Department of Revenue Compliance Study

Executive Summary



The primary focus of this study is on taxpayers registered with the Washington State Department of Revenue.  Estimates of taxpayer noncompliance have been developed for state taxes included on the Department’s combined excise tax return.  Estimates are based on the results of a stratified random sample of audits completed between 1989 and 1993.  Assessments were annualized to a single year and statistically projected to Calendar Year 1991.  All estimates are for the total population of registered taxpayers, as if an audit was performed on each Department of Revenue combined excise tax return filed.  Major findings include the following:



Total annual excise tax noncompliance for registered taxpayers was estimated at $145.7 million for CY 1991.  This equaled 2.8 percent of total tax liability.  



Use tax had the highest level of noncompliance ($64 million annually, equal to almost 20 percent of total use tax liability). 



Annual noncompliance for sales tax was estimated at $52.6 million.  However, this represented only 1.5 percent of total sales tax liability.  



Hazardous substance tax had the second highest rate of noncompliance (6.3 percent).  



The local share of noncompliance was estimated at $26.2 million per year -- $14.4 million of this was for use tax and the remaining $11.8. million for unreported sales tax.



Ignorance of the tax law was the most common reason for noncompliance, occurring 34 percent of the time.  Computing errors accounted for 26 percent of noncompliance and negligence/fraud for 25 percent.



Service firms including personal services, business and computer services, hotels, motels and recreational services (SIC range 7000), had the highest level and the highest rate of noncompliance.  The estimated annual noncompliance of $33.8 million equaled 5.3 percent of total tax liability.  



Retail firms had the second highest dollar level of noncompliance, but this represented only 1.5 percent of tax liability.  



Rates of noncompliance generally decreased as the size of firms increased.  Firms under $100,000 gross income had by far the highest rate, not reporting an estimated 19.9 percent of tax liability.  The rate was 1.3 percent for firms between $10 million and $50 million and 1.7 percent for firms with more than $50 million in gross income.

�Despite higher rates of noncompliance, the actual amount of nonreporting per firm for small taxpayers was much less than for large taxpayers.



Smaller firms were most likely to have ignorance of tax laws as the reason for noncompliance.  



Partnerships and sole proprietors had much higher noncompliance rates than corporations.  



Reasons for noncompliance differed significantly by ownership type.  Partnerships had a high propensity for accounting errors (68.8 percent).  Ignorance of tax law accounted for over three-fourths of noncompliance among sole proprietors.  Legal differences of opinion were limited almost entirely to corporations.



Noncompliance rates for newer firms were several times higher than those for older firms.



A majority of noncompliance among newer firms involved sales tax.  For older firms, use tax accounted for over half of noncompliance.



Because the methodology of this study is significantly different than that used for the 1990 Washington State Excise Tax Noncompliance Study, the results may not be directly comparable.  Stratified random sampling was re-established as part of the Audit program in 1995.  Continued utilization of this sampling methodology will provide the basis for ongoing analysis of trends in taxpayer compliance and the effectiveness of Department of Revenue policies.  Current plans are for a compliance study update in 1998.





�INTRODUCTION



This study presents the initial results from an attempt to develop a strong and consistent methodology for measuring taxpayer compliance.  While a brief discussion of  tax discovery and unregistered businesses is included, the primary focus is on unreported tax by taxpayers registered with the Washington State Department of Revenue.  For the purposes of this study,  the terms “unreported tax” as measured by audit assessments and “noncompliance” are used interchangeably.  Audit assessments are just one piece of the Department of Revenue’s enforcement activities.  For Fiscal Year 1991, collections on excise tax assessments constituted 26 percent of the $252 million in total enforcement collections (Chart A).  The majority of collections were on delinquent returns.  Warrants on known tax liability over a period of time accounted for 10 percent and collections on balance due returns (not fully paid in a given reporting period) for 7 percent.



Chart A

Dept. of Revenue Enforcement Collections

Fiscal Year 1991

�

The estimates presented here are based on the results of a stratified random sample of audits completed between 1989 and 1993.  The sample was stratified by firm size and industry to be statistically representative of the universe of registered Washington taxpayers.  Many of the smaller firms randomly selected for audits represent taxpayers normally ignored by standard audit selection procedures.  Continued utilization of stratified random sampling will provide the basis for ongoing analysis of trends in taxpayer compliance and the effectiveness of Department of Revenue policies.  Because the methodology of this study is significantly different than that used for the Washington State Excise Tax Noncompliance Study published in 1990, the results may not be directly comparable.  



�Taxes included in the estimates are state taxes included on the Department’s combined excise tax return.  These include sales, use, business and occupation (B&O), public utility and hazardous substance tax.  Local sales and use tax is estimated in Table 2, but local tax is excluded from all other tables.  State taxes not included are property tax, real estate excise tax, timber excise tax, leasehold excise tax, and taxes not administered by the Department of Revenue (e.g. motor vehicle excise tax).



While most audit assessments result in a debit to the taxpayer, some assessments result in credits or refunds.  During the years covered by the sample, the majority of public utility tax assess-ments were in favor of the taxpayer (this was also the case in the 1990 study).  These audits show up as a negative level of noncompliance in the tables.  They reflect in large part a court ruling regarding public utility tax.  For the audits in the sample, it was not possible to identify refund verification done at the request of the taxpayer.  In the future, it will be possible to identify this audit activity and exclude it from noncompliance estimates.



Audits usually cover a number of years (four years being the most common).  For the purposes of this study, assessments were annualized to a single year.  Estimates are statistically projected to Calendar Year 1991, the approximate midpoint of the sample audit completion dates.  All estimates are for the total population of registered taxpayers, as if an audit was performed on each Department of Revenue combined excise tax return filed.



��TOTAL NONCOMPLIANCE



�



Total annual excise tax noncompliance for registered taxpayers was estimated at $145.7 million.  This equals 2.8 percent of total tax liability.  As shown in Table 1, use tax had the highest level of noncompliance ($64 million annually, equal to almost 20 percent of total use tax liability).  Annual noncompliance for sales tax was estimated at $52.6 million.  However, this represented only 1.5 percent of total sales tax liability.  Hazardous substance tax had the second highest rate of noncompliance (6.3 percent).  



�

The relative proportions of debit and credit audits are shown in Chart C.  Projections from the years sampled showed $190.8 million in annual underreporting of tax and $45.1 million in overreported tax.  As mentioned in the Introduction, a large part of the tax refunds reflect the effect of a court ruling on public utility tax.  Future studies, with the ability to identify refund verification audits, will most likely find a reduced level of overreporting among taxpayers.  



�



While the focus of this report is on state excise taxes, the sales and use excise tax estimates would also be subject to local taxation.  As seen in Table 2, the local share of noncompliance was estimated at $26.2 million per year; $14.4 million of this was for use tax and the remaining $11.8. million for unreported sales tax.  





DETECTION OF NONCOMPLIANCE



�



A substantial amount of unreported tax will eventually be detected through the Department of Revenue audit process.  Businesses selected for audit can be assessed tax not only for the most recent year but for prior years as well.  The most common audit period is four years.  Many firms are audited on a four-year cycle.  Based on an annual audit coverage of 12.77 percent of total reported income, Table 3 provides an estimate of the amount of 1991 noncompliance detected through audits in subsequent years.  Approximately half of the tax not reported by registered taxpayers during a given year should be discovered during a four-year cycle of audits.  The remaining 50 percent would remain undetected.





REASONS FOR ASSESSMENT



�



Department of Revenue auditors assign causes or reasons for the assessments they make.  These reasons are useful for understanding the nature of taxpayer underreporting.  Reasons for noncompliance are attributed to four basic categories:



Accounting Errors  -  Errors due to omission, computational errors or a lack of records.  In these cases, the taxpayer is aware of the regulations involved and does not dispute the tax liability.  



Ignorance  -  Errors due to taxpayer ignorance of statutory or tax rule requirements.  



Difference of Opinion  -  This category is used when a taxpayer disagrees with a legal interpretation or a departmental policy.  



Negligence/Fraud  -  This category implies some degree of evasion.  It would include a situation where the taxpayer knew an activity was taxable but set up no procedure for reporting the tax.  It would also include seemingly fraudulent actions willfully taken to avoid taxation, though actual charges of fraud may be difficult or impossible to prove.  



�Ignorance of the tax law was the most common reason for noncompliance, occurring 34 percent of the time (see Chart D).  Computing errors accounted for 26 percent of noncompliance and negligence/fraud for 25 percent.  Differences of opinion about legal issues comprised only 15 percent of the total. 





NONCOMPLIANCE BY INDUSTRY

�Chart E shows noncompliance by industry.  The nine industry groups are based on Standard Industrial Classification (SIC) at the two-digit level.  The service industry was split into two categories based on SIC range.  Service 7000 includes personal services, business and computer services, hotels, motels and recreational services.  Service 8000 is comprised mainly of professional services such as health, legal, accounting, engineering, and educational services. 



�



Table 4 shows estimated annual noncompliance by industry.  It also shows the percentages of taxable income and tax liability that unreported tax represents.  By all three measures, noncompliance was highest among Service 7000 firms.  The estimated annual noncompliance of $33.8 million equaled 5.3 percent of total tax liability and 0.28 percent of taxable activity (the income base from which tax liability is computed).  Construction had the second highest noncompliance as a percentage of taxable income but only the fourth highest as a percentage of tax liability.  The relative differences between these two measures reflect the differential rates of taxes that apply to different activities.  Retail had the second highest dollar level of noncompliance, but this represented only 1.5 percent of tax liability.  The low level of noncompliance in transportation/utility is due in large part to public utility tax refunds. 

�



There was significant variation in reasons for noncompliance by industry (Table 5).  Accounting errors were most common among retail firms (63.8 percent of total retail noncompliance).  Service 8000, Construction and the “Other” category had ignorance as the most frequent cause.  The negative percentages under difference of opinion reflect legally mandated refunds and again make findings for transportation/utility difficult to interpret.  



Table 6

Noncompliance by Type of Tax by Industry

Positive Assessments Only



�



To avoid major interpretive problems caused by negative percentages, Table 6 provides estimates of noncompliance within industries by tax type based on positive assessments only.  Sales tax noncompliance occurred most frequently for construction (62.4 percent of unreported tax) and retail (56.7 percent).  Use tax constituted a majority of tax not reported for transportation/utility and Service 8000 firms.  Business and occupation tax noncompliance was most common for the financial/real estate and wholesale industries.  For manufacturers, noncompliance was fairly evenly divided between use tax (45.3 percent) and B&O tax (43.9 percent).





NONCOMPLIANCE BY SIZE OF FIRM



�



As seen in Chart F, annual noncompliance in total dollars is spread across the various size categories based on gross income.  However, there is a very strong relationship between size of firm and rates of noncompliance (Table 7).  Smaller firms generally had much higher noncompliance rates than larger firms.  Both unreported tax as a percentage of taxable income and the unreported percentage of total tax liability were by far the highest for firms with gross income of less than $100,000 annually.  



�



Noncompliance as a percentage of taxable income decreased monotonically as size increased (from 1.75 percent to 0.034 percent).  The pattern for unreported percentage of tax liability was similar though not as absolute.  Firms under $100,000 gross income did not report an estimated 19.9 percent of tax liability, as opposed to 1.3 percent for firms between $10 million and $50 million.  The rate for firms with more than $50 million in gross income was 1.7 percent--slightly more than one-twelfth the rate for the smallest taxpayers.  



�



Smaller firms were most likely to cite ignorance of tax laws as the reason for noncompliance (Table 8).  Ignorance was the cause 60.1 percent of the time for firms with incomes under $100,000 and 48.7 percent of the time for firms with annual incomes between $100,000 and $500,000.  Taxpayers between $500,000 and $1,000,000 had by far the highest level of accounting errors (65.9 percent).  The largest firms were most likely to have legal differences of opinion.  Negligence/fraud was highest with incomes between $5 million and $50 million, though the percentage for the $10 million to $50 million category was inflated by negative assessments classified as ignorance.



Table 9

Noncompliance by Type of Tax by Size



�



Table 9 shows noncompliance by size by tax type.  The largest firms (above $10 million gross income) had the most B&O noncompliance.  In general, however, there were no clear patterns.  The $5 million to $10 million group had the highest percentage of use tax noncompliance (88.1 percent), but this percentage was only 24.8 percent for the next size category.  Similarly, the proportion of sales tax noncompliance fluctuated widely as firm size increased.  





NONCOMPLIANCE BY TYPE OF OWNERSHIP



�

Type of ownership is related to business size, as corporations tend to be much larger than partnerships and sole proprietors.  While in-state and out-of-state corporations account for 72 percent of total noncompliance (Chart G), their rates of noncompliance are significantly lower (Table 10).  



�



Partnerships had the highest noncompliance rates, equaling 0.343 percent of taxable income and 9.3 percent of tax liability.  For sole proprietors, noncompliance equaled 7 percent of liability.  Out-of-state corporations had an unreported share of liability of 2.5 percent.  The unreported percentage of tax for in-state corporations (2.2 percent) was less than one-fourth of the rate for partnerships.



�



The reasons for noncompliance differed significantly by ownership type (Table 11).  Partnerships had a high propensity for accounting errors (68.8 percent).  Ignorance of tax law accounted for over three-fourths of noncompliance among sole proprietors.  The percentage of noncompliance attributed to negligence/fraud was highest for in-state corporations.  Legal differences of opinion were limited almost entirely to corporations.



Table 12

Noncompliance by Type of Tax by Ownership



�



Table 12 shows noncompliance by type of tax for different ownership types.  For in-state corporations, use tax accounted for well over half of noncompliance.  Out-of-state corporations had the highest percentage of unreported B&O tax (39.7 percent).  Sales tax constituted a majority of noncompliance for both partnerships (85.4 percent) and sole proprietors (57.2 percent).  About one-third of noncompliance among sole proprietors involved use tax.  





NONCOMPLIANCE BY AGE OF FIRM



�

Like type of ownership, age of firm is related to size.  New firms tend to be small and, while many older businesses are also small, large firms have usually been established for a number of years.  For the purposes of this study, “newer firms” were defined as firms that were less than two years old at the beginning of the sample audit period.  Newer firms accounted for 21 percent of total noncompliance among registered taxpayers (Chart H).  Noncompliance rates for newer firms were several times higher than those for older firms (Table 13).  





�



The unreported percentage of taxable income was 0.255 percent for newer firms as compared with 0.050 for older firms.  Newer firms did not report 6.4 percent of tax liability, while the unreported share for older firms was 1.9 percent.



�



Newer firms had a slightly higher level of accounting errors and a slightly lower level of negligence/fraud (Table 14).  The difference was more pronounced for noncompliance due to ignorance, which comprised 44.3 percent of noncompliance for newer firms as compared with 26.3 percent for older firms.  Newer firms were far less likely to have legal differences of opinion.  This category accounted for only 4.1 percent of noncompliance for these businesses.



Table 15

Noncompliance by Age of Firm



�



A majority of noncompliance among newer firms involved sales tax, with another 35.8 percent for use tax (Table 15).  For older firms, use tax accounted for over half of noncompliance.  The percentage of unreported B&O tax was higher among older firms than that for sales tax (29.5 percent as compared to 22.2 percent). 





TAX DISCOVERY AND UNREGISTERED BUSINESSES



While the total amount of noncompliance among businesses and individuals not registered with the Department of Revenue is far more difficult to measure, previous estimates suggest that it exceeds total noncompliance among registered taxpayers.  Unreported taxable activity among unregistered entities includes “underground economy” components such as cash-only businesses, bartering for goods and services and criminal activity.  It also includes activities among the general population which are technically taxable but practically unenforceable.  These transactions include consumer mail order purchases, out-of-state shopping and garage sale purchases. 



�



The Department of Revenue does make an effort to locate unregistered businesses with taxable activities in Washington.  Several divisions have staff working in this area.  The data presented here are from the Tax Discovery Program in the Compliance Division.  During Fiscal Year 1995, this program located 779 unregistered firms with taxable activity.  During the first year following registration, these firms had excise tax liability of almost $10.8 million.  This does not include any assessments for prior taxes owed.  Over 61 percent of this was for sales tax (Table 16).  Business and occupation tax accounted for 34.4 percent of first year liability.



�



The greatest number of unregistered firms was in the Service 7000 industry category (219 firms or 28.1 percent of the total - Table 17).  Service 7000 firms had 19.4 percent of the total tax liability.  Retail accounted for 21.8 percent of the unregistered firms and had the largest share of first year taxes (26.3 percent).  Unregistered wholesale firms had the second highest proportion of tax liability (23.6 percent).



�



Sole proprietors constituted nearly 48 percent of the unregistered firms located during FY 1995.  However, their share of total tax liability was only 4.2 percent (Table 18).  The biggest share of tax came from out-of-state corporations (57.2 percent).  In-state corporations accounted for 25.5 percent of the firms and 34 percent of tax due.



�



Given the high percentage of sole proprietors, it is not surprising that the majority of unregistered firms discovered were small.  Sixty-one percent of the firms had annual gross income under $100,000 and another 20 percent were under $500,000.  However, these firms combined only accounted for 10 percent of tax liability.  Most of the tax generated through the discovery program came from significantly larger businesses.  Half of the excise tax due during the first year was from the 16 businesses with annual incomes of more than $10 million. 





CONCLUSIONS AND RECOMMENDATIONS



The methodology employed in this study is significantly different than that used for the Washington State Excise Tax Noncompliance Study published in 1990, and the results may not be directly comparable.  However, at the highest aggregate level the results are quite similar.  The previous study estimated that the unreported percentage of total tax liability was 3.0 percent among registered taxpayers.  This study found the unreported percentage to be 2.8 percent.  This suggests that noncompliance among registered taxpayers may have declined slightly.  It also underscores the importance of maintaining a strong and consistent methodology for measuring taxpayer compliance over time.  Stratified random sampling has been re-established as part of the Department of Revenue Audit program.  Continued utilization of this sampling methodology will provide a more confident basis for analysis of trends in taxpayer compliance and the effectiveness of Department policies.



Ignorance of tax law was the most common reason for noncompliance.  Smaller firms had significantly higher rates of unreported tax and were also most likely to have ignorance as the cause.  This suggests a need for ongoing education efforts aimed at smaller taxpayers.  New firms, which tend to be small and have noncompliance rates several times higher than older firms, might also benefit.  The Department should consider augmenting the current educational efforts aimed at both small and new taxpayers.  While the industry categories used in this study are very broad, more detailed analysis of groups with higher rates of noncompliance (e.g. the Service 7000 firms) could indicate that certain sectors within these industries are also promising areas for targeted educational efforts.  At the same time, methodologies for measuring the effectiveness of taxpayer education programs should be developed.  



The data presented on unregistered taxpayers came from only one of several divisions with staff engaged in tax discovery efforts.  A more comprehensive analysis of unregistered and nonfiling businesses with taxable activity will require more complete and consistent data and improved coordination among the various divisional programs.  
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