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This report presents the results of our review of how the Internal Revenue Service (IRS)
administers its “tolerance” policy when assessing the penalty for failure to make proper
Federal Tax Deposits. In summary, the IRS has not increased the minimum amount at
which the failure to deposit penalty will be charged to keep pace with increased IRS
costs. This minimum amount, or “tolerance,” has not been increased since 1986.
Consequently, taxpayers are paying penalties based on a tolerance amount that is no
longer appropriate.

We also found that the IRS does not send educational notices explaining how to comply
with complex Federal Tax Deposit requirements to taxpayers who are not penalized due
to the tolerance amount. This type of notice could help improve compliance. In
addition, the IRS has not changed its tolerance policy statement since 1960. This policy
views setting tolerance amounts from the IRS perspective and does not acknowledge
taxpayer costs and other burdens in dealing with relatively small dollar cases.

We recommended that the IRS immediately increase the tolerance amount, educate
taxpayers who were not penalized due to the tolerance amount on how to comply, and
revise the tolerance policy statement to include the taxpayer’s point of view.

Management’s response was due on September 27, 2000. As of September 28, 2000,
management had not responded to the draft report.



Copies of this report are being sent to the IRS managers who are affected by the
report recommendations in accordance with this requirement. Please contact me at
(202) 622-6510 if you have questions, or your staff may call Gordon C. Milbourn 11,
Associate Inspector General for Audit (Small Business and Corporate Programs), at
(202) 622-3837.
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Executive Summary

The Internal Revenue Service (IRS) can immediately help thousands of small businesses
and other taxpayers save an estimated $76.6 million a year in relatively low-dollar
penalties. In addition, the IRS can reduce the paperwork burden for these taxpayers by
eliminating an estimated 1.1 million notices and letters annually that result from these
penalties. The savings and reductions can be realized by increasing the “tolerance”
amount that the IRS uses to help administer the penalty charged to taxpayers who have
not followed Federal Tax Deposit requirements.

The IRS’ tolerance policy provides that IRS functions should not work on smaller, less
productive cases where the revenue involved would not warrant the handling costs and
the interests of the government would not be jeopardized. In accordance with this policy,
the IRS established a dollar amount under which a taxpayer would not be charged a
penalty for failing to meet Federal Tax Deposit requirements.

The IRS’ penalty administration and understanding of the complicated Federal Tax
Deposit requirements are among the most serious problems facing taxpayers, especially
small businesses. Our objective was to determine whether the IRS’ dollar tolerance
under which a failure to deposit penalty is not assessed should be changed to conform to
IRS policy and contribute to more effective and efficient tax administration.

Results

The current tolerance amount was established in 1986, and the IRS has not increased it to
keep pace with changes in the value of the dollar. Businesses that did not make proper
deposits may have fallen under the penalty tolerance amount in 1986 (and thus would not
have had to pay the penalty) but would likely be penalized with the same practices in
2000. This represents an increase in taxpayer burden. The IRS’ handling costs have
increased over the last 14 years. However, the tolerance amount for charging a failure to
deposit penalty has remained the same. This has resulted in the IRS assessing hundreds
of thousands of relatively low-dollar penalties each year for not making proper deposits.
Sixty-nine percent of the taxpayers included in our analysis fully paid their taxes and
were billed for the penalty charge only. Over 90 percent of the taxpayers penalized were
small businesses.

These penalties would not have been charged had the tolerance amount kept up with the
value of the dollar. Consequently, the tolerance amount established in 1986 is no longer
at an appropriate level.
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The IRS has an opportunity to expand its educational efforts to those taxpayers who have
not met the complex Federal Tax Deposit requirements. The educational efforts would
further implement IRS initiatives to help taxpayers understand their tax responsibilities.
In addition, the IRS also has the opportunity to update its policy on tolerances to consider
taxpayer costs and other burdens when determining the appropriate tolerance amount for
all types of penalties.

Subsequent to our review, the Commissioner approved sending to the Department of the
Treasury a separate proposal affecting Federal Tax Deposits. A by-product of this
proposal is raising the tolerance amount above the amount we recommend. The IRS’
proposal could be implemented as early as January 2001. However, independent of this
proposal, the IRS has the opportunity to immediately change the tolerance to the amount
we recommend. This action would benefit tax administration for taxes due through the
remainder of Calendar Year 2000.

The Tolerance Amount Is No Longer at an Appropriate Level for Small
Businesses and Other Taxpayers

The IRS is not following its tolerance policy. The tolerance policy states that IRS
functions should not work on smaller, less productive cases where the revenue involved
would not warrant the handling costs and the interests of the government would not be
jeopardized. Yet, the IRS has not increased the tolerance amount for charging a failure to
deposit penalty to keep pace with increased IRS costs. In fact, the last change was in
1986. The tolerance amount has not changed because the IRS does not have a process for
periodically evaluating the tolerance amount in comparison with costs.

Consequently, an estimated 142,000 taxpayers paid to the government approximately
$19.1 million in failure to deposit penalties for Employer’s Quarterly Federal Tax
Returns (Form 941) filed for the quarter ending March 31, 1999." These penalties would
not have been charged had the tolerance amount risen with increased costs. Therefore,
the penalty tolerance amount is no longer at the appropriate level. If the quarter included
in our audit is typical of other gquarters, taxpayers may have paid an estimated

$76.6 million a year in unnecessary penalties.> Our estimates are based solely on
increased IRS costs since 1986 and do not consider economic changes beyond those
costs.

Consistent with the Paperwork Reduction Act of 1995,° the Office of Management and
Budget has an initiative to reduce the paperwork burden on small businesses. For our

1 All estimates presented in this report are subject to percentage variances, and the actual figures may be
more or less than the number or dollar amount presented. Appendix VI includes those variances.

2 Annualized total does not equal 4 x $19.1 million due to rounding.

® paperwork Reduction Act of 1995, Pub. L. No. 104-13, 109 Stat. 163.
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sampled quarter, the IRS’ outdated tolerance amount caused the generation of an
estimated 269,000 notices and subsequent letters that resulted in taxpayer paperwork,
costs, and other burdens falling largely on small businesses. The IRS spent an estimated
$249,000 to mail the correspondence, receive responses, and resolve the issues raised in
the responses. If the quarter included in our audit is typical of other quarters, taxpayers
may have handled an estimated 1.1 million notices and letters a year. At the same time,
this correspondence cost the IRS approximately $996,000 annually to process.

Educational Efforts Should Be Directed at Taxpayers Who Were Not
Compliant But Were Not Penalized Due to the Tolerance

The IRS mission, in part, is to help taxpayers understand and meet their tax
responsibilities. However, when taxpayers are not penalized due to the tolerance, the IRS
does not notify them that they did not comply and the reason for the noncompliance. The
IRS computer system is not programmed to identify these taxpayers. As a result, the IRS
is not able to use this direct channel to improve these taxpayers’ abilities to follow
Federal Tax Deposit requirements.

The Tolerance Policy Statement Does Not Consider the Taxpayer’s Point
of View

One of the IRS’ guiding principles is to understand the customer’s point of view and use
this understanding to prevent and solve problems and provide quality service. The IRS’
tolerance policy focuses on costs to the IRS for handling small, less productive cases.
However, the policy does not recognize costs and burdens incurred by taxpayers for
handling the same cases. The tolerance policy statement may unintentionally misinform
the public and misguide IRS employees responsible for administering the policy that the
taxpayer’s viewpoint is not to be considered along with the interest of the government.
The IRS adopted the tolerance policy in 1960, 38 years before it began to emphasize
customer needs.

Summary of Recommendations

The Chief Operations Officer can immediately provide to small businesses and other
taxpayers relief from relatively small dollar failure to deposit penalties and the related
paperwork, while reducing its own administrative costs. This can be accomplished by
increasing the tolerance amount for charging a failure to deposit penalty in line with
changes in the value of the dollar. To minimize the impact on taxpayers of future cost
increases, the tolerance amount should be re-evaluated periodically.

The Chief Operations Officer should also explore a new educational opportunity by
notifying taxpayers who were not penalized due to the tolerance amount that they did not
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comply and the reason for the non-compliance. The success of these notices for
improving compliance should be monitored.

The issues in this report also affect one aspect of overall administration. The Chief
Operations Officer should revise the tolerance policy statement to include the taxpayer’s
point of view. This action would enhance consistency with one of the IRS’ guiding
principles.

Management’s Response: Management’s response was due on September 27, 2000. As
of September 28, 2000, management had not responded to the draft report.
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Office of Personnel Management (OPM) — The Federal government’s human resources
agency. The OPM’s responsibilities include compensation policy development.

Penalty — Used by the IRS to encourage voluntary compliance with tax laws by:

(1) helping taxpayers understand that compliant conduct is appropriate and that
non-compliant conduct is not; (2) deterring noncompliance by imposing costs on it; and
(3) establishing the faimess of the tax system by Justly penalizing the non-compliant
taxpayer.

Policy — A major decision of the Commissioner within the framework of basic tax and
administrative policies of the Treasury and the Congress, which govern and guide IRS
personnel in the administration of internal revenue laws. They form a framework within
which IRS officials prepare procedures and instructions.

Reasonable Cause — Based on all the facts and circumstances in each situation, allows -
the IRS to provide relief from a penalty that would otherwise be assessed. Reasonable
cause relief is generally granted when the taxpayer exercises ordinary business care and
prudence in determining its tax obligations but is unable to comply with those
obligations. It is important to note that the penalty relief does not make a non-compliant
act compliant but rather relieves the taxpayer of the penalty incurred for failing to deposit
as required.

Small Business/Self-Employed Division — The new IRS division that serves
approximately 45 million taxpayers who are fully or partially self-employed individuals
and small businesses. The Division includes corporations and partnerships with assets
less than or equal to $5 million and self- employed and supplemental income earners with
business-like characteristics.

Taxpayer Advocate Service — The IRS component that ensures that taxpayer problems,
which have not been resolved through normal channels, are promptly and properly
handled.

Taxpayer Compliance Burden — The time and money spent by individuals and
businesses to comply with the Federal tax system. -

Tolerance — The allowable deviation from standard operations to facilitate ad.mmlstratlon
of a program. A tolerance can take the form of a dollar amount. ‘
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Appendix vi

Federal Tax Deposits and the Failure to Deposit Penalty’

'Introd»uction

- The past three decades have been marked by a growing appreciation for the importance
of the time value of money and the benefits of efficiently using “float” (money in transit
from a transferor to a transferee). Reflecting that awareness, the Congress and the
Internal Revenue Service (IRS) have taken a number of steps to see that tax revenues
collected by, or on behalf of, the Federal government are actually made available to the
government as quickly and as efficiently as possible.

Enforcing prompt payment also reduces the risk of collection problems. This is
particularly important when the taxes involved are trust fund taxes, such as withheld
social security, because the government gives employees credit for amounts withheld on
their behalf even if those amounts are not paid over to the government.

It is not efficient for the IRS to collect payments directly and then transport those
payments to a bank for deposit for taxpayers who pay, or who collect and pay over, large
amounts of tax. These taxpayers must deposit their payments directly into government
accounts at Federal Reserve branches or at commercial banks authorized to act as Federal
depositories. Currently, such deposits account for over 80 percent of the Federal
government’s cash flow. To further enhance efficiency, those who deposxt significant.
amounts of tax must make their deposits electronically. :

Deposit requirements

The IRS has broad authority to determine how Federal taxes are to be collected. The IRS
has provided detailed guidance specifying how, how much, where, and when Federal
taxes are to be deposited. Under these rules, deposits are required for taxes paid in
connection with certain types of tax returns.

The largest category of tax deposits and the largest single source of Federal government
revenue consists of employment taxes deposited by employers in connection with the
Employer’s Quarterly Federal Tax Return (Form 941). Employment taxes generally
include income tax withheld from wages, tips, taxable fringe benefits, and supplemental

'This information was excerpted from the Study of Present-Law Penalty and Interest Provisions as required
‘by Section 3801 of the IRS Restructuring and Reform Act of 1998 (inctuding provisions relating to
corporate tax shelters), Volume [, pp. 129-136, prepared by the Staff of the Joint Committee on Taxation,
July 22, 1999.
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unemployment compensation benefits and the amounts withheld for the employer and
employee share of social security and Medicare taxes.

Employers are classified by size of tax liabilitics for purposes of determining:

(1) whether an employer has to make deposits, (2) how often it must make them, and

(3) how it must make them. Most employers can determine at the beginning of each
calendar year the deposit schedule that applies for the year. The determination of the
employer’s deposit requirements for a calendar year depends upon the aggregate amount
of employment taxes reported by the employer during a lookback period, which is the
12-month period ending on June 30 of the preceding calendar year.

No deposits. .Employcrs with less than $1,000 for a calendar quarter do not have to make
deposits. Instead, employers may send their tax payments dlrectly to the IRS along with
their Forms 941.

Once-a-month depositors. Employers whose employment taxes are $50,000 or less
during the lookback period are required to make their deposits once a month. Each
month’s deposit is due the 15th day of the foliowing month.

Twice-a-week depositors. An employer with more than $50,000 of employment taxes
during the lookback period is required to make its deposits up to twice a week, depending
on when and how often it has paydays.

Next-business-day depositors. Whenever an employer’s cumulative employment tax
liability reaches $100,000 within a single deposit period, it becomes liable to make
deposits on the following banking day.

" Penalties for t'ailure to deposit

To avoid penalties, tax depositors must make their payments in full, on time, and in the
right manner. There is a four-tier penalty rate structure for failures to make deposits.
‘This penalty structure is designed to reward timely, voluntary correction of deposit
shortfalls and/or quick compliance with IRS payment demands. The apphcable penalty
rates are as follows:

Tier 1: 2 percent if a taxpayer corrects a late or underdeposited amount within 5 days -
after the due date of the return on which it takes credit for the deposit.

Tier 2: 3 percent additional (5 percent overall) on late or short deposits that a taxpayer
corrects more than 5 days after the return due date, but within 15 days.

Tier 3: S percent additional (10 percent overall) on late or short deposits that a taxpayer
corrects more than 15 days after the return due date

Tier 4: 5 percent additional (15 percent overall) on deposits that are not made within
10 days after the IRS issues a delinquency notice. :
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(b)(3):26 U.S.C. 6103,({b)7)E) Appendix V"

: (b)(3):26 U.S.C. , |
6103,(b)(7XE) Detalled Population and Sample Data: Toleranc or Less

(b)(3):26 US.C.
6103,(b)(7)E) -

This aﬁﬁeﬁdix presents two tables with our specific audit results for each taxpayer
characteristic included i m thereport. These tables show the sample results the estxmated

(0)(3):26 U.s.é
6103,(b)(7)E)

(b)(3):26 U.S.C. "
6103,(b)7XE)

g_;)ég):ﬁs 7“ SE C" determined by a preclslon measurement” which is derived from a mathematical formula.
(OXTXE) The precision measurement for this characteristic is 4.89 percent; that is, 4.89 percent

6103,(b)(7)(E) ‘
(b)(3):26 U.8:C:*

61 E .

03,(b)(7XE) cha:actenstlc of “penalty assessed” is between: . GCourrences.(b)(3):26 U.S.C.
(b)@)28 U.8C ' 6103,{b)}{(7)E)
6103,(b)}(7XE) Failure to Deposit Penalty Assessments: Occurrences in Sample and Estimates of

Occurrences in Population, by Taxpayer Characteristic

(b)(3):26 U.S.C.

1 . : R :
6103 (b)(7)(E) ------ Pw:‘:;:t;yer : i Estimated $ in population

Characteristic |~ in with Precision
) Measurement » population Measurement
(b)(3):26 U.S:C.” L ' (FM)

6103,(b}(7XE)

Penalty
assessed
Penalty paid

Small business

Liabitity for
penalty onlv
Current no
balance due
Current
delinquent status
13t notice,
penalty only
Subsequent
nofice: pen onlv

Totals may not equal support due to rounding.
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(b)(3):26 U.S.C. Failure to Deposit Penalty Abatements for Reasonable Cause: Occurrences in Sample and
6103 (b)(7)(E) Estimates of Occurrences in Population
“““““““ Confidence: 90%  Precision: As shown
Request for Abatement in Writing
Estimated Est. occurrence in pop. with

Estimated | Est. $in pop. with

(b)(3):26 U.SC |
occurrence: { Precision Measurs

61 03:(b)(7)(E) on request for sample occurrence: Precision Measure {PM)
abatement Count populahon population | Precision Measure
as % of occurrence

in Pop.

1 B o
: . : Tot Requests for Abatement in Writing and by Telephone

Totals may not equat support due to rounding.
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