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The Issue
• Aging baby boomers


• See chart 


• Tax provisions may 
discourage work by older 
Americans
• Social Security Earnings Test
• Taxation of Social Security 


Benefits


Ratio of Working Age Adults
to those 65 and Over







Taxation of Social Security benefits
• Older workers whose other income plus half of Social Security 


benefits, so-called Modified Adjusted Gross Income (MAGI), 
exceeds a threshold must include a portion of Social Security in 
taxable income.
• Raises marginal effective tax rates by 50% or 85% of the statutory tax 


bracket in the affected ranges of income
• The threshold has been fixed in nominal terms since 1993; in real 


terms it has declined by 38%
• If compensated labor supply elasticity > 0, we would expect some 


older workers (especially those near the kinks) to reduce earnings
• They might also realize less net capital income, engage in legal tax shelters 


(tax avoidance), or understate their income (tax evasion).
• Slemrod (1990) suggests that avoidance responses would be more 


prevalent.
• Ample evidence (e.g., Saez 2010) suggests that self-employed will be more 


likely to respond than wage earners
• They have more control over hours/intensity of work and they have more 


opportunity to misreport their income.
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Number of Returns with Taxable Social Security Benefits, 
and Amount in $2009, in Millions, 1990-2009


Amount of taxable benefits, in 
millions of $2009 (right axis)


Number of returns with 
taxable benefits, in 
millions


Source:  IRS, "Selected Income and Tax Items for Selected Years (in Current and Constant Dollars)" and authors' 
calculations, http://www.irs.gov/file_source/pub/irs-soi/09intba.xls`







Taxation of Social Security Benefits (cont.)
• Social Security benefits are phased in at a 50% rate for 


taxpayers with MAGI above $25,000 for single filers 
($32,000 for joint filers), and by 85% for single filers with 
MAGI above $34,000 ($44,000 joint) until 85% of benefits 
are included in taxable income.
• MAGI is Adjusted Gross Income (AGI) plus tax-exempt bond 


interest and one-half of Social Security benefits


• The 50% threshold was first introduced in 1983 as part of 
the Greenspan Social Security reforms.  Revenue raised 
was devoted to the Social Security trust fund.


• The 85% threshold was introduced in 1993.  The 
additional revenue is allocated to the Medicare trust fund.







Effective MTR on Earnings for Single non-
Itemizer, Age 66 or Older, 2010







Effect of Introducing a Kink in the Budget Constraint


Three cases
• Panel A: no effect
• Panel B: income falls to z*
• Panel C: pure income effect (no 


effect on price of leisure relative 
to consumption)







Predictions of Simple Utility Maximization Model







The Real-World Effects of Taxing Social 
Security Benefits are Ambiguous
• On the one hand, we might expect larger responses than 


to income tax rates because it is easier to predict MAGI 
(and manipulate it) than taxable income


• On the other hand, the law is so complicated that people 
may not know how to respond to it
• Optimal taxation by misdirection?


• Previous work (Burman, Coe, Tian 2012) found no effect
• Data limitations raised doubts about those findings


• This time we have better data: large panel of individual 
income tax returns from 1999-2008







1999 SOI Edited Panel Sample Sizes, 1999-2008


Tax Year
Total Sample Subsample with Primary 


Taxpayer Age 62 and Over
Unweighted Weighted Unweighted Weighted


1999 112,823 153,578,941 23,535 28,574,758
2000 112,804 153,904,818 24,797 29,666,609
2001 112,783 154,187,313 25,990 30,637,473
2002 112,528 154,118,136 27,282 31,720,317
2003 112,058 153,648,715 28,536 32,640,930
2004 111,144 152,282,996 30,269 34,106,473
2005 110,048 150,512,455 31,918 35,426,133
2006 108,946 148,771,365 33,380 36,666,559
2007 107,844 147,034,343 34,740 37,831,748
2008 106,655 145,134,423 36,530 39,309,668


Note: Total sample excludes returns receiving disability payments and those where the primary taxpayer is
younger than 23.







Summary Statistics, Pooled Sample: 1999-2008
Married Single


Unweighted Weighted Unweighted Weighted


Number of Returns 755,087 906.9M 352,546 606.3M 


Self-employed (%) 28.0 19.0 9.6 7.3


With SSB income (%) 23.5 21.4 20.1 18.6


Social Security Benefit ($) 24,371 20,489 15,171 13,711


SSB in AGI ($) 14,802 8,605 5,415 3,036


MAGI ($) 3,146,938 110,823 1,050,723 37,518


Wage earners


Wage income ($) 508,710 75,881 112,727 27,040 


Self-employed
Self-employment income 
($) 428,950 37,070 341,050 20,111 


Wage income ($) 1,085,714 65,144 646,428 17,189 







Empirical Approach: Look for Evidence of 
Bunching of Income at Kink Points
• Taxation of Social Security Benefits creates an incentive 


to reduce MAGI below the thresholds set in the law
• If taxpayers are aware and sensitive to the economic 


incentives, there should be bulge in the empirical density 
function of income to the left of the MAGI threshold


• Researchers have often found evidence of such bunching
• EITC phaseout: Saez (2010) 
• Danish tax system: Chetty (2011)
• SSET: Friedberg (2000)


• Saez and Chetty found that self-employed were much 
more responsive than wage earners







All Returns, No bunching (as expected)







No evidence of bunching for those with 
Social Security Benefits







Nor for wage earners







Self-employed show no obvious pattern







Single self-employed is the only group that shows 
statistically significant bunching, but it is very small







No apparent response for single wage 
earners







Nor for married workers







Conclusions 
• Using administrative data from tax and information returns to 


examine the distribution of Social Security recipients in the 
neighborhood of the taxation thresholds, we find very little 
response to the taxation of benefits. 


• We examined married and single individuals with and without 
self-employment income. 


• Only single, self-employed people show any evidence of 
reducing income to avoid the tax.
• This makes sense because we’d expect single self-employed people 


to have most control over MAGI
• But the response is much smaller and less precisely estimated than 


Saez (2010) found to the phase-out of the EITC.
• Overall, the findings suggest that older taxpayers have little 


understanding of the incentive effects of taxing Social Security.
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Return Preparer Industry Analysis


 Present preparer industry trends


 Examine changes in errors related to the return 
preparer initiative and e-file mandate:* 
 Changes in the pattern of return preparation and 


submission
 Changes in the preparer industry


* The e-file mandate guidance required preparers in processing year 2011 
to electronically submit returns if they expected to prepare and file at least 
100 returns. Consistent with the requirements of the statute, this threshold 
was lowered to 11 or more returns in processing year 2012.
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Return Preparer Initiative
 The IRS adopted regulations aimed at establishing 


standards among tax return preparers.  
 Objectives: Improve voluntary compliance  and reduce 


errors on tax returns
 By January 1, 2011, preparers were required to register 


with the IRS in order to receive a preparer tax 
identification number, or PTIN.  


 Preparers pay an annual fee for the PTIN and enter this 
PTIN on tax returns they complete.  


 Following the U.S. District Court ruling, uncredentialed 
tax return preparers are not required to complete 
competency testing or continuing education, but are still 
required to obtain a PTIN.
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Number of preparers by processing year
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Total Returns Prepared Returns per Preparer
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Total Returns Prepared Returns per Preparer


Number of prepared returns and number of 
returns per preparer, by processing year
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Share of preparers for select processing years 
by market segment


66%


17% 17%


58%


21% 22%


46%


24%


30%


0%


10%


20%


30%


40%


50%


60%


70%


1 to 20 Returns 21 to 100 Returns More than 100 Returns


2004 2010 2012







Office of
Research


77


Share of returns prepared for select processing 
years, by market segment 
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Volatility in the Preparer Market
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Percentage of preparers that held a PTIN in 
processing years 2011 and 2012, by market segment
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Type of credential identified by PTIN Holders
in processing year 2012, by market segment


* Includes enrolled actuaries, enrolled retirement plan agents, certified acceptance agents, and state regulated 
tax return preparers.


31% 33%
29% 30%


7% 5%


6%


11%


2% 5%


2%


1%3%
3%


3%


4%


All 1 to 20 Returns 21 to 100 Returns More than 100 Returns


CPA Enrolled Agent Attorney Other*


Total: 43%
Total: 46%


Total: 40%


Total: 46%







Office of
Research


1111


Analysis of Trends for Some Types of 
Return Errors


Remainder of the presentation focuses on the 
relationship between changes in the preparer 
industry and e-file mandate on certain types of 
return errors.  


 Improved baseline on the relationship between 
preparation and submission methods and error 
rates on returns can inform regulatory efforts.


 Analysis of math errors– errors detected under 
IRS math error authority– and AUR mismatches 
provides a partial view of return accuracy.
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Math error rates by preparation and 
submission method, tax year 2010
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Math error rate by preparer type and market 
segment, tax year 2010
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Math error rate for paid, not paid and 
all returns by tax year
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E-file rate by market segment and tax year
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of economic stimulus filings in that year.
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Percent of returns prepared by low volume 
preparers by tax year
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AUR mismatch rates by the number of items on the 
return that can be matched and PTIN holder by tax year
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Estimated reduction in math error and AUR 
mismatches


Change in the Number 
of Returns Filed


TY2010 & TY2011


Change in Math 
Errors


TY2010 & TY2011


E-filed Returns 13,000,000 (480,000)
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Change in AUR 
Mismatches 


TY2010


Small Volume Preparers**


* Preparers who prepared more than 100 returns


Shift to Larger Volume 
Preparers* 3,700,000 (64,000) (29,000)
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Summary
The preparer industry is more concentrated


 Long-term trend toward fewer preparers
 Shift toward larger volume preparers
 Increased standardization among preparers in 


how they identify themselves
 Initiatives result in above-trend reduction in 


math errors and AUR mismatches
A more stable and readily identifiable 


preparer base aids engagement and 
promotes effective tax administration
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Introduction
• Earned Income Tax Credit (EITC) eligibility and take‐up is of great interest 


to policy‐makers.


– It is the largest cash‐transfer program in U.S. 


– In 2009, EITC provided assistance to >25 million families. 


• Estimating year‐by‐year estimates of take‐up vs. eligibility has been focus.


• Year‐by‐year changes, especially in eligibility, receive less attention. 


The most recent recession gives us an opportunity  to assess program 
coverage during a downturn.


• Eligibility may increase due to partial employment/loss of spouse 
earnings; may decrease due to full‐year unemployment
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Background
• Assessment of eligibility/take‐up requires


– Estimate of number participating (via administrative data)


– Estimate of those eligible (via survey data)


• Focus on take‐up
– First estimates in 1990 (Scholz) using only Current Population 


Survey Annual Social and Economic Supplement (CPS ASEC) and 
SIPP


– Recent take‐up estimates
• Caputo (2011): between 53% and 64% for 1999‐2005 using NLSY


• Plueger (2009): ≈75% for 2005 using CPS ASEC linked to IRS data
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Data
• Census data, 2006‐2010


– CPS ASEC


– Modeling files: CPS data modified to model eligibility by household


• IRS data, 2005‐2009 
– 1040s


– EITC recipient file


– 1040 filers receiving a notice of eligibility for EITC


– W2s


• Files merged using a Protected Information Key assigned in CARRA
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Data
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Expansions in program
• Discussion of eligibility increases must take program 


expansion into account.
– Married filers received increases between 2005 and 2009.


– Those with 3+ children received higher credits beginning in 2009.


6


Year Expansion category Amount
2005 Married filing jointly $2,000
2006 Married filing jointly $2,000
2007 Married filing jointly $2,000
2008 Married filing jointly $3,000
2009 Married filing jointly $5,000
2009 Three child expansion 45% phase‐in 


rate; $5657 max







EITC in 2009
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Summary results
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Participants Eligibles Rate/SE Participants Eligibles Rate/SE
2005 114,787 145,685 78.79 15,547 20,185 77.03


                                     (0.18)                        (0.51)
2006 117,960 146,849 80.33 15,642 20,062 77.97


                                     (0.19)                        (0.51)
2007 131,299 149,002 88.12 15,967 19,827 80.53


                                     (0.17)                        (0.52)
2008 121,776 150,486 80.92 16,678 20,992 79.45


                                     (2.03)                        (0.49)
2009 121,157 152,947 79.21 17,913 22,742 78.77


                                     (1.79)                        (0.47)
% change, 
05‐09 5.40 4.86 14.14 11.91


Changes in 1040 and EITC eligiblity and take‐up, 2005‐2009
1040 EITC


Columns 2,3,5, and 6 in1000s; columns 4 and 7 in percents. 







Changes, eligibility
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All Expansion


Individual characteristics
2005 
Total


2009 
Total


change 
05‐09


2005 
Total


2009 
Total


change 
05‐09


% change, 
expansion


% change, 
other


Female  20.16  19.72  ‐0.44 0.13  0.39  0.26  1.32  ‐3.51
(0.30) (0.29) (0.02) (0.04)


Male  9.87  11.78  1.92  0.37  1.03  0.66  6.09  11.62 
(0.17) (0.18) (0.03) (0.06)


White alone 12.14  13.47  1.33  0.27  0.78  0.51  3.99  6.42 
(0.16) (0.16) (0.03) (0.04)


Black alone 23.65  23.05  ‐0.60 0.31  0.74  0.43  1.86  ‐4.42
(0.58) (0.52) (0.07) (0.10)


Other race  13.29  13.85  0.56  0.30  0.98  0.68  5.01  ‐0.87
(0.63) (0.62) (0.10) (0.20)


Non‐Hispanic  12.15  12.81  0.66  0.22  0.66  0.44  3.50  1.79 
(0.16) (0.16) (0.02) (0.04)


Hispanic  25.15  27.19  2.04  0.63  1.51  0.88  3.35  4.46 
(0.60) (0.49) (0.10) (0.12)


Less than HS  20.03  22.22  2.19  0.31  1.12  0.81  3.84  6.54 
(0.50) (0.49) (0.06) (0.12)


H.S. graduate  16.98  17.97  0.99  0.34  0.89  0.55  3.16  2.50 
(0.32) (0.30) (0.04) (0.06)


Some college  15.11  16.17  1.07  0.34  0.82  0.48  3.05  3.78 
(0.30) (0.30) (0.05) (0.07)


BA/BS or more  5.38  6.55  1.18  0.13  0.47  0.34  5.68  14.04 
(0.21) (0.20) (0.03) (0.05)
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All Expansion


Family characteristics
2005 
Total


2009 
Total


change 
05‐09


2005 
Total


2009 
Total


change 
05‐09


% change, 
expansion


% change, 
other


No children  5.70  5.95  0.25  0.09  0.23  0.14  2.42  1.89 
(0.14) (0.13) (0.02) (0.03)


One child  32.67  36.23  3.56  0.55  1.38  0.84  2.43  7.91 
(0.54) (0.60) (0.07) (0.12)


More than one child  30.33  35.59  5.26  0.79  2.69  1.90  5.75  10.20 
(0.48) (0.46) (0.09) (0.17)


Single filer  16.31  15.98  ‐0.33 (NA) 0.03  0.03  (NA)  ‐2.27
(0.23) (0.22) (0.01)


Joint filer  10.38  13.19  2.80  0.67  1.93  1.25  10.69  13.12 
(0.22) (0.21) (0.22) (0.09)







Changes, take-up
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Individual characteristics
2005 
Total


2009 
Total


change 
05‐09


% 
change


Female  80.81 81.75 0.94 1.16
(0.64) (0.60)


Male  72.13 75.59 3.46 4.69
(0.83) (0.69)


White alone 76.85 77.76 0.91 1.17
(0.63) (0.57)


Black alone 78.29 81.91 3.63 4.53
(1.15) (0.98)


Other race  74.17 81.58 7.42 9.52
(2.39) (1.69)


Non‐Hispanic  75.63 81.09 5.46 6.97
(0.60) (0.48)


Hispanic  81.51 72.21 ‐9.30 ‐12.10
(0.93) (1.05)


Less than HS  79.51 72.16 ‐7.35 ‐9.69
(1.11) (1.14)


H.S. graduate  78.57 81.44 2.87 3.59
(0.80) (0.74)


Some college  77.52 82.11 4.59 5.75
(0.92) (0.76)


BA/BS or more  64.60 73.47 8.87 12.85
(1.99) (1.52)







Changes, take-up
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Family characteristics
2005 
Total


2009 
Total


change 
05‐09


% 
change


No children  56.10 65.23 9.13 15.05
(1.21) (1.15)


One child  86.15 85.33 ‐0.82 ‐0.96
(0.70) (0.67)


More than one child  84.33 82.94 ‐1.39 ‐1.66
(0.71) (0.66)


Single filer  75.45 78.39 2.93 3.81
(0.69) (0.56)


Joint filer  80.52 79.47 ‐1.04 ‐1.30
(0.79) (0.75)


Phase‐in  64.15 68.23 4.08 6.16
(1.06) (0.95)


Plateau  83.11 81.31 ‐1.80 ‐2.19
(1.40) (1.11)


Phase‐out  83.13 84.39 1.26 1.50
(0.64) (0.53)







Fixed effects models


• Question: What was the eligibility/take‐up 
experience for groups over time?
– Fixed‐effects models with time‐specific characteristic 
indicators


– Includes controls for local labor market
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Yist is either eligibility or take‐up; Zst are labor market variables by state and time; Xist are 
demographic characteristics; T are time fixed effects; s are state fixed effects; and the X 
× T terms are interactions between characteristics and time. 


Yist = α + Zst + Xist + T + (Xist x T) + s + ist
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Conclusion
• Overall eligibility increased over the recession.


– Local economic conditions influenced eligibility.
– Certain groups experienced eligibility changes that may 
have been co‐determined by their labor‐market 
experience.


• Overall take‐up, contingent on eligibility, remained 
flat (between 77% and 78%).
– Groups that experienced eligibility increases did not 
necessarily participate at higher rates. 


– Participation in other programs targeted to workers 
increased take‐up.
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Factors Influencing Voluntary 
Compliance by Small Businesses:


Preliminary Survey Results
IRS Research Conference


June 20, 2013







Why survey small businesses?
• Unreported income by small businesses represents the largest 


portion of the tax gap


• Sole proprietor income is generally not subject to information 
reporting


• Relatively inexpensive measures, such as document matching and 
correspondence examinations, cannot reliably detect such income


• A survey could measure the influence of various factors affecting 
voluntary compliance 


• A survey could measure the types of noncompliance (i.e. the 
noncompliance typology posed by the literature)
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Which factors?
• Deterrence 


• Norms


• Tax morale


• Trust 


• Complexity and convenience of complying


• The influence of preparers
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What did we do?
• Two telephone surveys 


– Nationally representative sample of small businesses with high, 
medium, and low levels of estimated reporting compliance 


• Stratified sample by Examination Activity Code (EAC) – a measure of income


• Used IRS estimates that an audit would produce an adjustment (Discriminant 
Index Function, DIF) as a proxy for reporting compliance


– Community survey of small businesses in selected sites with 
median DIF scores in top and bottom third


• Found few high-compliance communities


• Achieved a good response rate  


– 56% for the national sample


– 54% for the community sample 
4







What did the National Survey 
reveal?
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The low‐compliance group expressed 
less trust in government
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The low‐compliance group expressed 
less faith in the IRS
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The low‐compliance group expressed 
less satisfaction with IRS services
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The low‐compliance group was more likely 
to participate in local organizations
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50%


30%


40%


24%


67%


47%


‐22%


‐25%


‐25%


‐41%


‐10%


‐19%


Local business organization


Local trade association,
labor union, or


occupational organizatons


Local civic league,
community organization,
fraternal society, or club


Local Organization Participation by Compliance Group
Respondents Answering Always/Usually vs. Rarely/Never


Low
Compliance


High
Compliance


RARELY/
NEVER


USUALLY/
ALWAYS


*Disagreements with the statements are shown as negative numbers for differentiation purposes 







The low‐compliance group was more likely to report 
other members of local organizations view the IRS 


and the tax law negatively
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The low‐compliance group was less likely to 
report that it pays to cheat
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What did the Community Survey 
reveal?
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Low‐compliance sites
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Low‐compliance sites viewed taxation 
more negatively
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Low‐compliance sites had more civic 
participation
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Low‐compliance sites more strongly 
perceived that their associates believe 


taxation is unfair
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Observations


• Attitudes toward government, law, and IRS 
may promote 
– noncompliance in the case of norms and distrust
– compliance in the case of tax morale and trust.


• Low‐compliance respondents were more likely 
to 
– participate in local organizations 
– believe that organization members held negative 
views about government, law, and IRS.
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Implications


• Survey did not reveal much effect of 
deterrence or complexity on compliance.


• Primary types of noncompliance were social 
and symbolic, which could be addressed by 
promotion of trust in government, law, and 
IRS.
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Transfer Pricing: 
Strategies, Practices, and Tax Minimization


Ken Klassen Petro Lisowsky
University of Waterloo University of Illinois


Devan Mescall
University of Saskatchewan


2013 IRS Research Conference June 20, 2013







Research Question


• How do U.S. multinational corporations’ 
transfer pricing strategies and practices 
affect their tax minimization outcomes?


• Objective: Critically examine role of  
transfer pricing in corporate tax avoidance 
(Hanlon and Heitzman 2010)







• “Asda, Google, Apple, eBay, Ikea, Starbucks, 
Vodafone: all pay minimal tax on massive UK 
revenues, mostly by diverting profits earned in 
Britain to their parent companies, or lower tax 
jurisdictions via royalty and service payments.” 
– The Guardian Oct 31, 2012


Multinational Corporation = Tax Avoider







How?


• “Transfer pricing is the practice of  multinational corporations of  
arranging intrafirm sales such that most of  the profit is made in a 
low-tax country.”  - Hassett and Newmark (2008)


• The Economist, Feb 16, 2013:
– “One of  the main vehicles of  corporate tax avoidance is a practice known as 


transfer pricing.”
– “Transfer pricing (really mispricing) is sometimes also used to load costs onto 


countries that offer generous subsidies… It has become a key plank of  
multinational tax strategies.”


… Transfer Pricing!







Transfer Pricing: The Basics


U.S. Parent (t=35%) Irish Subsidiary (t=12.5%)
Items sold at/near cost.
--U.S. recognizes little income
--Costs are deducted in high-
tax U.S. jurisdiction
--Cash gets to U.S. without
paying repatriation tax


Items sold to customers at high mark-up.
--Ireland recognizes high income
--High income lightly taxed
--Can send to other countries for sale and 
it will not be subject to Irish tax.







Transfer Pricing: The Basics
• Better Strategy:


U.S. Parent (t=35%) Irish Subsidiary (t=12.5%)


Bermuda Subsidiary
(t = 0%)


Items sold at/near cost.
--U.S. recognizes little income
--High Costs are deducted in
high-tax jurisdiction
--Cash gets to U.S. without
paying repatriation tax


Items sold at very high mark-up.
--Bermuda recognizes very high income
--High income not taxed at all.
--Lax regulatory regime
--Cash gets to Bermuda from Ireland


Items purchased from Bermuda 
have a high mark-up = high cost.
--Recognize little income in 
Ireland (and what you do gets 
lightly taxed)







U.S.: From “Tax Haven” to High Taxed


Source: OECD and Tax Foundation “Fiscal Fact” by Robert Carroll







Prior Research:


• Klassen, Lang, and 
Wolfson (1993)


• Jacob (1996)


• Dyreng and Lindsey 
(2009)


• Donohoe, McGill and 
Outslay (2012)


• Dyreng and Markle
(2013 WP)


A B C


Public data
• Consolidated ETR
• Foreign/Domestic 


ETR
• 10K: in what 


countries there are 
entities


• Geographic sales


Do Multinationals Avoid Taxes via 
Transfer Pricing?







Current Research:


• Blouin, Robinson, and 
Seidman (2012)


Other data


BEA
• Size of  transfers by 


firm between 
countries


• Country-level 
intrafirm trade


Do Multinationals Avoid Taxes via 
Transfer Pricing?


A B C







Conclusion
• Multinational corporations use transfer 


pricing to avoid taxes.
• But …







Tax Authorities are Reacting


• “IRS Brings ‘A Team’ to Crush Transfer Pricing Abuse” 
– Forbes March 2012


• “OECD Urges International Tax Clampdown on 
Multinationals” – Reuters Feb 13, 2013


I pity the fool 
who abuses 


transfer prices!







Multinationals Seeking Certainty
• “Companies should pursue tax certainty” – E&Y 2012
• “What you need is certainty and that’s what you don’t 


get in India” – KPMG 2013
• Arm’s length principle: not easy to determine.
• Advance Pricing Agreements (APA)
• “Competent Authority” arbitration


– Resolution of  TP between firm & n countries’ tax authorities
– However, not binding







Variation in the Tax Function
• MNCs’ approaches to taxes are not uniform
• Firms balance tax incentives with nontax & financial 


reporting effects differently
– Graham, Hanlon, and Shevlin (2010, 2011)


• Tax department goals can be different, and affect 
ETRs differently
– Robinson, Sikes, and Weaver (2010)


• Transfer pricing tax function remains unexplored







How is Tax Minimization affected by Firm-
Specific Transfer Pricing Goals and Practices?


Our Survey Data
• Assess effectiveness of  


Transfer Pricing Practice
• Experience of  Tax 


Director
• Budget for Transfer 


Pricing
• Mix of  Planning and 


Compliance 


A B C







Survey
• Obtain inside tax information from 219 MNCs


– Traditional archival data sources are inadequate


• In cooperation with Tax Executives Institute (TEI)
• Survey ran October - December 2010 
• Sent to every Int’l TEI member, plus one reminder


– Response Rate = 8.1% 


• Responses are optional
– Consistent with previous surveys (GHS 2010, 2011)







Survey Caveats
• Voluntary responses
• Respondent must be member of  TEI
• Potential interpretation issues
• Remedies:


– Asked who filled out survey:
• VP Tax (39%), Tax Director (40%), Tax Manager (19%), 


CFO (2%)


– Validated demographics on external data: 
Our survey  vs.  2005 mandatory TEI survey (Table 1)







Survey Analysis
• Responses Overall
• Responses by Firm Characteristic


ETR R&D
International Exposure TP Experience  
Tax Budget NOL
Tax Planner Underfunded TP
Asset Size Public
Low Cash Tax Goal Compliance Goal


• OLS regression
– Provide a multivariate control framework







Number of  Years of  Transfer Pricing Experience


3.3% 4.7%


15.0%


28.6%


48.4%


0%


10%


20%


30%


40%


50%


60%


Less than 1 
year


1-2 years 3-5 years 5-10 years Greater than 
10 years


Mfg firms more likely to 
employ experienced TP execs 
than non-mfg firms.
No diff  bw public/private, 
or large vs. small firms.







#Respondents with TP Experience in Countries
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TP experience seems to have 
little to do with tax-motivated 
income shifting to tax havens.







Tax Resources Consumed by Transfer Pricing


23.5%


51.0%


17.6%


6.9% 1.0%


< 10%           (23.5%)


10% - 30%    (51.0%)


30% - 50%    (17.6%)


50% - 70%      (6.9%)


70% - 90%      (1.0%)


> 90%            (0.0%)


10 Years Ago:


Current Year:


78.8%


17.2%


1.0% 3.0%


< 10%           (78.8%)


10% - 30%    (17.2%)


30% - 50%      (1.0%)


50% - 70%      (3.0%)


70% - 90%      (0.0%)


> 90%            (0.0%)


Non-mfg, high intl, 
more experienced tax 
directors spend higher % 
of  resources on TP.







Transfer Pricing Burden (Relative to Other Tax Issues)


1.6% 1.0%


26.6%
22.4%


48.4%
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Transfer pricing 
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least 


burdensome 
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4 5
Transfer pricing 


is one of the 
most 


burdensome 
areas of tax







Resource Adequacy for Transfer Pricing


51.6%


46.3%


2.1%


Would benefit from investing 
additional resources in transfer 
pricing activity (51.6%)


Has invested appropriate 
resources in transfer pricing 
activities for your needs (46.3%)


Could invest less in transfer 
pricing activities (2.1%)


My Company:







Transfer Pricing Compliance vs. Planning Resources


35.1%


12.8%


8.5%
6.4%


9.6%


6.4%
5.3%


9.6%


6.4%
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Shifting Resources 
towards Compliance, 
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But firms that assess their TP 
practice on cash taxes spend a 
higher % on planning than 


firms with compliance goals.







% of  Transfer Pricing Compliance & Planning Outsourced
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Most Compliance & 
Planning done In-House


Large, Intl, low U.S.-asset 
concentration firms outsource 


TP work less frequently


Compliance goal firms keep 
compliance work in-house 
more often than cash tax 
minimization goal firms.







Quality of  Tax Authorities’ TP Auditors (5=best)
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Transfer Pricing Risk by Country (5=most risky)
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Goals of  Transfer Pricing Practice within MNC


58.6%


18.2%


45.5%
41.4%
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Success in 
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Higher likelihood in non-
mfg and NOL  firms; not 
more prevalent in large, 
public, intl MNCs.







Link Between Tax Minimization 
and Firm-Specific TP Attributes


Correlation Coefficients ETR
Low Cash Tax Goal -0.22**
Compliance Goal 0.28**
High International -0.24**
Tax Budget -0.19
High Planner -0.12
Assets (Logged) -0.26**
R&D -0.25**
TP Experience -0.28**
NOL 0.02
Underfunded TP 0.14
Public -0.17*
Tax Haven Benefit -0.07







OLS Results.   Dep. Variable:  ETR (1) (2) (3)
Low Cash Tax Goal -0.037***
Compliance Goal 0.054***
Low Cash Tax Goal Only -0.062***
Compliance Goal Only 0.064***
High International -0.008 -0.013 -0.011
Tax Budget -14.98*** -15.290*** -17.110***
High Planner -0.032** -0.028* -0.027
Assets (Logged) -0.018*** -0.018*** -0.019***
R&D -0.075*** -0.076*** -0.076***
TP Experience -0.043* -0.044* -0.043**
NOL 0.012 0.011 0.014
Underfunded TP 0.035 0.034 0.035
Public -0.026 -0.029* -0.020
Tax Haven Benefit -0.067*** -0.054*** -0.063***
Constant 0.496*** 0.539*** 0.495***
Adjusted R2 51.9% 48.2% 49.7%
n 65 65 65







Conclusions
• Do MNCs avoid taxes through transfer pricing?
• It Depends!...


– On how TP practice is assessed: compliance vs. avoidance
– On financial resources for TP (budget) 
– On human capital (experience)


• Importantly, more MNCs now seem to be concerned 
about tax compliance than tax minimization.







Thank You!
lisowsky@illinois.edu 







Tax Environment: Tax Audit
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Tax Environment: Tax Litigation over Past 3 Years
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Reputation Cost of  Losing Tax Dispute w.r.t. TP (vs. non-TP) Issue
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DEMAND FOR AGGRESSIVE TAX PLANNING
IRS conference, 20 June 2013


Peter Bickers, Bhaskaran Nair, Dr Michael Slyuzberg, Tracey Lloyd;


National Research and Evaluation Unit, Inland Revenue, New Zealand







Background
• Aggressive Tax Planning (ATP) 


– is about following the letter of the law but not its spirit
– generally reducing income or inflating expenses
– often involves contrived arrangements for little economic sense


• Tax administrations all over the world are working 
to respond to ATP
– undermines the public trust in the tax system
– creates inequalities and reduces tax revenues 
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Objective
• Investigate the factors and attitudes behind 
customers’ demand  for ATP 


3







Method


4


• ATP risk cases identified by investigators


• Qualitative interviews with Inland Revenue staff (x8), ATP risk 
customers (x22) and tax agents (x20) to; identify ATP characteristics, 
and understand each perspective


• Statistical analysis
1. Latent Class Analysis (LCA) – Customer Profiling


• for finding subtypes of latent classes from multivariate categorical data.


2. Canonical discriminant function analysis
• Confirmation of Clusters determined through LCA
• To find rules for classifying objects given a set of pre‐classified objects.







ATP Customer Profile ‐ Individuals
ATP Individual Customers ‐ Profile % Wider population 


(Individual)


• Male 


• 45+ years of age


• Auckland location


• Self‐employed


• Professional/technical


• Financial/insurance services


• Rental/hiring/real estate


• On‐time filing of tax 


• On‐time payment of tax


• Income $60,000+


• Expense claims $10,000+


80%


90%


60% 


64% 


20% 


20%


19%


50%


60%


63%


24%


50%


43%


35% 


8%


7% 


3%


1%


60%


85%


10%


1%
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ATP Customer Profile ‐ Individuals
ATP Business Customers ‐ Profile % Wider population 


(Business)


• Business age 10‐20 years


• Auckland location


• Finance/insurance services


• Rental/hiring/real estate


• Professional/scientific/technical


• On‐time filing of tax return


• On‐time payment of tax


• Business turnover $500,000+


• Profit (i) $60,000+


• Profit (ii) $500,000+


• Expense claims $250,000+


67%


60%


22% 


18%


17%


66%  


82% 


29%


30%


11%


32%


29%


34%


3% 


1%


7%


72%


84%


3%


6%


1%


22%
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Role of Tax Agents
More than 89% of ATP Individual customers had a 
tax agent


More than 80% of ATP Business customers had a 
tax agent
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“The current tax law is over 
the heads of most clients and 
also for many accountants.” 
(Tax agent)







ATP customer‐tax agent 
relationship types


1. Customer keeps agent at 
a distance


“Agents consider avoidance and 
come up with two or three 
commercial reasons and say ‘we 
should get over the line’.”  
(IR staff)


“Inland Revenue defines this as 
tax avoidance and thinks we 
should know better, but we trusted 
our accountant.”  (Customer)


“[The customer] wanted 10% off 
the tax bill, they didn’t care how.”  
(IR staff)


“They don’t want to reveal 
information to the agent, won’t 
give the facts, not transparent.”  
(IR staff)


2. Customer proactive with 
agent 


4. Customer reactive to agent3. Customer leaves 
everything to the agent 
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ATP Customer segmentation ‐ Individuals


Clusters


3 = ATP Risk 
cluster


2 = ‘Opportunist’ 
cluster


1 = Non‐ATP 
cluster


‘Can’ = Canonical variable


Error rate 10%
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ATP Customer segmentation – Businesses


Clusters


3 = ATP Risk 
cluster


2 = ‘Opportunist’ 
cluster


1 = Non‐ATP 
cluster


1
0


‘Can’ = Canonical variable


Error rate 19%







Discriminators of ATP


Individual
customers


Business
customers


Primary 
Discriminators


Secondary 
Discriminators


Minor Discriminators


Lower administrative
compliance


Linked to tax agents


Annual income after 
expenses


Individual age


Liabilities


Professional services


Travel expense claims


Real estate and 
financial services


Tax credit claims


Donations paid
Lower administrative
compliance


Business growth


Linked to tax agents


Business age


Liabilities


Auckland


Finance and insurance 
services


Annual turnover
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ATP on a tax planning spectrum


1.
Customers 


with 
minimal tax 
planning 


opportunity


(b) Focussed 
on ATP


2.
Customers 


with
conservative 
tax planning 
attitudes 


3. Customers keen to 
minimise tax 


(a) Focussed on legal 
correctness


‐ Transactions have both 
commercial reasons and tax 


advantages
‐ Expect tax law to be specific


“I’d say we have 5 ‐ 10% of clients who like to take more 
of a risk in business activities, 40 – 50% want to keep IR 
happy and the rest are happy to do some sort of tax 
minimisation but without going too far so that IR will 
come back and have a go at them.”  (Tax agent)
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Tax Morale has two levels


Social responsibility 
to pay tax


HIGH


Meeting the intent of 
the tax legislation


LOW


“I don’t believe I should be paying 
more tax than I have to. I have 
successful businesses that pay a lot 
of tax. Why should I pay more?”  
(Customer)
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“It’s essentially not our money, it’s 
the government’s money.”  
(Customer)







Final comments: 1 – Responsibility for ATP


• People expect their tax planning to be judged 
according to written legislation – not happy 
with the ‘spirit of the law’


• People expect their tax agent to get their taxes 
right, and may not feel responsible for their 
ATP risk
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2 ‐ Identifiable characteristics


• ATP Individual customers stand out – high use of tax 
agents, professional occupations, use of expense claims


• ATP business customers are harder to distinguish –
slightly lower compliance rate and slightly higher use of 
tax agents


• Segmentation indicates a secondary group of 
‘opportunists’ who need the same attention for ATP
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Analysis of Ten Year Trends in Large 
Business Examination Results 


(Fiscal Years 2001 – 2011)


David Macias, FDRA Team Manager, IRS
Kimmy Wang, FDRA Senior Program Analyst, IRS







IRS Database


Audit Information Management System (“AIMS”) 


Audit Computer Information System (“ACIS”)


Issue Management System (“IMS”)


Coordinated Examination Management 
Information System for Large Cases (“CEMIS”) 


2
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Audit Recommended Dollars for FY 2001 to 2011


Dollars Recommended 
($B) FY01 FY02 FY03 FY04 FY05 FY06 FY07 FY08 FY09 FY10 FY11


Total Corporate Audits 
(Assets over $10 M) $13.25 $14.30 $13.04 $15.93 $31.52 $26.68 $24.87 $25.20 $29.65 $25.23 $24.78 


Corporate Audits (Assets 
$10 -250M)


$0.49 $0.64 $0.78 $0.73 $1.40 $1.17 $0.73 $0.90 $1.10 $1.49 $0.93 


Corporate Audits (Assets 
over 250M)


$12.76 $13.66 $12.26 $15.20 $30.12 $25.51 $24.14 $24.30 $28.55 $23.74 $23.84 







Issue to Address


4


Why did LB&I field examination results in dollars double 
in 2005 compared with prior years?  And why did they 
remain constant thereafter?


Was there a particular sub-industry or IRC Code Section 
issue that drove the increase?


Were the recommended dollars generated from a small 
group of entities?


 How can LB&I management use the results of this study 
to support future decision making? 
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Findings


 The FY 2004 LB&I Special Initiative to Improve Business Results by 
decreasing cycle time on both Industry Cases (“IC”) and Coordinated 
Industry Cases (“CIC”) Examinations appears to be successful.


 LB&I introduced issue tiering in FY 2006, which did help in focusing IRS 
resources on the most significant issues.


 The exam recommended dollars in FY 2005 and thereafter were mostly 
driven by a small number of sub-industries.  These sub-industries are 
Utilities, High Technology, Petroleum, Commercial Banking, Securities and 
Financial Services and Telecommunications.


 The major issues that drove the increase in examination dollars appear to 
be transfer pricing and capitalization.


 The increase in recommended dollars appeared to be concentrated in a 
small group of CIC cases.  We identified 147 CIC examinations that drove 
examination results from FY 2001 through FY 2011.







LB&I Special Initiative to 
Improve Business Results
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Cycle Time – Status 12* to Close (Month)


7*Status 12: Tax Return in Examination Status







Return Closures
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Issue Tiering
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Issue Tiering 
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 Transfer of Intangibles / Offshore Cost Sharing


 Foreign Tax Credit Generator


 Research Credit Claims


 All Recognized and Listed transactions (Reportable 
Transactions on Form 8886)


 Section 199, Domestic production Deduction







Data Analysis
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Large Corporate Audit – Recommended $ (In B$) 
by Assets Size


12
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Selection of CIC Taxpayers 


 Selection based on Taxpayer Identification Number (TIN)
 CIC Taxpayer
 Disposal code 07 (unagreed) 
 Accumulated Exam Audit Amount exceed 250 million dollars during 


the period


Case Closed 2001-
2011


Selected 
CIC


LB&I 
Population %


Audit Amount (in Millions) 127,203 179,886 71%


Number of Audited Taxpayer 147 8,443 2%


Number of Audited tax return 6,778 41,873 16%







Uncertain Tax Benefit (UTB) Characteristics
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Selected Taxpayers 
Characteristics
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Selected CIC Taxpayers’ Two period Average 
Examination Recommended Dollars


16







Top 6 Sub Industry of Selected CIC Taxpayers’ Average Audit 
Recommended Dollars in Two Periods 


and Dollar Amount Recommended
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Top 8 IRC Code of the Selected CIC Taxpayers’ by Agreed 
and Unagreed Issues (In $ Billions)







Tax Shelter Cases Closed in FY 2001 to 2011
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Future Considerations
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Findings from this study offer insights that can help 
inform future LB&I strategies involving: 


• Changes in exam practices and procedures


• Issue management approaches


• Changes to the CIC program


Informing Future LB&I Strategies
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Question?







Thank you!


For more information, go to:
http://lmsb.irs.gov/hq/srp/index.asp


This presentation was last updated as of X/X/X








The Impact of Legal Enforcement:
An Analysis of Corporate Tax 
Aggressiveness after an Audit
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Motivation
 The corporate tax gap accounts for tens of billions of 


dollars in lost tax revenue
 $67 Billion in 2006


 Yet there is little knowledge about how firms behave after 
an audit
 Recent work focuses on laboratory experiments


 Existing models make ambiguous predictions







Previous Literature
 Response to intermittent enforcement depends on audit 


probability and penalties
 Allingham and Sandmo, 1972


 Lab subjects tend to increase evasion right after an audit
 Guala and Mittone, 2005; Mittone, 2006


 This behavior may be due to misperceiving the audit rate
 Kastlunger, 2009







Firm Response to Audits
 Multiple factors in estimating own audit risk
 Type Updating
 Bomb-crater Effect
 Penalty Updating


 Combined effect of updating is unclear
 Time-path depends on relative dominance of each factor
 Flat vs Hump-shape vs U-shape







Perceived Audit Rate over Time







Empirical Strategy
 Tax aggressiveness measured using Effective Tax Rate
 Non-parametric measure of audit duration
 Dummies for each year after audit has closed


 Each audit receives a different fixed effect
 Results are relative to the ETR before the audit is closed


 Controls for firm size, firm type, and year







Firm Aggressiveness
 Using ETR allows us to consider a broad set of audits
 Our primary ETR measure is taxes plus value of net 


operating losses, over earnings before interest, taxes, and 
depreciation
 Plesko, 2003
 Including taxes, interest, and depreciation minimizes distortions 


in our measure of ETR


 We consider a battery of other ETR measures and obtain 
similar results







Data Source
 Data from IRS Compliance Data Warehouse
 Form 1120
 Audit Information Management System


 C Corporations, 1996 through 2009
 Exclude RICs and REITs
 Sample of 8 million observations
 About 250,000 observations are connected to an audit


 Compustat used to identify public firms







Data Details
 Because the CDW is not edited, it is possible our data 


contain mistakes or other noise
 90% Winsorization of continuous variables to reduce outliers


 Descriptive Statistics:
 Average ETR is 4.5%
 Most firms experience no audit
 Those which are audited go about 3.9 years between audits
 Public firms, Foreign owned firms, and Multinationals are very 


rare, but more common in the top quartile







Comparison of Specifications
 Without any firm or audit fixed effects, audits correlate 


with higher ETR
 However, the introduction of firm fixed effects causes this 


relationship to reverse
 Large firms have higher ETR and are audited more frequently


 The further introduction of audit fixed effects does not 
affect the general result







Main Result
 Firms lower their ETR following an audit, and gradually 


increase it over time
 U-shaped response


 Firms appear to respond to anticipated audits
 U-shape shows up for disaggregated audit periods


 Robust to ETR specification







Main Result







Results by Time to Next Audit







Firm Learning
 ETR is higher when similar firms are more likely to be 


audited
 However, audit intensity does not appear to motivate firms


 Firms appear to be less aggressive after their first audit
 Upward adjustments make firms more aggressive
 Suggests that firms are learning about penalty sizes







Conclusion
 Firms respond to audits by decreasing ETR, then raising it
 This behavior appears to be the result of a strategic 


updating process
 Firms appear able to learn from the audit experiences of 


themselves and others
 Responses also suggest that firms are able to anticipate 


upcoming audits to some degree







Future Work
 Examination of other types of businesses
 Exploration of mechanisms used by firms to adjust ETR
 Spillover effects and information-sharing among firms
 Closer focus on publicly-held firms or closely-held firms








Margot Howard
University of North Carolina
June 20, 2013


IRS Enforcement and 
State Corporate 
Income Tax Revenues







Overview


• Relation between state corporate income tax (SCIT) revenues and IRS 


enforcement


– 1995‐2010


– 43 states


• Are SCIT revenues related to IRS enforcement?


– Yes, SCIT revenues and IRS enforcement are positively related


• How did the implementation of FIN 48 affect that relation?


– The relation between SCIT revenues and IRS enforcement was 


attenuated by the implementation of FIN 48







Motivation


Picture from 
Wells Fargo Advisors







Motivation


• States facing major financial crises


– State budget deficits


– Proposed legislation to allow states to declare bankruptcy


– Downgrade of state debt


– State Budget Crisis Task Force


• Investigate one mechanism that may affect SCIT revenues – IRS 


enforcement







Related Literature
• Desai et al. (2007)


– Corporate tax system and corporate governance


– Government is largest minority shareholder of corporations


– Outside stakeholders benefit from tax enforcement


• Guedhami and Pittman (2008)


– IRS enforcement and private firm debt pricing


– Transactional Records Access Clearinghouse (TRAC) data


• Hanlon et al. (2012)


– IRS enforcement and financial reporting quality


• Hoopes et al. (2012)


– IRS enforcement and tax avoidance







Related Literature


• Gupta et al. (2009)


– Sample period 1982 through 2002


– Examine the relation between SCIT revenues and SCIT policies such as tax rates and sales 


factor weighting


– Find that SCIT revenues are positively related to tax rates, but negatively related to sales 


factor weighting


• Gupta and Lynch (2012)
– Sample period 2000‐2008


– Examine the relation between SCIT revenues and state level enforcement


– Find that state level enforcement in year t is positively associated with SCIT collections in 


year t+2







Apportionment Factor
• Traditional equally weighted three factor formula


• Trend of states moving towards a more heavily weighted sales factor


• 33.3% ‐ three factor formula


• 50% ‐ double weighted sales formula


• 100% ‐ single sales factor







IRS Enforcement and SCIT 
Revenues


No
• Gupta et al. (2009)


o Different filing groups


o Federal return items unrelated 


to SCIT


• Contemporaneous SCIT revenues


Yes
• Federal taxable income is the starting 


point for SCIT calculations


• Relation between IRS enforcement and 
contemporaneous:


o Accounting quality – Hanlon et al. 
(2012) 


o Cash effective tax rates – Hoopes 
et al. (2012)


• Are SCIT revenues related to IRS enforcement?







IRS Enforcement and SCIT 
Revenues


H1:  IRS enforcement has no effect on state corporate income 


tax collections.   


SCIT/GSPit = αi + β1 TXRATEit + β2 SALESit + β3 FLOWTHRUit


+ β4 FEDBASEGSPit + β5UNEMPit + β6 LN_POPit + β7 IRS_AUDITt + εit







SCIT Revenues and FIN 48


• Mills et al. (2010)


– Model interaction between publicly traded companies and the 


government in a mandatory disclosure environment


– Under FIN 48 some taxpayers will be deterred from tax avoidance 


transactions


• Gupta et al. (2013)


– Reduced SCIT avoidance post‐FIN 48







IRS Enforcement, FIN 48, and SCIT 
Revenues


H2: The relation between IRS enforcement and SCIT 
revenues was attenuated with the implementation of FIN 
48


SCIT/GSPit = αi + β1 SALESit + β2 TXRATEit + β3 FLOWTHRUit


+ β4 FEDBASEGSPit + β5 UNEMPit + β6 LN_POPit + β7 IRS_AUDITt


+ β8 FIN48t + β9 IRS*FIN48t + εit







Results


Variable
Predicted 


Sign Coefficient


TXRATE + 0.0259 ***
(0.009)


SALES ‐ 0.0006 ***
(<0.001)


FLOWTHRU ‐ 0.0071 ***
(0.001)


FEDBASEGSP + 0.0030 ***
(0.001)


UNEMP ‐ ‐0.0002 ***
(<0.001)


LN_POP + ‐0.0022 ***
(<0.001)


IRS_AUDIT ? 0.0906 ***
(0.007)


INTERCEPT 0.0305 ***
(0.004)


R2 0.7926
No. of Obs. 682


SCIT/GSPit = αi + β1 TXRATEit + β2 SALESit + β3 FLOWTHRUit + 


β4 FEDBASEGSPit + β5UNEMPit + β6 LN_POPit + β7 IRS_AUDITt + εit







Other Enforcement Variables
Enforcement 
Variable
(Predicted Sign) EMP REV_AGT CI FRAUD


TXRATE (+) 0.0240 ** 0.0261 *** 0.0234 ** 0.0246 ***
(0.0095) (0.0089) (0.0096) (0.0093)


SALES (‐) 0.0006 *** 0.0007 *** 0.0006 *** 0.0006 ***
(0.0001) (0.0001) (0.0001) (0.0001)


FLOWTHRU (‐) 0.0058 *** 0.0130 *** 0.0065 *** 0.0108 ***
(0.0013) (0.0012) (0.0019) (0.0011)


FEDBASEGSP (+) 0.0070 *** 0.0044 *** 0.0067 *** 0.0041 ***
(0.0012) (0.0011) (0.0012) (0.0011)


UNEMP (‐) ‐0.0002 *** ‐0.0003 *** ‐0.0002 *** ‐0.0002 ***
(<0.0001) (<0.0001) (<0.0001) (<0.0001)


LN_POP (+) ‐0.0022 *** ‐0.0023 *** ‐0.0023 *** ‐0.0023 ***
(0.0002) (0.0002) (0.0003) (0.0002)


ENFORCEMENT (?) 0.1135 *** 1.8240 *** 3.6398 *** 19.7332 ***
(0.0284) (0.1732) (1.2313) (2.0430)


INTERCEPT 0.0302 *** 0.0250 *** 0.0303 *** 0.0297 ***
(0.0037) (0.0036) (0.0037) (0.0038)


R2 0.7438 0.7866 0.7406 0.7750


No. of Obs. 682 682 682 682







Results


Variable 
(Predicted Sign)  IRS_AUDIT  EMP REV_AGT CI FRAUD


ENFORCEMENT (?)  0.0682  *** 0.0853 *** 1.5113  ***  5.1274 *** 14.1394 ***
(0.009)  (0.0283) (0.2064)  (1.2282) (2.0993)


FIN48 (+)  0.0053  ***  0.0019  *  0.0049  ***  0.0031  0.0031  *** 
(0.001)  (0.0011)  (0.0014)  (0.0019)  (0.0008) 


ENF*FIN48 (‐)  ‐0.3819  *** ‐0.0699 ‐2.1311  ***  ‐4.9441 ‐104.8890 ***
(0.120)  (0.0878) (0.7196)  (4.9600) (38.5925)


INTERCEPT  0.0314  ***  0.0312  ***  0.0270  ***  0.0289  ***  0.0309  *** 
(0.004)  (0.0037)  (0.0037)  (0.0036)  (0.0038) 


R2  0.8031  0.7864 0.8096  0.7906 0.8004
No. of Obs.  682  682  682  682  682 
 


SCIT/GSPit = αi + β1 SALESit + β2 TXRATEit + β3 FLOWTHRUit + β4 FEDBASEGSPit + β5 UNEMPit


+ β6 LN_POPit + β7 IRS_AUDITt + β8 FIN48t + β9 IRS*FIN48t + εit







Robustness Tests


• Endogeneity


• Lagged enforcement variables


• Drop OH observations


• Winsorize







Conclusion


• IRS enforcement is positively related to contemporaneous 
SCIT revenues


• The relation between IRS enforcement and SCIT revenues was 
attenuated by the implementation of FIN 48


• Effect of SCIT policies may have changed over time


• Policymakers should consider the broader environment, 
including enforcement and financial reporting, when 
considering how to improve SCIT revenues
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Evasion and the Sales Tax
 Conventional wisdom


 Unfounded assumptions related to sales tax evasion
 Sales tax evasion is nonexistent


 Amount of sales tax collected by entities involved in 
sales tax evasion is immaterial


 State estimates of compliance rates can be used to 
estimate tax lost to evasion


 Under a national sales tax – no need for IRS!







Methodology
 18‐month, mixed‐methods study within a state agency


 Interviews within the agency


 Document reviews


 Observational survey


 Analysis of task force operations


 Quasi‐experimental evaluation of industry enforcement 
methodologies


 Builds on experience in a state revenue agency







Evasion in a Sales Tax System
 Unfounded assumption 1: Evasion under a sales tax 
system is nonexistent
 Basis for assumption
 Income tax vs. sales tax compliance enforcement 
schemes


 The role of third‐party reporting


Category Total Verifiable Percentage


Income $8.8 trillion $7.3 trillion 82.59%


Deductions for 
AGI


$123 billion $89 billion 72.66%


Other 
deductions


$2.93 trillion $1.597 trillion 54.51%







Evasion in a Sales Tax System
 Principle‐agent issues


 Adverse selection
 Moral hazard


 Corporate view of opportunistic crime
 Spending billions on


 External audits
 Internal audits
 Tight internal controls and procedures
 Fraud training and hotlines


 Still losing $652 billion annually (2006)







Character of Sales Tax “Evasion”
 Unfounded assumption 2: The amount of sales tax 
collected by entities with a propensity toward theft of 
sales tax is immaterial
 Basis for assumption


 Small businesses are the problem!
 Only evasion is considered


 Difference between evasion and theft in a sales tax 
system







Character of Sales Tax “Evasion”
 Some statistics on small business sales


 Businesses with less than 100 employees accounted for 
$8.8 trillion in receipts during 2007 (receipts not sales) –
28.5% of total


 Businesses with less than 500 employees accounted for 
$12.4 trillion in receipts during 2007 (receipts not sales) 
– 40.25% of total







Character of Sales Tax “Evasion”
 Assuming revenue neutrality:


 Small businesses will collect $712 billion to $1 trillion in 
sales tax


 “Prebates” will place another $142.5 billion to $265.65 
billion at risk


 Total risk ‐ $854.5 billion to $1.266 trillion
 IRS estimates net misreporting percentage (NMP) for 
amounts subject to little or no information reporting 
to be 56 percent







The Delinquency Dodge
 Unfounded assumption 3: State estimates of sales tax 
compliance rates can be used to estimate sales tax lost 
to evasion or theft
 Most states boast voluntary compliance rates of 95% to 
99%
 Generally based on delinquencies only!
 Tax thieves “fly below the radar”







The Delinquency Dodge


Collections & other 
non-verification 


activities – 80% of 
personnel 


Delinquencies - 
$500 million/yr 
– Discovery - 
$50 Million/yr 


Audit & Criminal 
Investigations – 20% 


of compliance 
personnel 


.38% of 
businesses 
audited, .08% 
investigated 


THE GAP 
TRUST WITHOUT 


VERIFICATION 


968,422 businesses out of 
972,977 – 99.53% 


Estimated 60% of small 
businesses noncompliant to 


some extent 


The sales tax enforcement gap







The Delinquency Dodge
Comparison of sales tax theft to delinquency amounts for a subset of dealers


Number of dealers examined 192


Revenues reported $1 billion


Sales tax reported $36.7 million


Theft of sales tax identified $21.4 million


Collection balances (delinquencies) $.3 million


Percent of theft identified through delinquencies 1.4%







Compliance Enforcement Needs
 Unfounded assumption 4: Under a national sales tax 
there would be no need for the Internal Revenue 
Service
 Basis is primarily faulty assumptions regarding 
evasion/theft


 Currently: compliance issues with 17% of tax base
 Under a sales tax, 100% of tax base at risk
 Requires much different enforcement infrastructure







Compliance Enforcement Needs


Simple lead development process







Compliance Enforcement Needs
 Current focus of state agencies is primarily 
delinquencies


 States just beginning to get more sophisticated
 Expansion of enforcement capabilities required 
whether headquartered at the federal or state level


 Need for coordination at the federal level for a federal 
tax for a variety of reasons
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Outline of Talk
1. Introduction


2. Previous Literature


3. Descriptive statistics about Illinois use tax payments  


4. Cross‐tabular evidence about tax‐filer characteristics 
that influence the probability of Illinois use tax 
payment


5. Regression evidence about tax‐filer characteristics that 
influence the probability of Illinois use tax payment 


6. Conclusion 
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Introduction
• Goal


 Understand compliance with a nearly voluntary tax
 Demonstrate the value  of collaboration btwn IDOR and academic 


researchers


• Illinois Use Tax Facts
 Understanding  arcane language, sales tax, occupation tax, use tax
 Use tax is 6.25% on tangible goods purchased out‐of‐state without 


paying equivalent sales taxes, 1% on foods, drugs, medical appliances 
purchased out‐of‐state, consumed in state


 File via ST‐44 prior to  2010, on IL‐1040 since then
 Delineate  purchases or use “lookup table” at 0.06% of FAGI  to 


compute liability
 Must file sooner if tax is >$600


• Research strategy
 Use data from IL‐1040 in 2010 and 2011 to understand factors that 


influence use tax payment
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2. Previous Literature
• Einav et al. (2012) study the sensitivity of Internet retail purchasing to sales taxes


• Alm and Melnik (2012) find that 94% of eBay purchases are out‐of‐state buyers; estimate 
$41 million Illinois use tax liabilities from eBay purchases alone


• Chupick and Davila (2011) estimate total Illinois use tax liabilities of $210 million


• Manzi (updated 2012) 
 25 states have use tax line on income tax form
 non‐zero use tax payment varies from 0.3 in California to 9.8 in Maine.
 non‐zero use tax payment is 3.1% on average in states with a lookup table but only 0.6% 


in states without a lookup table


• Gunter (2011) studied Maine’s income‐tax returns from 2003‐09
 11 to 13% of returns have non‐zero use tax
 taxpayers who used a paid preparer are roughly 8% less like to pay use tax
 small business owners are slightly more likely to pay use taxes
 taxpayers who make a voluntary charitable or political contribution are 23% more likely 


to pay use taxes
 the probability of a positive use tax payment increases with the refund due.
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3. Descriptive statistics about Illinois 
use tax payments


• Table 1—seems to be little 
substitutability between ST‐44 and IL‐
1040 use tax payments


• Figure 1—Use tax generates much less 
revenue than would be implied by use 
tax lookup table


• Table 2—use tax payments are persistent
5
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CALENDAR YR


Number of 
ST‐44 
returns


Total use tax 
payment on ST44 


returns
(millions of $s)


Number of 
IL1040 returns


Number of IL‐
1040 returns 
with non‐zero 


use tax 
payment


Total use tax 
payment on IL‐
1040 returns


(millions of $s)
2005 1,857          2.58 na np np
2006 4,520          4.00 na np np
2007 6,366          5.26 na np np
2008 9,801          4.86 na np np
2009 8,055          5.34 na np np
2010 6,415          6.09 4,747,133     242,412          10.22
2011 27,618        8.12 5,124,947     239,900          10.92
2012 4,256          5.94 na na na


Table 1
Illinois Use Tax Payments Before and After a Use Tax Payment Option Was 


Added to Personal Income Tax Return Form


Notes: na=not available, np=not possible.  Analysis of IL‐1040 is restricted to 5,124,947 
matched returns in 2010 and 2011.  Dependents, returns with over $1mm FAGI, returns 
with zero or negative FAGI and returns of non‐residents are dropped from the analysis. 
Prior to 2010 it was not possible to make a use tax payment on the IL1040 form.  The large 
number of ST‐44 returns in 2011 is the result of a use tax amnesty in that year.  Details are 
discussed in http://tax.illinois.gov/Amnesty/Amnesty‐FAQs‐Use‐Tax.htm.
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Figure1
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Table 2.  Cross‐tabulation of 2010 and 2011 Use Tax Payments by Illinois Tax Filers 


Category


No
matching 


2010
return


Amount of use tax payment on 2010 income tax return
TOTAL
2010 


returns


No Use Tax 
Payment


$1 to
50


$51 to 
$100


$101 to 
$300


$301 to 
$600


over 
$600


No matching 
2011 return 685,031  13,757  1,355  464  56  14  700,677 


Am
ou


nt
 o
f u


se
 ta


x 
pa
ym


en
t 


on
 2
01
1
in
co
m
e 
ta
x 
re
tu
rn No Use Tax Pmt 657,910  4,896,250  85,483  19,107  5,472  687  151  5,007,150 


$1 to $50 11,559  72,200  82,489  8,525  1,824  152  8  165,198 


$51 to $100 1,014  20,471  10,523  24,753  2,538  164  22  58,471 


$101 to $300 349  6,531  2,114  3,359  8,179  477  28  20,688 


$301 to $600 33  804  161  165  672  725  33  2,560 


over $600 12  219  35  28  76  111  79  548 


TOTAL 2010 
returns 5,955,292 


TOTAL 2011 
returns 670,877  4,996,475  180,805  55,937  18,761  2,316  321  5,925,492 


Notes:  Each cell shows the number of Illinois tax returns with characteristics in column and row headings.  The greyed cells inside the black box represent returns of taxpayers 
present in both 2010 and 2011.  The first row of numbers and the left‐most column of numbers show the number of tax returns that were present in only one of the years.   For 
example  there were 685,031 returns with no use tax payment in 2010 and no matching return in 2011.  Similarly there were 657,910 tax returns with no use tax payment in 2011 
and no matching return in 2010.  
Note:  For technical reasons, data used in constructing this table does NOT exclude tax filers who are dependents, have FAGI over $1 million, have zero or negative FAGI or are non‐
residents.







4. Cross‐tabular evidence about tax‐
filer characteristics that influence the 
probability of Illinois use tax payment


• Table 3—60% of use tax payers simply pay exactly 
the amount implied by the lookup table


• Table 4—returns filed by paid preparers are less 
likely to have an non‐zero use tax payment


• Table 5—Mixed evidence about whether switching to 
a paid preparer changes the probability of paying a 
use tax
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Table 3
Actual use tax payment compared to amount 


suggested by use tax lookup table


Tax Year
Use Tax 
Taxpayer 
Total


Paid
Same as 
Lookup 
Table 


Paid More 
than 


Lookup 


Paid Less 
than 


Lookup 


2010 242,412 57% 6% 37%


2011 239,900 58% 6% 36%


Note:  Dependents, returns with over $1mm FAGI, returns with zero or negative 
FAGI and returns of non‐residents are dropped from the analysis.
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Table 4
Paid preparers and use tax payments


Tax Year 2010 Tax Year 2011


All Tax 
Filers


Use Tax 
Filers


% that Paid 
Use Tax


All Tax 
Filers


Use Tax 
Filers


Self‐prepared 37.7% 45.6% 6.2% 38.2% 5.8%


Paid Preparer 62.3% 54.4% 4.5% 61.8% 3.6%


Note:  Dependents, returns with over $1mm FAGI, returns with zero or negative FAGI 
and returns of non‐residents are dropped from the analysis.
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Table 5
Use tax payment among those who switched from 


self prepared to paid preparer returns and vice‐versa


2010 use tax 
payment


Preparation Mode Share of returns 
with a use tax 


payment in 2011
2010 2011


No
self Preparer 2.3%


Preparer self 1.7%


Yes
self Preparer 18.0%


Preparer self 25.0%


Note:  Data includes all returns matched in 2010 and 2011.







5. Regression Evidence
• Table 7 regression results


 Probability of paying use tax in 2011 is
• 2% conditional on not paying use tax in 2010 ,
• 58% conditional on paying use tax in 2010 
• This hardly changes when we add more control variables


 Probability of paying use tax increases slowly with income but rises 
rapidly at high incomes


 Filing a self‐prepared return has a relatively large impact on payment 
probability


 The select group (0.5%) that make voluntary donations also are much 
more likely to pay use tax


 Filing type is associated with use tax payment in intuitive ways, for 
example single parents less likely to pay use tax


 Living in a border county matters little
 Little evidence  that having a refund due matters as we might expect if 


“loss aversion” was important
13
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Table 6
Descriptive Statistics of Key Variables Used in the Analysis


Minimum Maximum Mean
Std. 


Deviation Notes
Dependent Variable


UT_11 0 1 0.047 0.211 1=paid use tax in 2011, 0=not paid


Independent Variables


UT_10 0 1 0.051 0.220 1=paid use tax in 2010, 0=not paid


agi_2011 1  999,823  62,574  76,695  Federal adjusted gross income 


TAXPREP2011 0 1 0.62  0.49  1=used paid tax preparer; 0=self 
prepared


FINAL_REFUND_2011 ‐173,372 621,421  67  1,384  positive=refund due; negative=tax pmt
due to the state


COUNTY2011 0 1 0.66 0.47 1=border county, 0=non border county


DONATION_DUM_2011 0 1 0.004 0.067 1=paid check‐off donation, 0=not paid


(Based on 5,124,947 IL1040 matched returns in 2010 and 2011 dependents, returns with over 
$1mm AGI, returns with zero or negative AGI and returns of non‐residents are dropped from the 
analysis.)
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Table 6 continued
Descriptive Statistics About Filing Status


Frequency Percent


Va
lid


JOINT 2,103,322  41.0


DEATH 16,104  0.3


MARRIED FILING SEPARTELY 63,263  1.2


SINGLE 2,932,581  57.2


WIDOW 9,677  0.2


Total 5,124,947  100.0
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Dependent Variable 2011 Use Tax Dummy:


Data:


Number of Records 5,124,947                              


VARIABLE VARIABLE I  II  III  IV  V  VI VII
Intercept 0.021 ‐0.088 ‐0.081 ‐0.081 ‐0.064 ‐0.0635 ‐0.063


2010 USE TAX PMT
2010 use tax dummy
0=no; 1=use tax paid 0.556  0.550     0.549   0.549     0.548      0.548     0.548          


Federal AGI
LOG_AGI 0.010     0.010   0.010     0.009      0.009     0.009          


ASYM_LOG =0 if 
FAGI<$250,000


ln(FAGI) if 
FAGI>$250,000 0.001     0.001   0.001     0.001      0.001     0.001          


2011 Tax Preparer
Paid preparer dummy 
0=no, 1=paid preparer ‐0.011 ‐0.010 ‐0.010 ‐0.010 ‐0.010


2011 DONATION ‐ CHECK‐OFF
Donation dummy 
0=no, 1=yes 0.037     0.037      0.037     0.037          
Filing Status


Single omitted omitted omitted
Head of household ‐0.010 ‐0.010 ‐0.010


Joint filing 0.004      0.004     0.004          
Separate filing ‐0.002 ‐0.002 ‐0.002


Widow 0.007      0.007     0.007          


Deceased ‐0.005 ‐0.005 ‐0.005


Border County Border county dummy
 0=no; 1=yes ‐0.001 ‐0.001


Refund
FINAL_REFUND_2011 REFUND_DUE


positive=refund, 
neg=tax pmt ‐0.00000035


PMT_ASYM_2011 REFUND_DUE * 
PMT_ASYM_DUM
1=Refund_DUE>0, 
0=REFUND_DUE<0 0.00000123


*T statistics for all coefficients are greater than three except for separate which has a T statistic of 2.6 in columns V and VI and 2.8 in 
column VII.  R‐squareds are about .57 for all regressions.


Table 7
Illinois Use Tax Regression Results 


2011 ASYM_LOGAGI


2011 FILING TYPE


MODEL 


2010, and 2011 Illinois individual income tax returns; no dependent, none with over $1mm AGI, 
none with zero or negative AGI
excluding non‐resident, those with zero or negative AGI or AGI > $1mm, dependents
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6. Conclusion
• We cannot make definitive causal statements because 
most of our independent variables are not plausibly 
exogenous


• Our descriptive analysis concludes that
 A small fraction of filers pay the use tax—use tax payments 


are probably much less than use tax liabilities
 Our results are generally consistent with Gunter’s (2011) 


findings using data from Maine
 By far the most important variable determining payment is 


persistence—those who paid in 2010 are much more likely 
to pay in 2011


 The amount suggested by the lookup table is the exact 
amount paid by about 60% of those who pay the use tax
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Conceptual basis of Hidden Economy 
research and evaluation
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An ecological approach to understanding taxpayer 
attitudes and behaviours
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Highlights from the Hidden Economy 
Research & Evaluation Programme
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Measuring the size of the Hidden Economy


• Review of different methodological approaches to measuring the tax gap 
(Slyuzberg, 2012)


• Concluded :
• No standard approaches for assessing and interpreting the tax gap
• Different definitions used by tax authorities
• Calculations subject to assumptions which cannot always be observed
• Statistical robustness and accuracy of measurements queried
• Caution in using tax gap measurements as a proxy measure of HE
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Hidden Economy behaviour


Cleland & Leong (2013)
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Hidden Economy behaviour


Cleland, Bhaskaran, & Copeland (2012)
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Hidden Economy attitudes


Cleland & Leong (2013)
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Hidden Economy drivers


Cleland & Leong (2013)
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Hidden Economy drivers


Bickers & Cleland (2011)
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Hidden Economy barriers
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Cleland, Bhaskaran, & Copeland (2012)







Future likelihood of Hidden Economy activity
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Cleland & Leong (2013)







Lessons & Implications
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• End‐to‐end campaigns/programmes of work


• Multi‐modal and multi‐faceted intervention design 


• Long‐term commitment
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Lessons & implications
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Conclusions





