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Introduction

Better measurement of tax administration costs will improve our understanding of factors that influence a tax system
and its outputs. As discussed in Slemrod and Yitzhaki (2002), the public’s compliance costs are considerably larger
than the budget of the tax administrator (e.g., the Internal Revenue Service). The public’s compliance costs are typically
related to the filing of a tax return. However, there are instances when additional information is required by the tax
administrator after a tax return has been filed, and as a result, additional costs are incurred by the taxpayer. Because it
is impractical to measure these costs directly, they must be estimated. This paper provides a methodology and prelimi-
nary estimates of these post-filing compliance costs for U.S. Federal individual income taxpayers and how they vary
based on taxpayer characteristics and administrative treatments.

Prior IRS individual taxpayer compliance cost research has focused on compliance costs incurred during pre-filing
and filing activities.2 An earlier effort (Connors, et al. 2007) compared discrete event simulation and econometric
microsimulation as potential modeling frameworks for IRS post-filing processes. This paper extends the 2007 study,
describing the associated data collection, modeling, and estimation efforts.

Pre-Filing and Filing

The IRS Office of Research conducts surveys to collect data from taxpayers regarding the time and money spent in
complying with U.S. Federal tax laws. To provide comparability across return preparation methods, we monetize time
to produce a single measure of compliance costs: total monetized compliance costs. Marcuss, et al. (2013) estimated
that for Tax Year 2010 the average total monetized compliance cost that individual taxpayers incurred during the pre-
filing through filing period was $373. In this study, IRS taxpayer-level administrative data allowed the IRS to identify
a population of individuals who had completed the pre-filing and filing components of the compliance process for a
particular tax year. A sample of those individuals was surveyed to solicit specific information from them about their
pre-filing and filing compliance costs for a particular tax year. Framing questions were included in the survey instru-
ment to help taxpayers recall the pre-filing and filing compliance activities associated with that year’s tax return. The
survey data were used in conjunction with IRS administrative data to develop models capable of producing population
estimates of pre-filing and filing compliance costs.

Post-Filing

For this study, our goal was to develop modeling capabilities that would allow us to produce compliance cost estimates
for individual taxpayers who: (1) filed an amended tax return; (2) had accounts receivable with the IRS and made an
attempt to reach an agreement as to how the account could reach resolution; (3) had a return examined and interacted
with the examiners; or (4) appealed an IRS decision. Our ability to accomplish this task relied heavily on available ad-
ministrative data related to relevant IRS post-filing processes. Beyond data availability, we carefully considered how to
represent efficiently the essential characteristics of what can be a very complex administrative process.
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From a tax administration perspective, the post-filing process can be complex for a taxpayer because it may cause
him to interact with multiple IRS functions during an extended period of time after a tax return has been filed. For
example, a tax return may be examined, resulting in the taxpayer being found to be liable for additional tax. Upon this
determination, the taxpayer may both appeal the assessment and apply for various forms of relief with respect to the
terms of meeting the financial obligation. In this example, the taxpayer would interact with the examination function,
the appeals function, and more than one process within the collection function [Figure 1].

FIGURE 1. Major Components of the IRS Post-Filing Process
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Each IRS post-filing function has its respective processes. Representing differences across and within these pro-
cesses informs our understanding of how the associated taxpayer experience can vary. As an example, an examination
may be conducted solely via correspondence or as a face-to-face meeting. These processes are very different in terms
of the taxpayer experience. In certain instances, there may be differences within subprocesses as well. Consider, for ex-
ample, two taxpayers who each undergo a correspondence examination, where the two examinations focus on different
issues. The actions necessary to resolve the two cases may be different.

The sample frame for the post-filing compliance period was similar to that of the pre-filing and filing compliance
cost research. However, significant heterogeneity in both activity and duration within the post-filing process made
framing the compliance period difficult. To address these issues, we developed an analog sample frame for the post-
filing process that considered data availability and allowed for the development of an appropriate reference period
framing questions on the survey instrument.
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Defining the Post-Filing Period

The post-filing period begins when a taxpayer is made aware of an issue with an already-filed tax return and concludes
when the issue has been resolved. The post-filing period is typically initiated by one of the Internal Revenue Service’s
enforcement functions through official correspondence sent to the taxpayer. However, post filing can be taxpayer-
initiated when a taxpayer files an amended tax return. Identifying individuals who have a post-filing issue is the first
step, but we are much more interested in those taxpayers who have completed the post-filing process and have actively
worked to resolve their post-filing issue. Doing so is analogous to the pre-filing and filing compliance cost studies that
use a filed tax return as an indication that the pre-filing and filing compliance period has concluded and the taxpayer
has taken an active role in that process. Instances in which post-filing issues were resolved without any action on the
taxpayer’s part were excluded from this study (e.g., as when a taxpayer never responds to an IRS notification).

Post-Filing Population

Although using a single tax year for the post-filing study is conceptually desirable, using the tax year as the primary
survey frame poses some challenges. The enforcement process can be protracted, spanning many years in some cases.
Because a small number of cases can take a decade or more to close, practical research considerations, such as limit-
ing survey recall bias, dictate truncating the enforcement tail in some way for any tax year in the study. To aid us in
determining a practical truncation point, we examined the calendar years within which a specific tax year’s post-filing
cases closed [Table 1].

TABLE 1. Individual Income Tax Post-Filing Case Closures?®

Calendar Year

2005 5,108,112 5,689,535 3,115,522 1,084,553 625,548 469,680
[ 2006 Z 5,495,097 6,466,352 3,009,229 1,261,479 713,610
8| 2007 - - 6,862,927 6,057,428 3,305,672 1,332,201
x [ 2008 - - - 5,548,190 6,548,077 4,215,732
" 2009 - - - - 3,852,163 6,158,060
2010 - - - - - 3,456,278

SOURCE: IRS, Office of Research, Taxpayer Analysis & Modeling

Upon reviewing the case closure data, we noticed that the vast majority of post-filing cases closed within the 3
calendar years immediately following the tax year in question (e.g., for TY 2005, the span would be CYs 2006-2008).
If the tax year were the basis of the sample frame, then even this truncation of the tail of the case closure distribution
would require that our survey ask taxpayers about their experience with cases that may have closed over 2 years earlier.
Viewed instead from the perspective of the case closure year, we find the vast majority of post-filing cases that closed
during a particular calendar year stemmed from returns filed for the 3 most recent tax years. By focusing our study
on cases that closed in calendar year 2011 for tax returns from Tax Year 2008, 2009, or 2010 we were able to obtain an
adequate population size while mitigating the challenges of recall bias.

Survey Sample Design

Having determined the study population, we next needed a sample design capable of producing estimates for both the
overall population as well as a wide variety of subpopulations of interest. The goal was an efficient design yielding data
sufficient to estimate the model coefficients of interest. To design an adequate sample, we considered how a taxpayer’s
particular post-filing experience could impact his compliance costs. We categorized IRS post-filing processes as fol-
lows: (1) the amended returns process; (2) the collection process; (3) the audit process; and (4) the appeals process. To
efficiently represent the heterogeneity within these processes, we sought to reflect important qualitative differences

> Case closures are across multiple IRS post-filing functions (e.g., Examination and Collection), and taxpayers may be counted multiple times.
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within the taxpayer paths in each of these processes. For instance, the IRS Collection function seeks to have taxpay-
ers pay outstanding debts. However, there are different ways by which taxpayers come into full payment compliance.
Compliance costs are likely to differ depending on a taxpayer’s behavior. Once it has been determined that a liability is
owed, a taxpayer may pay immediately—with typically little direct effort involved in doing so. Alternatively, a taxpayer
may enter into an installment agreement arrangement with the IRS, in which the taxpayer agrees to pay the liability
over time. Applying for and paying the fee for an installment agreement results in additional activities and costs beyond
actually making payments.

There are substantial variations within the Examination process as well. The majority of examinations are con-
ducted via correspondence, but other examinations are conducted in person at an IRS office or the taxpayer’s place
of business. The scopes of these types of examinations differ because face-to-face examinations are generally reserved
for more complex issues, while less complex issues can be examined remotely. We expected both taxpayer response to
collection activity and the type of examination (if any) to influence taxpayer post-filing compliance costs. By reflecting
these factors in the sample design, we can more efficiently control for differences in taxpayers’” post-filing experience.

The sample design affects our ability to model differences in post-filing compliance costs across these segments of
the post-filing population. Our sample design accounted for differences in three categories: (1) original return com-
plexity; (2) post-filing issue (resolution) complexity; and (3) original return preparation method. A more detailed de-
scription of the three categories can be found in Appendix Tables A1-A3. In total, we considered two levels of original
return complexity, seven types of post-filing issue resolution complexity, and two types of original return preparation
method. This particular design would have resulted in 28 strata, but we collapsed a few cells, producing a final sample
design with 22 strata [Appendix Table A4].

Survey Development

IRS administrative data are a crucial element of this study because they allow us to determine our pool of potential re-
spondents and to reconstruct many of the key events in a taxpayer’s post-filing compliance experience. However, these
data represent only a portion of what is necessary to successfully conduct a study of this nature. Linking administrative
data with survey data on taxpayer costs allows us to associate and model differences in costs with differences in post-
filing experiences. Therefore, the survey had to adequately frame the post-filing period so the respondent could provide
reasonable estimates of time and money spent resolving their associated post-filing issues.

Recall that taxpayers who experience post-filing activity are likely to have widely different experiences. Heteroge-
neity of the post-filing population and lack of broad awareness on the part of taxpayers of the different post-filing sub-
processes made developing tailored surveys based on a taxpayer’s unique post-filing experience impractical. However,
we were able to personalize each survey such that the appropriate tax year was referenced throughout the survey.

Since we could not take into account all aspects of a taxpayer’s post-filing experience, we approached survey de-
velopment from the perspective of how taxpayers would resolve their post-filing issue. Prior to asking questions about
the post-filing issue resolution process we provided a uniform definition of “post-filing” and specifically stated the tax
year being surveyed in order to aid respondents in providing time and money estimates for the appropriate time period
[Figure 2].

FIGURE 2. What Is Post-Filing? [Excerpt from survey instrument]

What is post-filing?

If you received a notice from the IRS regarding your 2010 federal income tax return:
Post-filing refers to the time beginning with IRS notification about an issue with your already-filed federal income tax
return, ending with the resolution of the issue. Post-filing activities may include interactions with various divisions
within the IRS such as Collection, Examination (Audits), and Appeals.

If you amended your 2010 federal income tax return:
Post-filing refers to the time beginning with the filing of your original federal income tax return and ending with the
filing of your amended federal income tax return.
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The survey was developed by an iterative process beginning with reviewing information from previously conduct-
ed compliance studies, background interviews with subject-matter experts, expert review by survey methodologists,
and cognitive testing of survey items with actual taxpayers. This section describes these steps in more detail.

The first step was to review material from two previous post-filing compliance studies conducted in 2001 and 2005
to review lessons learned and the types of activities that occur during the different post-filing compliance period func-
tions (e.g., examinations, collections.) A list of general activities was generated (e.g., read IRS notice, call IRS office,
locate a tax professional) to develop a taxonomy of the activities that occur in the different post-filing functions. The
purpose of this initial taxonomy was to help determine the extent to which one survey could be used to capture the
activities across different post-filing functions. There was substantial overlap of the general activities taxpayers may
engage in for the different post-filing compliance functions. Therefore, development of the survey moved forward with
the goal of having one survey for different types of post-filing compliance functions.

We then conducted a series of seven one-hour background interviews with subject-matter experts who worked
in the different post-filing compliance functions to determine the processes involved from the IRS perspective, how
taxpayers enter their IRS function, how taxpayers leave their IRS function, and what other functions they might enter
if the post-filing compliance issue was not closed. These subject-matter experts also provided their estimate of the tax-
payer experiences and where compliance costs may be largest for the taxpayer.

Based on these efforts, a draft instrument was prepared for expert review by two survey methodologists. These ex-
perts reviewed the survey for consistency, proper item wording, clarity of item stems and response options, item flow,
and for other areas that, based on their expertise, could pose problems for respondents. Edits were made based on the
expert reviews and the surveys were prepared for pre-testing via cognitive interviews with taxpayers.

The survey underwent two rounds of cognitive interviews with 18 taxpayers to help identify and remove potential
causes of response error. We attempted to recruit individuals experiencing a range of post-filing issues.

The IRS recruited respondents through their contacts working at tax professional associations and by posting a
flyer in tax professional offices in the metropolitan Washington D.C. area, as well as by posting an ad on Craigslist. To
be eligible, respondents had to be at least 18 years old, had experienced a post-filing compliance issue (i.e., an IRS audit,
entered an agreement with IRS collections, appealed a decision from an IRS audit or collection, or filed an amended tax
return) and had resolved the issue.

Respondents were asked to complete the survey prior to participating in a one-hour interview. Each respondent
received $75 for their time. The interviews were completed both in-person and over the telephone, depending on the
location of the respondent. If the respondent did not reside in the Washington DC Metropolitan area, the interview
was conducted by telephone. During the course of the interviews, respondents were asked their overall impressions of
the survey, as well as how they interpreted key items and phrases. Interviewers administered a series of scripted probes
addressing potential areas of concern and also asked follow-up probes on any unanticipated issues raised by partici-
pants. After the first nine cognitive interviews, the survey development team met to discuss all issues, and the survey
was revised for the second round of testing. Based on the testing results, the survey and accompanying materials were
extensively revised and finalized in June 2012.

The final survey items were grouped into the following sections: (1) General Questions About Your Post-Filing
Issue; (2) Reviewing and Gathering Tax-Related Materials; (3) Interacting with the IRS and Using IRS resources; (4)
Working with a Tax Professional; (5) Time Spent Resolving Your Post-Filing Issue; and (6) Money Spent Resolving
Your Post-Filing Issue. By using these generalized representations of actions, interactions, and available resources that
would be necessary to resolve a post-filing issue, we were able to make our survey instrument broad, yet comprehensive
enough to be appropriate for any post-filing issue. Further, while the focus was on time and money spent, the first four
sections were used to frame the post-filing compliance issues for the respondent so they could provide time and money
estimates more accurately. Note that for time estimates we asked respondents to exclude elapsed time when they were
waiting for an IRS response. For money estimates we asked respondents to exclude any tax, penalties, or interest paid
to resolve their post-filing issue.
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Data Set

The compliance cost data used to develop the post-filing compliance cost model are from the IRS Taxpayer Compliance
Burden Survey conducted in 2012. As discussed above, the sampling frame was Tax Year 2008, 2009, or 2010 individual
taxpayers who resolved a post-filing issue during Calendar Year 2011. We employed a stratified sample design, which
when weighted represents this population.

The surveys collected data on the time and money taxpayers spent resolving issues related to a specific, already-
filed federal income tax return. Each survey response was then linked to that taxpayer’s IRS administrative records.
These records contain information from the original tax return and information regarding a taxpayer’s post-filing expe-
rience. The linked survey data and IRS administrative data allowed us to create an estimation data set, which was used
to estimate model coeflicients. Survey and IRS administrative data were both cleaned for questionable data.

Modeling Approach

The modeling approach used for this study is similar to the one used by the IRS for modeling pre-filing and filing
compliance costs for small businesses as described in Contos, et al. (2009) and Marcuss, et al. (2013). The goal of this
research is to develop a more comprehensive understanding of compliance costs. This study seeks to explain compli-
ance costs incurred during post-filing across a wide variety of taxpayer experiences. Furthermore, we wanted to de-
velop a model capable of estimating expected changes in these costs due to changes within the tax system—particularly
changes in IRS post-filing processes.

Econometric Model

To model the conditional distribution of post-filing compliance costs, we employed a log-linear regression specification
in which the natural log of post-filing compliance costs is linearly related to a set of explanatory variables, following the
approach used in Contos, et al. (2009). Post-filing compliance cost data are available from respondents of the survey.
It was important that the explanatory variables in the model be based on IRS administrative data as this will allow us
to apply the model to populations outside the respondent data set. The dependent variable, Log Post-Filing Compliance
Costs, is based on survey data, and represents a monetized combination of time and money spent.

We wanted to control for the substitution of time and money across different compliance methods so we created a
combined measure of compliance costs. Following the approach taken in Marcuss, et al. (2013), we used the taxpayer’s
after-tax income as a monetization rate. This has the virtue of consistency with the process for estimating pre-filing and
filing compliance costs. There is also a downside because some taxpayers in the post-filing population have misstated
their tax characteristics. This limitation likely results in a misstatement of the resulting monetized compliance cost
estimates. Refining the monetization method remains an area for further consideration.

Contos, et al. (2009) employed a modeling framework for business taxpayers similar to the approach used in this
study, controlling for various taxpayer characteristics such as return preparation method, industry classification, total
assets, type of return filed, etc. The approach developed and used complexity categories as a means to both control and
account for the volume and type of activities a taxpayer performs in complying with the federal tax laws. This allowed a
reduced form representation of a wide variety of forms and schedules while also providing a framework for represent-
ing new forms or significant changes to existing ones. For this study, we have used a similar approach because post-
filing compliance costs are largely driven by the processes that a taxpayer experiences as well as the resources available
to them. It was from this perspective that we began model development.

As a first step in model development, we considered the IRS post-filing process and its goals. Major goals of this
portion of tax administration are to: (1) determine unpaid liability of tax, penalty, and interest by collecting additional
tax-related information; or (2) collect a liability determined to be due. These goals may be met by a variety of means,
and it is the differences that affect compliance costs. Post-filing is a continuation of the overall compliance process, so
some at-filing characteristics are expected to affect compliance costs in the post-filing period. At a high-level, the model
controls for: (1) at-filing characteristics (such as original tax return complexity and preparation method, third-party
designee, etc.); (2) post-filing characteristics (third-party representation, IRS administrative costs, post-filing results
and post-filing case type); and (3) collection-related resolutions.
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Estimated Coeflicients

Table 2 shows the coefficients of the post-filing compliance cost model. The model is intended to be comprehensive in
the sense that it represents in some form or another all major components of IRS post-filing processes.* Recall that this
study was meant to encompass individual taxpayers who have: (1) amended a tax return; (2) a tax return that has been
examined by the IRS, regardless of examination technique; (3) attempted to resolve a collection issue with the IRS; or
(4) appealed an IRS decision.

The Post-Filing Characteristics category contains variables that address the IRS post-filing processes related to the
goals of this study mentioned above. All of these variables are positive and significant as we would expect, but some of
these variables warrant further discussion.

The variable, Power of Attorney Indicator (Post-Filing), indicates that a taxpayer had a Power of Attorney on file
with the IRS with an effective date following the onset of post-filing. Its presence can indicate a certain level of difficulty,
such that the taxpayer seeks professional assistance in order to resolve the issues.

During the post-filing process, a taxpayer may interact with various IRS functions, and provide additional tax-
related information, yet not owe any additional tax. The model controls for this scenario with the No Post-Filing Tax
Assessed Indicator dummy variable.

Cases in which the taxpayer was found to owe additional tax are represented by the Log Post-Filing Tax Assessments
variable. This variable is the natural logarithm of the sum of all tax assessments for that taxpayer by IRS enforcement
functions. Its coefficient, which is positive and significant, suggests that as a taxpayer’s post-filing tax assessment in-
creases, so do the associated compliance costs, but at a decreasing rate. This result is intuitive in that the more at stake
for a taxpayer (in terms of potential post-filing tax assessments) the more incentive the taxpayer has to incur compli-
ance costs to avoid the additional tax assessment.

TABLE 2. Post-Filing Compliance Cost Coefficients

Variable Estimate t statistic
Intercept 1.3569 5.4900*
Log Income 0.1800 7.6100**
Medium Complexity Indicator 0.2067 4.2800**
At-Filing Return High Complexity Indicator 0.6103 8.3300**
Characteristics Paid Indicator 0.2097 2.8400**
Software Indicator -0.1301 -1.6400
Power of Attorney Indicator (At Filing) 1.3225 8.1300**
Power of Attorney Indicator (Post-Filing) 1.0271 10.9900**
No Post-Filing Tax Assessed Indicator 0.4698 2.7500**
Log Post-Filing Tax Assessments 0.0452 2.1100*
Post-Filing Automated Underreporter Indicator 0.1525 2.3600*
Characteristics Log Administrative Costs - Examination 0.1886 10.6100**
Log Administrative Costs - Appeals 0.2095 2.9400**
Amended Tax Return Indicator 0.3808 4.8800**
Account Balance Due Indicator 0.9324 3.4800*
Account Full Paid Indicator -0.9732 -3.6900**
Installment Agreement Indicator 0.8103 3.1400**
Collection Offer in Compromise Indicator 1.3370 4.5000**
Resolutions Collection Due Process Indicator 0.7938 1.9500
Currently Not Collectible - Hardship Indicator 0.0558 0.2700
Lien Release Indicator 0.2934 0.8600
Adj. R2=0.424

*Statistically significant at the 5 percent level.
**Statistically significant at the 1 percent level.

+ Asdiscussed in Contos, et al. (2009), transforming from log(costs) back to costs requires not only predicted log(costs) but also the predicted variance of log(costs). Appendix
Table A5 provides the corresponding coefficients and T-statistics for the predicted variance.
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We estimate coefficients for two administrative cost variables: examination and appeals. The motivation for includ-
ing these variables is as follows. If the IRS is expending resources to request additional information to resolve post-filing
issues, then the taxpayer must expend resources as well. To create the administrative cost variables, we use information
on the time expended by IRS staff on a particular tax return and monetize the staff time to create a measure of admin-
istrative costs using a natural logarithmic transformation. As expected, these coefficients are positive and significant.

Several dummy variables are included in the model. The Account Balance Due Indicator denotes a taxpayer with
an unpaid tax liability related to the post-filing issue. How and when a taxpayer chooses to respond to the balance due
drives much of the collection-related compliance costs. The Collection Resolutions category addresses these differ-
ences. Taxpayers may pay now or pay later, or they may not be able to pay it all. If taxpayers decide to take the “pay now”
option they simply remit the balance due and the collection issue is resolved. We expect the “pay now” option to require
only modest compliance costs and our model indicates that. The coeflicient on the Account Full Paid Indicator variable
is negative and significant, which in isolation does not fit with our intuition. However, a more intuitive explanation is
that if a taxpayer has a balance due and pays that balance in full, the net effect is close to zero. The coefficients indicate
that the Account Full Paid variable offsets the Account Balance Due Indicator variable almost exactly.

For those taxpayers who are unable to pay in full immediately, the IRS generally allows these taxpayers to pay the
balance due in installments. In some instances, the IRS and taxpayer reach a compromise on the original account bal-
ance due and the taxpayer is allowed to pay less than the original balance. In order for a taxpayer to take advantage of
these particular collection resolutions, unlike the full-pay scenario, additional compliance costs are incurred. In order
to set up an installment agreement with the IRS or to submit an offer in compromise, the taxpayer must complete the
appropriate form and pay a user fee. These requirements represent post-filing compliance costs because they require
the taxpayer to expend both time and money in an effort to resolve their post-filing issue. Thus, it is not surprising that
the coeflicients on both the Installment Agreement Indicator and Offer in Compromise Indicator variables are positive
and significant. However, the difference in the magnitudes of these variables is encouraging and supports our intuition.
We expect the impact of the Installment Agreement Indicator variable to be smaller in magnitude than the Offer in Com-
promise Indicator, as the user fee for completing an installment agreement is smaller, and the installment agreement
form requires the taxpayer to provide less information than does the form for an offer in compromise.

At-filing characteristics may impact post-filing compliance costs as well. In choosing these variables we wanted to
use variables that could provide causal interpretations about post-filing compliance costs, but also serve as key variables
that control and account for differences in taxpayer characteristics. We also selected variables that could support inte-
gration with available models of pre-filing and filing compliance costs.

The coeflicient on the Log Income variable suggests that as income increases, post-filing compliance costs also
increase, albeit at a decreasing rate. Higher income suggests that a taxpayer has both more at stake and additional
resources to invest in pursuing a more favorable post-filing resolution. The income variable used is “modified positive
income” as defined in Marcuss, et al. (2013). The intuition is to include total income (taxable and nontaxable) rather
than net income to proxy for the overall volume of reporting activity and economic activity at stake.

The return complexity dummy variables, Medium Complexity Indicator and High Complexity Indicator, control for
taxpayer differences in the complexity of tax planning and recordkeeping, and are derived from pre-filing and filing
compliance cost research. These coeflicients are positive and significant, suggesting that when tax planning and record-
keeping are more complex during pre-filing and filing, then substantiating the associated reported amounts during
post-filing is typically more complex as well.

We also include preparation method variables in the model, Paid Indicator and Software Indicator. We do not view
these variables as having causal interpretations for post-filing compliance costs. Rather the coefficients seem to control
for differences in taxpayers and may also proxy for post-filing issue complexities not picked up by the complexity vari-
ables mentioned above. The Power of Attorney Indicator (At Filing) variable, which is the counterpart to the Power of
Attorney Indicator (Post-Filing) variable, can be viewed as an additional preparation method variable and its coeflicient
would be better viewed as a further control variable.
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Survey Respondent Population Estimates

A goal of the post-filing compliance cost model is to produce population-level estimates of post-filing compliance costs.
For the study population, the current version of the model estimates these compliances costs to be on average $400 per
taxpayer with a median post-filing compliance cost of $125. This amount is comparable to, but higher than, the average
pre-filing and filing compliance costs of $373 estimated in Marcuss, et al. (2013). A total of 11.4 million unique taxpayers
resolved a post-filing issue in 2011 for Tax Year 2008, 2009, or 2010 and incurred an estimated $4.58 billion in post-
filing compliance costs [Table 3].° Since cases taking 4 or more years to close were excluded from the sample frame,
this estimate provides a lower bound of the total post-filing compliance costs for individual taxpayers for a given year.®

Fortunately, available administrative data allow for a detailed look into post-filing compliance costs. We are able to
estimate post-filing compliance costs based on the initial IRS post-filing process as well as the final IRS post-filing issue
resolution. Available administrative data allow us to allocate post-filing compliance costs across particular post-filing
processes (e.g., of the total post-filing compliance costs, how much can be allocated to IRS examinations). This alloca-
tion process is a subject of current research efforts.

TABLE 3. Estimates of the Compliance Costs of IRS Post-Filing Processes for Taxpayers Resolving a
Post-Filing Issue in 2011 Covering Tax Year 2008, 2009, or 2010

Average Median Total
Compliance Cost Compliance Cost Compliance Cost

$4,578,000,000

Population

11,445,000

Comparison with Pre-Filing and Filing Compliance Costs

As mentioned above, the previous IRS Office of Research studies have represented pre-filing and filing compliance
costs. Compliance cost models have been developed using survey data linked with IRS administrative data. For these
pre-filing and filing models, the explanatory variables are from filed tax returns. This places us in a unique position to
be able to estimate pre-filing and filing compliance costs as well as post-filing compliance costs for the survey respon-
dents. It should be noted that because post-filing survey respondents did not receive the pre-filing and filing survey, we
assume that their pre-filing and filing compliance costs are similar to taxpayers with similar reported tax return char-
acteristics. That being said, we must emphasize that the post-filing survey respondent population is not representative
of the overall filing population. The estimated average pre-filing and filing costs for the post-filing population are $640,
much higher than the $373 average pre-filing and filing compliance costs estimated for the general filing population
[Table 4].

TABLE 4. Estimates of Pre-Filing & Filing Compliance Costs (Post-Filing Survey Respondents)

Median Total
Compliance Cost Compliance Cost

$7,300,000,000

Average

AT Compliance Cost

11,445,000

Comparison with the population-level estimates for pre-filing and filing compliance costs meets our expectations
in two ways. We expected these costs to be higher, on average, than the general population because: (1) these returns
typically report higher income and are more complex than the average return; and (2) generally only some of the activ-
ity reported on the return is revisited during post-filing. This holds particularly true for taxpayers who are resolving
post-filing issues that do not require them to gather material or otherwise substantiate material related to the original
tax return. Table 5 shows a comparison of the average post-filing compliance costs for select post-filing categories. It
should be noted that post-filing compliance costs reported here include both compliance costs associated with the

* By way of comparison, application of the regression coefficients to weighted survey population yields an estimated average compliance cost of $410 after the anti-log
transformation as discussed in Contos, et al. (2009). This compares with the weighted average post-filing compliance cost of $400 reported in Table 3. An adjustment factor
of 400/410 applied to the anti-log transformed model output is used in reporting compliance costs for the full population starting with Table 7.

6 Excluding the cases taking 4 or more years to close from the sample frame is expected to understate the estimated total in two ways. First, these cases tend to be more complex
and are thus expected to require more resources on average. Second, excluding these cases reduces the population count represented by the estimate.
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function where the post-filing case initiated as well as all additional post-filing compliance costs associated with down-
stream IRS post-filing processes.

TABLE 5. Comparison of Post-Filing Compliance Costs (Select Case Types)

Automated Underreporter $435 $195
Correspondence Examination $590 $580
Office Examination $1,295 $1,550
Field Examination $3,095 $4,000
Amended Return $1,040 $340

Automated Underreporter cases typically do not require large amounts of return information to be gathered or
substantiated. These cases are typically instances where the IRS uses third-party information reporting to identify
discrepancies between what a taxpayer reported and should have reported. The third-party information documents
are provided to both the IRS and taxpayer. To resolve these issues, a taxpayer may have to request an updated informa-
tion document, explain the discrepancies, or simply agree with the IRS’ determination. Regardless of the resolution,
we do not anticipate the post-filing compliance costs to be greater than pre-filing and filing compliance costs for this
population.

Typically a taxpayer files an Amended Return when: (1) something has been omitted from the original tax return;
or (2) additional information is acquired and the taxpayer wishes to change the original tax return. When a taxpayer
amends an original tax return, typically only a portion of the information reported on the original filed return is up-
dated. As such, we would typically expect these costs to be less than those of filing an entire original return. Further,
Automated Underreporter cases and Amended Return cases are also less likely to have substantial downstream post-
filing compliance costs.

In an examination, the IRS typically identifies specific issues to examine on a tax return and requests information
related to these issues. The taxpayer may or may not have the information at their disposal when the request is made.
If the information is unavailable, the taxpayer may expend some effort to acquire the information. Further, complex-
ity and the number of issues being examined are likely to impact the taxpayer’s ability to quickly gather the necessary
documentation. Field Examinations cover the most complex issues, followed by Office Examinations, with Correspon-
dence Examinations typically covering the simplest issues. Further, Field Examinations and Office Examinations also
cover more issues than Correspondence Examinations.

We would generally expect taxpayers under IRS examination to have to: (1) resolve issues with multiple functions
within the IRS; (2) have more complex returns; (3) face a number of examined issues; and (4) incur additional down-
stream post-filing compliance costs. Thus, it is perhaps not surprising that post-filing compliance costs for complex
returns subject to examination would at times exceed the associated pre-filing and filing compliance costs. We find it
similarly intuitive that, controlling for the return characteristics, the post-filing compliance costs would be higher on
average for campus and field exams than for correspondence exams.

Time and Out-of-Pocket Cost Estimates

Survey respondents were asked about time and out-of-pocket money spent resolving post-filing issues to this point.
We have monetized time to create a single measure of total monetized compliance costs and compared how those costs
differ across taxpayer case types. We wanted to examine further how these costs differ across the components of our
single compliance cost measure [Table 6] as different populations may respond differently to direct out-of-pocket costs
incurred versus the opportunity costs associated with time spent.

In the previous section, we discussed how total compliance costs differ across case types and provided some moti-
vations as to why this may be. The table below gives further insight into why these costs differ. It is interesting to note,
not surprisingly, that both the time and out-of-pocket cost components vary in magnitude just as total monetized
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compliance costs vary. One reason is that there are differences in the monetization rates. Since these are derived from
taxpayer characteristics, they are driven by the composition of taxpayers who find themselves with a particular case
type. The differences across monetization rates differ in a way that we would expect. For instance, Field Examination
cases deal with much more complex issues and taxpayers with more complex issues typically are higher income taxpay-
ers with business income. Whereas taxpayers with an Automated Underreporter case would typically have lower income
since much of their income is derived from sources covered by third-party reporting.

The case types mentioned in the previous section required taxpayers to substantiate information regarding a previ-
ously filed tax return. We use those same case types for comparison of the time and out-of-pocket estimates.

TABLE 6. Post-Filing Time and Out-of-Pocket Cost Estimates (Select Case Types)

Average
Initial Post-Filing Case Monetization Rate

Average Time | Average Out-of-Pocket | Average Total Monetized

($/Hour) (GLITE) Costs ($) Compliance Costs ($)
Automated Underreporter 20 7 $60 $195
Correspondence Examination 15 30 $130 $580
Office Examination 25 38 $600 $1,550
Field Examination 60 34 $1,950 $4,000
Amended Return 25 9 $115 $340

Note: Totals may not add due to rounding.

Creating a Post-Filing Population File

The survey population consisted of only Tax Years 2008-2010 taxpayers who concluded post-filing in Calendar Year
2011. While this made administering the survey more tractable, it excludes the post-filing cases in the tail of the com-
pliance cost distribution (i.e., those that took longer to complete). We have developed a population file using only IRS
administrative data. This allows us to deploy the post-filing compliance cost model to produce post-filing compliance
cost estimates for an entire population, including the tail of the distribution. The survey respondent data set provided
a representative sample that, when weighted, would represent only a specific population. Creating a population file
allows compliance costs to be estimated for any population of relevant interest. IRS administrative data provide that
flexibility and the model variables selected make it feasible.

For this particular study, we surveyed only Tax Year 2008, 2009, or 2010 taxpayers who resolved a post-filing issue
during Calendar Year 2011. For comparability, we created a population file of all taxpayers who resolved a post-filing
issue in Calendar Year 2011. We compare below the compliance costs of the survey respondents and taxpayers in the
population file, as well as how the compliance costs are allocated across IRS functions.

Full Population Estimates

Using the model we developed, we were able to produce estimates for a more general population of post-filing taxpay-
ers [Table 7]. Prior to administering the survey, we realized that we would be excluding taxpayers who had post-filing
cases that did not resolve within 3 years (since we surveyed only a subset of all taxpayers who resolved an issue in
Calendar Year 2011). Our expectation was that if we included all cases that resolved in Calendar Year 2011, on average
compliance costs would be higher than that of our survey population, and the results support that hypothesis. As ex-
pected, now that the tail of the distribution is included, the population file has more taxpayers than the survey popula-
tion, and both average and median compliance costs are higher. Indeed, average compliance costs were approximately
20 percent higher than the survey respondent value.
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TABLE 7. Post-Filing Compliance Cost Estimates (Calendar Year 2011 Full Population)

Average Median Total
Compliance Cost Compliance Cost Compliance Cost

$5,450,000,000

Population

11,977,000

Using the pre-filing and filing compliance cost model developed by the IRS Office of Research, we can also pro-
duce estimates of pre-filing and filing compliance costs for the taxpayers in the full population [Table 8]. As expected,
pre-filing and filing compliance costs are higher, on average, than post-filing compliance costs for the full population,
much like the survey respondent population. It should be noted that for the full population, average pre-filing and filing
compliance costs are lower than those found in the survey respondent population. While we did not have a hypothesis
on whether these costs would be higher or lower, it is encouraging to see that these costs are roughly the same value.

TABLE 8. Pre-Filing and Filing Compliance Cost Estimates (Calendar Year 2011 Full Population)

Average Median Total
Compliance Cost Compliance Cost Compliance Cost

$7,366,000,000

Population

11,977,000

Post-filing compliance costs are higher on average for the full population than for the survey respondent popula-
tion. We would expect the compliance costs to be higher across the different case types as well. We find that for most of
the case types that is true, with the exception of Correspondence Examination cases, where the full population value is
lower than that of the survey respondents. The post-filing compliance cost model accounts for the impact of Correspon-
dence Examination cases by way of the Log Administrative Costs—Examination explanatory variable. IRS examination
administrative costs are driven by the compliance issues the agency feels are a priority, and this is likely to shift from
year to year and across taxpayer interaction type. This would suggest more recent Correspondence Examination cases
are requiring more effort on the part of the IRS and this could be issue-driven or driven by changes in taxpayer behavior
regarding their interactions with the IRS, particularly IRS examination.

TABLE 9. Comparison of Survey and Full Population Post-Filing Compliance Costs (Select

Case Types)

i Postlng Caso ype | Aiage Posk g Complianc | AveregeFeck il Complnce
Automated Underreporter $195 $225
Correspondence Examination $580 $500
Office Examination $1,550 $2,105
Field Examination $4,000 $4,670
Amended Return $340 $440

Compliance Costs By Enforcement Function

The post-filing compliance cost model allows us to run simulations to determine compliance costs for a population
of interest. Using successive simulations and removing key variables from our population file, we were able to esti-
mate how total compliance costs are distributed across the major IRS post-filing functions [Table 10 and Figure 3].
Population compliance costs are driven by two components: the compliance cost associated with a task, and the volume
of taxpayers affected by that task. Collection, by far, is responsible for the majority of post-filing compliance costs, and
this is due to the large number of taxpayers who have to resolve collection issues with the IRS. Nearly 45 percent of
the total post-filing population is affected by Collection accounting for 61 percent of the compliance costs. In contrast,
Examination has far fewer affected taxpayers—nearly 1/5 the amount of Collection—yet it accounts for 1/3 as much in
post-filing compliance costs as Collection.
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TABLE 10. Distribution of Post-Filing Compliance Costs Across Major IRS Functions
Number of Affected

Enforcement Function Taxpayers Compliance Costs Percentage Distribution
Collection 5,416,000 $3,371,000,000 61%
Examination 1,082,000 $1,014,000,000 19%

Appeals 29,000 $59,000,000 1%
Automated Underreporter 3,916,000 $609,000,000 1%
Amended Returns 1,534,000 $425,000,000 8%
Total 11,977,000 $5,477,000,000 100%

Note: Totals may not add due to rounding.

FIGURE 3. Distribution of IRS Post-Filing Compliance
Costs (by Function)
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We estimate the total (pre-filing, filing, and post-filing) compliance costs of the post-filing population to be ap-
proximately $13 billion. How these costs are distributed across pre-filing and filing compliance and across post-filing
function is shown below [Table 11 and Figure 4]. As expected, pre-filing and filing compliance costs dominate total
compliance costs. From this we see that, on average, 60 percent of compliance costs for those with post-filing activity
are associated with pre-filing, filing, and return amendment activities, with the other 40 percent of their compliance
costs being associated with IRS enforcement post-filing issue resolution.’

TABLE 11. Total Compliance Costs Allocated Across Pre-Filing and Filing Activity and IRS
Post-Filing Function

Function ‘ Compliance Costs ‘ Distribution of Compliance Costs
Collection $3,371,000,000 26%
Examination $1,014,000,000 8%
Appeals $59,000,000 Less Than 1%
Automated Underreporter $609,000,000 5%
Amended Returns $425,000,000 3%
Pre-Filing and Filing $7,365,855,000 57%
Total $12,843,855,000 100%

Note: Totals may not add due to rounding.

7 The 3 percent of these compliance costs associated with filing an amended return could be either taxpayer initiated or a taxpayer response to IRS enforcement activity. We do
not attempt to distinguish between these two possible causes for this activity in this analysis and are treating return amendment as primarily taxpayer-generated activity.
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FIGURE 4. Distribution of Total Compliance Costs Across Pre-Filing
and Filing Activity and IRS Post-Filing Function
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Compliance Costs and Revenue Collection

Compliance costs and IRS administrative costs are key components of the cost of the U.S. Federal tax system. Compliance
costs in particular represent costs incurred by the public (outside the agency budget) for providing information critical
to effective tax administration. More specifically, post-filing compliance costs are costs incurred by the public outside
the agency budget for information critical to issue resolution associated with IRS enforcement functions. Focusing
on these enforcement functions, we use information from Table 11 and Figure 4 to focus on the distribution of indi-
vidual taxpayer compliance costs across enforcement functions [Table 12 and Figure 5]. Obviously, the relative shares
across functions remain the same but this perspective allows for more direct comparison with the distribution of IRS
Enforcement Revenue, which is separated into the same four functions [Figure 6]. While Figure 6 does include all tax
types, the differences across enforcement functions are roughly comparable to the distribution of individual taxpayer
compliance costs across the same functions.

TABLE 12. Distribution of Post-Filing Compliance Costs Across IRS Enforcement Functions
Number of Affected

Enforcement Function Taxpayers Compliance Costs Percentage Distribution
Collection 5,416,000 $3,371,000,000 67%
Examination 1,082,000 $1,014,000,000 20%

Appeals 29,000 $59,000,000 1%
Automated Underreporter 3,916,000 $609,000,000 12%
Total 10,443,000 $5,052,000,000 100%

Note: Totals may not add due to rounding.
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FIGURE 5. Distribution of IRS Post-Filing Compliance Costs
(by Enforcement Function)
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FIGURE 6. IRS Enforcement Revenue Collected, Fiscal Year 2011
(All Tax Types)
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Source: IRS Data Book, Fiscal Year 2011, Publication 55B (Rev. 3-2012)
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Expanding the analysis to include the revenue and compliance costs of taxpayers not subject to enforcement activi-
ties provides a broader context for post-filing compliance costs as part of the public cost of tax administration. Table 13
shows that post-filing enforcement compliance costs represent 9 percent of the direct compliance costs for individual
taxpayers. In comparison, Table 14 shows that enforcement revenue accounts for roughly 3 percent of total revenue
collected.®

TABLE 13. Individual Taxpayer Compliance Costs, TY 2010/CY 2011

Activity | Compliance Costs | Distribution

Pre-Filing and Filing TY 2010 and _ o

Amended Returns CY2011 $53.4B + $0.4B = $53.88 91%
Post-Filing Enforcement CY 2011 $5.1B 9%
Total (TY 2010/CY 2011) $58.9B 100%

TABLE 14. Total Revenue Collected, FY 2011

Revenue Source Revenue Distribution
Voluntary Compliance and $1.944B 97%
Nonenforcement Revenue
Enforcement Revenue’ $55B 3%
Total Net Revenue? $1,999B 100%

! http://www.irs.gov/pub/newsroom/fy_2011_enforcement_results_table.pdf.
> IRS Data Book Fiscal Year 2011, Publication 55B (Rev. 3-2012), Table 1, p. 3.

Conclusion

The goal of this study was to develop a model and produce preliminary estimates of the compliance costs incurred by
individuals in resolving issues with an already-filed income tax return. This is the first IRS study to have collected post-
filing compliance cost data and to build an econometric model using that data and available IRS administrative data.
The post-filing compliance model has estimated coefficients for variables that the IRS has in available administrative
data, making model deployment and population-level estimation a relatively straightforward task for any population of
relevant interest. This capability was shown in the development of estimates for the full post-filing population. We find
that taxpayer compliance costs differ not only across different taxpayer types, but differ across the variety of post-filing
experiences encountered by different taxpayer types. In particular, we find that the relationship between pre-filing/
filing costs and post-filing costs depends on the degree of post-filing substantiation required by the taxpayer. This
research has provided not only great insight into the additional costs incurred by taxpayers experiencing post-filing,
but provides insight into the additional administrative costs incurred by the IRS in conjunction with these taxpayer
compliance costs. We further find that voluntary compliance revenue has lower per dollar direct compliance costs and
administrative costs than the associated direct compliance costs and administrative costs associated with IRS enforce-
ment functions. Current research involves refinements of the monetization method, integration of the modeling with
pre-filing and filing compliance cost research, IRS process redesign support, and extending the research to cover post-
filing compliance costs for corporations and partnerships.
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Appendix

TABLE A1. Return Complexity

Return Complexity

Category Description

Reports at least one of the following:

Wage income

Interest income

Dividend income

Capital gains income

Retirement income

Unemployment income
Nonbusiness adjustments to income
Low Nonrefundable personal credits (includes child and dependent care expenses, education credits, child
tax credit, elderly or disabled credit)
Household employment tax
Withholding

Estimated tax payments

Earned income tax credit

And—

Does not meet any of the conditions for high level of return complexity

Reports at least one of the following:

Sole-proprietorship income (or loss)
Farm income (or loss)
Partnership or S-corporation income (or loss)
Rental or royalty income (or loss)
High Distributions from estates or trusts
Foreign income, expense, tax, credit, or payment
Moving expenses
ltemized deductions
Alternative minimum tax
Prior-year alternative minimum tax credit
General business credit
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TABLE A2. Post-Filing Issue Complexity

Post-Filing Issue

Complexity Category DR

Appeals Case closed by Appeals (CY 2011)
Case closed by Collections (CY 2011) and
e Completed an Installment Agreement; or

Collection—Low e Paid Balance in Full;
And—

Does not meet any of the conditions for high level of Collection complexity

Case closed by Collections (CY 2011) and
e Account was placed in Currently Not Collectible Status Due to Hardship; or

e Balance Due Exceeded $25,000; or
Collection—High e Requested a Collections Due Process Hearing; or

e Requested an Equivalent Hearing; or
e Had a Federal Tax Lien Released; or

Submitted/Completed an Offer in Compromise

Case Closed by Examination or by Automated Underreporter (CY 2011);’
Examination—Low Examination technique was Correspondence;

Does not meet any of the conditions for higher levels of Examination complexity
Case Closed by Examination (CY 2011) and

Examination—Medium Examination technique was Office; and

Does not meet condition for high level of Examination complexity

Case Closed by Examination (CY 2011) and

Examination technique was Field

Amended Filed an Amended Individual Income Tax Return (CY 2011)

Examination—High

! The Automated Underreporter (AUR) Program matches what taxpayers report on their tax returns with the information sent to the IRS by third parties, and contacts taxpayers

about mismatches; the process is somewhat like a correspondence examination.

TABLE A3. Return Preparation Method

Preparation Method ‘ Description

Prepared by a paid professional (paid)

Assisted
Prepared using tax software (soft)

Unassisted Prepared by hand (self)
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TABLE A4. Final Sample Design

Strata Post-Filing Issue Complexity Return Complexity Preparation Method Sample Allocation
1 Appeals Other than High and Assisted 591
2 Examination—High Other than High and Assisted 591
3 Appeals High Assisted 591
4 Examination—Medium Other than High and Assisted 591
® Collection—High High Unassisted 591
6 Collection—High Low Unassisted 591
7 Amended High Unassisted 591
8 Amended Low Unassisted 591
9 Examination—High High Assisted 591
10 Collection—High Low Assisted 591
11 Examination—Low High Unassisted 591
12 Examination—Medium High Assisted 591
13 Examination—Low Low Unassisted 591
14 Collection—High High Assisted 591
15 Amended Low Assisted 591
16 Collection—Low High Unassisted 591
17 Collection—Low Low Unassisted 591
18 Amended High Assisted 591
19 Examination—Low Low Assisted 591
20 Examination—Low High Assisted 591
21 Collection—Low Low Assisted 591
22 Collection—Low High Assisted 591
TABLE A5. Post-Filing Compliance Costs Variance Coefficients
Variable Estimate t Statistic
Intercept 0.8456 2.0400
Log Income 0.0464 1.1600
Medium Complexity Indicator 0.0156 0.1900
At-Filing Return High Complexity Indicator -0.0988 -0.8000
Characteristics Paid Indicator 0.0327 0.2600
Software Indicator -0.0096 -0.0700
Power of Attorney Indicator (At Filing) -0.0329 -0.1200
Power of Attorney Indicator (Post-Filing) 0.4468 2.7800*
No Post-Filing Tax Assessed Indicator 0.0164 0.0600
Log Post-Filing Tax Assessments -0.0246 -0.6800
Post-Filing Automated Underreporter Indicator 0.2197 2.1100*
Characteristics Log Administrative Costs—Examination 0.0535 1.8000
Log Administrative Costs—Appeals 0.0083 0.0700
Amended Tax Return Indicator 0.2841 2.2100
Account Balance Due Indicator 0.6505 1.4300
Account Full Paid Indicator 0.1050 0.2300
Installment Agreement Indicator -1.1913 -2.7100*
Collection Offer in Compromise Indicator -0.9038 -1.7900
Resolutions Collection Due Process Indicator -0.1279 -0.1800
Currently Not Collectible—Hardship Indicator 0.1510 0.4300
Lien Release Indicator -0.5064 -0.8800
Adj. R2=0.0708

*Statistically significant at the 5% level.




