a large number of structural features of the existing federal income tax laws are, 

or are not, ‘tax expenditures’.”12  thus, any classification of tax expenditures proceeds from 

policy premises.

“Tax expenditure” has a budgetary definition

Subsequent to the introduction of the academic term “tax expenditure,” an official defini-

tion was adopted into law for budgetary purposes.  the congressional Budget act of 1974 

(1974 act) defined tax expenditures as:

those revenue losses attributable to provisions of the Federal tax laws which allow 

a special exclusion, exemption, or deduction from gross income or which provide a 

special credit, a preferential rate of tax, or a deferral of tax liability; and the term “tax 

expenditure budget” means an enumeration of such tax expenditures.13  

this definition suggests there should be a listing of government expenditures in the federal 

tax laws parallel to the appropriated budget. 

Historically, a motivation for listing tax expenditures may have been a desire to eliminate 

them as an administrative burden beyond the mission of the irS.  Nevertheless, case-by-

case analysis may reveal justification for a tax expenditure.14  For example, federal tax 

law allows a deduction of certain state tax.15  this deduction has been classified as a $70.2 

billion tax expenditure that may act as an incentive to pay state tax, indirectly subsidizing 

states.16  at the same time, review of legislative history summarized by the congressional 

research Service (crS) for purposes of tax expenditure analysis reveals that in originally 

enacting the deduction, a rationale of congress was that state tax is a mandatory reduction 

in disposable income that should be deductible because it reduces a taxpayer’s ability to 

pay federal tax.17  as an administrative matter, a deduction for state tax may be processed 

like any other monetary adjustment to gross income, verifiable by a third party, even 

though this particular deduction is a tax expenditure.  

12 Boris I. Bittker, Accounting for Federal “Tax Subsidies” in the National Budget, 22 Nat’l Tax J. 244, 258 (1969).
13 Pub. L. No. 93-344, § 3(3).
14 See Michael J. McIntyre, A Solution to the Problem of Defining a Tax Expenditure, 14 U.C. DAviS l. Rev. 78, 86 (1980) (suggesting a “need to examine 

individually the myriad purposes for distinguishing tax expenditures from normal tax rules”); but see Bittker, 22 nAt’l tAx J. at 252 (stating “one would either 
have to accept the formal statements by the President or the Congressional committees as conclusive, or engage a staff of political scientists and psycho-
analysts to ascertain the ‘real’ purpose of the statutory change”).  

15 See IRC § 164.
16 See USG Budget, Table 16-1 at 212 (summing deductibility of property taxes on owner-occupied homes with other non-business state and local taxes for 

2011). 
17 See CRS, Tax Expenditures at 918.  Another consideration is that deduction of state tax may be the inverse of imputing state benefits.  Calling state tax de-

ductions an expenditure “rests on the view that disallowing them would be a good enough proxy for directly including the value of the benefits.”  See Daniel 
N. Shaviro, Rethinking Tax Expenditures and Fiscal Language, 57 tAx l. Rev. 187, 224 (2004).
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as it happened, a great reduction in tax expenditures was a by-product of the tax reform 

act of 1986, which reduced total tax expenditures by $190 billion.18  Forty percent of this 

cut in monetary value was due to base broadening, or repeal of special provisions such as 

the investment tax credit, and 60 percent was due to rate reduction.19  tax reform, rather 

than identification of tax expenditures as such, was an historical reason for their reduction.  

after enactment of the 1974 act, congressional and executive agencies annually tabulated 

tax expenditures.  currently, tabulations are published by the Joint committee on taxation 

(Jct), staffed by nonpartisan economic experts primarily serving the committees on 

Finance and on Ways and Means of the Senate and House of representatives, respectively, 

as well as by the office of Management and Budget (oMB) within the executive office 

of the president, using statistics prepared by the office of tax analysis (ota) under the 

treasury assistant Secretary for tax policy.  the estimated revenue cost of each tax ex-

penditure as listed in these annual publications is available for congressional and public 

review.20  However, taxpayer “behavior is assumed to remain unchanged for tax expenditure 

estimate purposes.”21  this means that these estimates do not account for incentive effects 

that may alter economic behavior.  as a practical matter, estimated cost is not a required 

factor in the scoring or enactment of a revenue or budgetary provision, nor does the cost 

estimate measure actual incentive effect.22  

More recently, the Government performance and results act of 1993 (1993 act) has direct-

ed federal agencies to develop strategic plans and report on annual achievements, mostly 

for direct spending programs.  at the same time, legislative history of the 1993 act contem-

plates that tax expenditures also may contribute to government performance, stating:

tax expenditures are similar to spending programs in their impact on the deficit; and 

like spending, are established to achieve specific national objectives. However, the ef-

fect of tax expenditures in achieving these goals is rarely studied.

to increase significantly the oversight and analysis of tax expenditures, the committee 

believes that the annual overall Federal Government performance plans should include 

a schedule for periodically assessing the effects of specific tax expenditures in achiev-

ing performance goals.23

18 Otherwise, tax expenditures would have totaled $510 billion in 1988.  See Thomas S. Neubig & David Joulfaian, The Tax Expenditure Budget Before and 
After the Tax Reform Act of 1986 1, OTA Paper 60, Dept. of the Treasury (Oct. 1988).

19 See Id.
20 See USG Budget, Ch. 16 at http://www.whitehouse.gov/sites/default/files/omb/budget/fy2011/assets/receipts.pdf (last visited Dec. 14, 2010); JCT, Esti-

mates of Federal Tax Expenditures FY 2009-13, JCS-1-10 (Jan. 11, 2010), available at http://www.jct.gov/publications.html?func=select&id=5.  As this 
report went to press, JCT posted Estimates of Federal Tax Expenditures FY 2010-14, JCS-3-10 (Dec. 21, 2010), but the figures herein are from the earlier 
version.

21 JCT, Estimates of Federal Tax Expenditures 21.
22 For a discussion of congressional pay-as-you-go budgetary rules, see Edward D. Kleinbard, Tax Expenditure Framework Legislation, L. & Econ. Working Paper 

109, Univ. of So. Calif. (2010) 14-18.
23 S. Rep. 103-58, 103rd Cong., 1st Sess., Comm. on Governmental Affairs (June 16, 1993).
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consequently, oMB’s budget contains a brief narrative overview as an appendix to its 

chapter on tax expenditures.  However, this appendix merely suggests “types of measures 

that might be useful,” acknowledging practically that “data availability is likely to be a 

major challenge, and data constraints may limit assessment of the effectiveness of many 

provisions.”24  thus, oMB’s analysis acknowledges the outstanding need for research.

Conceptualizing tax expenditures may be critical

defining tax expenditures under either academic or legislative definitions isolates “special” 

provisions from otherwise ordinary exclusions, exemptions, deductions, credits, rates, 

or deferrals.  classification of a provision as a tax expenditure could be pejorative.  For 

example, commentators with various partisan inclinations have criticized the following tax 

expenditures:  

earned income tax credit ($6.2 billion)■■ 25 – Without using the technical term “tax ex-

penditure,” a Wall Street Journal editorial belittled refundable credit recipients as “lucky 

duckies.”26  

Home mortgage interest deduction ($104.5 billion)■■ 27 – commentators have criticized 

the provision for a second home in particular as a subsidy for those who are wealthy 

enough to own vacation homes.28

While it is true that provisions subject to viewpoint-based criticism may be tax expendi-

tures, it is less clear whether the reason for a criticism is the tax expenditure mechanism 

itself or the underlying policy of a provision.   For instance, various criticisms of govern-

ment subsidies for either the poor or the rich may persist whether the subsidies take the 

form of tax expenditures or pure spending.  

academically, the argument against tax expenditures was that the irS, as a collection 

agency, lacked institutional expertise in disbursement.  if, however, a tax expenditure has 

eligibility criteria similar to those for other tax provisions, such as income or other dollar 

amounts reported by third parties, then irS mechanisms may be effective.29  thus, evalua-

tion of tax expenditures should be an administrative rather than a partisan matter.  

dISCUSSIoN

there are tax expenditures for all types of taxpayers, such as individuals, businesses, and 

tax-exempt entities.  Some tax expenditures subsidize particular industries, while others 

promote geographic zones.  certain tax expenditures constitute social benefit programs.  

24 USG Budget, Ch. 16, App. A (Performance Measures and the Economic Effects of Tax Expenditures) 240, 241.
25 See USG Budget, Table 16-1, line 159 at 212 (relating to 2011, noting a significant additional “outlay” effect of $51.5 billion).
26 See Even Luckier Duckies, WAll St. J. (June 3, 2003) A-14.
27 See USG Budget, Table 16-1, line 57 at 210 (relating to 2011).
28 See Sima J. Gandhi, Cracking the Code: A Closer Look at Tax Expenditure Spending 2, Ctr. for Amer. Progress (Mar. 2010).
29 See David A. Weisbach & Jacob Nussim, The Integration of Tax and Spending Programs, 113 yAle L.J. 955, 998 (2004).
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Jct and oMB list over 170 tax expenditures in the following categories:30

taBLE 2.6.1, tax Expenditure Categories

Budget Function

$ Millions for FY 2011

JCT OMB

National Defense 5,400 11,530

International Affairs 25,700 48,210

General Science, Space, and Technology 7,500 8,410

Energy 18,800 16,320

Natural Resources and Environment 1,800 2,160

Agriculture 400 900

Commerce and Housing 356,800 369,180

Transportation 5,000 3,820

Community and Regional Development 9,100 2,580

Education, Training, Employment, and Social Services 137,100 115,920

Health 217,900 204,514

Income Security 157,700 162,961

Social Security 32,400 30,540

Veterans’ Benefits and Services 5,500 5,390

General Purpose Fiscal Assistance 79,800 73,040

Interest 1,300 1,220

TOTAL 1,062,200 1,056,695

the Jct and oMB lists are similar, and the Government accountability office (Gao) 

has published a side-by-side comparison.31  Nevertheless, Jct and oMB differ especially 

when new incumbents marshal different approaches.  in the early 1980s and again in the 

early 2000s, oMB raised concerns about the tax expenditure treatment of issues such as 

consumption tax and corporate tax.32  in sum, oMB raised fundamental concerns about 

the assumed scope of the tax base:  “Because of the breadth of this arbitrary tax base, the 

administration believes that the concept of ‘tax expenditure’ is of questionable analytic 

value.”33  in 2008, Jct published a detailed methodological study that proposed to identify 

30 See JCT, Estimates of Federal Tax Expenditures, Table 1 at 28-45 (totaling 2011 amounts); OMB, USG Budget, Table 16-1 at 209-13 (totaling 2011 
amounts).  Neither JCT nor OMB reports the categorical totals presented here for convenience of the reader, given that simple addition does not account 
for interaction effects among provisions.  See Leonard Burman, Eric Toder & Christopher Geissler, How Big Are Total Individual Income Tax Expenditures, and 
Who Benefits from Them? Discussion Paper 31, 3, Amer. Soc. Sci. Assoc’n (New Orleans, La., Jan. 5, 2008), shorter version published in 98 AmeR. econ. Rev. 
79 (2008) (stating that despite interaction effects, “commentators have added up tax expenditures to make general statements about their magnitude”); 
but see OMB, USG Budget FY 1985, Special Analysis G, Tax Expenditures G-16 (stating “tax expenditure estimates cannot simply be added together to 
obtain totals for functional areas or a grand total”).  

31 See GAO, GAO-05-690, Tax Expenditures Represent a Substantial Federal Commitment and Need to Be Examined 100-108 (Sept. 2005), App. III, Table 4.
32 Savings would not be taxed by a consumption tax system, examples of which include sales tax and value-added tax.  See USG Budget FY 1985 (Tax Expen-

ditures) G-3.
33 USG Budget FY 2002, Ch. 5 (Tax Expenditures) at 61.
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tax-induced Structural distortions, which Jct ultimately did not do.34  at this point, the 

main methodological difference is the baseline against which Jct and oMB estimate 

revenue cost.    

in identifying special provisions as tax expenditures, Jct assumes as a baseline an econom-

ically normal income tax that encompasses, in the case of individuals, personal exemptions, 

standard deductions, and deductions for investment and employee business expenses.  in 

the case of businesses, normal assumptions encompass the accrual method of accounting, 

the economic performance test for deductibility (allowing write-off when payment is ir-

revocable), and the concept of matching income with expenses, as well as the existence of a 

distinct corporate income tax.35  

even as a special provision deviating from a normal baseline may result in a tax expendi-

ture, conversely it may result in a negative tax expenditure.36  For example, the First-time 

Homebuyer credit (FtHBc) as originally enacted by the Housing assistance tax act of 

2008 and applicable to purchases that year required recapture of the credit amount, result-

ing in a tax expenditure followed by a negative tax expenditure in the out years.37

Similarly, oMB (through ota) assumes a normal tax baseline that allows personal exemp-

tions, standard deduction, and deduction of expenses incurred in earning income by indi-

viduals.  For businesses, oMB likewise assumes that income is taxable only when realized 

and that there is a separate corporate income tax.38  

Since 1983, oMB has assumed additionally a “reference tax law” encompassing general 

rules of taxation from which a provision would have to deviate to be classified as a tax 

expenditure.  the assumption was that “the tax laws provided general rules to enable a tax-

payer to determine his income tax.”39  thus, for example, reference tax law excludes from 

gross income most government transfer payments, which are included in gross income 

under the normal tax baseline.  Moreover, reference tax law encompasses accelerated depre-

ciation, which gives rise to a tax expenditure under the normal tax baseline.  consequently, 

the oMB list annotates normal baseline tax expenditures whose revenue effect would be 

zero under reference tax law.40  

34 While tax expenditures may be characterized as exceptions from a general rule of taxation, some expenditures may not be exceptions per se, yet may alter 
economic decisions.  For an example of a so-called Tax-Induced Structural Distortion, current tax law treats debt and equity differently.  That is, interest on 
corporate bonds generally is taxed as ordinary income while gain on capital stock may be taxed at favorable rates, potentially creating an incentive to issue 
stocks rather than bonds.  See JCT, JCX-37-08, A Reconsideration of Tax Expenditure Analysis 41 (May 12, 2008).

35 See JCT, Estimates of Federal Tax Expenditures at 5, 9. 
36 See Id. at 5. 
37 See IRC § 36.
38 As an economic matter, corporate income arguably falls outside income conceived as consumption plus net saving.  See Henry C. Simons, Federal Tax 

Reform 20-21 (Chicago:  Univ. of Chicago Press, 1950).
39 See OMB, USG Budget FY 1985, Special Analysis G, Tax Expenditures G-5.  Inspiration for a baseline of reference tax law may be found in Seymour 

Fiekowsky, The Relation of Tax Expenditures to the Distribution of the “Fiscal Burden,” 2 cAn. tAx’n 211 (1980).
40 See OMB, USG Budget 207-08 & 224.
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the methodological differences between assumptions that are either normative or refer-

enced by law may result in significant revenue differences reflecting alternative visions of 

taxation.  Generally, a normal tax baseline contains economically normative concepts, while 

reference tax law implies acceptance of enacted rules.41  Neither of the baselines reflects a 

consumption tax, although current law incorporates many elements of consumption taxa-

tion, especially income tax exclusions, exemptions, or deferrals, as well as deductions and 

credits, for saving.42  Both normal and referential visions, however, may have more rel-

evance for potential tax reform than effective administration of expenditures in whatever 

form. 

Tax expenditures may be characterized by type of taxpayer.

an overview of tax expenditures may proceed with examples by type of taxpayer.  For 

example, individual taxpayers may benefit (in the amount of $26.9 billion) from a special 

tax rate on qualified dividends.43  that is, qualified dividends are subject to a marginal rate 

of only 15 percent even if the individual taxpayer who includes them in gross income is in 

a higher bracket.44  critics of tax expenditures for individuals may apply the term “upside 

down” to such a provision.45  in an otherwise progressive income tax system characterized 

by graduated rates and other features that cause high-income taxpayers to pay proportion-

ately more due to their higher ability to pay, logically tax expenditures will tend to be re-

gressive, disproportionately benefitting those with high income.46  alternatively, the special 

rate may be conceived as an attempt to reduce so-called double taxation of dividends.47  

an example of a business tax expenditure is the domestic manufacturing deduction ($13.6 

billion).48  congress enacted this provision in 2004 to encourage production of goods in the 

United States.49  of course, any incentive effect would be subject to empirical verification.  

as discussed below, authorization of empirical research could help to verify the effective-

ness of an intended incentive.  

Tax expenditures may subsidize certain sectors

examples of tax expenditures may extend beyond types of taxpayers to sectors of the econ-

omy.  For instance, a significant sector of institutional investment consisting of retirement 

41 For example, at one time, OMB did not reflect in reference tax law the special tax rate on qualified dividends (discussed below) on the theory that if there is 
a corporate income tax, any dividend taxation is duplicative.  See GAO, Tax Expenditures at 93-94.  

42 See Bruce Bartlett, The Flawed Concept of Tax Expenditures, Nat’l Ctr. for Pol’y Analysis (Feb. 13, 2002); Bartlett, The End of Tax Expenditures as We Know 
Them? 92 tAx noteS 413 (2001).

43 See USG Budget, Table 16-1, line 69 at 210 (relating to 2011).
44 See IRC § 1(h)(11).  
45 See, e.g., Sima J. Gandhi, Audit the Tax Code: Doing What Works for Tax Expenditures, Ctr. for Amer. Progress 8 (Apr. 2010).
46 From one perspective, a tax expenditure may seem “to reflect an upside-down idea of policy because the rate of reimbursement is the taxpayer’s marginal 

tax rate; this results in relatively generous rates of reimbursement for the well-to-do, while it provides nothing at all for the very poor who presumably have 
the greatest need.”  William D. Andrews, Personal Deductions in an Ideal Income Tax, 89 hARv. l. Rev. 309, 310 (1972).

47 See JCT, JCS-2-10, Description of Revenue Provisions Contained in the President’s FY 2011 Budget Proposal 7 (Aug. 16, 2010).
48 See USG Budget, Table 16-1, line 80 at 210 (relating to 2011).
49 See IRC § 199.
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funds benefits from a tax expenditure in the form of an exemption from income tax.50  

While accounts such as individual retirement arrangements (iras) and the like represent 

private savings, the tax expenditure amounts to an indirect public subsidy of $142.1 bil-

lion.51  this may be viewed alternatively as hidden government spending or a consumption 

tax element within the income tax.  

industrial subsidies account for a significant number of tax expenditures.  Specifically, 

commentators may identify the energy industry as a beneficiary of tax expenditures of 

$2.8 billion.52  of particular note is the tax expenditure for so-called black liquor.  Generally 

intended as an incentive for “green” biofuel, this provision contains a loophole through 

which paper mills may claim credit for a pulp by-product.53  loopholes are another reason 

to research the actual effect of tax expenditures.   

Tax expenditures may be interchangeable with spending programs

a tax expenditure may be interchangeable with a direct spending program.  For example, 

the low-income Housing tax credit (liHtc) is a $6.2 billion tax expenditure.54  Generally, 

liHtc allows a credit to investors in qualified buildings that house a prescribed percent-

age of residents below certain income levels.55  State housing agencies allocate the credits 

in stipulated amounts through a competitive process, and they physically inspect the 

buildings.56  as long as investors have tax liability against which they wish to claim credit 

(often organized by real estate developers in syndicated form), liHtc allows the federal 

government to subsidize low income housing without direct spending, which would entail 

an attendant application and administrative apparatus.  arguably, it may be more efficient 

to allow a tax credit directly to investors than to impose income tax only to pay back upon 

identifying those investors through a process administered by a housing agency.  after 

all, the point of tax expenditure analysis is to understand the interchangeability of money 

never paid into the treasury with money first paid in and then disbursed out.57

When investors’ tax liability dried up in the recent economic recession, congress mon-

etized a portion of the liHtc by creating counterpart low income housing grants in the 

american recovery and reinvestment tax act of 2009, bringing the tax expenditure full 

circle to a direct outlay program.58  incidentally, such a grant program may be subject to a 

50 See IRC §§ 401 et seq.
51 See USG Budget, Table 16-1, lines 146-50 at 212 (totaling 2011 amounts).
52 The President’s 2011 Budget proposes to eliminate this amount of fossil fuel preferences.  See USG Budget, Ch. 14 (Federal Receipts), Table 14-3 at 186 

(relating to 2011).  
53 See USG Budget at 177 (explaining that “byproducts derived from the processing of paper or pulp (known as black liquor when derived from the kraft 

process) . . . would qualify as cellulosic biofuel and, to the extent so qualifying, could result in substantial revenue losses and a windfall to the paper indus-
try”).

54 See USG Budget, Table 16-1, line 63 at 210 (relating to 2011).
55 See IRC § 42.
56 See CRS, Tax Expenditures at 371 ff.
57 See Shaviro, 57 tAx l. Rev. at 220.
58 See Pub. L. No. 111-5, Div. B, § 1602.
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number of procedural provisions, such as disclosure of grant recipients’ identities, to which 

a tax credit may not be subject.59  While theory and experience show that liHtc and grant 

programs are interchangeable, administrative differences come to the fore, specifically ones 

that increase transparency of government spending.

Tax expenditures add complexity

an example of incremental complexity relates to a tax expenditure for volunteers and 

employees of the U.S. peace corps, an organization whose mission has received bipartisan 

praise.  Since 1997, homeowners have been able to exclude capital gain of up to $250,000 

($500,000 for a married couple filing jointly) on the sale of a home where they lived for 

two of the last five years.60  in 2011, this tax expenditure was worth $31.3 billion.61  in 

the Heroes earnings assistance and relief tax act of 2008, congress decided to enhance 

the home-sale exclusion for the peace corps by allowing their personnel to suspend the 

five-year period while serving abroad.62  thus, a homeowner could live at home for a year, 

volunteer for a two-year term abroad, and still have four years, rather than just two, to sell 

the home free of tax on applicable gain, if any.  if the five-year period had been an impedi-

ment to volunteering, especially for senior citizens with experience that would be valuable 

in volunteer service, the provision removed the impediment.  

Jct estimated the revenue cost of the provision at less than half a million dollars for any 

year within the applicable budget window.63  the peace corps has fewer than 8,000 volun-

teers in a year, whose average age is 28 but of whom seven percent are over 50, as well as a 

couple of hundred employees abroad.64  even if as many as ten percent of these personnel 

have homes to sell, only about 800 people need information about the special tax provision, 

which is not a topic in either the 12-page 2009 Tax Guide for Peace Corps Volunteers or the 

hundred-page Working Overseas Guide:  A Guide for Staff and Their Families (June 2010), 

also published by the peace corps.  

instead, the irS has altered instructions, which now run over a hundred pages, to Form 

1040, U.S. Individual Income Tax Return, the basic form used by about 150 million indi-

vidual taxpayers.65  additionally, the optional suspension of the five-year rule for overseas 

peace corps personnel who might sell a home is explained in irS publication 523, Selling 

Your Home, which is 40 pages long, as well as the more general publication 17, Your Federal 

59 Generally, tax return information, including a claim for a credit, is confidential with the IRS.  See IRC § 6103.
60 See IRC § 121.
61 See USG Budget, Table 16-1, line 60 at 210.
62 See Pub. L. No. 110-245, § 110.
63 See JCT, JCX-45-08, Estimated Budget Effects of H.R. 6081, the “Heroes Earnings Assistance and Relief Tax Act of 2008,” Scheduled for Consideration by 

the House of Representatives on May 20, 2008 FY 2008-18, I.10 at 2.
64 See Peace Corps, Fact Sheet (May 21, 2010).  The Peace Corps has operations in 77 countries, each of which is staffed at least by a Country Director and 

an Administrative Officer.  See Peace Corps, Working Overseas Guide:  A Guide for Staff and Their Families 8 (June 2010).
65 General Line Instructions for Form 1040 (2009) run from page 14 through page 89 (cross-referencing the home sale exclusion).  Form 1040 Instructions 

Including Instructions for Scheds. A, B, C, D, E, F, J, L, M, and SE (2009) contain 175 pages (containing the Peace Corps provision).  See IRS Pub. 55B, Data 
Book (2009), Table 2 at 4 (reporting number of taxpayers).
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Income Tax, which exceeds 300 pages.  taxpayers who use software may be prompted by 

computer to consider whether they are eligible for the special provision which is targeted at 

a mere 800 people.  

the administrative issue is whether it is more efficient for the irS to administer the provi-

sion by adding it to all the other rules applicable to american taxpayers, or for the peace 

corps to identify the estimated 800 affected persons already on the payroll.66  if the latter, 

a cost of a few hundred thousand dollars would become a part of the peace corps’ $400 

million budget,67 rather than a revenue deficit to the treasury.

to be fair, the peace corps is only the last of several constituencies of overseas government 

workers to receive special treatment, after the military, foreign service, and intelligence per-

sonnel.68  in each case, a similar analysis applies.  Which is better situated to deliver a hous-

ing benefit amount to employees abroad:  the irS or the cia, State or defense department?  

accretion of tax expenditures for each of these constituencies, along with numerous other 

targeted provisions, contributes to the confounding complexity of the tax law.69  

Tax expenditures include social programs

a significant type of tax expenditure consists of social benefit programs.  last year, the 

National taxpayer advocate expressed concern about running social programs through 

the tax system.70  For example, the FtHBc awards a nominal amount limited to $8,000 to 

residential purchasers, many of whom might have bought a house anyway.71  if this tax 

expenditure was intended to induce purchases, research should ascertain its actual incen-

tive effect.  Similar analysis applies to various social welfare tax expenditures.72  Moreover, 

social tax expenditures heighten the question of institutional suitability of the revenue col-

lection agency not only for disbursements but particularly for service to an underprivileged 

population.  this question should be answered in terms of the experience of this popula-

tion.  elsewhere in this 2010 annual report to congress, the National taxpayer advocate 

66 Peace Corps pays volunteers a stipend.  See IRC § 912(3).
67 See JCT, Estimated Budget Effects of H.R. 6081, I.10 at 2; Peace Corps, Fact Sheet.
68 See JCT, JCX-44-08, Technical Explanation of H.R. 6081, the “Heroes Earnings Assistance and Relief Tax Act of 2008,” as Scheduled for Consideration by 

the House of Representatives on May 20, 2008 22-23.
69 See National Taxpayer Advocate 2008 Annual Report to Congress 3 (Most Serious Problem: The Complexity of the Tax Code) (stating that taxpayers an-

nually devote 7.6 billion hours, or enough work for 3.8 million full-time employees, to compliance with tax filing requirements).  Another example of a tax 
expenditure that would be impracticably complex for tax administration is the charitable deduction of easements for certain conservation purposes under 
IRC § 170(h), as amended by the Pension Protection Act of 2006, § 1213, Pub. L. No. 109-280.  See Whitehouse Hotel v. Comm’r, 131 T.C. 112 (2008), 
vacated and remanded by 615 F.3d 321, 329 (5th Cir. 2010) (characterizing valuation of real property rights that preserve historic facades of houses as 
“a complex and difficult undertaking that continues to challenge appraisers and the IRS”); Simmons v. Comm’r, T.C. Memo. 2009-208 (judging fair market 
value where “no established market exists” and opining that a private easement “would be subject to a higher level of enforcement” than an applicable 
historic ordinance); IRS Advisory Council, General Report (2009) (focusing on complex distinction “between a legitimate deduction authorized by statute 
and an abusive tax shelter” especially with respect to valuation, which is “inherently subjective”).

70 See National Taxpayer Advocate 2009 Annual Report to Congress vol. 2, 75 ff. 
71 See IRC § 36.
72 Commentators have dubbed certain tax expenditures the “hidden welfare state.”  See Christopher Howard, The Hidden Welfare State:  Tax Expenditures and 

Social Policy in the United States (Princeton, NJ:  Princeton Univ. Press, 1997).  
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has recommended that the irS adopt a dual mission statement and hire personnel appro-

priate to the delivery of social benefits that already have been codified.73  

CoNCLUSIoN

low visibility of tax expenditures has long been a concern of commentators and officials.  

yet listing of revenue estimates has had little effect, perhaps because some in congress 

would support direct spending counterparts of tax expenditures in any case.  Meanwhile, 

successive administrations have had concerns about evaluation, perhaps because each one 

favors some tax expenditures that it would rather not highlight as such.74  on occasion, 

oMB has argued that a tax expenditure may relate to a direct spending program as apples 

to oranges.75  conceptual concerns do not address efficient administration and the taxpay-

ing public, for whom the question should be whether a tax expenditure could be more 

successfully structured.  

Research is necessary to evaluate tax expenditures

tax expenditures may disguise government spending, while administratively compounding 

the problem of mission fragmentation, program overlap, and service gaps.76  that is, tax 

expenditures may divert the irS from its historically core mission of revenue collection to 

disbursement in areas where other agencies, such as the department of energy or Housing 

and Urban development, may have expertise, with an inefficient result.77  this adminis-

trative inefficiency is not measured by annually published tables of revenue estimates.  

originally, the motivation behind those revenue estimates may have been to expose tax 

expenditures as a specific amount of government spending, rather than to analyze their 

effectiveness at particular programmatic purposes.  as discussed above, some tax expen-

ditures may be ably administered by the irS, while others may be interchangeable with 

grants or other direct spending programs.  research is necessary to evaluate the program-

matic efficiency of tax expenditures. 

Policymakers should review studies of tax expenditures

assuming that tax expenditures may be an intentional form of government spending, they 

should be subject to evaluation with respect to their programmatic intent.  the efficacy of 

the irS as the institutional host, or resources required to transform the irS into an effec-

tive administrator of a particular tax expenditure, also should be assessed.  While some 

tax expenditures may turn out to be efficiently administered by the irS, others may add 

73 See Most Serious Problem: The IRS’s Mission Statement Does Not Reflect Its Increasing Responsibilities for Administering Social Benefits, supra.
74 See Leonard E. Burman, Is the Tax Expenditure Concept Still Relevant? 56 nAt’l tAx J. 613 (2003) (admitting that the “Treasury Department, of which I was 

a part . . . , was unenthusiastic about performing these evaluations, reasoning that a comprehensive evaluation of tax expenditures would necessarily raise 
serious objections to measures enthusiastically advanced . . .  the same concerns still hold sway”).

75 See GAO, Tax Expenditures, App. II at 83. 
76 See GAO, Tax Expenditures at 51.  
77 See, e.g., National Taxpayer Advocate 2009 Annual Report to Congress vol. 2, 102 (stating that FTHBC may be better structured as pure spending adminis-

tered by an agency directly connected with the targeted behavior).  
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crippling complexity to the tax system.  of course, evaluation and assessment in turn may 

be ineffectual unless policy-makers review and act on published reports.  the advantage of 

action is more efficient and effective administration.

RECommENdATIoN

the National taxpayer advocate recommends adoption of a process to evaluate whether 

a tax expenditure presents an administrative challenge, and if so, the extent to which it 

achieves its intended purpose.  

Criteria for analyzing tax expenditures

Scholars have argued that the question whether to structure a spending program as a tax 

expenditure should be “solely a matter of institutional design.”78  Noting that an organiza-

tion may be arranged either by function (sales, production, purchasing, etc.) or by purpose 

(tax collection, national security, education, etc.), they suggest that the answer lies in wheth-

er the execution of any particular provision is more mechanical or more discretionary.  

in the example of the state tax deduction discussed above, a provision that requires mere 

verification of amounts, irS mechanisms may be effective.  if discretionary allocation by 

programmatic experts is required, as in the case of liHtc, then the tax expenditure may 

exceed the institutional competence of the revenue collector, who may have to rely on oth-

ers such as state housing agencies, thus increasing complexity while reducing efficiency.  in 

any case, tax expenditures may be analyzed for design efficiency, assuming that some form 

of spending has been authorized as a policy matter.

consider these key criteria:79

refundability:  a credit that may be refunded even in excess of tax owed, sometimes ■■

called a negative tax, shifts the tax administrator from collection into disbursement 

mode.

eligibility:  criteria external to the tax system, such as architecture in the case of the ■■

liHtc, incorporate subject-matter experts into jurisdiction over a tax expenditure.

criteria like these could help to sort between mechanical and discretionary tax 

expenditures.  

For purposes of evaluation, the National taxpayer advocate recommends that all tax expen-

ditures officially identified by either Jct or oMB, however imperfectly, would be sorted into 

two categories.  First, those which require minimal administration, as in the case of the state 

tax deduction, would not be assessed or evaluated for administrative purposes.  Second, 

78 Weisbach & Nussim, 113 yAle l.J. at 957.
79 See generally Eric J. Toder, Tax Cuts or Spending – Does It Make a Difference? 53 nAt’l tAx J. 361 (2000).
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tax expenditures that involve expertise beyond the institutional competence of a revenue 

collector, such as that of energy or housing experts, would be subject to further research. 

The IRS should be authorized to evaluate tax expenditures

as noted above, there is a dearth of data on the programmatic effectiveness of tax expen-

ditures partly because they are tax provisions to which government performance require-

ments do not apply.  Gao has identified a lack of clarity about the roles of the irS, oMB, 

treasury, and programmatic agencies as an impediment to tax expenditure evaluation.80  

to the extent that tax expenditures clearly are in an agency’s jurisdiction, they fall under 

the enforcement function of the irS.  Under the paperwork reduction act of 1995 and 

related requirements, the irS collects the minimum amount of information necessary for 

enforcement; that is, to determine the correct liability for collection, or in case of a “nega-

tive” tax, the correct credit or other amount for refund.81  consequently, irS forms do not 

solicit information that would pertain solely to the effectiveness of a tax expenditure.  For 

example, Form 5405, First-Time Homebuyer Credit and Repayment of the Credit, contains 

ten lines to determine the amount of a credit but does not ask for information that would 

show whether the purchaser could or would have bought a home without the credit.82  

accordingly, irS data may be incomplete for purposes of the recommended evaluation.  

While incompleteness itself would indicate that a program exceeds the irS’s traditional 

role, requiring taxpayers to divulge extraneous information likewise would strain voluntary 

compliance.83  previously, the National taxpayer advocate has observed that the funda-

mental design question for a social benefit program is whether it would be better suited to 

the tax system or to a pure spending program.84  Further, a social tax expenditure should 

incorporate effectiveness measures.85  if effectiveness measures would exceed irS paper-

work constraints, then the program would not be suited to the tax system.  theoretically, 

evaluation should take place both before and after enactment of a tax expenditure.  during 

consideration of legislation, evaluation would focus on design implications with projected 

costs and benefits.  after enactment, actual administrative data would become available.  

in any case, programs may be enacted as tax expenditures precisely to reduce visibility, 

as discussed above, of the nature and cost of the legislation in question.  While certain 

80 See GAO, Tax Expenditures at 5. 
81 See Pub. L. No. 104-13; GAO, Tax Expenditures at 53-55.
82 See CRS, Tax Expenditures at 362 (stating “economic theory suggests that the credit may not be very effective at stimulating home demand.  Empirical 

studies have found lack of liquid wealth to be the principal barrier to homeownership for first-time homebuyers”).
83 The prospect of incomplete IRS data for a program codified in the tax law begs the question whether a tax expenditure could be evaluated ab initio.  Like 

the 1974 law for periodic tax expenditure budgets, the IRS Restructuring and Reform Act of 1998 requires complexity analysis of pending tax legislation.  
See Pub. L. No. 105-206, § 4022(b).  Nevertheless, increasing tax complexity over the past decade, noted above, indicates that legislative analysis has 
not forestalled the problem.  Although administrative shortcomings of tax expenditures could be projected at the time of legislation, the effect of any such 
projections remains unclear.  

84 See National Taxpayer Advocate 2009 Annual Report to Congress vol. 2, 86.
85 See Id.
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legislative formulation may extend into matters of policy, administration of tax provi-

sions per se is a concern of the National taxpayer advocate.  assuming the persistence of 

tax expenditures, their programmatic efficiency should be subject to evaluation.  For this 

administrative purpose, the irS should be authorized to conduct relevant research, such as 

surveys of representative populations.  in the FtHBc example, research might investigate 

rates and sources of down-payment assistance (parental gifts, etc.).    

Moreover, irS statisticians should be authorized to tabulate and analyze relevant data.  

Generally, the irS research, analysis & Statistics division compiles and analyzes data rel-

evant to tax compliance, such as indicators of tax return irregularity that warrant audit.  For 

tax expenditure evaluation, staffing sufficient for relevant counts, tabulations, and analyses 

should be authorized.  this authorization should extend to collaboration on research design 

with agencies that have subject-matter expertise, for instance, in energy, housing, or human 

services.  alternatively, an authorization could allow the irS to hire subject-matter experts.  

an intermediate option would be for irS statisticians to compile relevant data for further 

analysis by an agency with subject-matter experts.  in any case, programmatic agencies 

could formulate research questions to be answered.  then the irS could collect the requi-

site information for analysis by statisticians with expertise in interpreting tax data.

Evaluation of tax expenditures could extend to policy matters

although the scope of the instant recommendation is limited to tax administration, it is 

possible that data also could help to determine if a tax expenditure is effectuating intended 

policy.  For example, a major justification for the home mortgage interest deduction has 

been a “desire to encourage homeownership.”86  However, economic research has shown 

that the deduction “does little if anything to encourage homeownership.  instead, it serves 

mainly to raise the price of housing and land and to encourage people who do buy homes 

to borrow more and to buy larger homes than they otherwise would.”87  research like this 

can interest policy-makers.  in 2005, a bi-partisan commission recommended substantial 

modification of the home mortgage interest deduction because it “encourages overinvest-

ment in housing.”88  as long as relevant data are available, policy evaluation as such is 

beyond the scope of this recommendation.  at any rate, in cases where external data turn 

out to be sufficient, then no recommendation would be necessary.  

if, however, paperwork reduction and related requirements impede collection of relevant 

data outside the traditional scope of tax administration, expansion of that scope deserves 

consideration.  in the case of the mortgage interest deduction, substantial data on the 

housing market were available for economic research.  in another case, such as that of the 

86 CRS, Tax Expenditures at 330-32 (noting that interest historically had been deductible regardless of personal or business purpose).
87 William G. Gale, Jonathan Gruber & Seth Stephens-Davidowitz, Encouraging Homeownership Through the Tax Code, 115 tAx noteS 1171 (June 18, 2007).
88 President’s Advisory Panel on Federal Tax Reform, Simple, Fair, and Pro-Growth:  Proposals to Fix America’s Tax System 59 (Nov. 2005); see also The 

Moment of Truth: Report of the National Commission on Fiscal Responsibility and Reform 30-31 (Dec. 2010) (recommending restriction of the mortgage 
interest deduction to main homes, rejecting secondary residences).
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domestic manufacturing deduction mentioned above,89 it is possible that the irS could con-

duct additional research for evaluative rather than administrative purposes.  Such research 

would be parallel to, but outside of, this recommendation.  While the National taxpayer 

advocate’s recommendation is limited to administration of tax expenditures, research also 

could evaluate the policy performance of tax expenditures. 

Taxpayer privacy law should be maintained

the collaboration recommended above would preserve the taxpayer privacy law, which is 

a keystone of voluntary assessment that should be preserved, as previously outlined by the 

National taxpayer advocate.90 

Generally, the taxpayer privacy law, as amended in the Watergate era, is designed to 

preclude, among other things, partisan manipulation of tax return information.91  as 

discussed above, tax expenditure analysis is vulnerable to such manipulation, while the 

recommended evaluation goes to administrative efficiency.  as long as irS statisticians 

do the recommended tabulations and analysis, no change to the taxpayer privacy law is 

necessary.  on the contrary, the existing taxpayer privacy law should have the effect of 

protecting government researchers, as civil servants, from political pressure in evaluating 

tax expenditures.  Under existing law, research results reporting tax data in aggregate form 

that cannot be associated with any particular taxpayer may be published.92  once program-

matic experts design research questions and statisticians tabulate the results, the published 

reports should be directed to the disposition of policy decision-makers.

89 See CRS, Tax Expenditures at 471 (observing that tax provisions cannot “permanently affect the balance of trade, since exchange rates would adjust”).  
90 See National Taxpayer Advocate 2003 Annual Report to Congress 232.
91 See IRC § 6103.
92 See IRC § 6103(b)(2).
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ExECUTIVE SUmmARy 

Introduction 

in the 1990s, the irS developed a system known as teleFile, enabling taxpayers who filed 

relatively simple tax returns and met specific requirements to file their returns using a 

touch-tone telephone.  teleFile was a type of electronic filing that helped the irS move 

toward its goal of having 80 percent of tax returns filed via electronic means.  However, the 

irS discontinued teleFile in 2005, citing increasing maintenance costs and decreasing use.  

proponents of the system suggest the irS abandoned teleFile prematurely and left a seg-

ment of the taxpaying population with no convenient means of filing electronically.  While 

some former teleFilers adopted alternative methods of electronic filing, others did not.  as 

part of the taxpayer assistance Blueprint (taB) efforts, the irS would like to know more 

about taxpayers who previously used teleFile to help understand their needs and behav-

iors, and what would be needed to encourage those filing paper returns to use an electronic 

filing method.  

Findings

one of the arguments for eliminating teleFile was that taxpayers would use other electron-

ic filing mechanisms, including the then newly developed Free File system.  the data ana-

lyzed in this study show, however, that a considerable number of taxpayers with relatively 

simple tax returns still file on paper.  less than seven percent of former teleFilers used Free 

File to submit their tax returns, and nearly 30 percent of former teleFile users filed a paper 

tax return in 2008.  the irS was not successful in converting these taxpayers to different 

electronic filing methods.  

computer use and internet access are contributing factors to electronic filing use.  a recent 

pew internet project survey shows, however, that about one in four U.S. households does 

not have internet access.  a telephone filing system offers the benefit of being available 

to taxpayers who do not have personal computers or internet access, or who are simply 

not computer savvy.  the U. S. census Bureau’s american community Survey shows that 

nearly 98 percent of U.S. households have some type of telephone service – either a land-

line or cell phone.  Further, more than half (53 percent) of americans who do not use the 

internet at all do have cell phones.  overall, 82 percent of americans own a cell phone, with 

ownership more prevalent among minorities.  the ready availability of telephones makes 

telephone tax filing an attractive option.

By relaxing eligibility qualifications for a telephone system, the irS could greatly expand 

the number of taxpayers who could use such a system - more than 27 million taxpayers 

could have used a telephone based system in tax year 2008.  For a teleFile system to be 

successful, the irS must encourage new taxpayers to use the system to offset the taxpayers 

that can no longer use it because of changing life circumstances.  
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Recommendations

the irS’s original assumption that taxpayers who previously used teleFile would automati-

cally turn to another electronic method overstated some taxpayers’ commitment to elec-

tronic filing.  it would be worthwhile for the irS to consider adding another filing method, 

thereby minimizing or eliminating problems associated with paper filing.  

the National taxpayer advocate recommends that the irS explore reinstating teleFile with 

less restrictive eligibility criteria that allow taxpayers who move to use the system. changes 

in the use of telephones and their technologies should be considered and included in the 

system evaluation so the irS does not develop a system based on obsolete assumptions or 

technology.  this would include evaluating current telephone technologies to determine 

the feasibility of allowing taxpayers with simple tax returns (with less restrictive eligibility 

requirements than those applicable to the former teleFile system) to interact with the irS 

using cell phones and smart phones, as well as being able to file tax returns and interact 

with the irS by voice or text.  

absent a telephone-based system, it is likely that the irS will need to find more efficient 

alternatives for processing paper returns, because it appears some taxpayers will continue 

filing on paper unless they are forced to change.  the irS should evaluate how to capture 

information from paper returns by scanning a bar code rather than by transcription.
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INTRodUCTIoN

in the 1990s, the irS developed a system known as teleFile, enabling taxpayers who filed 

relatively simple tax returns and met specific requirements to file their returns using a 

touch-tone telephone.  the irS started teleFile as a test in one state and eventually expand-

ed it to qualified taxpayers in all 50 states.  

teleFile is a type of electronic filing that helped the irS move toward its goal of having 80 

percent of tax returns filed via electronic means.2  However, the irS discontinued teleFile 

in 2005, citing increasing maintenance costs and decreasing use.  proponents of the system 

suggest that the irS abandoned teleFile prematurely, and consequently left a segment of 

the taxpaying population with no convenient means of filing electronically.

the taxpayer advocate Service (taS) research and analysis staff agreed to work a project 

on teleFile as part of the taxpayer assistance Blueprint (taB) research.  one of the goals 

of the taB was to ‘establish a credible taxpayer and partner baseline of needs, preferences, 

and behaviors.’3  to this end, the irS would like a more thorough evaluation of the teleFile 

system so it can better understand taxpayers who previously used the system; specifically, 

how did these taxpayers file their subsequent returns?  this information will allow irS to 

make informed decisions on how to reach its electronic filing goals.

BACkGRoUNd

teleFile was popular with the irS and taxpayers in the 1990s and early 2000s.  this interac-

tive computer program allowed qualified taxpayers to file a simple federal tax return (Form 

1040eZ) electronically by using the teleFile toll-free number.  a personal computer was not 

necessary.  the program would compute the earned income tax credit (eitc) if the tax-

payer was eligible, and also automatically computed the refund or balance due.

Several states established programs with the irS, making it easier for taxpayers to file both 

their federal and state returns and streamlining processing for both the irS and its state 

counterparts.  When the irS abandoned the program in 2005, several states followed suit.  

today, the states generally use teleFile programs to collect business and sales taxes rather than 

income tax.  canada continues to operate a teleFile program for individual income tax filers.4

For individual income tax returns, the irS limited teleFile use to those with a relatively 

simple return.  eligibility requirements included an income and interest threshold, no 

dependents, age, filing status, disability, no paid tax preparer use, and address change 

limitations; and filers had to receive a teleFile tax package from the irS.  Some of the more 

2 Internal Revenue Service Restructuring and Reform Act of 1998 (RRA 98), Title II.  In RRA 98, Congress stated that the IRS should have a plan to increase 
electronic filing and established a goal that at least 80 percent of all federal tax and information returns should be filed electronically by 2007.

3 Taxpayer Assistance Blueprint (TAB), Final TAB Phase 1 Report, 2 (Apr. 2006).
4 http://www.cra-arc.gc.ca/esrvc-srvce/tx/ndvdls/tlfl/bt-eng.html (last visited Nov. 8, 2010).  See Appendix D for a more detailed description of the Cana-

dian system.
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popular characteristics of teleFile were its availability 24 hours a day, seven days a week, 

the promise of a quick refund, and clear instructions that used graphics.  other important 

features included simplicity, the ability to correct mistakes, a filing acknowledgement or 

confirmation number, the toll-free phone calls, that there was no need to file supporting 

documents, and the ability to have refunds deposited directly in a bank account.5  

although this report will focus on teleFile for individual income tax returns, it should be 

noted that taxpayers could also use teleFile for employment tax returns.  For tax year (ty) 

2004, teleFile accounted for over 800,000, or nearly 19 percent of electronically filed Form 

941 returns, Employer’s Quarterly Federal Tax Return.6  When the irS eliminated teleFile, it 

also eliminated an easy and free method of filing employment tax returns.

the irS developed teleFile as a gateway from paper to electronic filing.  When deciding 

to eliminate teleFile, the irS did not consider how filing requirements could be expanded 

to increase the teleFile eligibility base and reduce the costs of processing each return.7  

rather than expanding teleFile and easing its restrictions on eligibility, the irS chose to 

discontinue the system and to shift users to Free File, which would allow qualified taxpay-

ers to create and file their returns electronically at no charge.  the Free File system requires 

taxpayers to use a personal computer with internet connections to access www.irs.gov 

and then select a link for one of several software companies.  in this study, taS looks at 

teleFilers, their subsequent behaviors, and how less restrictive teleFile eligibility require-

ments could increase the number of taxpayers who could use the system.

Related Research

Several factors affect the ability of the irS to meet its electronic filing goals.  among them 

are computer use and internet access.  a recent pew internet project survey shows that 

about one in four U.S. households does not have internet access.  those making less than 

$30,000 per year or who lack a high school diploma are considerably less likely to use the 

internet than others.  only about 60 percent of adults with low incomes and less than 40 

percent without high school diplomas use the internet.8  the only viable way for these 

taxpayers to file electronically is to hire a professional tax preparer, use a computer located 

elsewhere, or have someone else complete and file their returns for them.  

telephone access is also an important factor when considering a method that involves filing 

a return by phone.  the U. S. census Bureau’s american community Survey shows that 

nearly 98 percent of U.S. households have some type of telephone service – either a landline 

5 1992 TeleFile Evaluation, 24-29.  Report includes findings from taxpayers’ surveys and focus group interviews held with both TeleFile users and eligible 
non-users.

6 Small Business/Self-Employed Division (SB/SE) Research, Fiscal Year (FY) 2005 Nationwide Analysis, Electronic Tax Administration Business Master File 
Marketing Database (June 2005).

7 Treasury Inspector General for Tax Administration (TIGTA), Ref. No. 2003-40-092, Opportunities Exist to Expand the TeleFile Program 5-7 (Mar. 2003).
8 Pew Internet & American Life Project, Pew Research Center, Internet, Broadband, and Cell Phone Statistics 2, 7 (Jan. 5, 2010).  Study methodology in-

cludes interviews with 2,258 adults age 18 or older and has a margin of error of plus or minus 2.4 percent.  The United States Census Bureau reports that 
more than 30 percent of households do not use the Internet at home.  Current Population Survey (CPS) Table 1 (Oct. 2009).
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or cell phone.9  cell phone use is more prevalent today than when the irS last offered 

teleFile, and technological advances in cell phones and smart phones open up new possibili-

ties for filing tax returns by phone.10  taxpayers’ accessibility and willingness to use a tele-

phone to file will play a large role in their decision of whether to use a system like teleFile.

taxpayers who elected to use the teleFile system could do so at no cost and have the as-

surance of having a more accurate return than one prepared on paper because of the error 

checking built into the system.  returns filed through the teleFile system were subjected to 

the same data screening validations as those filed through other e-filing methods to identify 

potentially erroneous claims.  if errors were identified, the irS would not accept the return 

for processing and would notify the taxpayer of the error by letter, telling him or her to 

resubmit the return on paper or by another e-file method.11

the preparation time for a teleFile tax return was much faster than for a paper return.  For 

ty 2002, the irS estimated that it took one hour and 43 minutes to prepare a teleFile tax 

return, whereas it took the same taxpayer three hours and 43 minutes to prepare a paper 

Form 1040eZ.12  the treasury inspector General for tax administration estimated this two-

hour time saving would translate into monetary savings of $53 per taxpayer.13  

the decision to discontinue the teleFile program followed a recommendation made by 

the electronic tax administration advisory committee (etaac) to eliminate teleFile and 

redirect the funds to the Modernized e-File project.  the irS testified that it would save 

9 U.S. Census Bureau, 2009 American Community Survey, C25043.  The universe for this data is occupied housing units which were estimated at 113.6 
million.  Roughly two percent of households do not have telephone service available.  In one study, 83 percent of households indicated that they have 
some type of cell phone.  Pew Internet & American Life Project, Pew Research Center, Internet, Broadband, and Cell Phone Statistics 12 (Jan. 5, 2010).  
There are two major differences between smart phones and cell phones: smart phones can run applications and can access the Internet directly, while cell 
phones cannot run applications and rely on a carrier to get Internet access.  Cell phones’ primary purpose is to make phone calls although they are no 
longer limited to voice calls and text messaging.  Many can play music, take pictures, or connect to the web through a phone carrier.  Smart phones come 
with advanced data features including the ability to manage and transmit data, use third party applications, and make voice calls. Computer World, Cell 
Phone, Smartphone – What’s the Difference?, http://www.computerworld.com/s/article/9129647/Cell_phone_smartphone_what_s_the_difference_ (last 
visited Dec. 20, 2010) and Yahoo Technology, The Real Difference Between Smart Phones and Regular Cell Phones, http://www.associatedcontent.com/
article/5868240/the_real_difference_between_smart_phones.html (last visited Dec. 20, 2010).  

10 Eighty-three percent of households indicated that they had some type of cell phone in December 2009 compared with 66 percent in January 2005.  See 
Pew Internet & American Life Project, Pew Research Center, Internet, Broadband, and Cell Phone Statistics 12-13 (Jan. 5, 2010); Pew Internet & American 
Life Project, Cell Phones and American Adults, 1-5, 28 (Sept. 2, 2010).  Overall, 82 percent of Americans own a cell phone, with ownership more prevalent 
in minorities – 87 percent of African Americans and English speaking Hispanics report owning a cell phone (compared with 80 percent of whites).  Lower 
income, elderly, and rural Americans are less likely to have a cell phone than others.  Seventy-one percent of those making less than $30,000, 57 percent 
of those 65 or older, and 72 percent of rural Americans own cell phones.  Interestingly, more than half (53 percent) of Americans who do not use the 
Internet at all have a cell phone.

11 TIGTA, Ref. No. 2003-40-092, Opportunities Exist to Expand the TeleFile Program 7 (Mar. 2003).
12 IRS, 2002 1040EZ Instructions, 24; 2002 TeleFile Tax Record and Instructions.  For 2008, the IRS estimates the time to prepare a paper Form 1040EZ at 

over ten hours.  IRS Form 1040EZ Instructions.  The IRS now provides only one combined estimated time figure for 1040EZ and 1040A returns.
13 TIGTA, Ref. No. 2003-40-092, Opportunities Exist to Expand the TeleFile Program 15 (Mar. 2003).
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between $17 and $23 million by eliminating teleFile.14  the etaac proposed putting this 

money into other electronic filing methods.  While the irS has made significant strides 

in expanding the use of electronic filing, a sizeable population of taxpayers, most notably 

those with low incomes, continues to file paper returns.

mETHodoLoGy

taS research extracted data for taxpayers who filed their federal income tax returns 

using the teleFile system at least once in tax years 2002, 2003, or 2004, using the irS’s 

compliance data Warehouse (cdW).  research identified these returns from the electronic 

tax administration (eta) individual Marketing database by filing type.  the eta data was 

supplemented with data from the individual returns transaction File (irtF) to obtain gen-

eral characteristics of the target group (such as preparer indicators, type of return filed, date 

of death, unemployment compensation, additional child tax credit, and other form/schedule 

indicators).  appendix a also compares taxpayers using teleFile to eligible taxpayers who 

chose another method.

Next, research created a longitudinal data file by capturing filing pattern data for this 

population for tys 2005, 2006, 2007, and 2008 from the eta individual Marketing data-

base and irtF.  the teleFile population for this study consists of 6.3 million taxpayers.15  

the longitudinal analysis of those using teleFile included any primary taxpayer who used 

teleFile for any of the tax years 2002 through 2004. 

the data file was used to determine subsequent filing behaviors (how tax returns were filed 

– paper, electronic, teleFile, etc.) and general characteristics of the target group.  the data 

were used to evaluate how teleFilers filed their tax returns over time.

Limitations

the longitudinal file contained all taxpayers who teleFiled in tax years 2002, 2003 or 2004, 

except for taxpayers who: 

died during the 2002 - 2008 tax years;■■

Had inconsistent data over time;■■

Were no longer primary taxpayers in tax years 2005 - 2008; or■■

Were originally listed as spouses.■■

14 ETAAC, which consisted of members selected by the IRS to represent a broad spectrum of the private sector, included tax preparers, tax software develop-
ers, payroll companies, financial institutions, small businesses, state governments and taxpayers.  TIGTA, Ref. No. 2007-40-116, Eliminating TeleFile 
Increased the Cost and Burden of Filing a Tax Return for Many Taxpayers 2-3 (July 2007).  2005 Tax Return Filing Season and the IRS Budget for Fiscal 
Year 2006, Hearing Before the Subcommittee on Oversight of the Committee on Ways and Means, U.S. House of Representatives, 109th Cong. (Apr. 14, 
2005).  However, ETAAC does not include representatives of consumer organizations.

15 Some taxpayers were removed from the analysis – taxpayers who used TeleFile in 2002, 2003, or 2004 and passed away sometime before 2009 were elimi-
nated from the data file.  For tax years 2003 - 2008, fewer than one million former primary taxpayers were no longer shown as a primary taxpayer.  This, along 
with non-filers and deaths, contribute to the changing population from one year to the next.  The final longitudinal dataset consists of 6,294,604 taxpayers.  
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during data cleaning, nearly 20,000 taxpayers were removed from the longitudinal dataset 

because they died during the 2002 - 2008 tax years.  records with inconsistent data over 

time were also removed.  For example, six records included multiple birth dates for one 

Social Security number (SSN) and thus were removed because of inconsistent data.  the 

dataset excludes taxpayers who were originally listed as a spouse (the secondary taxpayer) 

on a teleFile return in ty 2002, 2003, or 2004 and subsequently filed their own returns.  

data was based on taxpayers’ primary SSNs and limited to those who used teleFile in ty 

2002, 2003, or 2004.  taxpayers who moved were identified by whether they had a different 

nine-digit zip code from one year to the next.

objectives

the irS wanted to learn about the behavior of former teleFile users, particularly what 

might contribute to the changes in their use of various tax return filing methods.  taS 

developed a plan to identify appropriate research questions and answered them based on 

eta and irtF data.  the research questions for this study follow:

How many taxpayers used teleFile in tax years 2002, 2003, and 2004?■■

What are the characteristics of the teleFile population in tax years 2002, 2003, and 2004?■■

What are the differences in demographic characteristics (�■ e.g., age, filing status, 

total taxable income) of teleFilers compared to other taxpayers who did not 

teleFile?

What method did former teleFilers use to file subsequent tax returns?■■

What are the characteristics of teleFile eligible taxpayers who were filing via �■

some electronic means versus those who filed by paper in tax year 2008?  

How many taxpayers would be eligible to use teleFile today given the qualifying ■■

restrictions?  

What filing method are these eligible taxpayers using? �■

How many taxpayers would be eligible to use teleFile if the restrictions were ■■

modified?  

is there a group of taxpayers who would be eligible for teleFile who are not filing �■

electronically?  

FINdINGS

How many Taxpayers Used TeleFile in Tax years 2002, 2003, and 2004?

More than 11 million tax returns were filed via teleFile for tax years 2002 – 2004.  about 

6.3 million taxpayers filed via teleFile during ty 2002, 2003, or 2004.  approximately 60 

percent of taxpayers who received the teleFile package were eligible to use the system.16  

16 Taxpayers had to receive a TeleFile package to be eligible to use the system.  Tax packages were not forwarded to taxpayers.
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taBLE 2.7.1, teleFile Packages Sent, Eligible taxpayers, and Users for tY 2002 - 200417

TY 2002 TY 2003 TY 2004

IRS Sent TeleFile Package18 14,194,544 14,056,571 13,290,499

TeleFile Eligible19 8,492,703 8,214,726 7,903,490

TeleFile Ineligible20 5,701,841 5,841,845 5,180,100

TeleFile Users21 4,026,693 3,769,606 3,293,652 

about 40 percent of taxpayers who received the teleFile package were not eligible to use 

the system.  overall, only about 25 percent of those who received the package actually 

teleFiled.  yet as Figure 2.7.1 shows, more than 40 percent of those eligible used the system 

to submit their tax returns.

FIGUrE 2.7.1, Package recipients Who Were Eligible for teleFile22

TY 2002 TY 2003 TY 2004

Did not use Telefile

Telefiled Return
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17 Electronic Tax Administration (ETA), Marketing Database, TY 2002 - 2004 and Individual Returns Transaction File, TY 2002 - 2004.
18 Which forms were filed with the previous year’s return and whether the taxpayer used a paid preparer were primary factors in deciding whether to send 

a taxpayer a tax package and if so, which package was sent.  The IRS limited who would receive a TeleFile package based on the amount and types of 
income, filing status, dependents, and whether they moved since their account was last updated. 

19 Wage and Investment Division (W&I) Research Group Phoenix-Los Angeles, ETA Project 5-06-08-1-015N, Full Year ETA Individual Marketing Databases for 
TY 2001, TY 2002, TY 2003 and Partial Year Database for TY 2004 (filed through July 2, 2005 – cycle 26) (Dec. 2005).

20 W&I Research Group Phoenix-Los Angeles, ETA Project 5-06-08-1-015N, Full Year ETA Individual Marketing Databases for TY 2001, TY 2002, TY 2003 and 
Partial Year Database for TY 2004 (filed through July 2, 2005 – cycle 26) (Dec. 2005).

21 ETA, Marketing Database, TY 2002 - 2004.
22 ETA, Part Year TeleFile Analysis, Project 5-06-08-1-015N. 
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What Were the Characteristics of the TeleFile Population in Tax years 2002, 2003, 
and 2004? 

Demographic Characteristics of TeleFilers

the teleFile population is different from the general taxpaying population.  its members 

are younger, have lower incomes, tend to be single, file relatively simple tax returns, 

prepare the returns themselves, and move more than other taxpayers.  Many of these dif-

ferences are expected because of the limiting criteria for teleFile use.  the following table 

compares teleFilers in the year indicated to the remaining taxpayers for various return 

characteristics.

taBLE 2.7.2, Characteristics of Individual tax returns:  teleFiled vs. Other (all Individual returns not 
teleFiled) for tax Years 2002 - 200423  24

Tax Year 2002 2003 2004

TeleFile 
Returns Other Returns

TeleFile 
Returns Other Returns

TeleFile 
Returns Other Returns

Number of Returns 4.0 M 122.7 M 3.8 M 123.3 M 3.3 M 125.3 M

Age
 - Mean
 - Median 

31
25

44
41

32
25

45
42

32
26

44
42

Filing Method  
 – Paper
- TeleFile 
- Practitioner – ELF
- Online

 
   0%
100%
    0%
    0%

60.2%
    0%
30.3%
9.6%

    0%
100%
    0%
    0%

53.2%
    0%
35.5%
11.3%

    0%
100%
    0%
    0%

48.0%
    0%
38.4%
13.6%

Filing Status
 - Single
 - Married filing joint 
- Married filing separate
- Head of Household
 - Qualifying Widower

96.6%
 3.4%
    0%
    0%
    0%

42.1%
40.9%
 2.0%
15.0%
0.1 %

96.0%
 4.0%
    0%
    0%
    0%

41.9%
40.9%
2.0%

15.2%
0.1%

95.6%
 4.4%
    0%
    0%
    0%

42.2%
40.5%
 2.0%
15.3%
 0.1%

Income
 - Mean
 - Median 

  $17,905
$15,298

$46,896
$29,203

$18,463
$15,817

$51,808
$29,681

$19,508
$16,709

$53,020
$30,558

Income Type
- Wages & Interest
 - Schedule C
 - Other

93.5%
  0%

  6.5%

84.1%
14.7%
  7.9%

87.9%
  0%

 12.2%

83.9%
15.4%
  8.0%

84.5%
  0%

15.5%

83.9%
15.7%
  8.1%

Moved in Last Year24  0%  3.1% 0%  3.2% 0%  3.1%

Refund Returns 93.3% 79.5% 93.2% 80.9% 93.0% 78.7%

Refund
 - Mean
 - Median

$557
$444

$2,388
$1,349

$569
$453

$2,486
$1,428

$574
$464

$2,513
$1,433

table continued on next page

23 ETA, Marketing Database, TY 2002 - 2004 and Individual Returns Transaction File, TY 2002 - 2004. This data is only comparing TeleFilers in the indicated 
year to all other filers for that tax year.

24 Taxpayers were identified as moving if the nine-digit ZIP codes did not match from one year to the next.  By definition those who used the TeleFile system 
could not have moved.
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Tax Year 2002 2003 2004

TeleFile 
Returns Other Returns

TeleFile 
Returns Other Returns

TeleFile 
Returns Other Returns

Repeat TeleFile Users25 60.4% n/a 60.3% n/a 58.9% n/a

Return Complexity26  
 – Simple
- Intermediate
- Complex

100%
    0%
    0%

n/a27 100%
   0%
   0%

31.1%
29.0%
40.0%

100%
   0%
   0%

29.3%
39.3%
31.4%

Who Prepared Return
 - Self
 - Paid Preparer 

100%
   0%  

39.4%
60.6% 

100%
   0%  

38.0%
62.0%

100%
   0%   

37.9%
62.1%

25 26 27

in addition to looking individually at teleFilers in tax years 2002, 2003, and 2004, this 

study explores the entire group of taxpayers who used teleFile from 2002 to 2004 and how 

their characteristics changed over the course of tax years 2005 - 2008.  the following data 

are based on this longitudinal analysis.

overall, the number of taxpayers using the teleFile system declined from tax year 2002 to 

2004.  one factor contributing to this decline was that taxpayers who used a preparer were 

no longer sent a teleFile tax package and thus could not use the system.  Several other 

changes can be seen over this time:  teleFilers’ incomes rose and came from sources other 

than just wages and interest.  Similarly, a greater portion of teleFilers moved, making them 

ineligible for the system.  the following discussion highlights several of these demograph-

ics in more detail.

Age

teleFile users tend to be relatively young with an average age of 32 and a median age of 25.  

this does not mean that older taxpayers did not use the system, as those over 35 account 

for nearly one of every three teleFilers.  However, even by 2008, few former teleFilers 

would have been disqualified from using the system if it had been in existence because 

they exceeded age eligibility requirements.28

taxpayers who do not use teleFile are considerably older, with the average age in the 

mid-forties and the median in the early forties, surpassing the average and median ages of 

teleFilers by about 13 and 16 years respectively.  this is not unexpected, given that the eligi-

bility criteria for teleFile specifically targeted returns with lower income and less complexity. 

25 Repeat TeleFilers are defined as taxpayers who filed tax returns using TeleFile for at least two years for tax years 2001 - 2004.
26 Simple returns include Forms 1040, 1040A, or 1040EZ and no additional forms or schedules.  Intermediate returns are Form 1040A with schedules or 

1040 with schedules A, B, D, Additional Child Tax Credit, Educational Credits, Child Care Credit, Credit for the Elderly, or EIC.  Complex returns are defined as 
Form 1040 with schedules C, E, or F or other schedules and all other specific Forms 1040, e.g., 1040(PR).

27 The Return Complexity definition contained only two categories – simple and complex – in tax year 2002.  Beginning in 2003, it was expanded to three 
categories.

28 About two percent (106,435) of the remaining 4,915,470 taxpayers who used Telefile in tax years 2002, 2003, or 2004 would not have been qualified to 
use the system if it were still available in tax year 2008 because they exceeded the age criteria. 
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FIGUrE 2.7.2, age ranges of Former teleFile Users tax Years 2002 - 200829 

2002 2003 2004 2005 2006 2007 2008
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45-54

35-44

25-34
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100%

Income

as expected, teleFile users’ incomes are low, with median levels in the $15,000 to $18,000 

range or 52 to 60 percent of the income of non-teleFilers.  the average income ranged from 

$18,000 to $24,000 or 38 to 46 percent of the average income for those not using teleFile.30  

Because of system eligibility criteria, teleFilers are primarily wage and interest earners with 

small amounts of income coming from other sources.  in 2002, more than 93 percent of 

teleFilers’ income came from wages and interest; by 2008, that figure had dropped to 65 

percent.  inversely, the percent of former teleFile users with Schedule c income increases 

to about seven percent and other income sources increased from nearly seven percent to 28 

percent.  Since sources of income impact whether taxpayers are eligible to use the teleFile 

system, it is apparent that as taxpayers acquire income from additional sources, their 

returns increase in complexity and they would not qualify to use a telephone system.

29 ETA, Marketing Database for Tax Years 2002 – 2008, based on taxpayers who used the Telefile system in 2002, 2003, or 2004.
30 Beginning in TY 2004, the TeleFile taxable income threshold was increased to $100,000.
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FIGUrE 2.7.3, Income Sources of Former teleFilers for tax Years 2002 - 200831

2002 2003 2004 2005 2006 2007 2008

Other

Schedule C

Total

263,456 611,416 877,353 1,215,892 1,118,936 1,260,907 1,378,642

0 0 0 0 263,595 315,117 328,225

4,026,402 5,031,634 5,656,501 5,326,492 5,182,059 5,216,097 4,915,470
Wages & Interest 3,762,946 4,420,218 4,779,148 4,110,600 3,799,528 3,640,073 3,208,603
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Filing Status

Ninety-seven percent of teleFilers in ty 2002 filed using single status compared with just 

76 percent of the 2002 to 2004 teleFile population in ty 2008.  the majority of taxpayers 

with different filing statuses moved to the married filing joint group, which increased by 13 

percent from 2002.  Head of Household status was the only other category with a notable 

increase (six percent) in filers from 2002.  this is just one example of how life changes can 

impact teleFile eligibility.

Filing status is one of the characteristics where teleFilers differ dramatically from the re-

maining population, at least in part because of the eligibility criteria.  For tax years 2002 to 

2004, only about 42 percent of taxpayers who do not use teleFile are single and more than 

40 percent use the married filing joint category.  Fifteen percent of the remaining taxpayers 

file as Head of Household.

31 ETA, Marketing Database, TY 2002 - 2008 and Individual Returns Transaction File, TY 2002 - 2008.
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FIGUrE 2.7.4, Filing Status Used by Former teleFilers for tax Years 2002 - 200832

2002 2003 2004 2005 2006 2007 2008

Qualifying Widower

Head of Household

Married (filing Separate)

0 4 39

0 14,096 28,665

0 54,381 117,327

78
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138,019 267,091 401,847

3,888,383 4,696,062 5,108,623

502,982

4,598,076

612,353

4,288,077

730,669

4,156,329

278

68,352

283,848

819,486

3,743,506

2002 2003 2004 2005 2006 2007 2008

Qualifying Widower

Head of Household

Married (filing Separate)
Married (filing Joint)

Single

0%

20%

40%

60%

80%

100%
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another example of teleFilers’ changing life circumstances is shown by how many of these 

taxpayers moved.  at least 20 percent of those who used the teleFile system moved in any 

given year between ty 2002 and ty 2008.  these taxpayers would not be eligible to use 

teleFile in the years they moved unless they informed the irS of their moves before the 

teleFile tax packages were printed and mailed.33  only about three percent of the remaining 

taxpayers moved in any given year from 2002 to 2004.  

32 ETA, Marketing Database, TY 2002 - 2008 and Individual Returns Transaction File, TY 2002 - 2008.
33 One of TeleFile’s eligibility requirements was that the taxpayer could not have moved because he or she had to have the package to use TeleFile and tax 

packages were not forwarded.  In 2009, more United States residents with low income moved than those with higher incomes.  More than 19 million 
citizens 15 or older with incomes of $25,000 or less (18 percent of those at this income level) moved compared with nearly eight million (about 14 per-
cent) of those with incomes from $25,000 to $50,000, and nearly five million of those who made more than $50,000 (almost ten percent).  U.S. Census 
Bureau, 2009 American Community Survey, Table B07010.
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FIGUrE 2.7.5, Number of Former teleFilers Moving in tax Years 2002 - 200834

2002 to
2003

2003 to
2004

2004 to
2005

2005 to
2006

2006 to
2007

2007 to
2008

Moved

Did not Move

0%

20%

40%

60%

80%

100%

this type of requirement contributes to the decline in the use of teleFile.  other govern-

ments have found ways to overcome this challenge and allow movers to file using teleFile 

if they meet the other eligibility criteria.35 

Refund 

about 90 percent of teleFilers are due refunds, although the amounts are smaller than 

those owed to the remaining taxpayers.  the difference in refunds is in part attributable to 

the teleFile eligibility criteria.  a large portion of the group continued to receive refunds 

over time, dropping a few percentage points from 2002 - 2008.  By 2008, former teleFile us-

ers received an average refund of nearly $1,800 and a median refund of almost $1,100.  the 

average and median refunds of former teleFilers increased over time, doubling and tripling 

respectively, by tax year 2008.

Repeat TeleFilers

teleFile users continued to use the system to file their returns.  repeat customers are those 

who used teleFile in more than one of the tax years studied.  about 60 percent of those 

who filed via teleFile in tax years 2002 to 2004 used the system in more than one year.  of 

those who did not repeat teleFile use in 2003 or 2004, about 20 percent were no longer 

eligible.

34 ETA, Marketing Database, TY 2002 - 2008 and Individual Returns Transaction File, TY 2002 - 2008. Taxpayers were considered to move if their nine-digit zip 
code changed from one year to the next.

35 See Appendix D for a description of Canada’s TELEFILE system.  In Canada, taxpayers who did not receive the TELEFILE tax package but believe they meet 
the system requirements can call a representative to see if they qualify and receive information needed to use the system.  http://www.cra-arc.gc.ca/
esrvc-srvce/tx/ndvdls/tlfl/bt-eng.html (last visited Nov. 8, 2010).
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Return Complexity

return complexity is determined by the forms and schedules that are included in an indi-

vidual’s income tax return.  tax return complexity is based on the following definitions:

Simple Return –■■  Form 1040eZ, 1040a, or 1040 with no schedules;

Intermediate Return –■■  Form 1040a with schedules or Form 1040 with Schedules a, 

B, d, additional child tax credit, educational credits, child care credit, credit for the 

elderly, or earned income tax credit; and

Complex Return –■■  Form 1040 with Schedules c, e, F, or any other forms or schedules. 

the teleFilers’ tax returns became more complex over time.  less than 60 percent filed 

returns that could be categorized as simple four years after teleFile’s final year.  More than 

40 percent of taxpayers who filed a simple return for tax year 2002 (no schedules) filed an 

intermediate or complex return in ty 2008 (either a Form 1040 or1040a with schedules or 

forms attached).  the increasing complexity of returns filed by former teleFile users makes 

it very important to instill electronic filing behaviors early.  if taxpayers are comfortable 

with electronic transmission of documents for simple tax returns using some system like 

teleFile, they may be more likely to use electronic filing means to submit more complex 

documents or returns.

FIGUrE 2.7.6, return Complexity of Former teleFilers tax Years 2002 - 200836
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an analysis of forms filed supports the finding that return complexity increased with time 

for many former teleFilers.  By tax year 2008 only 32 percent of teleFilers were still filing a 

Form 1040eZ, and nearly 45 percent were filing Form 1040.  

36 ETA, Marketing Database, TY 2002 - 2008 and Individual Returns Transaction File, TY 2002 - 2008.  
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FIGUrE 2.7.7, type of tax Form Filed by Former teleFilers tax Years 2002-200837
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Who Prepared the Return

the number of former teleFilers using a paid preparer doubled four years after the system 

was eliminated.  this suggests that taxpayers either could no longer complete and file their 

own tax returns or chose not to.  it is possible that the elimination of teleFile was a factor 

in the decision to start using a tax preparer.  By 2008, about 30 percent of former teleFile 

users hired a paid tax preparer to complete and file their tax returns, or about half as many 

as all individual taxpayers.38   

37 The “Other 1040” category consists of Forms 1040PC, 1040SS, 1040PR, and 1040NR.
38 Taxpayer Filing Attribute Report, Pub. 4822, 2 (Aug. 2010).  Approximately 60 percent of individual taxpayers hired a tax preparer in TY 2008 to complete 

and file their individual tax returns.
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FIGUrE 2.7.8, Paid Preparer Use by teleFilers for tax Years 2002 - 200839
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other factors such as having dependents play a part in teleFile eligibility.  For instance, by 

ty 2008, nearly 14 percent of taxpayers who used teleFile in tax years 2002 to 2004 gained 

dependents and could not use teleFile. 

over time, taxpayers’ returns change as their lives become more complicated.  these 

changes lead to taxpayers growing out of teleFile eligibility and using different methods 

for filing their tax returns.  For a system like teleFile to be effective, the irS needs to keep 

bringing new taxpayers into the system, i.e., continually refreshing users.  expanding 

eligibility criteria and marketing the system to those who are eligible would help bring dif-

ferent taxpayers into the teleFile system.

What method did Former TeleFilers Use to File Subsequent Tax Returns?

once the teleFile system was eliminated, users were forced to change to alternative filing 

methods.  the irS hoped that taxpayers had a positive experience with a system that did 

not rely on paper, and would then migrate to electronic filing.  to some extent, this has 

been the case.  over time, electronic filing increased among those who previously used 

teleFile while paper filing decreased.  of the 4.9 million former teleFilers who filed in 

2008 with their SSN as primary, nearly 30 percent filed a paper return, compared with 26 

percent who filed electronically through a preparer and more than 45 percent who filed 

electronically without preparers. 

39 ETA, Marketing Database, TY 2002 - 2008 and Individual Returns Transaction File, TY 2002 - 2008.
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FIGUrE 2.7.9, how teleFile Users Filed in Subsequent Years40
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one of the arguments for eliminating teleFile was that taxpayers would use other electronic 

filing mechanisms, including the then newly developed Free File system.  Following teleFile 

taxpayers’ behaviors in subsequent years, over 12 percent used Free File in 2006 (the first year 

statistics were kept) but that percentage dropped to less than seven percent in tax year 2008.  

When a return prepared on a computer is printed and filed on paper, the irS refers to it as 

v-coded.41  taxpayers may use a software package to calculate their taxes due or may just 

fill in a form on a personal computer (pc) before printing the forms and filing them.  in tax 

years 2005 and 2006, nearly 13 percent of former teleFilers completed their returns on pcs 

before printing and mailing them to the irS.  By tax year 2008, only nine percent of former 

teleFile users were completing their returns on computers and filing them on paper.

Filing Patterns over Time

looking at the method of filing over time for taxpayers who used teleFile in tax years 

2002, 2003, or 2004, about 60 percent were consistent in their filing method, so once they 

switched from teleFile, they used the same method in subsequent years.42  More than 20 

40 ETA, Marketing Database, TY 2002 - 2008 and Individual Returns Transaction File, TY 2002 - 2008.  Chart includes data for the first year that a taxpayer 
(identified by the primary SSN) filed via TeleFile and moves forward.  For example, if 2003 was the first year a taxpayer used TeleFile; his or her 2002 return 
is excluded from the analysis.

41 During the processing of paper tax returns at the IRS service centers, employees in returns analysis check for the presence of an IRS-issued three-digit 
number on the bottom margin of paper forms 1040 and Forms 1040A.  The three-digit number indicates that the return was computer generated.  When 
the three-digit number is detected, a V-code is entered on the return.  The V-code is transcribed for inclusion in the Individual Returns Transaction File.  This 
procedure was initially included in the processing routine to enable IRS to suppress the mailing of tax return packages to those individuals who submit-
ted a computer generated form.  The V-code indicator has also proved useful in identifying segments of the filing population that may be more easily 
persuaded to take the next step and file electronically.  Individual ETA Marketing Research Part-Year Profile Report Processing Year 2002, 17.

42 Another seven percent of former TeleFilers were no longer listed as the primary taxpayer and our database did not contain information for secondary SSNs.  
Filing method data was not extracted for these returns.  Consequently it is not clear if these taxpayers used consistent filing methods when submitting 
subsequent income tax returns. 
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percent of these former teleFile taxpayers reverted to consistently filing paper tax returns.  

these taxpayers represent a group that might return to electronic filing if the irS offered 

teleFile (if eligible) or something other than computer filing.  about 40 percent of former 

teleFilers switched to consistent use of other methods of electronic filing.43

taBLE 2.7.3, taxpayers’ Filing Methods for tax Years 2002 - 200844 45

Method from Method to Quantity Percent of Former TeleFilers (2002-2004)

TeleFile Paper 1,273,727 20.2%

TeleFile Electronic 2,515,374 40.0%

TeleFile No Record45 457,063  7.3%

TeleFile Inconsistent Methods 2,048,878 32.5%

as seen in table 2.7.3, more than two million or nearly one in three taxpayers used a mix-

ture of filing methods since they last used teleFile in tax years 2002 - 2004.  they may have 

started out filing a paper return and changed to electronic filing, or the other way around, 

or kept switching back and forth.  analysis for these taxpayers focused on how they filed 

in the final year included in the data file – tax year 2008.  Nearly 70 percent of former 

teleFilers who used inconsistent filing methods filed electronically for 2008.  Since these 

taxpayers used multiple filing methods, there is no way to be sure they will continue using 

the methods they used in 2008.  

taBLE 2.7.4, Former teleFile taxpayers with Inconsistent Filing Methods 2002 - 2008, Shown with 2008 
Filing Method46

Method from Method in 2008 Quantity Percent 

TeleFile Paper 444,706 21.7%

TeleFile Electronic 1,414,193 69.0%

TeleFile No Record 189,979 9.3%

43 ETA, Marketing Database, TY 2002 - 2008 and Individual Returns Transaction File, TY 2002 - 2008.  About 60 percent of the 2002 - 2004 TeleFilers filed 
their income tax returns using the same filing method in each year since they last used TeleFile.  Analysis covered tax years 2002 – 2008 for every year they 
were the primary SSN.

44 ETA, Marketing Database, TY 2002 - 2008 and Individual Returns Transaction File, TY 2002 - 2008.  Numbers may not total to 100 percent due to round-
ing.  About 60 percent of the 2002 - 2004 TeleFilers used the same filing method each year since they last used TeleFile and another seven percent did not 
have a record in the dataset of filing a tax return after their last TeleFiled return in tax years 2002 - 2004.  Analysis covered tax years 2002 - 2008 and the 
following is the count of taxpayers who had a secondary SSN for each tax year: 2003 – 110,716; 2004 – 149,653; 2005 – 184,862; 2006 – 179,491; 
2007 – 177,102; 2008 – 157,578; for a total of 959,402.  

45 Taxpayers with no record did not have a filing method associated with their SSNs after they last used TeleFile.  This could be because they were no longer 
the primary taxpayer listed on an account or they did not have a filing requirement.

46 ETA, Marketing Database, TY 2002 - 2008 and Individual Returns Transaction File, TY 2002 - 2008.  This analysis excluded taxpayers who were previously 
categorized as consistent filers.  The taxpayers included in the inconsistent filing method group filed using multiple methods from 2002 - 2008 and used 
the indicated method in 2008.
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What are the Characteristics of Those Who Filed via Some Electronic means 
(TeleFile, other Electronic Filing) Versus Those Who Reverted to Paper in  
Tax year 2008?  

as shown in table 2.7.5 below, nearly 30 percent of former teleFile users filed a paper 

tax return in 2008, meaning the irS was not successful in converting them to different 

electronic filing methods in 2008.  the table below depicts some of the differences between 

paper and electronic filers who previously used the teleFile system to submit their tax 

return.  paper filers who previously used teleFile tend to be older, have simpler tax returns, 

and prepare their own returns more than those who filed electronically in 2008.  those 

who used a paid preparer were more than six times as likely to file electronically as those 

who self-prepared. 

taBLE 2.7.5, Characteristics of Former teleFilers (2002 - 2004) in tax Year 2008

2008 Characteristics of Former TeleFilers – Comparing Paper to Electronic Filers

Category Paper Electronic Total 

2008 Former TeleFilers 1,392,568 28.3% 3,522,902 71.7% 4,915,470 100%

Age

24 & under 217,209 15.6% 703,017 20.0% 920,226 18.7%

25 to 34 430,323 30.9% 1,654,012 47.0% 2,084,335 42.4%

35 to 44 214,453 15.4% 481,483 13.7% 695,936 14.2%

45 to 54 257,952 18.5% 356,063 10.1% 614,015 12.5%

55 to 64 226,862 16.3% 267,661 7.6% 494,523 10.1%

65 and Over 45,769 3.3% 60,666 1.7% 106,435 2.2%

Filing Status

Single 1,154,075 82.9% 2,589,431 73.5% 3,743,506 76.2%

Married – Joint 185,325 13.3% 634,161 18.0% 819,486 16.7%

Married – Separate 23,722 1.7% 44,630 1.3% 68,352 1.4%

Head of Household 29,404 2.1% 254,444 7.2% 283,848 5.8%

Qualified Widow 42 0.0% 236 0.0% 278 0.0%

Income Source

Wages & Interest 909,371 65.3% 2,299,232 65.3% 3,208,603 65.3%

Schedule C 86,420 6.2% 241,805 6.9% 328,225 6.7%

Other 396,777 28.5% 981,865 27.9% 1,378,642 28.0%

Return Complexity

Simple 1,028,196 73.8% 1,776,785 50.4% 2,804,981 57.1%

Intermediate 197,710 14.2% 1,079,834 30.7% 1,227,544 26.0%

Complex 166,662 12.0% 666,283 18.9% 832,945 16.9%

Who Prepared

Self 1,198,864 86.1% 2,264,317 64.3% 3,463,181 70.5%

Paid Preparer 193,704 13.9% 1,258,585 35.7% 1,452,289 29.5%
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How many Taxpayers Would Be Eligible to Use TeleFile If the System Was Available?  

teleFilers’ life situations change over time and some would no longer be eligible to use 

teleFile based on the limiting criteria, thus reducing the number of previous users who 

could use teleFile.  of course, some taxpayers with new filing requirements would be 

eligible to use a teleFile type of system.  For a teleFile system to be successful, it must 

encourage new taxpayers to use the system to offset the taxpayers that can no longer use it 

because of changing life circumstances.

the irS teleFile system required a touch-tone phone for submitting information and filing 

the return.  Given today’s technological advancements, this type of restriction may no lon-

ger be necessary.  However, any technology modifications should be thoroughly evaluated 

for security concerns, data capture, and ease of use.47  additionally, taxpayers with some 

characteristics that were out of the ordinary, such as being blind or 65 or older, could not 

use teleFile because these factors added complexity to the tax return.  

Some eligibility restrictions did not affect many taxpayers, while others impacted a 

substantial number.  Modifying the restriction on moving or preparer use holds the most 

promise for expanding the system without making it unwieldy.  

How many Taxpayers Would Be Eligible to Use TeleFile If the Restrictions Were 
modified?  

if the taxable income threshold remained at $100,000 and the other eligibility criteria were 

held constant, more than eight million taxpayers would be eligible for teleFile.48  if only the 

limitation on moving was changed, about two and a half million taxpayers could be added 

to the base of more than eight million for a total of more than ten million people qualified 

to use an expanded telephone filing system.49

By changing multiple eligibility requirements more than 27 million taxpayers could have 

teleFiled in tax year 2008.  table 2.7.6 shows the number of taxpayers who would be added 

to the group eligible to use teleFile if these criteria are added in the order shown.  For ex-

ample, while eliminating the restriction only on moving would add over two million users, 

as discussed above, removing all of the other restrictions explored in table 2.7.6 below in 

addition to ending the restriction on moving would add over nine million users (i.e., be-

cause most of those who moved were also affected by one or more of the other restrictions 

on eligibility and these other restrictions would also need to be removed for these taxpayers 

47 Pew Internet & American Life Project, Cell Phones and American Adults 1-5 (Sept. 2010).  More than 80 percent of American adults have cell phones, with 
African American and Hispanic (English speaking) ownership rates exceeding white Americans.  Further, some segments of the population that are typically 
difficult to reach report having cell phones, giving this technology the potential to improve reach to more Americans.  Americans do not just use their cell 
phones to make calls, they text, use the Internet, use social media and other activities with their cell phones.  This willingness to use cell phones for other 
activities offers possibilities for future use including government interactions or other purposes not previously considered.

48 See eligibility restrictions, supra.  The income threshold was raised to $100,000 in TY 2004.  ETA, Marketing Database, TY 2002 - 2008 and Individual 
Returns Transaction File, TY 2002 - 2008.

49 8,039,042 taxpayers represent the base of those eligible to use a telephone system in 2008.  Another 2,452,506 taxpayers moved and would be eligible 
by expanding the criteria to include movers for a total of 10,491,548 taxpayers eligible to use the TeleFile system by removing one eligibility restriction.
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to be eligible to use the system).  if dividend or pension income, and education deductions 

and credits could all be claimed using teleFile, another two million (above the base level 

of eight million) could file by telephone.  these numbers represent unique individual tax 

returns, so someone who both claimed dividend income and moved in the same tax year 

would only be counted once. 

taBLE 2.7.6, Impact of Changing Some teleFile Eligibility requirements50  51

Type of Income, Deduction, or Credit Increase in TeleFile Eligible

Base Eligible with latest criteria51 8,039,042

Dividend Income    362,878

Pension Income 521,749

Education Credits, Tuition fees, student loans, etc  1,509,583

Preparer 7,701,629

Moving  9,287,161

Total that could be eligible for TeleFile          27,422,043

What Filing Method Are These Eligible Taxpayers Using? 

taxpayers who would be eligible to file using a telephone system available to more taxpay-

ers (because of less restrictive eligibility criteria) used three different methods for filing 

their 2008 tax returns.  Method use is split fairly evenly between paper, online, and pre-

parer use.  please note that the returns submitted by tax preparers (shown in the table) are 

also filed electronically.  as shown in the following table, the irS would have the potential 

to migrate over 9.7 million paper filers to electronic filing if a teleFile system with less 

restrictive eligibility requirements had been available for the 2008 tax year. 

taBLE 2.7.7, Impact of Changing Some teleFile Eligibility requirements – What Filing Method are these 
Eligible taxpayers Using52

2008 Filing Method Volume Percent

Paper      9,713,003   35.4%

Preparer ELF (electronic)      8,852,619   32.3%

Online      8,856,421   32.3%

Total     27,422,043  100.0%

50 ETA, Marketing Database, TY 2002 - 2008 and Individual Returns Transaction File, TY 2002 - 2008.  The figures in this table are based on changing TeleFile 
restrictions and starting from the $100,000 taxable income base.  The analysis used an income range use of + or - $5 to account for rounding.  Taxpayers 
who used a paid tax preparer the previous tax year were not sent a tax package and thus could not use TeleFile to submit their tax return.

51 Criteria included a taxable income of $100,000 or less, and interest income of $1,500 or less.
52 ETA, Marketing Database, TY 2002 - 2008 and Individual Returns Transaction File, TY 2002 - 2008.  The figures in this table are based on keeping the 

TeleFile restrictions for taxable income at $100,000 and expanding the eligibility criteria so that those taxpayers with dividend or pension income, more tax 
credits, who use a paid tax preparer, and who move are still eligible to use the system.
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Is There a Group of Taxpayers Who Would Be Eligible for TeleFile Who Are Not Filing 
Electronically?  

as the above table indicates, more than one in three taxpayers who could be eligible for 

expanded teleFile continues to file paper returns.  Moreover, nearly another third of tax-

payers potentially eligible for teleFile are using paid preparers.  there is insufficient data to 

determine whether some taxpayers who are using a paid preparer would change to teleFile.

the mean and median incomes for the group of taxpayers filing by paper are much lower 

than for those using a paid preparer or an online method.  taxpayers using preparers have 

lower incomes than those using an online method.  these income amounts, as illustrated 

by the following table, suggest that lower income taxpayers are either not filing electroni-

cally or are possibly being channeled to paid preparers who they may not be able to afford.

taBLE 2.7.8, Mean and Median Incomes by Filing Method53 

Filing Method Mean Income Median Income

Paper $ 21,735 $ 11,960

Preparer ELF $ 25,704 $ 19,224

Online $ 27,275 $ 21,758

CoNCLUSIoN 

the data analyzed in this study suggest that a considerable number of taxpayers with 

relatively simple tax returns still file on paper.  the irS’s original assumption that taxpay-

ers who previously used teleFile would automatically turn to another electronic method 

overstated some taxpayers’ commitment to electronic filing.  it would be worthwhile for 

irS to consider adding another filing method, thereby minimizing or eliminating problems 

associated with paper filing.  an evaluation of any new filing method should include a 

thorough analysis of technologies, costs, adoption rates, ease of use, and taxpayer burden 

associated with the proposed filing method.   

a telephone filing system offers the benefit of being available to taxpayers who do not have 

personal computers or internet access, or who are simply not computer savvy.  By modi-

fying eligibility qualifications for a telephone system, the irS could greatly expand the 

number of taxpayers who could use such a system.  changes in the use of telephones and 

their technologies should be considered and included in the evaluation so the irS does not 

develop a system based on obsolete assumptions or telephone technology.54

53 ETA, Marketing Database, TY 2002 - 2008 and Individual Returns Transaction File, TY 2002 - 2008. The figures in this table are based on changing TeleFile 
restrictions starting from the $50,000 taxable income base for TY2002 to $100,000.

54 The IRS estimated that it would save $17 to $23 million by eliminating TeleFile.  2005 Tax Return Filing Season and the IRS Budget for Fiscal Year 2006, 
Hearing Before the Subcommittee on Oversight of the Committee on Ways and Means, U.S. House of Representatives, 109th Cong. (Apr. 14, 2005).
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For example:  overall, 82 percent of americans own a cell phone, with ownership more 

prevalent in minorities with 87 percent of african americans and english speaking 

Hispanics owning a cell phone (compared with 80 percent of whites).  Seventy-one percent 

of those making less than $30,000, 57 percent of those 65 or older, and 72 percent of rural 

americans own cell phones.  interestingly, more than half (53 percent) of americans who 

do not use the internet at all have a cell phone.55  a teleFile-type system could introduce 

these taxpayers to a type of electronic filing, which may result in some converting to 

computer-based e-filing as they age and their tax situations become more complex.

absent a telephone-based system, it is likely that the irS will need to find alternatives for 

processing paper returns that are more efficient than current methods, because it appears 

some taxpayers will continue filing on paper unless they are forced to change.  the objec-

tive would be to eliminate many of the human handling requirements that introduce costly, 

time consuming inaccuracies into the paper handling process.  Bar code technologies might 

be one alternative that offers promising results.

RECommENdATIoNS

the National taxpayer advocate offers these recommendations:

explore reinstating teleFile with less restrictive eligibility criteria that allow taxpayers 1. 

who move to use the system. 

evaluate current telephone technologies to determine the feasibility of allowing 2. 

taxpayers with simple tax returns (that meet less restrictive eligibility requirements 

than those applicable to the former teleFile system) to interact with the irS using 

cell phones and smart phones.  this would include being able to file tax returns and 

interact with the irS by voice or text capabilities.

evaluate how current bar code technologies could be applied to processing tax returns 3. 

so that information could be captured from paper returns by scanning a bar code 

rather than by transcription.

55 Pew Internet & American Life Project, Cell Phones and American Adults (Sept. 2010), available at http://www.pewInternet.org/Reports/2010/Cell-Phones-
and-American-Adults.aspx (last visited Dec. 8, 2010).
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Appendices

Appendix A: Telefile Eligibles – Comparing Those who Filed a Paper Return 
Versus Those who Filed Electronically in tax years 2002 - 2004

What are the characteristics of TeleFile eligible taxpayers who used TeleFile versus 
those who filed by some other means in tax years 2002, 2003, and 2004?

the following table includes primary taxpayers who were eligible to use teleFile in 2002, 

2003, or 2004.  the analyses in this appendix compare taxpayers who were eligible and 

filed via teleFile to those who could have used the telephone to file but chose some other 

filing method in tax years 2002 – 2004.  While these two groups are very similar to one 

another, there are differences.  those who used teleFile had slightly higher incomes, were 

slightly more likely to get a refund, and received larger refunds than those who were 

eligible and used another filing method.  those filing by a method other than teleFile were 

more likely to hire a preparer.  

taBLE 2.7.9, telefile Eligibiles - Users vs. Non-Users

TeleFile Eligible Taxpayers

Tax Year 2002 2003 2004

Filed via 
TeleFile

Filed Using 
Some Other 

Method
Filed via 
TeleFile

Filed Using 
Some Other 

Method
Filed via 
TeleFile

Filed Using 
Some Other 

Method

Number of Returns 4.0 M 4.2 M 3.8 M 4.2 M 3.3 M 4.4 M

Age

 - Mean 31 30 32 31 32 30

 - Median 25 25 25 24 26 23

Filing Method  

- Paper    0% 72.8%    0% 69.6%    0% 64.9%

- TeleFile 100%    0% 100%    0% 100%    0%

- Practitioner – ELF    0% 11.1%    0% 11.1%    0% 10.2%

- Online    0% 16.1%    0% 19.3%    0% 24.9%

Filing Status

 - Single 96.6% 95.8% 96.0% 94.8% 95.6% 94.4%

 - Married filing joint  3.4% 4.2%  4.0% 5.2%  4.4% 5.6%

Income

 - Mean  $17,905 $15,850 $18,463 $16,349 $19,508 $17,563

 - Median $15,298 $11,863 $15,817 $12,138 $16,709 $12,984

Income Type

- Wages & Interest 93.5% 93.0% 87.9% 93.1% 84.5% 93.9%

 - Other  6.5% 7.0% 12.2%   6.9% 15.5%   6.1%

Refund Returns

Percent of Returns 93.3% 88.8% 93.2% 88.8% 93.0% 88.8%
table continued on next page
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TeleFile Eligible Taxpayers

Tax Year 2002 2003 2004

Filed via 
TeleFile

Filed Using 
Some Other 

Method
Filed via 
TeleFile

Filed Using 
Some Other 

Method
Filed via 
TeleFile

Filed Using 
Some Other 

Method

Refund

 - Mean $557 $515 $569 $527 $574 $541

 - Median $444 $371 $453 $376 $464 $390

Who Prepared Return

 - Self 100% 86.3% 100% 86.1% 100% 86.4%

 - Paid Preparer    0% 13.7%    0% 13.9%    0% 13.6%
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Appendix B: Description of the IRS’s TeleFile Program for Individuals

The following information comes from “e-file Using a Telephone (TeleFile)”,  
TeleFile system facts from the IRS’s internal (intranet) website.  

a taxpayer could use teleFile and file his or her taxes by phone, if he or she received the 

teleFile tax package in the mail56 and:

Had access to a touch-tone telephone; ■■

Was still using the address printed on the teleFile tax package for mail purposes; ■■

Filed single or married filing jointly and had no dependents; ■■

Was under 65 on January 1;■■

Was not blind; ■■

Had income only from: ■■

Wages, salaries, tips, taxable scholarship or fellowship grants; �■

Unemployment compensation; �■

interest (less than $1,500 and no withholding deduction); �■

alaska permanent Fund dividends; �■

Qualified state tuition program earnings; �■

Had total taxable income of less than $100,000 ($50,000 prior to tax year 2004)■■

a taxpayer could not use teleFile if he or she:

Needed to change filing status, name, or address; ■■

Needed to claim any dependents; ■■

Needed to claim a deduction(s) for being over 65 or blind; ■■

did not receive the tax package;■■

Was filing the return of a deceased taxpayer; ■■

received any advanced eitc payments; or ■■

repaid any unemployment compensation during the year for which the return was ■■

being filed.

56  In general, TeleFile tax packages were mailed to taxpayers who used a Form 1040EZ, were eligible to use Form 1040EZ, or used TeleFile for the prior tax 
year.  The taxable income level for Form 1040EZ was raised from $50,000 to $100,000 for tax year 2004, so TeleFile tax packages were sent to 1040EZ 
eligible taxpayers with a taxable income of less than $100,000 in the previous tax year.  

There are numerous other qualifications for receiving a TeleFile package, including:  filed a Form 1040EZ the previous year, did not use a preparer for the 
prior year’s return (except for those that live in 8 specified states), did not file an amended return that would change their eligibility to use Form 1040EZ, 
the primary and secondary dates of birth and SSNs are valid, zip code is valid, taxpayer cannot be deceased or in the prisoner file, or have an open Crimi-
nal Investigation.  This list is not all inclusive, there are numerous other criteria.

These qualifications significantly reduced the number of TeleFile packages that were mailed.
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Benefits of the system included:

Fast Refunds –■■  receive refunds quickly;

Quick –■■  a ten-minute call with proof of acceptance provided before the end of the call; 

Accurate –■■  the computer does all the math; 

Secure –■■  a dedicated phone line provides a safe transmission; 

Convenient –■■  File from home, 24 hours a day seven days, a week; 

Electronic Payments –■■  pay balance due by electronic funds withdrawal or with a credit 

card;

the phone call typically took about ten minutes.  teleFile did the math and calculated 

the tax owed or the refund due.  there was no need to mail anything to the irS, and the 

teleFile system provided a confirmation number at the end of the call as proof the return 

was accepted.
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Appendix C: Description of the IRS’s TeleFile Program for Businesses

The following information comes from a press release issued by the IRS in 1997 
announcing the new telephone filing system for Form 941, Employer’s Quarterly 
Federal Tax Return.

the internal revenue Service has good news for over 890,000 business taxpayers – many 

of them may now be able to throw away the paper and file their quarterly payroll returns, 

Forms 941, by telephone.  the teleFile system is free and paperless telephone filing method 

that automatically figures the tax and any refund or balance owed.

the Form 941 teleFile pilot will begin with returns for the first quarter of 1997.  Special 

teleFile packages with the necessary information were sent to potential filers.  these pack-

ages included payment vouchers for those who owe money, along with paper Forms 941 for 

those who may not qualify for teleFile.  the system started as a test limited to taxpayers in 

14 states and expanded to all 50 states in 1998.57

Background

Purpose – employers use Form 941 to report income tax that was withheld from wages 

(including tips), distributions from nonqualified pension plans (including nongovernmen-

tal Form 941 section 457(b) plans), supplemental unemployment benefits, and third-party 

payments of sick pay.  also use Form 941 to report social security and Medicare taxes.

Who Must File – employers who withhold income tax on wages, or who must pay social 

security or Medicare tax, must file Form 941 each calendar quarter. after you file your first 

Form 941, you must file a return for each quarter, even if you have no taxes to report. 

Zero Wage return – Beginning in april of 2004, U.S.-based (domestic) taxpayers may file 

their “Zero Wage” Forms 941 by telephone using the 941teleFile.  eligible filers must have 

had: (a) no withholding, (b) no federal tax deposits, and (c) no taxes to report the quarter. 

dial 1-800-583-5345 (toll free) to use 941teleFile.  if the company goes out of business or 

stops paying wages, file a final return.58  

teleFile was discontinued in august 2005, leaving business taxpayers fewer options for 

filing their tax returns.59  When the irS eliminated teleFile, an easy and free method for 

taxpayers to file employment tax returns was also eliminated.

57 IRS News Release, IR-97-10 (Mar. 1997).  
58 IRS, Instructions for Form 941, Employer’s Quarterly Federal Tax Return (Rev. Jan. 2004). 
59 SB/SE Research, Project BKN0045, FY 06 Nationwide Analysis, ETA BMF Marketing Database (May 2006). 
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Appendix D: Canada’s TELEFILE System

The following information comes from Canada Revenue Agency’s website about the 
TELEFILE Service.

canada’s teleFile is a service designed for taxpayers with the most common types of 

income tax information such as employment income, pension income, interest income, 

registered pension plan contributions, and charitable donations.  the system does not ac-

cept more complex information, such as self-employment income, capital gains, and rental 

income.  First-time filers are not eligible to use teleFile.

the teleFile service is available to taxpayers who have received a specified income tax 

package or those whose tax situations make them eligible.  teleFile is designed to accept 

certain income, deduction, and tax credit amounts.  the teleFile tax package includes an 

access code.  taxpayers who do not receive the tax package but feel they are eligible can call 

a toll-free number to obtain a code if they meet the criteria.60

canada promotes teleFile as paperless, quick, free, and easy.  additionally, taxpayers 

receive a confirmation number showing receipt of the tax return.61

Steps for filing with TELEFILE:

Step 1—complete your tax return, including all necessary forms and schedules, using the 

information in your tax package.

Step 2—call the teleFile service toll-free.  you must use a touch-tone telephone and call 

from within canada or the continental United States. teleFile is available seven days a 

week.

Step 3—enter your tax information using your telephone keypad. the teleFile service 

will guide you every step of the way.

We will ask you for your Social insurance Number (SiN) and personalized access code 

(shown on your personal label sheet included in your income tax package).  We will 

also ask you to confirm your marital status, and if applicable, your spouse or common-

law partner’s SiN.  We may ask for his or her net income and the amount of Universal 

child care Benefit (UccB) that is included in their net income to determine amounts 

for which you may qualify, such as the goods and services tax/harmonized sales tax 

(GSt/HSt) credit and the canada child tax Benefit (cctB).  you will then be guided 

through the entry of the information from your tax return.

60 Changing address does not automatically disqualify a taxpayer from using TELEFILE as was the case with the American TeleFile system.  Canadian taxpayers 
who meet the system qualifications can receive an access code over the phone that allows them to use the TELEFILE system.

61 http://www.cra-arc.gc.ca/esrvc-srvce/tx/ndvdls/tlfl/bt-eng.html (last visited Nov. 8, 2010).
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Step 4—confirm that you want to file the information as your tax return.  We will give 

you a confirmation number and immediately begin processing your tax return.  Write 

down this confirmation number and keep it for your records.  it is your proof that we have 

received your tax return.

Note

your income tax return has not been filed until we issue your confirmation number.  Be 

sure to listen for it before hanging up.
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