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Preface

Item 13 of the 1991 Appropriation Act directed JL.ARC to review the organiza
tion, management, and operations of the Department ofTaxation. The study focused on
the effectiveness and efficiency of the department's compliance revenue collection efforts.

JLARC staff estimate a "tax gap" of more than $500 million in corporate and
individual income taxes that is owed but notpaid the Commonwealth each year. Further,
staffestimate that the department could annually collect approximately $150 million of
this amount over the long term by utilizing more systematic, timely, and innovative
collection techniques.

The report also presents evidence which indicates that additional revenue could
be collected with improved management. In FY 1991, the department could have
collected more than $10 million in additional revenue by more efficient use ofcompliance
staff.

Over the years, many recommendations by other State oversight bodies have
gone unheeded by the department. Greater oversight of the department is needed to
improve responsiveness and accountability.

Some of the recommendations for closing the State's tax gap will require the
department to implement pilot programs to systematically identify and address areas of
non-compliance. These actions will require additional time. However, other recommen
dations could be addressed immediately. The Commission, in recognition of the
complexity of the issues covered in the study, has appointed a sub-committee to continue
work on the issues presented in this report.

The Senate Finance Committee requested that the department work with
JLARC staffand the Auditor ofPublic Accounts to determine a conservative estimate of
the additional revenue the department can collect during the 1992·1994 biennium. The
administration has initially estimated that the department can collect an additional $40
million net ofits new costs. As this report goes to press, the department is developing a
plan for collection.

On behalfofJLARC staff, I would like to thank the Secretary ofFinance for his
cooperation during the study. Further, I would especially like to thank those employees
of the Department of Taxation whose desire to help make the department a better
organization resulted in their candid and thoughtful responses to our interview ques
tions and surveys.

Philip A. Leone
Director

January 30, 1992
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Virginia's tax system, like the federal
system and other state systems, relies
heavily on voluntary compliance. Voluntary
compliance assumes that taxpayers volun
tarily report and pay the correct amount of
taxes due. However, JLARC staff estimate
that Virginia filers underreported their true
tax liabilities by more than $400 million in
1989.

The Virginia Department of Taxation
was created in 1927toadministerthe State's

tax system and is currently responsible for
administering 20 State taxes. The revenue
collected by the department for these taxes
serves as the largest source of revenue for
the Commonwealth.

The tax commissioner oversees the tax
department, a large and complex organiza
tion with an appropriation of $46.6 million
and more than 845 staft during fiscal year
1992. The Code of Virginia empowers the
department and the tax commissioner with
broad authority regarding the administration
of State taxes. The department is able to
both detennine tax Iiabifity through assess
ments and to reduce or eliminate the amount
owed through abatements, write-ofts, and
discharges. Although these decisions can
significantly affect the State's revenue col
lections, the department is not statutorily
required to have these decisions reviewed
by any outside source.

The mission of the department is "to
efficiently and effectively administer the tax
laws assigned to its responsibility by the
CodeofVirginia." Thedepartment addresses
its mission primarily by attempting: (1) to
encourage the highest level of voluntary
compliance and (2) to collect the correct
amount of revenue due the State. The
department encourages voluntary compli
ance through itsservices to taxpayers. Data
from a recent statewide household survey
indicate that 86 percent of the individuals
who have used the services of the depart
ment were satisfied with them.

The department seeks to collect the
correct amount of taxes through its compli
ance revenue collections activities. How
ever, in the same survey of households,
more than 17 percent of the respondents
indicated that they Personally knew at least
three individuals who are underpaying their
true State tax liabilities. Such knowledge



canr over time, undermine the belief that the
tax system is equitable and fair, which may
further reduce voluntary compliance in the
State.

Item 13 of the 1991 Appropriation Act
directed JLARC to review the organization,
management, and operations of the Depart
ment of Taxation. Given the complexity of
the organization and the current financial
position of the State, the scope of this review
was a general management and organiza
tion review which focused on improving col
lections and compliance activities of the
department. The findings contained in this
report have substantial financial implica
tions for State government. The report iden
tifies new collections strategies which over
time could potentially produceapproximately
$154 million annually in additional collec
tions.

Further, improvements to current col
lections activities conducted by the depart
ment could have produced more than $10
million in additional revenue in FY 1991. It is
impossible to calculate with any certainty
the revenue that has not been collected due
to several other shortcomings in the collec
tions activities conducted by the depart
ment. However, thechanges recommended
in these areas, if implemented by the depart
ment, could also produce significant in
creases in future collections.

This report summary briefly refer-'
ences study findings and recommendations.
Detailed explanations and discussion are
contained in the text of the report.

Virginia's Tax Gap Estimated to Be
More than $512 million By 1992

The U.S. Internal Revenue Service
(IRS) and many state tax departments have
computed estimates of the difference in what
they are collecting and what taxpayers actu
ally owe. These differences are commonly
referred to as "tax gap" estimates. These
estimates have three basic components:

• reporting tax gap - the difference
between actualtax liability andamount
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voluntarily reported by filing taxpay
ers as due.

• remittance tax gap -. the difference
in the amount taxpayers voluntarily
remit and the amount they actually
owe.

• non-filer tax gap - the amount owed
by individuals and businesses who
do not file returns.

The Virginia Department of Taxation
has not computed a tax gap estimate for
Virginia. Such an estimate is a needed
performance measure which can be used by
the department to improve goal setting, tar
get compliance activities appropriately, and
internally monitor the department's perfor
mance. Further, the tax gap estimates can
be used by the House and Senate Finance
Committees and the House Appropriations
Committee in providing external oversightof
the department.

JLARC staff estimate that Virginia'Sloire·
porting tax gap" - the difference in what
individual and corporate taxpayers voluntar
ily report on their returns and the taxes that
they actually owed the State - was more
than $405 million in 1989. Assuming that
the State tax gap increases at the same rate
as the federal gap, JLARC staff project that
the difference will be more than $512 million
by 1992.

Information needed to compute a remit
tance tax gap and a non-filer tax gap esti
mate for a given year was not available.
However, a cumulative remittance gap is
evidenced by the department's accounts
receivable inventory of $404 million. The
recently completed tax amnesty program
provides further evidence of a correctible
remittance problem as the department re
ported that $11 million of the $32 million
collected was from the existing accounts
receivable inventory.

The goal of closing the tax gap is not
simply one of collections; perhaps more



FINANCIAL IMPLICATIONS OF STUDY FINDINGS

Sources of Revenue

1992 Reporting Tax Gap

Cumulative Remittance Gap

Non-Filer Gap

Estimate

$512 million

$404 million

Unknown

I

Potentially ColiectibJe*

$154 million

Unknown

Unknown

Increased Revenue From Improvements to Collections Activities

Better Utilization of Compliance Staff $10,091,340

Direct Deposit by District Office $122,997

Timely Conversion of Business Assessments .•.............................................$261,784

Potential Additional Revenue, FY 1991 $10,476,121

Other Financial Implications

Accurate Reporting of Compliance Revenue $43 million

Better Setting of Compliance Revenue Goal Unknown

Improvements to Assessment Quality •.........................................................Unknown

Improvements to STARS Unknown

important are the goals of taxpayer equity
and promoting confidence in the State's tax
system. The collection of taxes due from all
entities should help increase taxpayer con
fidence in the State's tax system.

The following recommendations are
made:

• The Department of Taxation should
refine the JLARC reporting tax gap
estimate. The department should
estimate total gross and net tax gaps
every two years. The department
should include sales and use tax and
the larger miscellaneous taxes in its

III

estimates. Progress in closing the
gap should be reported annually to
the House and Senate Finance Com
mittees and the House Appropria
tions Committee.

• The department should review tax
gap estimation methodologies used
by the IRS and other state tax depart
ments and the strategies used by
these agencies to close theirtax gaps.

• The department should begin to ana
lyze its abatement data to better de
tennine the reasons for abatements,



to better collect assessments, and to
reduce the percentage of abated as
sessments.

• The department should begin to bet
ter analyze its accounts receivable
inventory. The department should
use its analysis to: (1) develop a
collectibility assessmentof the inven
tory; (2) develop guidelines and pri
orities for collecting the accounts re
ceivable; and (3) experiment with and
track the success of various methods
of collections.

• The department should fully analyze
the infonnation from its tax amnesty
program to better focus its collection
of the State's remittance tax gap.

Unclaimed Withholding in
1989 More than $140 Million

The JLARC calculations of the report
ing tax gap include more than $140 million of
revenue from unclaimed over-withholding.
Some unknown portion of this revenue may
not be due the State. As Virginia moves to
accurate withholding, currently planned for
January 1, 1993, this revenue will no longer
be collected. Therefore, total collections
may decrease.

This change in Withholdingwill result in
a change in taxpayer behavior. More Virgin-·
ians will need to pay additional taxes with
their returns than do now. Currently, the
majority of Virginia filers receive refunds. As
of August 1991, the department had not
begun planning how to modify their current
collection strategies to address this change.

The following recommendations are
made:

• The General Assembly may wish to
consider amending § 58.1-642 of the
Code of Virginia to delay the imple
mentation of accurate withholding.
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• The departmentshould develop strat
egies to collect taxes from individual
taxpayers under asystem of accurate
withholding.

Department Compliance Revenue
Goal Not Appropriately Set

Each year the department establishes
its annual compliance goal and works to
achieve that goal. The department does not
use estimates of what could be collected
(such as information from tax gap estimates)
but establishes the goal primarily on prior
year collections. This establishes the goal
lower than it would be if tax gap estimates
were used.

The department periodically reports to
the Secretary of Finance on the status of
goal attainment. During 1991,the depart
ment counted and reported revenue, volun
tarily paid by taxpayers but received late by
the department, as compliance revenue.
Compliance revenue is generally revenue
which has resulted from enforcement ac
tions, not from processing late payments.
More than $43 million of the $240 million
reported by the department as compliance
revenue was from late payments. Reporting
such revenue as compliance revenue over
states the effectiveness of the department's
compliance enforcement activities.

The following recommendations are
made:

• The department should revise its
methodology for setting its compli
ance revenue collections goals. The
department should base its goal on
estimates of outstanding tax liabilities
due the State.

• The department should include only
those collections which result from
direct enforcement actions by the
department as compliance revenue.



Department Routinely Uses
Compliance Staff to Provide
Services to Taxpayers

The department has approximately 51
staff dedicatedto providing taxpayerassis
tance. However, the department routinely
uses compliance staff, earning an average
of $29,000 annually, to provide these ser
vices to taxpayers. These servicesinclude
helping taxpayers fill out formsand resolve
problems resulting from department pro
cessing errors.

Using department estimates ofproduc
tivity, compliance staff did not assess and
collectmorethan$10million in taxesdueto
time spent prOViding taxpayer assistance.
This is an extremely conservative estimate
sinceit isbasedonlyonthe287districtoffice
compliancestaff. The department doesnot
maintain information necessary to estimate
time spent on activities for the remaining
130compliance staffassigned to thecentral
office.

The following recommendations are
made:

• The department should not routinely
use field representatives and audi..
tors to providetaxpayerassistance.

• The department should improve its
capability to identify and correct tax
return errorsbeforeanoticeissentto
the taxpayer. Taxpayer assistance
with these errorsshouldbe provided
by taxpayerassistance personnel.

Department Needs to Improve
Its Audit Assessments

Although the Department of Taxation
has an audit manual, the department does
not appearto havea formalized strategy for
selecting returns for audit. Instead, the
departmentrelies on federal data and indi
vidualauditorjUdgement toselectauditcan
didates. Federaldatahavelimitations which
adversely affect the quality of audit selec-

v

tion. In addition, the department does not
receive the federal data until nearly two
yearsafterthe tax liabilityhasbeenincurred
by the taxpayer.

The department relies on individual
auditor judgement to select corporate and
salesand use returns for audit. This results
in theselections beinginconsistentandsub
jective. The department needs to develop
and usestandardselectioncriteriato select
corporate and sales and use audit candi
dates.

In addition, the department does not
have standard procedures to ensure that
Quality audits are being performed. The
department relies heavilyon auditordiscre~
tlon and cannot be certain of consistency
and objectivity in the performance of the
audits.

The following recommendations are
made:

• The department should pilot test us..
ing selected Virginia data to suppie
ment federal audit information. The
department should analyze the pilot
information todetermine collectibility.

• Thedepartmentshouldestablishstan
dard and objective criteria for select
ing corporate returns for audit.

• Thedepartmentshouldestablishand
implement a retail sales and use tax
audit selection strategywhich is con
sistent and not subjective.

• Thedepartment shoulddevelopstan
dards for auditprocedures.

More Non-Filers Could Be
Identified Using Available State Data

The department does not sufficiently
use available Statedata to detennine non
filers. Thedepartment reliesonfederaldata
to determine individual non-filersand relies



on voluntary tax registration information to
identify business non-filers. Other states
have been able to use State data to identify
non-filers and collect revenue from them.
Virginia has many sources of data which
could be used for this including: motor
vehicle registrations, driver's license regis
trations, professional boards, and employer
registrations maintained by the Virginia
Employment Commission (VEe) and the
State Corporation Commission (SCC). The
departmentneedsto begin to examinethese
data and use them in innovative and cre
ative ways to identify non-filers.

The following recommendations are
made:

• The department should continue to
use federal data to identify non-filers.
However, the department should ex
amine the feasibility and cost effec
tiveness of computer matches with
Statedatabases to identify and locate
additional non-filers. Databases
should include those maintained by
the Department of Motor Vehicles
(DMV), SCC, VEe, and professional
registrations maintained by the State.

• The department should prepare and
implement strategies for systemati
cally matching data in the business
tax registration database with data
from VEC, sec, and other appropri
ate State agencies. The department
shoulddevelopasystematicapproach
to evaluate the available data, the
costs of matching, and the potential
additional revenue from each source.

Better Monitoring of Collections
which Result from Assessments
Is Needed

The department does not adequately
monitor its assessments. This lack of moni
toring has resulted in the department: (1)
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overstating by more than 13 percent the
collections which result from assessments
made in 1989; (2) not being able to suffi
ciently monitor the quality of its assess
ments; and (3) during the lastthree years not
converting more than $1.9 million in busi
ness assessments to individual liabilities.

The following recommendations are
made:

• The department should track the cur
rent status of all tax assessments.
The total amount of assessments
which have been collected, abated,
or discharged should be monitored.
This information should be used to
evaluate quality of assessments and
collections activities.

• The department should. ensure that
all uncollected business tax assess
ments are converted prior to the expi
ration of the three year statute of
limitations.

STARS Beneficial to Department
but System Limitations
Need to Be Addressed

The State TaxAccounting and Report
ing System (STARS) was developed by the
department to improve its abilities to pro
cess tax forms and bettercollect compliance
revenue. The department is justifiablyproud
of its accomplishments due to implementa
tion of STARS.

While STARS has improved the effi
ciency of the department, the system ap
pears to have significant limitations which
have lessened the effectiveness of the
department's collections. It was not pos
sible to determine if these limitations are due
to technical deficiencies in the system or are
the result of inefficient utilization of the sys
tem.

STARS is limited in its usefulness in
collecting business taxes. Businesses can



have multiple tax accounts at the depart
ment. Staff have not entered data neces
sary to link multiple accounts for many busi
nesses. Further, even forthe businesses for
which the staff have entered the appropriate
data, 8TARS is not programmed to link
these multiple accounts for the same busi
ness. Therefore, tax refunds can be made to
businesses which actually owe taxes to the
State at the time of the refund. In addition,
STARS does not allow business taxes to be
"written off". Write-off capability would allow
the department to suspend active collec
tions while keeping the account in the refund
set-off program for possible future collec
tion. Instead, business taxes must be dis
charged which means that they are removed
from the refund set-off program and elimi
nated from possible future collection.

The following recommendations are
made:

• The departmentshould enterthe nec
essary data and modify STARS pro
gramming to ensure that all account
balances for businesses are paid
before refunds are issued.

• The department should modify
STARS programming to accommo
date "write-off" capabilities for busi
nesses.

State Losing Interest Income
from District Office Collections

Revenue collected by the eight district
offices cannot be deposited locally. Instead,
these funds must be sent by courier to the
central office in Richmond for processing
and deposit. According to department staff,
STARS is not programmed to allow direct
deposit by district offices. JLARC staff esti
mate that the inability to deposit these pay
ments directly may have cost the State ap
proximately $122,997 in lost interest during
FY 1991.
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The following recommendation ismade:

• The departmentshould modify itspro
cedures to enable district offices to
make local deposits of State taxpay
ments.

Department Needs to Reassess STARS
The department needs to fully ascer

tain its needs and uses for STARS. When
STARS was implemented, the major con
cernwas being able toprocess largeamounts
of data fairly quickly and easily. However,
department staff are beginning to identify
the need for computerized management
reports which STARS is not able to provide
efficiently. The department should deter
mine the deficiencies in the current system
and the long range needs of the department.
In examining these needs, the department
should utilize the suggestions of department
staff regarding requested changes.

The following recommendations are
made:

• The department should ensure that
the information systems division con
siderand implementappropriatelyem
ployee suggestions that have a direct
and cost-effective impact on compli
ance collections.

• The Secretary of Finance or the de
partment should request that the De
partment of Information Technology
(DIT) conduct a systems analysis of
STARS to address the current defi
ciencies in the system and to deter
mine long range requirements.

Functional Organization Generally
Sound but Recommended Changes
Could Improve Operations

The functional organization of the de
partment appears to be more efficient than
organizing based on type of tax adminis-



teredo However, three changes could be
made which could allow the department to
function more efficiently and effectively.

First, the deputy commissioner position
should be filled. Given the size of the depart
ment, the importance of its function to State
government, and the complexity of its re
sponsibilities, it is imperative that the depart
ment have a recognized second in com
mand.

Second, the department should be
somewhat reorganized. The purpose of the
reorganization would be to eliminate the
large number of small administrative units
and to eliminate having two different divi
sions responsible for audit functions and
having two different divisions responsible
for collections. This should provide for a
more collegial and lesscompetitiveapproach
to audits and collections.

Third, it appears that staff could be
better utilized. Many of the staff stated, and
examination of their work assignments sup
ported the assertions, that the workload was
unmanageable. Other staff indicated that
they usually had less than a full day's work
to keep them occupied. Further, the depart
ment has been receiving additional auditor
positions during this fiscal year. No appar
ent rationale has been followed by the de
partment in placing these staff.

The following recommendations are
made:

• The departmentshould fill the deputy
commissioner position.

• The department should restructure
its operations to accommodate filling
the deputy commissioner position, to
reduce the number of assistant com
missioners to two, and to address
organizational weaknesses. The re
organization should eliminate two dif
ferent divisions having responsibility
for audit activities and for collections
activities.

VIII

• The department should review all cur
rently established positions to ensure
that work responsibilities are com
mensurate withemployeeabilitiesand
time.

• The department should limit the num
ber of delinquent individual tax ac
counts that are sent to the district
offices. If these accounts accumu
late, they should be handled by cen
tral office and additional delinquent
business accounts should be sent to
the district offices.

• The department should involve the
district office supervisors in the deci
sion-making regarding the assign
ment of audit and collections staff. In
assigningstaff,the departmentshould
consider theavailabilityofofficespace
and support staff and the revenue
potential in the district offices.

• As part of the department's strategic
planning process, the department
should examine the physical working
conditions in the district offices and
the effect of those conditions on pro
ductivity.

• The department should develop a
preliminary staffing plan which indi
cates the number of staff necessary
to implement additional collections
activities recommended in this report
and estimates revenue which would
be collected. The plan should be
submitted prior to the 1993 Session
of the General Assembly.

• The Secretary of Finance should di
rect the Department of Planning and
Budget (DPB) to complete a compre
hensive evaluation of the staffing
needs and personnel practices of the
Department of Taxation.



• As a functionof its reorganization, the
department should review the posi
tiondescriptionfor each management
positionandestablish that each man
agement position is needed and that
there are no unnecessary levels of
management.

Identified Management
Weaknesses Need Correction

The review identified three manage
ment weaknesses which appear to be ham
pering effectiveoperation ofthedepartment.
These areas need to be addressed by de
partment management and steps taken to
improve them.

First, the department's strategic plan is
limited in scope, giving insufficient attention
to compliance functions and the resources
needed to maximize revenue collections.
Attention should be given to estimating the
State's tax gap and planning efforts to close
the gap. In the absence of a well-developed
strategic plan, the department's planning
activities generally have been completed on
acompartmentalized, as-needed basis. The
department needs to develop a strategic
planning process that integrates changes in
Virginia'spopulation,economy,and taxpayer
assistance with changes in technology, staff
ing, policy, and infonnation needs. These
trends and changes should be related to
department operations to determine what
impact they will have.

Second, the department lacks sufficient
controls to prevent fraud and disdosure of
confidential tax infonnation. The depart
ment needs to better limit STARS screen
access as the Auditor of Public Accounts
(APA) has recommended each year since
1986. In addition, the department could
conduct initial and periodic background in
vestigations of employees. Tax departments
in 14 of the 1aother states contacted con
duct background investigations on staff as
do 19other State agencies in Virginia. These
investigations are necessary given the rev-
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enue affecting decisions made by these
employees.

Third, it does not appear that the de
partment management adequately
addresses employee concerns which can
affect department operations. Staff indi
cated that morale, salary levels, communi
cation, management, and leadership were
themostproblematicaspects of the agency's
operation. Such negative perceptions can
adversely affect department productivity.

The following recommendations are
made:

• The department should develop a
strategic planning process that takes
an integrated, comprehensive ap
proach to planning for the agen~. As
part of this planning process, the
State's tax gap should be estimated
and strategies for closing the tax gap
should be developed. The deputy
director should be assigned respon
sibility for overseeing the process and
developing and monitoring the plan.

• The department should develop an
equipment replacement schedule.

• Thedepartmentshould follow theAPA
recommendations to review STARS
access and limit that access as nec
essary.

• The department should work with the
Office of the Attorney General and
the Department of Personnel and
Training (OPT) to establish policies
and procedures for conducting initial
and periodic background investiga
tions of employees.

• The General Assembly may wish to
amend the Codeof Virginia to require
the department to complete initial and
periodic background investigations of
its employees.



• The Secretary of Finance should en
sure that the department implements
the recommendations made by other
oversight agencies such as the APA,
Department of General Services
(DGS), and the State Internal Auditor
in a timely manner.

• The department should identify and
implement approaches to address
employee concerns and ideas.

Department Needs to Ensure
Better Internal Accountability

Given the possible effect of department
decisions on State revenue collections, it is
imperative thatthe departmentmaintainhigh
standards of internal accountability. During
this study JLARC staff examined more than
500 computer and hard copy tax files. This
examination indicated that the department
lacks necessary standards to guide docu
mentation of decisions and staff decision
making on revenue affecting decisions, re
lies heavily on judgments of individual staff,
and generally maintains inadequate docu
mentation to support the decisions which
were made.

For the majority of decisions made by
the department there are no statutory direc
tives for documentation. However, the de
partment is required by Section 58.1-105 of
the Code of Virginia to maintain certain
documentation for accepted offers in com
promise. Review of a sample of department
files on these offers indicates that the de
partment is not in compliance with the statu
tory requirements which direct that all evi
dence on these offers be maintained. A
majority of the files reviewed had not suffi
ciently documented evidence that verified
taxpayers' claims.

The following recommendations are
made:

• The department should ensure that
determination of doubtful collectibility
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is properly substantiated prior to ac
cepting an offer in compromise as
required by Section 58.1-105 of the
Code of Virginia. At a.minimum, the
department should obtain and review
a financial statement on the taxpayer.

• The department should take immedi
ate steps to ensure that complete and
accurate documentation is provided
for all adjustments for which the de
partment requires supporting docu
mentation. The department should
work with the APA to develop the
documentation standards.

• The departmentshould establish writ
ten procedures for audit documenta
tion.

Additional External Oversight
of the Department Is Needed

The department is granted broad au
thority for detennining tax liability. The de
partment can increase liability through as
sessments and can decrease or eliminate
liability through abatements, discharges, or
write-ofts. Further, the department decides
taxpayers' appeals resulting from depart-·
ment findings. There are no requirements
for external review of the department's deci
sions. Therefore. other than through legal
recourse, the department detennines tax
liability in Virginia.

Many of the department's decisions
were reviewed during the course of this
stUdy. Several of these decisions. based on
available documentation, appeared Ques
tionable.

Further, the department isabating large
amounts of its assessments. This is espe
cially apparent with larger assessments. A
review of a sample of 30 of the largest
assessments showed that the department
originally assessed more than $28 million,
coliected $8 million, and abated more than
$12 million. This is a small sample of the



total number of assessments made by the
department. However, the effects on rev
enue collections of abatements of this size
indicate that additional review of large as
sessments is warranted.

Other slates have more oversight of
their tax departments than does Virginia.
Eleven of the 18 states contacted had either
independent reviewboards to hear taxpayer
appeals or multiple commissioners over
seeing the department.

It appears that Virginia's tax depart
ment should receive additional oversight
given the importance of tax revenue to the
State, the department's lack of documenta
tion of decisions, and the questionable deci
sions identified in this report. There are a
variety of oversight options which can be
considered. These include establishing an
independent review board, employing mul
tiple commissioners, imposing additional
reporting requirements, and prOViding dedi
cated staff to the Secretary of Finance for
department oversight.

XI

The following recommendations are
made:

• The General Assembly may wish to
amend Section 58.1-105 of the Code
of Virginia to require the department
to submit documentation to the Sec
retary of Finance of any downward
adjustment of more than 25 percent
on any assessment larger than
$200,000.

• The General Assembly may wish to
require the APA, as part of its annual
review of the department, to review
the documentation for downward ad
justments of more than 25 percent of
assessments of more than $200,000.

• The General Assembly may wish to
further examine options for increased
external oversight of the Department
of Taxation.
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I. Introduction

The Virginia Department of Taxation was created in 1927 to administer the
State's tax system. The department currently administers 20 taxes and provides
assistance to other State and local entities on eight additional taxes. The administration
of these taxes is discussed in this chapter.

Item 13 of the 1991 Appropriation Act directed JLARC to review the organiza
tion, management, and performance of the department. The full text ofthe mandate is
contained inAppendixA. In addition to the legislative mandate, the Secretary ofFinance
met with JLARC staffearly in the process to discuss study issues. Because of the JLARC
study, the Secretary suspended a planned administration review of the department and
suggested issues for the JLARe review. Given the complexity ofthe organization and the
current fmancial positionofthe State, the scope of this review was a general management
and organization review which focused on improvingcollections and cornpliance enforce
ment activities of the department.

OVERVIEW OF AUTHORITY AND RESPONSIBILITIES

The tax department serves as the primary generator of revenue for the
Commonwealth. Infiscalyear(FY) 1991, the department collected more than $5.2 billion
in taxes due the State. In FY 1992, the department has a budget of $46.6 million and a
maximum employment level of 929 to administer the State's tax system.

The Code ofVirginia empowers the tax commissioner and the department with
the authority necessary to administer the State's tax system. The tax commissioner is
granted broad decision-making authority regarding the administration of State taxes,
which can greatly affect revenue generation in the State.

Taxes Administered

Taxes administered by the Department of Taxation can be grouped into four
broad categories: individual income taxes, corporate income taxes, retail sales and use
taxes, and all other taxes. Each of these taxes has its own particular tax base, rates, and
exemptions.

In general, statutory responsibilities of the department for the administration
ofthese taxes involve issuing appropriate regulations, designing forms, processing taxes
paid, assessing if the proper amount of tax has been paid, and assessing and collecting
any additional amounts due. Appendix B contains the department's statutory responsi
bilities for each of the taxes which it administers.
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Individual Income Tax. Individual income tax is the largest source ofrevenue
collected by the Department of Taxation. This tax includes payments for individual
estimated income, fiduciary income, and partnership income. It accounts for 62 percent
of the total tax revenue collected (Figure 1). During fiscal year 1991, the department
collected more than $3 billion from individual income tax. Taxes are paid to the
department through withholding by employers during the tax year, payments by
individuals during "tax season", and estimated payments by individuals throughout the
year.

Local commissioners of revenue and treasurers have significant statutory
responsibilities for administering this tax (Figure 2). Instructions on individual income
tax returns direct taxpayers to file returns with local commissioners of revenue unless
the local commissioner wants the returns to be directed to the State tax department. In
fact, 50 percent ofthe returns in 1990 and 1991 were filed directly with the Department

...--------------Figurel--------------.,
Department of Taxation Revenue Collections

Fiscal Year 1991

Total
$5,221,362,416

7.1%
Other ~

$369.640.496~...._~~
Recordation, Deeds, Wills, etc.
$71,861,487 (1.4%)

Inheritance and Gift
$46,882,819 (0.9%)

Tobacco Products
$15,293,513 (0.3%)

Bank Franchise
$5,062,165 (0.1%)

Watercraft Sales and Use
$2,293,376 (0.1%)

25.6%
Retail Sales
and Use Tax

$1,336,475,107 5.3"0
Corporate

Income
$279,235,463

•

MisceUaneous Special Fund Revenues (Aircraft Sales and Use, Egg Promotion,
Forest Products, Peanut Excise, Soybeans, Transportation Sales Tax)
$228,247,136 (4.3%)

Source: JLARC analysis of Department of Taxation Data.
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~--------------Figure2------------------,
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ofTaxation. For those filed locally, the commissioners ofrevenue are required to examine
returns t to bill taxpayers for additional tax liability, and to then send all returns to the
Department of Taxation for processing. Local treasurers deposit tax payments directly
into the State treasury.

Retail Sales and Use Tax. The retail sales and use tax is the second largest
source ofrevenue collected by the Department ofTaxation. This tax source accounted for
more than $1.3 billion or almost 26 percent ofall collections made by the department in
FY 1991.

There are two components to this tax and both are generally paid monthly to the
department. The first, retail sales tax, is assessed on the sales price of each item of
tangible personal property sold at retail or distributed in Virginia. The tax is also
assessed on the gross proceeds derived from the lease oftangible personal property or on
the cost of each item of tangible personal property stored in Virginia for consumption
within the State. There are numerous exemptions to the sales tax.

The second component is the consumer's use tax, which is assessed on the cost
of tangible personal property purchased outside Virginia but used or consumed within
Virginia or on property stored outside Virginia for subsequent use orconsumption within
Virginia. Use tax applies only to transactions on which sales tax is not paid.

Two types of property are exempt from consumer's use tax. First, property
brought into Virginia by a non-resident is exempt. Second, property already placed into
substantial use in another state or property moved into Virginia in connection with
establishment of a residence or business is also exempt, provided that the property was
purchased at least six months prior to being moved into Virginia.

Corporate Income Tax. In FY 1991, corporate income tax comprised approxi
mately six percent of the revenue collected by the department. This resulted in
approximately $279 million in corporate income tax revenue. Taxes are paid to the
department through annual returns and estimated payments by corporations through
out the year.

Corporate income tax is assessed based on Virginia taxable income ofcorpora
tions' which is based upon federal taxable income of corporations with some specific
additions and subtractions. There are several exemptions to corporate income tax. These
include public service corporations, insurance companies, State and national banks,
credit unions, elected small business corporations (8 corporations), non-profit organiza
tions which are exempt from federal taxation, and non-profit telephone companies which
operate exclusively as local mutual associations.

Other Taxes. There are 17 other taxes which the department is directly
responsible for administering. These taxes include estate, wills and administrations,
recordation, cigarette, bank franchise, watercraft, sales and use, aircraft sales and use,
rolling stock ofrailroads and freight car companies, forest products, tire, litter, soft drink
excise, motor vehicle fuel sales tax in certain transportation districts, corn assessment,
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soybean assessment, egg excise, and peanut excise. These miscellaneous taxes combined
accounted for approximately eight percent of the total revenues or approximately $369.6
million in FY 1991.

Responsibilities for Taxes Administered by Other Entities

The Department of Taxation is responsible for some aspects of taxes adminis
tered by entities other than the department. These taxes are primarily administered by
the State Corporation Commission (SCC) and local governments.

Taxes Administered by the sec. The department has significant statutory
responsibilities pertaining to the administration of public service corporation (PSC)
taxes. These taxes include license tax, regulatory revenue tax, and road tax on motor
carriers.

While these taxes are administered primarily by the SCC, the department is
required to consult with local taxing districts concerning the ascertainment and equal
ization of such taxes in order to help ensure uniformity of appraisals and assessments.
The department is also responsible for prescribing forms for use by local commissioners
of revenue in levying PSC taxes. Finally, the department is responsible for notifying the
clerk of the local circuit court ifthe commissionerofrevenue fails to send to the concerned
public service corporation a description ofthe locality's political boundaries within which
it does business or owns property.

Taxes Administered by Local Governments. There are four general types of
taxes that are administered by local governments: real property, tangible personal
property, license taxes, and some miscellaneous taxes. Although the Department of
Taxation is not responsible for direct administration ofthese taxes, the CodeofVirginia
does specify that the department perform certain functions with respect to three of these
taxes.

In general, the department is responsible for establishing a classification
system for real property, and for preparing an assessment/sales ratio study for each
major class ofreal property in each city and county. The tax department is also required
to design and furnish proper forms for use by localities in making a general reassessment
ofreal estate. Upon request ofthe governingbodyofalocality, the department is required
to provide advisory aid and assistance in making any general reassessment ofreal estate,
mineral lands, or minerals.

The Department of Taxation is also responsible for developing forms for local
assessing officers to annually publish the amount of tax-exempt property in their
localities. In addition, the department is required to construct and maintain a system for
collection of real property tax facts. The department is also required to certify local
supervisors, assessors, and appraisers. Further, the department establishes a continu
ing education program for local assessors and boards of equalization.
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Merchants are required to pay capital tax annually. The department furnishes
commissioners of revenue blank. forms for reporting the taxes.

The tax department is responsible for promulgating guidelines defining and
explaining the categories ofmaximum license taxes. The tax commissionerhas authority
to issue advisory written opinions which interpret the provisions and guidelines for these
taxes.

Counties, cities, and towns are authorized to levy taxes upon sale or use of
cigarettes. The Department of Taxation is authorized to enter into arrangements with
localities concerning the mechanism used to indicate payment oflocal and State cigarette
taxes.

Statutory Responsibilities

The Code ofVirginia empowers the tax commissioner and the tax department
with broad authority governing the State tax system. Sections 58.1·100 et seq and
58.1-200 et seq ofthe Code ofVirginia provide the department with specific authority and
responsibility to reasonably enforce and administer the tax laws and collect all taxes due.
The department also has the responsibility to encourage the highest level of voluntary
taxpayer compliance and provide assistance to local governments in the areas ofState
and local taxation.

The tax commissioner is required to supervise the administration ofthe State's
tax laws. The commissioner directs proceedings necessary to enforce the State's revenue
laws and intervenes in any court case where the constitutionality ofany State tax is at
issue.

The tax commissioner is authorized to compromise and settle doubtful and
disputed claims for taxes. He is further authorized to compromise or settle any tax
liability of doubtful collectibility.

The department is required to make a complete record ofthe case wheneversuch
a compromise or settlement is made. The record should include the amount of tax
assessed, recommendations, reports and audits, the taxpayer's grounds for dispute, and
the evidence supplied by the taxpayer related to the dispute.

The tax commissioner is supposed to exercise general supervision of local
commissioners of revenue and to investigate improper assessments of State taxes in
localities. However, local commissioners ofrevenue are electedofficials and therefore are
not accountable to the tax commissioner. The tax commissioner provides commissioners
of revenue with information and assistance in the assessment of personal property. In
addition, the commissioner is responsible for recommending measures to promote
uniform assessments and cooperation among all officials connected with the State's tax
system.
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In addition to his departmental responsibilities, the tax commissioner has
several other responsibilities within Virginia. These include serving as a member of the
following boards and commissions: Compensation Board, Treasury Board, State Land
Evaluation Advisory Council, Local Debt Council, and Commission on Intergovernmen-
tal Cooperation. <

ORGANIZATION OF THE DEPARTMENT

The Department of Taxation was established in 1927 to carry out the responsi
bilities formerly administered by the State Tax Commission. Since its creation 64 years
ago, the department has had only two commissioners. The first commissioner served
from 1927 to 1969. The currentcommissioner was appointed in 1970, replacing an acting
commissioner.

The department has undergone many changes since its creation. For example,
the department had an annual budget of$117,090 in fiscal year 1928. During the five
year period between 1987 and 1992, the department's budget increased by more than $9
million (Table 1). The department's general fund appropriation for FY 1992 was $45.2
million. However, the department has a budget of$46.6 million for FY 1992 due to $1.4
million in carryover and salary regrade funding.

r--------------Table1---------------,

Department of Taxation Budget Totals
FY 1987-1992

1S8Z .1i88 ~ ~ 1m 1m

Salary Expenses $22,855,207 $25,010,787 $25,848,398 $28,400,187 $31,109,486 $32.832,405
Wage Expenses 1,900,263 1,972.350 2,111,170 2,101,847 2,159,407 2,297,407
AI NorrPersonal 12400048 11629308 12013758 11 710619 10919975 11529534

Budgeted TotaJ· $35,923,415 $37,939,093 $39,898,416 $42,212,653 $44,343,868 $46,659.346

TetalGeneral
Fund Appropriation·· $37,056,510 $38,702,194 $40,973,027 $44,020,631 $44,712,288 $46,659,346

Year End General
Fund Expenditures $35,856.780 $37,939.033 $39,892,531 $42,212,638 $43,162,882 $10,528,475···

"Includes general and non-general fund appropriations.

"'This includes approved carry-over from theprior fiscal year.

""Expenditures as ofSeptember 30,1991.

Source: Department of Taxation's year-to-date expenditures as reported on the June Monthly
Budget Summary for fiscal years 1987-1991, and data provided by the Department of
Taxation for fiscal year 1992.
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Like most State agencies the department has absorbed staffing reductions
during the last two years. The department has a maximum employment level of 929 for
fiscal year 1992; however, as of September 1, 1991, the department had 84 of these
positions vacant.

The department's organization has also changed through the years. The
current structure is composed ofa central office that is generally organized according to
functions performed rather than types of taxes administered. The department also
employs staff in eight district offices within Virginia as well as non-resident auditors
located in 18 cities throughout the United States.

The current organizational chart for the Department of Taxation shows the
eight offices/divisions directly reporting to the tax commissioner (Figure 3). The deputy
State tax: commissioner position was created in FY 1989 but, according to the tax
commissioner, has never been filled due to funding constraints.

Most of the agency is administered by the assistant tax commissioner for the
office of tax operations and the assistant tax commissioner for the office of information
resource management. The other six functional areas are local liaison, internal audit,
research, criminal investigation, tax policy, and administrative operations. The com
plete organization of the Department of Taxation is much more complex than this
simplified chart would suggest.

A brief description of each of the eight primary offices/divisions within the
Department of Taxation follows. The descriptions will present the organizational
structure that each unit is designed to have when all established positions are filled.
Currently the department has 84 vacant positions. Although several hundred temporary
staff are employed throughout the agency during peak seasons, these temporary
positions are generally not included in the office/division descriptions.

Office of Tax OperatioD6

The officeoftax operations has primary responsibility for enforcing compliance
with Virginia's tax laws. In addition to these enforcement activities, this office provides
taxpayer assistance and assists localities with their tax assessments. A total of 601
personnel are employed within three divisions - field services, office services, and
property tax.

Field Services Division. The department's district office staff, interstate
auditors working out of the central office,and non-resident auditors are placed within the
field services division. A total of 314 positions are provided within the district offices to
audit, investigate, and collect unreported or delinquent taxes. (The eight district offices
are located in Bristol, Danville, Falls Church, Harrisonburg, Newport News, Norfolk,
Richmond, and Roanoke.) Twenty-six non-resident auditors live in 18 major cities
throughout the United States. These auditors examine companies that complete
business transactions in Virginia. The 18 cities were chosen on the basis of where the

8



Figure 3

Organization of the Department of Taxation
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businesses with Virginia operations are located and where travel by airplane would be
facilitated. The cities are Atlanta, Boston, Charlotte, Chicago, Cincinnati, Cleveland,
Dallas, Los Angeles, Memphis, New York, Philadelphia, Pittsburgh, San Diego, San
Francisco, St. Louis, Toledo, Trenton, and Wilmington (Delaware).

The field services division is supervised by a State tax division director. The
director supervises a State tax assistant division director who oversees three sub-units
- district officesupport, interstate audit, and district operations. A total of365 positions
are located within the field services division.

Office Services Division. Staff within the office services division perform and
review tax audits, collect delinquent taxes, provide taxpayer assistance, and conduct
training sessions for local fmancial officers. The first attempt to collect delinquent taxes
is made by staff within this division. If unpaid after 38 days, delinquent business tax
accounts are referred to the field services division, while delinquent individual income
tax accounts are sent to the legal unit in office services for further activity. Iffield services
staff are unable to collect on a business tax account, it is returned to the office services
division for other action.

An assistantdivision director reports to the division director and provides direct
supervision to the division's four sub-units. A total of 210 staff work within taxpayer
assistance, technical services, collections, and compliance.

Property Tax Division. The property tax division provides assistance to
localities in preparing assessments for real and personal property taxes. The division
also drafts and revises "property identification maps" for localities. These maps are
needed to allow localities to ensure that property assessments and taxes are being
handled equitably. Again the division director supervises the assistant division director
who provides direct supervision to three sections. These sections - property appraisal
and classification, real estate mapping, and railroad and pipeline appraisal- employ 26
staff.

Office of Ipformation ResQWCe Manaeement

The office of information resource management is primarily responsible for
processing tax returns and accounting for the revenue generated by State taxes.
Additional responsibilities of this office include monitoring agency goals and objectives
and implementing all data management and information systems. A total of273 FTEs
are allocated within four divisions - planning and management services, data manage
ment, information services, and processing services.

Planningand Manaeement Services Division. Broad goals and objectives for the
agency are determined by the Department of Taxation's management team and moni
tored by planning and management services division staff. Division staff also provide
centralized support for other agency divisions In areas such as the printing of forms,
Personal computer maintenance, and telecommunications activities. The division
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director is responsible for the 12 staffwithin the two sub-units - information center and
management analysis.

Data Manaeement Division. All computerized production activities, the tele
communications network, and security and quality control over computerized data are
directed by data management staff. Strict security is needed to protect the highly
confidential tax information contained in the database. This division is responsible for
the security of the database system. The senior database administrator manages the
three sub-units - database administration, operations, and quality assurance - which
employ 16 staff.

Information Services Division. Staff within the information services division
maintain the State TaxAccountingand Reporting System (STARS). STARS is anon-line
database management system that processes tax information on individuals and busi
nesses and can be accessed by thousands of users throughout Virginia. Some of the
"external" STARS users include the Department of Alcoholic Beverage Control, the
Department of Motor Vehicles, colleges and universities, local financial officers, and the
court system. User access is limited to the data needed for a specific authorized purpose,
such as liabilities that can be collected under the set-off debt collection program.

The division supervisor, a systems development manager, supervises the five
sub-units of accounting/billing, individual return processing, business return process
ing, hardware/software support, and user services. A total of 56 employees work within
this division.

Processing Services Division. The processing services division registers taxpay
ers, processes tax returns, accounts for and deposits tax payments, maintains taxpayer
information, and distributes tax forms. More than 400 temporary employees may work
processing tax returns during the busiest months of the year.

The processing services division is supervised by a State tax division director.
The director supervises a State tax assistant division director who oversees 185
Permanent staff within three sub-units - accounting, processing, and services.

Ipcs) I.jaisou Office

Only one position, a State tax division director, is located within this office.
Technically the position is considered to be located within the office of the commissioner
even though it appears as a separate entity on the organizational chart. The position is
currently filled by the incumbent who retired from this position but now works on a part
time basis.

The division director is expected to be a mediator between the tax commissioner
and local financial officers, board members, council members, and other local officials.
Position responsibilities include assisting local officials in taxation matters as well as
developing State policy that affects local taxation efforts.
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Internal Audit Division

A total of four auditors and one secretary are dedicated to completing all
internal audits of the Department of Taxation. Audits of financial and operational
functions including data processing are conducted. Internal audit is involved on an on
going basis in maintaining the security ofSTARS data. Given the confidentiality of the
information contained and the number of internal and external users with access to
STARS, system security is critical.

Research Division

The research division is responsible for developing economic projections, rev
enue estimates, and fiscal impact statements for legislative alternatives. Although the
department's research division has primary responsibility for the Governor's revenue
estimates, these estimates are also reviewed by other entities such as the Governor's
Advisory Board of Economists, the Governor's Advisory Council on Revenue Estimates,
and the Governor's Economic Advisory Council.

The division is supervised by an economist chiefwho oversees the division's two
sub-units - revenue forecasting and public finance. A total of14 FTEs are assigned to
the research division.

Criminal Inyestigation Unit

The criminal investigation unit was establishedas partofthe effort to strengthen
sanctions following the tax amnesty program. The unit is supervised by a criminal
investigation manager, who oversees three criminal investigators and one secretary.

Tax Policy Diyision

The tax policy division is responsible for promulgating tax regulations and tax
policy, hearing appeals of tax assessments, acting as the legislative policy liaison, and
providing technical assistance to outside entities on policy matters. The division
coordinates the preparation of legislative impact statements with other divisions. The
tax policy division is supervised by a tax policy director. The director supervises a tax
policy manager who oversees three sections which deal with sales and use, individual,
and corporate taxes. A total of 14 FTEs are allocated to work within the tax policy
division.

Office of Admjnjstratiye Operations

The agency's fmancial and administrative responsibilities are carried out by
staff within the office of administrative operations. This office is supervised by an
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assistant commissioner. In addition to the executive secretary who reports to the
assistant commissioner, 27 employees work within the following sections: budget
planning office, central accounts office, employee relations office, public information
office, and facilities management and telecommunications office.

OVERVIEW OF THE DEPARTMENT'S
COMPLIANCE COLLECTIONS PROCESS

The department is responsible for enforcing the State's tax laws by processing
taxes voluntarily paid by taxpayers and collecting taxes due the State which are not
voluntarily paid by taxpayers. Tax payments which are not voluntarily paid by taxpayers
are referred to as compliance collections and result from specific actions by the depart
ment.

Compliance collections are conducted primarily within two divisions of the
department - field services and office services. There are a total of 417 staff in these
divisions involved in the audit and collections processes.

The department's collections activities generally focus on the collection of tax
bills. A tax bill is issued for tax liability which is owed but has not been paid.

Staff in both divisions can work on all types oftaxes. Generally, staff'in the office
services division collect individual income taxes and staff in both divisions collect
business taxes.

The department has recently implemented some new initiatives to help in
crease the amount of compliance revenue collected. These initiatives are directed at
promoting voluntary compliance and increasing collections.

Process for Collecting Tax BjUs from Individual Taxpayers

Individual income tax bills are generated in two ways:

• The staff in the compliance section of the office services division make an
assessment based on an office audit which compares federal and State return
data.

• The staff in the error resolution unit of the processing services division
generate an assessment on an incorrect return or insufficient tax payment.

Once the bill is generated on the STARS system it is automatically mailed to the
taxpayer (Figure 4). The taxpayer is allowed 40 days to respond. If no response is
received, the STARS system issues a second bill and the account is assigned to the
delinquent collections section. The taxpayer has ten additional days to respond. If no
response is received, STARS automatically issues a third party lien.
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Ifno response is received within 30 days of the automatic lien, the tax bill goes
to the legal unit. The legal unit puts all bills into the refund set-offsystem and issues an
automatic third party lien on all bills greater than $100. Depending on bill size and
taxpayer situations, different combinations of memoranda oflien, re-mailings, and legal
action can be used. For out-of-state bills which are less than $10,000, the department
contracts with private collection agencies to collect from the taxpayer. Department staff
collect out-of-state bills which are more than $10,000.

Eventually, the department either collects the tax bills or they are written off
or discharged. A write-offsuspends collections activity, although the bill remains in the
accounts receivable inventory and in the refund set-off program. A discharge removes
the bill from the accounts receivable inventory and from the refund set-off program.

Process for Collectjng Tax Bills from Busjnesses

Business tax bills are generated in four ways:

• The legal unit staffin the office services division make a statutory assessment
on a business which refuses to file a tax return.

• The audit staffin the field services division generate an assessment.

• The audit staffin the office services division generate an assessment.

• The error resolution unit in the processing services division generates
assessments on incorrect returns.

Each of these types of assessments results in a tax bill which is assigned to the
delinquent collections unit in the office services division for collection (Figure 5). Staff
in this unit can issue third party liens on the taxpayer's bank or other institution where
the taxpayer may have assets. If the bill is not paid within 38 days and is larger than
$100, it is assigned to a district office for collection.

The district office has 60 days to collect the amount due. Staff undertake a
variety of activities to obtain payment including: serving the taxpayer with a notice to
appear, making telephone and Personal contact, and issuing a memorandum of lien or a
third party lien. Ifa bill continues to be unpaid, the district officecan initiate padlocking
procedures or contact the local Commonwealth's Attorney to initiate criminal proceed
ings.

At the end of 60 days, unless the bill has been placed on hold, the bill is
automatically transferred to the legal unit in the collections section. This unit handles
bills differently according to the status of the business and whether the business is in
Virginia. The legal unit staff pursue a variety of collections activities including: re
mailing the tax bill annually, putting the account in the refund or vendor set-offprogram,
issuing a memorandum of lien, filing proof of claim, and directing sale of assets. The
department eventually collects the tax bill or discharges it.
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Figure 5
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Additional CoUectioDIj Injtiatiyes

As part of its collections activities, the department has implemented several
programs to help increase compliance. These include the following:

• Business Padlocking- Business padlocking beganfollowing tax amnesty and
. involves the padlocking, seizure, and sale of establishments of delinquent

business taxpayers. During fiscal year 1990, padlocking procedures were
instituted against 152 businesses.

• Audits of Out-of-State Furniture Dealers and Shippers - Under this pro
gram, the department compiled a list ofVirginians who purchased furniture,
tax exempt, in North Carolina and had it shipped to Virginia. According to the
department, it collected $222,192 in fiscal year 1991 as a result of this
program.

• BorderVendor Registration - The department has implemented cooperative
programs with West Virginia and Tennessee to register vendors located along
the states' borders who sell items in both states. According to the department,
it added 115 additional West Virginia businesses to its sales tax registration
database during fiscal year 1990.

• Southeastern Association ofTax Administrators Agreement - Eleven south
eastern states exchange audit information including names of businesses
which sell to other states and names and addresses of customers to whom
untaxed sales were made. During fiscal year 1990, the department received
49 referrals of consumer sales.

• Small Business Self-Audits - This program allows certain types ofbusinesses
to voluntarily examine their financial records and pay any additional use tax
liability. Businesses which participate are laundries, dry cleaners, real estate
brokers, travel agencies, and exterminators.

• Non-Resident Auditors - The department currently has 26 auditors located
in 18 cities throughout the United States. According to the department, this
program resulted in the collection of $13.6 million in compliance revenue
during fiscal year 1991.

• Information Linkages with the U.S. Internal Revenue Service - The depart
ment receives information such as reports offederal examinations and audits
of individual and corporate income, estate and gift tax returns, and the names
of all federal filers with Virginia addresses.
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JLARC REVIEW

Item 13 of the 1991 Appropriation Act directed JLARe to review the "organiza
tion, management, and operations ofthe Virginia Department ofTaxation.» In addition,
the Secretary of Finance requested that JLARC review the department's collections
activities.

Scope of the Reyiew

Given the broad wording of the study mandate and the size and complexity of
the tax department, the scope of the review was narrowed to focus on aspects of the
department with greatest potential for affecting State revenue. This was seen as
important given the State's current financial situation.

Therefore, this study was designed to concentrate on those components of
organization and management which were identified as having a direct effect on revenue
collections by the department. Other components provide services to the citizens of the
Commonwealth which may improve voluntary compliance in the future. However, given
the State's current fiscal condition and the concerns of the Secretary ofFinance, it was
determined that an examination ofrevenue collections would be ofgreatest benefit to the
State at this time.

Two issues which have been addressed by JLARe previously in prior reports
were not revisited in this study. First, this study does not readdress the concerns raised
in the JLARC report on revenue forecasting titled Revenue Forecasting in the Executive
Branch: Process and Models. The department's approaches to address those concerns
have not yet been received by JLARC. Second, this study does not reexamine the role of
the commissioners of revenue in tax collections. This role was addressed in the JLARe
report titled Funding ofConstitutional Officers.

This review occurred during a period when the department was beginning to
examine possible reorganization due in large part to the retirement of32 staff; seven of
whom were either assistant commissioners or supervisors ofmajor department sections.
Given this transition of the department and the study's focus on collections activities,
certain aspects of the management ofthe department were not covered in the review. A
comprehensive staffmg analysis was not conducted but was limited only to those staffing
issues which directly impact collection. Therefore, certain issues of personnel and
staffing were not examined including span ofcontrol, reporting relationships, classifica
tion, training, hiring, and promotion practices within the agency.

In keeping with the focus on revenue collections, there were three primary
objectives for the current study:

• To compute an initial estimate of the difference in the amount of individual
and corporate taxes actually owed the State and the amount of taxes reported
by taxpayers. This is commonly referred to as the "reporting tax gap."
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• To determine how the department maximizes the efficiency ofits compliance
collections activities.

• To determine if the department's organization and management practices
promote efficient and effective collection of revenue due the State.

Research Actiyities

Anumber ofresearch activities were conducted to address the study objectives.
These included a staffquestionnaire, in-person interviews, questions on the Common
wealth Poll administered by Virginia Commonwealth University (VeU), examination of
STARS data, file reviews, telephone interviews of tax officials in other states, site visits,
a SPecial review of audit quality and documentation by the Auditor of Public Accounts
(APA), and estimation of Virginia's tax gap.

Staf[Questionnaire. Aquestionnaire was mailed to 222 department employees.
Completed responses were received from 190employees. This resulted in a response rate
of85.6 percent. The employees were randomly chosen to receive the questionnaire, which
asked for opinions on communications, management structure, and availability of
resources.

In-Person Interviews. In-person interviews with 30 staffwere conducted during
the course of the study. These interviews covered a variety of topics including job
responsibilities, SPecific department programs, and challenges facing the department.

Statewide Survey of Households. JLARC staff contracted with the Virginia
Commonwealth University Survey Research Laboratory (VCU/SRL) to collect informa
tion on taxpaying behavior. VCU/SRL included 13questions on taxpayer behavioron the
July Commonwealth Poll.

The telephone poll was conducted with a random sample of 1,218 households.
From this sample 804 usable responses were obtained. Survey questions were designed
to gather information on taxpaying behavior including: who filled out the respondent's
State income tax return, and whether wi thin the last five years the respondent had
overstated any deductions or underreported income. JLARC used the information from
the sample to project statewide estimates.

STARS Data Examinations. More than 20 STARS reports generated for use by
the department were examined by JLARC staff. In addition, JLARC staff accessed
STARS data to examine information on assessments and abatements made by the
department.

File Reviews. File reviews were conducted in several areas of the department
including tax policy, interstate audit, employee relations, and office services. During
these reviews the contents of more than 500 files were examined.
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Other State Telephone Interviews. Tax officials in 18 other states were contacted
for information on their tax departments. The tax departments within the 11 other
southeastern states were interviewed as well as seven tax departments which are
recognized as being innovative and well-administered. The seven states outside the
southeast that were contacted include California, Massachusetts, Minnesota, New York,
Ohio, Oregon, and Wisconsin. Interview topics included oversight provided to the
department, number and type of taxes administered, sizes of staffand budget for the last
five years, and amount of revenue collected during the last five years.

Site Visits. Site visits were conducted at five of the eight district offices. The
Northern Virginia, Norfolk, Peninsula, Roanoke, and Valley district offices were visited.
During the visit, JLARC stafftoured the officeand conducted interviews with the district
supervisor and audit and collections supervisors.

APA Review ofSelected Audits. Staff from the Office of the Auditor of Public
Accounts reviewed a sample of audits conducted by the department. The sample was
chosen by the Department of Taxation division director for field services. The purpose
of the review was to determine adequacy of audit selection and quality of audit
documentation.

Estimation of Vircinia's Tax GaD. The difference in the amount of taxes
reported and the amount of taxes actually owed to the State was estimated. This
difference is generally referred to as the "tax gap." The estimation utilized a combination
of methodologies used by the federal government and other state governments conduct
ing tax gap research.

Department Reaction to JLARC Study

The department attempted during the study to control the contact and interac
tion that the study team had with department employees. The department attempted
to control employee input to the study through both written and oral internal communi
cation.

As a consequence of these efforts, some employees were reluctant to talk to
JLARe staff. Others who did share information with JLARC staffdid so reluctantly and
in some cases fearfully. As a result, some case examples in the review are lacking in
detail. This was done to help protect the source of the information. (Detail has been
limited in other examples to preclude identification of the taxpayer.)

Following the initial meeting of the JLARC study team. and department
management team members, a memorandum was distributed (Exhibit 1). This memo
randum states "the Commissioner wants this review tightly controlled" and "only the
divisional contacts or directors should take telephone calls or answer questions from
JLARC."

Later, after the department was directed by the Secretary of Finance to permit
JLARC to conduct standardone-on-one interviews with staff, a second memorandum was
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COMMONWEALTli ofVIRGINIA
Department 01 Taxation

Richmond, Virginia 23282

MEMORANDUM

TO:

DATE:

SUBJECT:

Hanageaent 'ream

March 4, 1991

JLARC Review of Agency Operations

The Commissioner met with JLARC on Friday, March 1. I also
attended the aeeting. The review of the department'. operations
will begin immediately and is expected to be completed in late
fall. The pr6ject+manager from JLARC i'-Oi.I10CC~ Ms.
Kerr has performed consulting work with the Internal Revenue
Service in the compliance area and has been an employee of GAO.
She is currently a senior analyst on the JLARC staff. The other
staff members working with her areOoe-H~t,r.Je--r...~, and

.-Kim Siiea&. .

I have attached a list of the data that has been requested by
JLARC noting the area responsible for providing this
information. As indicated on the attac~~ent, the first item 15 a
review of STARS documentation scheduled for Wednesday, March ,.
The only other date set as this point is a March 12 orientation
for the team. This may inclUde the entire Management Team;
however, I am not sure at this point.

I did not have the opportunity to talk ~o the Commissioner a
great deal about how he wants this handled. However, several
items were clear.

1. The Commissioner wants this review tightly controlled. All
requests will flow to the Commissioner's Office and then be
filtered down through the respective Assistant Commissioners.

2. We need to establish contacts tor each division at the
Assistant Director or Director level. These names should be
submitted to me by the end of the week. As you designate
this contact, please keep in mind that it vill probably be
very time consuming.

3. The Commissioner indicated that only structured interviews
will be conducted. Additionally, only the divisional
contacts or directors should take telephone calls or answer
questions from JLARC. We need to discuss this with our
employees.

I will be the primary agency contact for Ms. ~err. I hope to
have ~ore information available for you when the Commissioner
returns.

If you have any questions, please call -e.

[Name removed by JLARC staff]
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prepared (Exhibit 2). This memorandum instructed staff "not to respond to questions
that ask for youropinionor ideas on various issues." It further noted that employees were
to provide "feedback" to department management following the interview. Neither
memorandum was provided to JLARC staff by department management and the
employees who gave them to JLARC asked for confidentiality to protect their jobs.

The second memorandum was given to employees selected for in-person inter
views immediately prior to their interviews. The memorandum was also handed to
employees who receivedthe JLARC questionnaire. Thequestionnaire and memorandum
were handed to the employees, often by a supervisor, even though the questionnaire was
sent first-class mail and addressed to the individuals. Some ofthese supervisors stated
that they were to report to the central office which of the employees had received copies
of the questionnaire. Another supervisor informed JLARC staff that he had to "tell the
central office everything I tell you."

Staff responded to the directives differently. For example:

One tax department supervisor informedJURe staffthat hecould not
answer any questions pertaining to activities performed by his section
without having the questions screened by an assistant tax commis
sioner.

* * *

One department employee stated that he understood that as "an
employee he was prohibited from talking with JLARC but that as a
taxpayer he had concerns about how the department was being man
aged."

* * *

Another employee stated that the memo was seen as a "gag order" by
employees. He stated that hewas called into his supervisor's office after
receiving the memo and asked ifhe had any questions about the memo.
He was told by his supervisor that upper management had a list of
employees who had received the survey.

Item 13B ofthe Appropriation Act directed that "all agencies shall cooperate as
required and make available all records, information, and resources necessary for the
completion ofthe work ofthe Commission and its staff." While the department may have
complied with the "letter" of the mandate, early efforts to control the study were not
consistent with the "spirit" ofan open review. One of the complaints ofemployees during
the study was that their suggestions were not given adequate consideration by depart
ment management. Because of departmental pressure that employees "not respond to
questions that ask for your opinions or ideas," there are likely to be many employee
opinions and ideas yet to be heard. .
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,------------Exhibit2--------------.

0)
COMMONWEALTH of VIRGINIA

Dr,.r,IIWllIlIl TILWIliull

If,t'llIlIlJlld. J'i"illill ~J~8~

MEMORANDUM

TO:

DATE:

SUBJ'ECT:

"Emploree. Selected tor Interv1ew
til J'LARC

April 17, 1991

IntervIew.,

We have been d1reete~ to allow ·one-on-one R
1nte~Yi.wl with

J'LARC. Implolee. who are 1nterviewed abould be ••are ~bat our
ob11sat1on 1_ to r~rnl.h the JLARC atart .ith the nec.a.arl
1nformation tor the performance of the1r dut1ee. The kel word
here 1. InformatIon (lee enclo.ed law). It 1. IUllelted that JOY
not respond to que.tIona that a.k tor Jour op1n1on or Ide•• on
var10ua 1aeue••

Alao, lOU .., be aaked queation. ~o wb1ch JOu do Dot know the
answer or are not .ure of the anawer. When th11 occur., do Dot
luea,. You ahould .tate that JOu do not know the .n.wer and that
IOU w111 furnI.h the anawer at a later date. !h11 lDtor,mat1on
Ihould be aent to me tor rout1n1 to JLARC.

Often, an exper1ence~ 1ntery1ewer w111 uae a technique known .a
the W1ntervlewer paule.- Th11 11 a perIod or Il1ence arter •
questIon 1_ anawered. ~hII ·pau_e- place. prellure on tbe
1nterviewee to .al or comment 1n order to break tbe 811ence.
Plea.e watch tor th11. Do not a~~ to the inltlal requeat tor
1nfo~.atlon. SlmplJ walt tor the Dext queat1on.

If po_alble, JOU ahould reqaelt an advance COp1 ot all interYi.w
questions. In addit1on. I would 11ke ,our feedback after ~he

lnterv1ew.

We are not attempt1nl to auppr••_ anI inro~atlon trom JLARC.
However, lnd1v1dual opinion. or comment. aeldom provlde an
accurate picture or an lalue. Alaln, our loal abould be to
provide tbe moat accurate informatlon poal1ble.

Pleaee call ae 1t ,ou bave &n1 que.tlon••

[Name removed by JLARC staff]
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Report Organization

This chapter has provided a brief overview of taxes administered within the
Department of Taxation. Chapter II describes some of the voluntary compliance issues
affecting the collection of taxes. In chapter III, some of the problems in the department's
compliance collections activities are addressed. Components of the department's or
ganization and management which affect collections are assessed in Chapter IV.
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II. Voluntary Compliance Issues

The Virginia tax system, like the federal system and other state systems, is
largely based on voluntary compliance. Voluntary compliance assumes that taxpayers
voluntarily report and remit the correct amount of taxes due, without direct enforcement
action. Under a tax system of voluntary compliance, each taxpayer pays "his or her fair
share." When voluntary compliance begins to break down, some taxpayers carry more
of the tax burden than they should.

The federal government has been examining the effect ofdecreasing voluntary
compliance on federal revenue collections since the early 1970s. The U.S. Internal
Revenue Service (IRS) estimates that significant amounts of revenue are lost annually
due to: (1) tax filers who underreport their true tax liabilities, (2) tax filers who do not
voluntarily remit all taxes due, and (3) net underpaid tax liabilities ofnon-filers. These
three components comprise what is commonly referred to as the "tax gap" - the
difference in total taxes due and taxes voluntarily paid.

It is reasonable to assume that issues which affect federal compliance levels also
affect Virginia. Generally, Virginia is a conformity state. Many of the definitions used
for federal individual income taxes are also used for State individual income taxes.
Further, fliers report State and federal tax liabilities in a comparable manner. Federal
adjusted gross income is used to determine individual income tax liability for both federal
and State taxes. Therefore, issues which affect reporting behavior on federal individual
income taxes will most likely affect reporting behavior on State individual income taxes.

This chapter discusses the various components of reporting behavior and its
effect on State tax revenues. Statewide information on taxpayer behavior was obtained
from questions included on a recent Commonwealth Poll. The results of the poll are
illustrated graphically on the next two pages. Aglossaryoftax-related terms used in this
chapter is provided in Appendix C.

INDICATORS OF UNDERREPORTING

The difference in the amount oftaxes actually owed and the amount voluntarily
reported by filing taxpayers is commonly referred to as the reporting tax gap. The IRS
estimates that nationally filers underreported their true tax liability by at least $71
billion in 1989.

JLARC staff estimate that underreporting is also a significant problem in
Virginia. For 1989, JLARC staff estimate that the gross reporting individual and
corporate income tax gap for Virginia filers was at least $404 million and may have been
as high as $481 million. Future development and refinement of a tax gap estimation
methodology by the Department of Taxation could yield a more precise estimate.
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Tax Reporting Behavior in Virginia
Based on responses to a 1991 JLARC survey of Virginia households

administered by Virginia Commonwealth University's Survey Research Lab

Responses Translated
IntoEstimated

llliiiiiiiiiillllllliiiiiiiililllll Number of~ Virginia Households·

Who prepared your
State taxforms this

year?

Sell (32.3"') .ao,553

....,reIItM, Of friend(23.1"')•••l .453,407
T.I pref*1tion fnn (40.3%) ••••••• J. 774,250
Stile tuauilt..a (1.7'-) •••••••• .1••••••••••• .32,&81
Commil.iofw of Re'*lUe (0.1"') .• .1. ••••••••••••1,t21

Other,OIdon't know (1••%)••••••• .l .3&,503

1,818,285

How difficult
would you say the
State tax forms are

to complete?

~ ..,/-__~v.., euy (SA"')••..•••••••••••.•••••.••••••• 103,607

Easy (32.1%) •••••••••••••••••••• J. I1S,884

Moderately difficult (32A"') •• • •• •••1. .121,&40

V.., difficult (10.3%) ••••••••••••••1 117,&20

Don't know 01 IMver UNcI (18.1%) •••1 381,110

1,120.561

How satisfied were
you with services
'provided bythe

State Tax
Department?

Did you receive
a refund on your

State taxes?

SaIiIfted 01 wrysatisfied (11.1%) •••••••••••••• .222,517

~.atI.fied or very una-tilfied (11.5",1 ••••••••••• 21,721

Don't know (2A%) •••••••••••••••• .I. .1,203

251,441

Y. (14.1 %)•••••• •••• ••• • •• •• •••• ••••••••• 1,228,300

No(U1%)••••••••••••••••••••• ..1 111,571

Don't know (3.8%) •••••••••••••••• .I. 72,lao

',1",861

"The sum ofhouseholds shown tor each question varies according totherate otresponse forthe question and the pool ofrespondents being described
For example, the graphic forthethird question (satistaction with tax department services) shows opinions foronly those respondents who had actually
used the department's services. The U.S. Bureau ofthe Census estimate ofthe total number otVirginia households is2,291,830.
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Responses Translated
IntoEstimated

Number of
Virginia Households

Was yourtax refund
mailed to you in a
timely manner?

v. (14.3") .••••.••••..•••.•••••.••••.••.•1,141,474

No {5'Jl.) •••••••••••••••••••••••• 1 "',151

Don't know (0.1%) •••••.•••.••••• .I. .1,534

1,217,"7

Have you ever
decided not to take

an itemized deduction
you thought you

might be entitled?

Do you think you
may have overstated
any deductions or

expenses?

v. (12.''') ••...•••.....••••••..••••..••••• 245,243

No(6U").......•........••••.• , ..••..•.. 1,31',179

==~~~.·.·.·.·.·.·.·.·.·.·.·.·.l·.·.·.·.·.·.·.·.·.·.·::
1,815,151

WHIII--Detiniletw' orprobablyhaw.(S••") •• • ••••••••••122,631

=(:::.~:~j:: :..::::
1,116,111

Do you think you
may have leftsome
reportable income

off your tax returns?

Deflnitety orproblbly haw (14%) ..•••..•.•... .2U,3IO

I
DetiUl.ty « probably hlw not (75.1%)•••••••• 1,455,001

Don1 _ (10.1'1') •••••••••••••• J.. 113,&11

1,11','"

Ofpeople you
personally know,
how many do you

think dosome petty
manipulating of

theirtaxes?

Mare thantin (5.'''} .....•••...•..•••••••.•••107,344..- ---nv_totin (115%)...•••.•..•••• J 220,43'
"'__ifII""~l--One or two (4.1%)..•••.•.••••••.• J.•••••••••••10,012

None (44.1") .I. 154,120

Don'tknow (3U-;') .I. 144,_

1,t1S,.

Notes: The survey on which this graphic is based was conducted as part of the Commonwealth Poll.
For a full description of survey methodology, see Appendix E.
Percentages may not sum to 100 due to rounding.
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As a further indication ofVirginia's tax gap, JL.ARC staffanalyzed results from
the Commonwealth Poll to estimate the number of individuals who have understated
their tax liability. Approximately 17 percent of the respondents who filed returns
reported that they had understated their tax liability within the last five years. Based
on these responses, JLARC staffestimate that approximately 318,000 of the State's 2.3
million households have understated their tax liability.

The federal government and tax departments in other states have measured
their respective tax gaps. At least nine of these states have used these measures to
address compliance problems.

Federal Estimates of the Tax Gap

IRS considers that given its mission - "to collect the proper amount of tax
revenue at the least cost . . . in a manner warranting the highest degree of public
confidence in our integrity, efficiency, and fairness" - an estimate of the tax gap is
important to better develop revenue initiatives. Further, IRS states that the extent of
non-compliance with tax laws and regulations conveys information necessary to design
programs to meet the challenges faced in collecting taxes that are not voluntarily paid.

The U.S. General Accounting Office(GAO)evaluated IRS tax gap estimates and
the approaches used to initially address the gap. GAO commended IRS for computingthe
estimates but cited weaknesses in the current IRS programs to close the gap. These
weaknesses are important to Virginia as the tax department relies heavily on IRS data
and enforcement actions in the performance of its enforcement activities.

/RSEstimates Q[theFederal Tax Gap. IRS began computing a federal reporting
tax gap for legal sector income in 1972. Legal sector income is derived from activities
which are not prohibited by statute. Since that time estimates have been produced
through 1987 and projections through 1992.

IRS has refined its estimation techniques to be able to produce gross and net
total federal tax gaps in addition to reporting and remittance gaps. In 1991, IRS
estimated that the total gross tax gap for 1989 lay in the range between $90 to $103 billion
and projected that the gross tax gap would increase to $127 billion by 1992.

IRS included three components in its computation of the total gross tax gap: (1)
the amount of tax liability that taxpayers do not report on their returns, (2) the amount
of tax liability that taxpayers report on their returns as due but do not voluntarily pay,
and (3) an estimate of the amount owed by non-filers. IRS estimates that for 1989: (1)
approximately $72 billion is underreported on federal tax returns, (2) approximately $11
billion is reported but not remitted, and (3) more than $7 billion is owed by federal non
filers - taxpayers who owe taxes but do not file returns.

IRS has also produced an estimate of the total net tax gap for 1987. This
estimate is the gross income tax gap minus the amount of federal taxes paid as a direct
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result of IRS enforcement activity. IRS estimates that the net tax gap, for 1987, was
between $60 and $72 billion. IRS has not estimated the net tax gap for anyyear later than
1987.

Evaluation by GAO. The U.S. General Accounting Office has evaluated both the
methods ofcomputation as well as the enforcement efforts of the IRS to close the federal
tax gap. GAO found that the methodology and computation of the estimates were
generally sound. However, GAO identified improvements in IRS compliance and
enforcement activities necessary to close the gap.

GAOcommended IRS for producing tax gap estimates. As GAO noted, reducing
the federal tax gap is an importantchallenge given its potential harm to publicconfidence
in the voluntary tax system and its potential importance for reducing the federal budget
deficit.

However, GAO noted several deficiencies in IRS enforcement activities which
adversely affect closing the federal tax gap. For example:

GAO identified three components ofthe federal tax gap which account
for more than 50 percent ofthe 1987 tax gap estimate: sole proprietors
(self-employed individuals), informal suppliers (i.e. street vendors,
housekeepers, repairmen, and day care providers), and corporations.
GAO found that IRS does not design its major enforcement program to
pursue these types of businesses. According to GAO, IRS focuses on
types oftax returns rather than types ofnon-compliance. Therefore, IRS
enforcement programs have serious limitations in closing the tax gap.

Weaknesses in IRS enforcement activities are especially important to Virginia,
as the tax department relies heavily on IRS audits and enforcement activities. According
to department staff, the majority ofthe individual and many of the corporate tax audits
completed by Virginia's tax department are conducted because of audits initiated by IRS.

JIARC Estimate ofyirwnia's Reoodiipl[ Tax Gap

JLARC staffcomputed gross and net reporting tax gap estimates for corporate
and individual income taxes for 1989 and projected the 1992 gross reporting tax gap for
Virginia. The gross reporting tax gap is the difference between actual State tax liability
and the amount of tax liability voluntarily reported by taxpayers. The net reporting tax
gap is the gross reporting tax gap minus any adjustments resulting from collections and
enforcement activities.

Using the federal definitions, JLARC staff estimate that the State gross
reporting tax gap for 1989 is between $404 million and $481 million (Table 2). The State
net reporting tax gap is estimated to be between $325 million and $401 million.
Assuming that the State gross reporting tax gap increases at the same rate as that
projected for the federal gap, JLARC staffestimate that by 1992 the State gross reporting
tax gap would be approximately $512 million; a portion of which is collectible.
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Table 2

Federal and State Gross Tax Gap Estimates for 1989 and 1992

Federal Virginia
1989 1992 1989 1992

Potentially Potentially Potentially -- -Potentially

Component Estimate Collectible Estimate Collectible Estimate Collectible Estimate Collectible

Reporting Gap* $72 billion $22 billion $ 90 billion*** $ 27 billion $405 million $122 million $512milJion $154 million

Remittance Gap $11 billion $ 3 billion NlA NlA NlA NlA NlA N1A

Non-Filer Gap $ 7 billion $ 2 billion NlA NlA NlA NlA NJA NfA

Unclaimed
lOver-WithhOlding - - - - $140 million ** NJA NlAce

0

Total $90 billion $27 billion $127 bllllon**** $38 billion $405 mllllon+ $122mllllon+ 1512mllllon+ $154mllllon+

NlA Not able to computeat this time.

- Not applicable.

* Estimatesin this table represent the most conservativeestimatesof Virginia1989 and 1992 gross reportingtaxgaps. Virginia'sgross reportingtaxgap ranges~om $405 minion
to $481 million for 1989. Therefore,collectibilityranges from$122 millionto $144 million. Virginia'sprojected1992 gross reportingtaxgap rangesfrom $512 mllion to $607
million. Therefore,collectibilityfor 1992ranges from$154 million to $182million.

**Unclaimedover-withholding amountsare not inclucled in any totals,but are related to the tax gap. Unclaimedover-withholding may result in an ooderstatement of the JlARC
tax gap estimatesince these funds havebeen collectedby the State but may not be due the State.

***Thisamountwas estimatedby interpolatingbetweenthe 1987and 1992federalestimatesof the total gross income taxgaps. It representsunderreporting by filers. It does
not include the non-filergap or the remittance gap.

****The IRS has projectedthat the total gross tax gap for federal incometaxeswill be $127billion in 1992. The IRS has not developedestimatesfor the reporting,remittingor
non-filergaps.

SOurce: JlARC analysisof: (1) U.S. InternalRevenue Service "Compliance 2000" data; (2) methodology used in prior tax gap researchby U.S. InternalRevenueService
(March 1988,April 1990).Oregon Departmentof Revenue(January1987),and CaliforniaFranchiseTax Board (December1989);and (3) data in IRSStatistics of
Income Bulletin(Summer1991),IRS Statistics of Income, Corporation Income TaxReturns (December1990),VirginiaDepartmentof TaxationSTARSreport
TXPST13A, VirginiaDepartment of Taxationcorporate incometax liabilitydata, and VirginiaDepartmentof Taxationdata on amountof 1989uncfaimedover-withholding.



Interviews with department staffindicate that the Department ofTaxation has
never estimated Virginia's tax gap. Therefore, the JLARC estimate is the first attempt
at measuring Virginia's tax gap. As such, it should be seen as a conservative first step
in dealing with an extremely complex and technical issue. Future iterations by the tax
department would be expected to be more precise and comprehensive over time.

The JLARC estimate is based on analysis of underreporting by federal filers.
Generally, two ratio estimators were used: (1) the ratio of federal tax liability from
Virginia returns to total federal tax liability, and (2) the ratio of State income tax liability
to federal income tax liability from Virginia returns. These ratios were applied to the
estimated federal gross income tax gap to derive the State estimate (Figure 6).

JLARC staffrnade several assumptions in deriving the estimated ranges of the
State's tax gap. For the gross reporting tax gap the assumptions used were:

• Virginia's State income tax gap is proportional to its share of the federal
income tax gap. Virginia's share ofthe federal income tax gap is a function of
the ratio of federal income tax liability from Virginia returns to total federal
income tax liability.

• Virginia taxpayers use their federal adjusted gross income as a starting point
for their State returns. Therefore, State and federal tax liabilities are
reported in a comparable manner.

• State income tax compliance patterns are not significantly different from
federal patterns.

For the computation of the net tax gap the following assumptions were also
made:

• Assessments are correctly abated by the department.

• Abated assessments reduce the tax gap.

• A portion of the tax gap is collected through the department's enforcement
activities. However, as discussed in Chapter III, more than $43 million may
be erroneously attributed to enforcement activities by the department.

Appendix D contains additional information on the methodology used to derive
the estimates. The appendix includes the rationale for the assumptions as well as the
supporting calculations used to derive the estimates.

Like all estimates, these estimates can be debated because of data limitations
and the assumptions used to generate them. JLARC staffbelieve that these estimates
can be refined. However, these initial estimates serve as good indicators of the difference
between taxes owed and taxes reported for corporate and individual legal source income.
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i Figure 6 ,

Ratios for Computing the Gross Individual
and Corporate Reporting Tax Gap

1989 Total Virginia
State Income Tax Liability
1989 Federal Income Tax

Liability from Virginia Returns

1989 Federal Gross
Income Tax Reporting

Gap Estimate

$404,630,172

1989 Federal Income
Tax Liability from

Virginia Retums
1989 Total Federal

Income Tax Liability

--

--

--
1989

Virginia Gross Income
Tax Reporting Gap

Estimate

CJ,)
t-.:l

Note: Federal ineome tax liability from Virginia returns =Total 1989 Virginia individual income tax liability + federal corporate income tax collections
in Virginia during FY 1990.

Total federal income tax liability =Total individual income tax liability + total corporate income tax after credits.

Federal gross income tax reporting gap estimate: the difference between the actual amount of federal income tax liability and the amount
of income tax liability reported on tax returns.

Total Virginia State income tax liability =Virginia individual income tax liability + Virginia corporate income tax liability.

1989 Virlfinia Net Income To: Reportln, Gap Estimate =$404,630,172 - Abatements - Compliance Revenue Collections
=$404,630,172 - $46,646,407 - $32,945,036
= $325,038,729

Source: JLARC analysis of: (1) methodology used in prior tax gap research by U.S. Internal Revenue Service (March 1988, April 1990),
Oregon Department of Revenue (January 1987), and California Franchise Tax Board (December 1989); and (2) data in IRS
Statistics of Income Bulletin (Summer 1991), IRS Statistics of IncoTTU?, CorporationIncoTTU? Tax Returns (December 1990), Virginia
Department of Taxation STARS report TXPST13A, and Virginia Department ofTaxation corporation income tax liability data.



While it is true that the total amount ofthis tax gap cannot be collected, researcn
has shown that significant portions of underreported taxes due can be collected. IRS
addressed collectibilityofthe federal tax gap as part of its Compliance 2000 strategy and
stated:

... even ifwe were given all the necessary resources we could collect
no more than approximately 30 percent ofthat tax gap. The reason is
that the gap is made of so many taxpayers in such small amounts, it is
simply not cost-beneficial to attempt to collect the gap through enforce
ment measures.

The IRS estimate of collectibility of the tax gap may be conservative for
collecting a State tax gap. States have access to databases, such as business and
professional licenses and motor vehicle registrations, which are not readily available at
the federal level and can be used to identify componentsofthe gap. As such, a state should
be able to collect more of its tax gap than the federal government can. However, 30
percent of Virginia's 1992 gross reporting tax gap still represents at least $154 million
of potential additional State revenue. This estimate of potential revenue collections is
useful for the department to use for future goal setting and to measure effectiveness of
compliance programs.

Recommendation (1): The Department of Taxation should refine the
JLARC reporting tax gap estimates. The department should estimate total
gross and net tax gaps for the State every two years as part of its biennial
planning activities. The department should develop methodologies to include
sales and use taxes and the larger miscellaneous taxes in its calculations oftax
gap estimates. The department-estimated tax gaps should be used in depart
mental goal setting for audit, assessment, and collections activities each year.
The department should report the results of its tax gap research as well as its
plan for, and progress toward, closingthe State's tax gap each year to the House
Appropriations, House Finance, and Senate Finance committees. This infor
mation should be provided as part of the department's annual budget request.

Other States Have Deyeloged Tax Gall Estimates

Tax departments in at least nine of the 18 states contacted have computed
estimates of their respective tax gaps (Table 3). States reported using the estimates for
reasons specific to the needs of their states. However, all used the estimates for better
targeting and measurement of departmental performance.

Several states have used these estimates to help target their enforcement
activities. For example:

The OregonDepartment ofRevenue estimated that it had an income tax
gap of $146 million in 1985. Since computing its estimate, the
department has used auditors in its district offices to identify non-filers.
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-------------Table3-------------

Utilization and Focus of Other
State Tax Gap Estimates

Alabama

California

Florida

Massachusetts

Minnesota

New York

North Carolina

Oregon

Tennessee

Used to create and measure the results of an amnesty program.

Determined how much the state was losing in personal income tax
and justified pursuing new compliance activities to reduce non
compliance.

Emphasized lost tax revenue on stocks and bonds and enhanced
collection strategies.

Used by a blue-ribbon commission as partofthe basis for recommen
dations concerning the identification of non-filers, and the assess
ment of collectibility of accounts receivable.

Estimated a sales tax gap to help measure department performance.

Analyzed underreported and underremitted taxes, and established
a new division to identify underreporters and non-filers.

Used tax gap to establish a department goal and measure perfor
mance.

Developed a tax gap which led to programs concentrating on poten
tially high-yield taxpayers.

Developed a preliminary sales and use tax gap estimate to guide
compliance activities.

Source: JL.ARCsurvey of other states, June through August 1991.

Non-filers were identified by checking property sales and business
licenses. In 1987, the department reported that the project had resulted
in 1,168 identified non-filers and more than $2 million in assessed tax
liability.

* * *

The New York DepartmentofTaxation andFinance has been analyzing
its state compliance problems since 1984. The department determined
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that non-filers constituted a significant portion of the state's tax gap.
Recently, the department committed 33 staffand a little more than one
percent ofits total budget to its "Revenue Opportunity Division." The
division's mission is to develop innovative approaches to identify non
filers and underreporters. The division is currently conducting pilot
programs usingcomputer match technologies. The division attempts to
find non-filers by matching tax data with data from many ofthe state's
larger databases including: welfare payment rolls, medicalpayments,
child support payments, state school loans, traffic tickets, and motor
vehicle registrations. During the last five years, the division collected
approximately $85 million from non-filers.

The tax departments in both Oregon and New York have been able to increase
compliance collections by using creative and innovative approaches to close their
respective tax gaps. Information can be obtained from these and other states which can
be used by the Virginia tax department as it develops its estimate and implements
programs to close the State's tax gap.

Recommendation (2): The Department of Taxation should review the
tax gap methodologies used by other states and the ms in developing its own
tax gap estimates. Further, the department should review the strategies used
by other states and the IRS for improving its compliance collections efforts.

Reporting Tax Gap Fprtber Eyidenced by Commonwealth Poll

In addition to the reporting tax gap calculated using federal estimates, JLARC
staff also analyzed data collected through a recent Commonwealth Poll. These data
provide additional evidence of a reporting tax gap in the State.

JLARC stafIused the survey results to make statewide projections which are
subject to possible sampling error. The full methodology of the collection and analysis of
the data can be found in Appendix E.

Analysis of these survey data indicates that an estimated 14 percent of the
State's population have understated their true tax liability in the last five years. These
respondents acknowledged that they had either underreported their income or over
stated their deductions within the last five years.

Of those respondents who filed returns, 14 percent acknowledged that they had
underreported their income on their State taxes in the last five years. Based on the
survey responses, JLARe staff estimate that income has been underreported in more
than 268,000 Virginia households.

Furthermore, more than five percent of the respondents reported that they had
overstated deductions on their taxes within the last five years. JLARCstaffestimate that
this represents approximately 124,000 households.
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Virginians also appear to believe that their acquaintances are not voluntarily
complying with State tax laws. Approximately 22 percent of the respondents who filed
returns acknowledged that they knew at least one person who had manipulated their
return; approximately nine percent of these respondents reported that they thought that
at least six of their personal acquaintances had manipulated their taxes. However,
approximately 45 percentofthese respondents stated that they did not know anyone who
had manipulated their taxes.

Based on research conducted by IRS and others, these numbers typically
represent lower estimates of individuals who underpay their taxes than do estimates
based on actual tax return data. Self-reported data, using telephone interviews, can
somewhat underestimate illegal behavior since individuals may be reluctant to admit to
committing illegal acts.

However, the data provide an independent confirmation of the existence of a
reporting tax gap in Virginia. Given the percentages of respondents who acknowledge
their own underreporting as well as knowledge of underreporting by others, it appears
that additional efforts by the tax department to close the tax gap may serve to increase
collections and promote greater public confidence in Virginia's tax system.

In addition, the results of the survey of Virginia households are comparable to
results obtained from similar questions asked of other samples (Table 4). This also
supports the assumption that the reporting practices of Virginians are comparable to
federal reporting practices and supports the JLARC staffestimate ofVirginia's reporting
tax gap.

INDICATORS OF UNDERREMITTANCE

Underremittance occurs when a filer does not pay the taxes which are owed or
when a business withholds taxes from an employee but does not remit them to the tax
department. Underremittance is a component ofthe overall tax gap and further erodes
the basis of tax systems, voluntary compliance.

The federal remittance gap for 1989 was approximately $11 billion. While the
size of the federal remittance gap is much smaller than the reporting gap, closing a
remittance gap should also be a part of a comprehensive collections strategy.

A detailed estimate of the State's remittance gap for a given year could not be
completed at this time. However, there are two indicators ofunderremittance problems
in Virginia. These indicators are the accounts receivable inventory and the results ofthe
recently completed tax amnesty program.

While both of these data sources indicate a remittance problem, these sources
cannot be used to determine the magnitude of underremittance for a given tax year.
Neither of these data sources are based on specific tax years.

36



T bI 4a e

Estimates of the Prevalence of Non-Compliance

Prevalence
Time Period Study Study Coyera~e Estimate (%)

Estimates for Prevalence ofUnderreporting Income

Five years JLARe and veu (1991) Virginia 12%
Lifetime Yankelovich et al. (1984) United States 16
Five years Mason and Lowry (1981) Oregon 17
Lifetime VVestat, Inc. (1980) Indiana and California 12·15
Five years Habib (1980) Oregon 12

Estimates for Prevalence ofOverstating Deductions

Five years JLARC and VCU (1991) Virginia 6%
Lifetime Yankelovich et al, (1984) United States 7
Five years Mason and Lowry (1981) Oregon 6
Lifetime VVestat, Inc. (1980) Indiana and California 6-7
Five years Habib (1980) Oregon 16

Source: Roth, Scholz, and Witte, eds., Taxpayer Compliance, Volume 1:An Agenda. for Research
(1989).

The tax department should estimate a remittance tax gap for Virginia. The
department should also further analyze the composition of the accounts receivable
inventory and fully utilize the information gained from tax amnesty. The department
should examine the reasons for high percentages of abatements and address any
problems found. The department should use these analyses to prepare a collections
strategy to begin closing the State's remittance gap.

ACCounts Receivable Inyentory Indicates Undeuemittance

The accounts receivable inventory maintained by the Department of Taxation
includes taxes which have been assessed but not collected. The inventory includes tax
bills for individual and most business taxes.

.As ofJune 30,1991, the department had a collections backlog ofmore than $404
million (Table 5). VVhile there was fluctuation in the inventory during fiscal year 1991,
the accounts receivable inventory averaged more than $367 million during that period.
Overall, the inventory increased by $78.9 million during the fiscal year. On average,
approximately $227 million of the backlog was from business taxes and $139 million was
from individual income tax.
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-------------Table5--------------

Ending Accounts Receivable Inventory
July 1990 · June 1991

Individual Business Thtal

July 1990 - September 1990 $127,603,520 $198,254,515 $325,858,035
October 1990 - December 1990 $135,612,101 $210,662,371 $346,274,472
January 1991- March 1991 $144,794,735 $247,496,382 $392,291,117
April 1991- June 1991 $151,212,763 $253,580,763 $404,793,526

AVERAGE $139,805,780 $227,498,508 $367,304,288

Source: JLARe analysis of Department of Taxation quarterly data (STARS report TXPAR54 June
1990 - July 1991).

Analysis of the inventory indicates that the department does not collect many
of its accounts receivables. As receivables age the ability of the department to collect
them decreases. The department has recently improved the information which it
maintains OD. accounts receivable. However, the information is still not sufficient to
determine collectibility of the accounts.

Few Receivables Are Collected. Reports prepared by the department indicate
that much of the reduction in the accounts receivable inventory is the result of tax:
liability being eliminated rather than collected. During each quarter of the 1991 fiscal
year, the department collected less than it abated (Table 6). With the exception of one
quarter, amounts abated were approximately twice the amounts which were collected.
The department should analyze the reasons for the high abatement totals and take
appropriate corrective action.

In April, the department began to monitor the collection of receivables by age
of the receivable. JLARC staff analyzed the data for the period April through August
1991. While the department reduced its receivables inventory by approximately 11
percent, only four percent of this reduction resulted from actually collecting tax revenue
(Table 7). The remaining seven percent of the accounts receivable inventory was either
abated or written offby the tax department. The department abates taxes when liability
is determined not to exist. The department writes off liabilities when collection is
determined to be doubtful.

Further analysis showed that older accounts are less frequently collected. The
department collected nearly 13 percent of the accounts which had been in the inventory
for up to 30 days while only 5.3 percent of accounts which were between one and two
months old were collected. Less than one percent of accounts which were more than two
years old were collected.



------------- Table6-------------

Collection ofAccounts Receivable
July 1990 - June 1991

Beginning
Receivables

Payments!
Transfers

Abatements

Write-Offs!
Discharges

Percent of
Receivables
Collected

July 1990- October 1990 • January 1991 - April 1991 -
September 1990 December 1990 March 1991 June 1991

$352,671,674 $325,858,034 $346,274,472 $392,291,116

s 31,676,926 $ 41,221,190 $ 35,781,043 $ 47,468,809

$ 79,669,385 $ 52,608,946 $ 65,642,555 $ 74,428,568

$ 6,503,315 $ 9,838,742 $ 6,669,130 $ 6,825,557

9.0% 12.7% 10.3% 12.1%

Percent of
Receivables
Abated

Percent of
Receivables
Written-Off!
Discharged

22.6%

1.8%

16.1%

3.0%

18.4%

1.9%

19.0%

1.7%

Source: JLARC analysis of Department of Taxation quarterly data (STARS Report TXPRI54 and
TXPAR54.June 1990 - July 1991).

Recommendation (3): The Department of Taxation should begin to
analyze its abatement data to better determine the reasons for abatements.
This analysis should be used to improve collections of assessments and to
reduce the percentages of abatements of assessments.

Collectibility of Accounts Receivable Inventory Cannot Adequately Be Deter
mined. The department's current monitoring does not provide sufficient information to
determine the collectibility of the inventory. The department determines collectibility
primarily by calculatingwhat has beencollected. No systematic monitoring is conducted
to determine what types of collections activities have been successful.

The department has improved its ability to track collections of accounts
receivables. The Auditor ofPublic Accounts CAPA)noted that, over time, these improve
ments will help the department better determine collectibility of the accounts. However,
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Tabl'!'able 7

Collection of Total Accounts Receivable by Age of Receivable
(April 1991 • August 1991)*

Davs Years
HQ 31-60 61-90 .fll:12Q 121-180 181·365 1-2 More than2 Total

Receivables $55,857.605 $35,042,913 $29,237,225 $24,682,678 $33,434,034 $72,570,668 $71,564,783 $71,597,157 $393,987,063

Paymentsl $ 7,165.294 $ 1,857,047 $ 912,399 S 685,499 S 741,716 S ',109,916 $ 1,217,750 $ 449,565 $ 14,139,186
Transfers

Abatementsl $14,106,194 $ 3,891,365 $ 2,251,343 $ 1,504,583 $ 1,016,855 $ 1,994,255 S 1,482,938 $ 1,891,248 $ 28,138,781
Wrfte-Offs

Percent of 12.8% 5.3% 3.1% 2.8% 2.2% 1.5% 1.7% 0.6% 3.6%
Receivables
Collected

Percent of 25.3% 11.1% 7.7% 6.1% 3.0% 2.7% 2.1% 2.6% 7.1%
Receivables
Abated!
Written.()ff

*All data represent the average of individual and business accounts receivable for the period April through August. 1991.

Source: JLARC analysis of Department of Taxation data (STARS Report TXPAR84, April 1991 through August 1991).
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JLARe staffanalysis indicates that the department needs to make additional impro-«
menta which will enable the department to better assess the collectibility ofthe inventory
based on factors such as type of taxpayer (such as size of business), financial status ofthe
taxpayer, as well as methods of successful collections.

The accounts receivable inventory is tracked by type oftax within the two broad
categories -individual and business receivables. Within these two categories, informa
tion is maintained by type of tax. However) the department does not distinguish between
accounts which are collected due to payment by the taxpayer and those which are
collected due to funds transferred after being posted to incorrect tax periods or account
numbers. This precludes an accurate determination of actual collection of the accounts.

The accounts receivable inventory represents a compilation of data which
should be monitored more closely by the department. Further, the department should
begin to better analyze and evaluate the accounts and the methods of collecting the
accounts.

Recommendation (4): The Department of Taxation should begin to
better analyze its accounts receivable inventory. This analysis should include
a decomposition ofthe accounts receivable inventory usingcomponents which
can affect collectibility. At a minimum, this decomposition should include an
analysis of length of time that the tax has not been paid by type of tax and by
financial status of the taxpayer. Further, the accounts receivable inventory
should be maintained in such a manner that the data on each individual
receivable can be determined without having to perform analysis ofindividual
tax screens.

Once this analysis has been completed, it should be used in three ways.
First, the department should develop a collectibility assessment of the inven
tory. Second, the collectibility assessment should be used to develop guide
lines and priorities for collecting the tax. Third, the department should begin
to experiment with, and track the results of, randomized experiments to test
methods of collections such as mail, telephone, and in-person collections
techniques. The results of these experiments should then be used to develop
a standard set of guidelines for collection of the accounts receivable. The
department should establish an annual accounts receivable collections goal
and monitor progress toward that goal.

TaxAmnesty Results Unclear

The department's tax amnesty program had two purposes. First, it allowed non
filers to file and pay taxes without penalty. Second, it allowed taxpayers who owed taxes
which the department had previously identified as beingowed to pay those taxes without
penalty.

The department reported that, of the approximately $32 million collected
during the program, more than $11 million was from existing accounts receivables. This
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indicates that the department was able to close a portion of the State's remittance gap.
However, since the department had not estimated the size of the State's remittance gap
prior to the amnesty program, JLARC staffcould not estimate the amount by which the
State's remittance gap was reduced.

The department has conducted limited analysis of the results of tax amnesty.
The department was unable to provide information on the number of tax amnesty filers
who filed returns the following year. According to the commissioner, the department is
tracking this but has not written a report on the results.

Recommendation (5): The Department ofTaxation shouldfully analyze
the results oftax amnesty to determine what information can be used to better
focus collections of the remittance tax gap. At a minimum, the department
should determine the number of taxpayers who filed during tax amnesty but
did not file the following tax year. Using this information, the department
shouldassess taxes for these taxpayers and then institute collections activities
to obtain the revenue.

RELATIONSmp OF OVER·WImHOLDING TO STATE COMPLIANCE

The State has an additional tax issue which is related to, but distinct from,
compliance issues. Currently, the tax department collects a sizable amount ofindividual
income tax revenue through over-withholding on salaried employees. Some of this
withholding is not claimed on tax returns. However, since some taxpayers do not file for
their tax refunds, this revenue is reported as unclaimed.

This unclaimed tax revenue results, in large part, from the State's practice of
over-withholding ofestimated individual income tax liabilities. Employers collect more
than 100 percent ofthe estimated annual income tax liability for each oftheir employees
to conform with the structure of the State's income tax withholding table. The amount
ofwithholding required by the table is based on the lowest possible standard deduction.
Therefore, taxpayers who take a higher standard deduction or who itemize their
deductions have more taxwithheld than they actually owe. Some ofthe revenue collected
through income withholding is never claimed on returns; some unknown portion of this
revenue is not owed the State.

For tax year 1989, the department estimates that more than $140 million of its
collections was from unclaimed withholding. This unclaimed withholding represents
approximately five percent of the total individual income tax collections for fiscal year
1990.

Virginia is currently scheduled to end over-withholding as of December 31,
1992. Section 58.1-462 of the Code ofVirginia provides that the State will begin accurate
withholding on January 1, 1993. Accurate withholding involves collecting only the tax
liabilities that are actually owed from salaried employees.
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As the State moves to accurate withholding, the amount oftax revenue collected
that is not actually owed the State will decrease. Further, patterns of tax reporting and
remittance by individuals may change since currently more individual filers in Virginia
receive refunds than pay additional taxes. With accurate withholding, the filing ofa tax
return will result in more taxpayers having to pay additional taxes. Therefore, the level
ofindividual compliance may decrease. Given the State's current financial picture, the
General Assembly may wish to consider delaying the elimination of over-withholding
until a more complete assessment of its potential effects can be made.

The actual behavior of Virginia taxpayers is not known. However, it seems
reasonable to assume that the department needs to begin developing additional strate
gies for increased individual income taxcollections, especiallygiven current levels ofnon
compliance.

According to the tax commissioner, the department has not begun planning for
accurate withholding. The commissioner indicated that with accurate withholdingit will
not be as easy as it now is to collect from individuals.

Itdoes not appear than the State has adequately prepared to compensate for the
revenue that may be lost with the move to accurate withholding. Given the State's
current financial picture and the department's lack of planning for the conversion to
accurate withholding, it may be better to postpone the elimination ofover-withholding.
The department needs to develop strategies for collecting tax revenue under a system of
accurate withholding.

Recommendation (6): The General Assembly may wish to consider
amending 158.1-462 of the Code of Virginia to delay the implementation of
accurate withholding.

Recommendation (1): The Department ofTaxation should begin devel
oping strategies for collecting taxes from individual taxpayers under a system
of accurate withholding. The department should conduct research to deter
mine reasons for non-compliance by individuals and begin to address those
reasons. The department should submit a plan to the House Appropriations,
House Finance, and Senate Finance committees outlining collections strate
gies and projected changes in revenue collections with accurate withholding.
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III. Review of Compliance Collections Activities

The Virginia Department of Taxation has stated that one of its primary
objectives is to "achieve the highest possible degree ofvoluntary taxpayer compliance by
a reasonable and balanced enforcement of Virginia's tax laws." The department
encourages voluntary compliance primarily through two services provided to taxpayers:
rapid processing of individual tax refund checks and taxpayer assistance.

Analysis of data from the Commonwealth Poll indicates that citizens are
pleased with the services provided by the department. More than 93 percent of the
respondents due tax refunds reported that they received them in a timely manner. In
addition, more than 85 percent of the respondents who reported that they used the
services ofthe department were satisfied with the services received. However, less than
11 percentof the respondents reported that they had used the services ofthe department.
Fewer than one percent of the respondents indicated that a commissioner ofrevenue had
filled out their tax forms.

In addition to taxpayer services, the department has recognized that effective
compliance enforcement and collections activities are needed. In recent years, the
department has implemented several new compliance enforcement programs which are
generating compliance revenue. However, the department needs to improve three major
areas of its compliance collections efforts. JLARC estimates that the improvements
recommended in this chapter could have produced approximately $10 million in addi
tional State revenue in fiscal year 1991.

First, the department needs to better establish its annual compliance revenue
goal. Currently, the department's goal is understated. The goal is based not on potential
collections but on prior year collections. The department should use tax. gap estimates
to establish future compliance revenue collections goals.

Second, the department needs to reexamine and revise its procedures for
selecting taxpayers for audits. The current audit selection procedures do not appear to
be sufficient to guide a balanced strategy of enforcement, collections, and deterrence.

Third, the department controls significant amounts of i ts compliance collections
activities through its State Tax Accounting and Reporting System (STARS). The State
has received recognition, both nationally and internationally, for the STARS system
created by the department. This system is a technological advantage which many other
states do not have. However, the system currently either has significant limitations or
is being used in a manner which limits the effectiveness of the department's revenue
collections activities. JLARC staff have provided examples of how this has impacted
departmentcollections activities, although the magnitude ofthe revenue lost due to these
limitations could not be accurately estimated.
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IMPROVEMENTS NEEDED IN GOAL SETTING AND USE OF STAFF

The department uses its annual goal for compliance revenue collections to help
direct its compliance collections activities during the year. Although the department did
not meet its compliance collections goal for FY 1991, compliance staff were frequently
assigned to provide taxpayer services during that time. The department reported that
it collected $941,444 less than its goal.

New Method Needed for Establishing
Department Compliance Revenue Goal

Each year the department establishes an agency goal for compliance revenue
collections. Compliance revenue collections are generally defmed as collections resulting
from enforcement activities. The commissioner reports to the Secretary of Finance
periodically on the status of goal attainment.

The department set its compliance revenue goals for fiscal years 1991 and 1992
at$241.4milllonand$250.2million,respectively. ThedepartmentprovidedJLARCwith
the methodology for setting the 1992 goal. As described by the department, the goal has
the following components:

• the amount of revenue collections for the preceding year ($240,517,858)

• a growth factor based on the department's revenue projection ($1,443,107)

• projections based on number of personnel which reflects the recent addition
of 20 auditors ($8,203,067).

Analysis of the goal setting methodology indicates that the goals are not
appropriately set. The department bases its goals primarily on prior year collections, not
on amounts that could potentially be collected. None ofthe components ofunderreported
tax liability or unremitted tax liability appear to directly factor into the goals. Therefore,
the current goal setting methodology tends to understate the amount of compliance
revenue which could potentially be collected.

Recommendation (8): The Department of Taxation should revise its
methodology for setting its compliance revenue collections goals. The depart
ment should not base its collections goalon past collections but should base its
collections goal on outstanding liability due the State. In order to do this, the
department should analyze and refine the JLARC estimates ofunderreported
and underremitted tax liability and determine a collectibility factor for each.
The numberofpersonnel assigned to revenue collections should continue to be
a factor in the equation.
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Compliance Staff Are Routinely Vied for Non-Compliance Activities

Compliance staff are defined by the department as auditors, tax examiners,
field representatives, and collections representatives. Auditors and tax examiners
assess additional taxes through audit assessments. Field and collections representatives
collect the additional taxes which result from the assessments. These positions are
funded as compliance positions.

Compliance staffare assigned to the central office and the eight district offices.
The department maintains data on the activities of the 287 compliance staff in the
district offices. Comparable data are not maintained on the activities of the 130
compliance staffin the central office, however. Significant portions of time are spent by
compliance staff for services such as taxpayer assistance in filling out returns and
helping taxpayers resolve problems resulting from department processing errors.

Using data provided by the department, JLARC staffestimate that in FY 1991
approximately $10 million was not collected by district office compliance staffdue to the
time spent providing taxpayer assistance such as answering questions pertaining to
completion oftax forms and assisting taxpayers in correcting errors on returns. This is
an extremely conservative estimate ofthe effect ofhaving compliance staffconduct non
compliance activities, since it does not include central office compliance staff.

The tax commissioner authorized compliance staff to be used to provide
taxpayer assistance. He stated two reasons for this decision. First, taxpayer assistance
is an important function of the department. Second, no other staff were available to
provide assistance.

The use ofcompliance stafffor non-compliance activities reduces the amount of
time they are able to audit and collect taxes. Overall, the department's 52 field
representatives in the eight districts spent a total of16 percent of their time on taxpayer
assistance during FY 1991. Using department data on compliance revenue collected by
each district office in FY 1991, JLARC staffestimate that the department did not collect
$8,725,000 as a result of having field representatives provide taxpayer assistance.

Two district offices also use auditors to provide taxpayer assistance. Using the
department's calculations of average assessments per hour, the department did not
assess $1,735,502 in fiscal year 1991 as a result of the auditors being used to provide
taxpayer assistance. Therefore, assuming that the department collects 78.7 percent of
its assessments (using the JLARC estimate ofcollections), the department did not collect
$1,365,840 by using auditors to provide taxpayer assistance.

The departmentcould not provide anestimate ofthe amountoftime that central
office compliance staffspend responding to inquiries from taxpayers regarding process
ing errors. However, according to one supervisor, "it is substantial."

A recent internal department report estimates that department errors result in
a major portion ofthe workload for compliance staff. According to the report, department
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errors resulted in 81 percent ofthe telephone calls and 45 percent of the correspondence
handled by compliance staffin the delinquent collections unit during a recent two-month
period. Further, many of the calls and correspondence were simple taxpayer questions
due to mistakes and mishandlingof returns in other areas ofthe department. Neverthe
less, compliance staff had to respond to them and attempt to resolve the error. For
example:

A taxpayer was assessed a late penalty on a return that had a due date
ofMay 1,1991. However, the penalty was assessed on March 22, 1991.

* * *

The amount ofa taxpayer's check included with the tax return was
encoded incorrectly. Consequently, an assessment was issued for the
difference between the amount ofthe check and the amount for which
the check was encoded.

* * *

A taxpayer's return was posted on March 27, 1991. However, the tax
examiner keyed May 1, 1992, as the filing date. That resulted in an
erroneous assessment.

Given the amount of information processed by the department, error free
processing cannot be expected. However, many ofthe errors appeared to be simple ones
that should have been initially detected by the screening unit or handled by taxpayer
assistance personnel. Use ofcompliance staffto resolve errors involved in the processing
of returns is not a cost-effective or efficient use of these staff

In some district offices, two or three compliance staff are responsible for
providing taxpayer assistance each day. A toll-free telephone number to the central office
could reduce the taxpayer assistance workload ofthe compliance staff. Such a telephone
number could direct calls to the taxpayer assistance unit in the central office, which
employs 51 staffspecifically dedicated to providing taxpayer assistance. During March
through May of each year, the toll-free telephone number could include an option for
callers wanting to check on their tax refunds. These calls could be directed to wage
employees hired specifically to check on the status of tax refunds. A message listing the
inquiries that could be referred to a local commissioner of revenue could also be included
to reduce the number of calls that tax department staff are required to answer.

The addition of at least one taxpayer assistance position to each district office
would also reduce the taxpayer assistance workload of compliance staff. The districts
that currently have two or more staff assigned to taxpayer assistance because of the
volume of calls and walk-in requests may need more than one position.

Recommendation (9): The Department of Taxation should not rou
tinely use field representatives and auditors to provide in-office taxpayer
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assistance for forms completion or to correct simple processing errors. The
department should establish a toll-free telephone number for taxpayer assis
tance that automaticallydirects calls to the taxpayerassistance unit within the
central office or instructs taxpayers to call their local commissioners of
revenue. In conjunction with this toll..free telephone number, a taxpayer
assistance position shouldbe placed ineach ofthe seven district offices outside
of Richmond. A second taxpayer assistance position should be considered in
the Norfolk, Northern Virginia, and Roanoke districts if the toll-free taxpayer
assistance number does not divert enough telephone calls to allow one position
to handle the demand in each of those districts.

Recommendation (10): The Department ofTaxation should improve its
capability to identify and correct tax return errors, through automated error
resolution, before the error results in a notice being sent to the taxpayer. H
certain errors still occur, they should be handled by the taxpayer assistance
unit. The department should analyze the types of errors that persist and
improve error resolution to correct them.

Some Collections ErropeQusly Counted as CQmpHance Revepue

The department monitors, on a monthly basis, the revenue that it collects from
compliance activities and reports this to the Secretary of Finance. JLA.RC staffanalysis
indicates that the department erroneously reported more than $43.2 million as compli
ance revenue in fiscal year 1991. This inflated the productivity reported by the
department for its compliance personnel.

Compliance revenue is generally defined as revenue which results from direct
enforcement action by the taxing entity, not voluntary payment by the taxpayer. A
review of the department's compliance revenue collections data indicates that the
department is counting revenue which has not required direct enforcement action on the
part of the department as compliance revenue.

The department provided JLARC staff with its defmitions of compliance
revenue. The following types of collections are reported as compliance revenue:

• collections of business tax assessments not including fuel tax assessments

• collections of individual income tax assessments

• collections resulting from notices sent to taxpayers before a tax bill is issued

• collections resulting from tax returns that are filed late, but before a non-filer
notice is sent to the taxpayer.

Collections from returns filed late, but prior to a notice being mailed to the
taxpayer, should not be counted as compliance revenue. The department does not take
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any direct enforcement action on these returns, butmerely processes a late payment. For
example:

A federal agency routinely mails in its monthly employer withholding
tax return andpayment toone ofthe department's district offices. These
payments represent taxes withheld for the agency's employees who
reside in Virginia. Occasionally, the payment is received one day late.
However, the return and payment are received automatically without
any direct enforcement action. The district office correctly lists the
payment as late. Therefore, the funds are counted as compliance
revenue.

These withholdingpaymentscan besizable. On onefield representative's
daily report a federal agency's late payment of$295,OOO was 99percent
ofthe total compliance collections of$296, 100 reported by the represen
tatiue. This one late payment was also seven percent of the total
compliance revenue reported for the month by the district.

JLARC analysis of compliance revenue collections reports and definitions
provided by the department indicate that, by counting revenue from late payments, the
department overstated its collection ofcompliance revenue by approximately 18 percent
for fiscal year 1991. Therefore, this inflated figure served to make the department's
compliance programs appear more effective than they actually were.

Recommendation (11): The Department of Taxation should include
only those collections resultingfrom direct enforcement actions bythe depart
ment as compliance revenue. The department should reassess its definition of
compliance revenue and exclude automatic payments which have been re
ceived without a notice or other form of direct enforcement action.

-AUDIT ASSESSMENTS NEED IMPROVEMENT TO BE EFFECTIVE

It does not appear that the department has a balanced strategy of combining
enforcement, collections, and deterrence in its audit selections. The department does not
follow a stated formal strategy for selecting audit candidates but seems to follow an ad
hoc approach that relies heavily on federal data and individual auditor judgment.

Selection could be improved by supplementing federal data with unique State
data. State data have been used by other states to supplement their audit programs.
Virginia has many large databases which could be used by the department to identify
non-filers and help determine which taxpayers are underreporting their tax liabilities.

Further, the quality of the audits performed by the department needs to be
improved. The department does not have sufficient procedures to ensure that the audits
are consistent and objective.
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Better Strategy and Standards Needed for Effectiye Audits

Tax departments usually conduct audits for two primary purposes: (1) to ensure
that the audited taxpayer is assessed the correct amount oftaxes due; and (2) to generally
alert other taxpayers, who did not report and remit the correct amount of taxes, that an
audit is possible. Achievement of these purposes requires that the overall audit strategy
be balanced and that audits are of sufficient quality to withstand taxpayer challenges.
While the department has an audit manual, the audit program does not have a stated and
uniform strategy for audit selection. Further, audits are weakened by the lack of
standard audit procedures.

General selection procedures have been developed by the department to audit
returns for individual income tax, corporate income tax, and retail sales and use tax
(Table 8). These procedures have deficiencies which potentially limit the revenue
assessed. Individual income tax audits are limited almost exclusively to federal audits.
According to a special review conducted by staffof the Auditor ofPublic Accounts (APA)
for JLARC, the department has not sufficiently developed strategies for selecting
corporate income returns or sales and use tax filings for audit. The APA's review ofthe
these strategies found them "inconsistent and subjective."

Reliance on Federal Data Limits Effectiveness of]ndividual Income TaxAudits.
The tax department relies almost completely on data provided by the U.S. Internal
Revenue Service (IRS) for individual audit selection. IRS provides the department with
information which compares aspects ofState returns with aspects offederal returns for
Virginia filers. Discrepancies between the returns may generate State audit candidates.
IRS sends the department comparisons of income reported by taxpayers on federal
returns with income identified by wage statements (W-2s) and interest and miscella
neous income statements (1099s) when the difference is more than $100. IRS also
provides information from federal returns which the department uses to determine if
there are differences in State and federal tax information. The IRS also provides copies
of federal audits which the department uses to determine if the federal audit produced
a change in the amount of taxes due the State. Total reliance on these federal data can
limit the effectiveness and timeliness of State audits.

The U.S. General Accounting Office (GAO)cited weaknesses in IRS data which
can limit Virginia's enforcement strategies. According to GAO, IRS failed to target major
components of the federal individual income tax gap - informal suppliers, sole propri
etors, and high-income non-filers. Since the department depends on federal audit data
to generate its audit candidates, Virginia may not audit some groups which have
potentially high levels of non-compliance.

In addition to data quality problems, federal audits are not used by the
department until approximately two years after the taxpayer has incurred the tax
liability. During the current fiscal year, the department is conducting audits on 1988 and
1989 tax returns. The length of time between the return filing and the audit negatively
affects the collectibility of the tax liability.
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Table 8

Audit Selection Criteria, Criteria Deficiencies
and Suggested Improvements

Curent Audit Improvements
Type of Tax Selection Criteria Deficiencies Needed Benefits

Individual Relies on IRS Data more than two Supplement limita- Compensates for
data for selection years old tions in federal data limitations in

by audits of high- federal data
High-income non- income Virginia
filers excluded taxpayers, sole

proprietors, and
informal suppliers

Corporate State returns Data more than two Develop written Enhances objectivity
reviewed for years old uniform criteria and consistency of
possibility of for selection by audit selection
additional audit No written criteria field auditors
assessments for review of returns

by field auditors Evaluate relative
Federal audits effectiveness of
reviewed criteria

Sales and Use All of the eight Limited audits of Develop uniform Enhances objectivity
percent of the small businesses selection criteria and consistency of
businesses that which include all audit selection
pay 83 percent Lack of uniformity types and sizes of
of the tax are in selection businesses Provides audit
audited every coverage of small
three years Evaluate relative businesses

effectiveness of
Criteria developed developed criteria Provides audit
differently in each coverage for
district businesses with a

high percentage of
taxable sales

Source: JLARC staff analysis of Department of Taxation data.

Given these problems, it does not appear to be in the State's best interest to rely
totally on federal individual tax audits for audit generation. The department should
compensate for the limitations by supplementing the federal data with appropriate State
data.

Recommendation (12): The Department of Taxation should pilot test
using selected Virginia data which can supplement limitations in federal audit
data to target enforcement activities on high.income non..filers, sole proprietors,
informal suppliers, and other groups known to have a high probability of
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underreporting and underremitting tax liability. The department should
evaluate the pilot information to determine collectibility from these groups.

Corporate Income Tax Audits Not Guided by Standard Selection Criteria. The
department conducts two reviews of corporate returns. First, the mechanics of the
returns are reviewed to evaluate: (1) the consistency of State return data with federal
tax information, (2) the appropriateness of supporting documentation provided by the
taxpayer, and (3) the mathematical accuracy ofthe information. Any problems in these
areas could lead to an audit.

Second, returns are reviewed by individual auditors. These reviews rely on
auditor judgment and past audit history to select returns for audit. While elimination
of auditor judgment would not be advantageous, a procedure which serves to structure
and standardize the selection process is needed. The department should analyze the
procedures currently used by auditors to determine which selection criteria produce the
most effective audits. The department should use the results of this analysis to develop
guidelines for corporate audit selection. These guidelines should serve to provide better
focus to the corporate audit program.

Recommendation (13): TheDepartmentofTaxation should evaluate its
audit selection procedures for corporate income tax in order to identify the
specific procedures which result in the most effective audits. The department
should use its findings as the basis for establishingstandardized and objective
criteria for audit selection.

Selection StrateiY far Retail Sales and Use Tax Audits Needs To Be DevelQIJed.
The department selects retail sales and use tax returns for audit usingnine different sets
ofloosely-developed criteria. These criteria are based primarily on informal information
sources such as business directories, newspapers and trade journals, and telephone
directories. The lack of structured criteria result in heavy reliance on judgments of
individual auditors. According to the APA,

The Division does not have a structured method for selecting audit
candidates. Field representatives and auditors use several informal
information sources to identify and refer candidates for audit; how
ever, there are no specific guidelines for selection. Asa result, the audit
supervisor selects businesses for audit using primarily judgment and
the field representative's recommendations. Lack of standard guide
lines makes the selection process inconsistent and subjective.

Some of the auditors use a more structured criterion to select audit candidates.
The department has calculated that eight percent of businesses in Virginia pay 83
percent of the sales and use tax. The extent ofactual use of the "8/83" criterion cannot
be determined. Based on written information supplied by the department, auditors in
two of the eight districts appear to use the "8/83" listing as a source of information on
which audit selection criteria are based. Even in those two districts, the "8/83" is only one
of many possible sources ofinfonnation that can be used as i:1 basis for audit selection.
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The Roanoke district has 24 different sourcesofinformation that it uses
as a basis to select businesses for audit. An auditor can use one or a
combination ofthe information sources. The "8/83" listing is just one
such source. Other sources include referrals from local economic
development groups, referrals from local constitutional officers, and
listings ofout-of-State contractors.

However, the department has established a goal to audit 100 percent of the "8/
83" businesses every three years. Inorder to achieve this goal, the department is limiting
its audits of small businesses in some districts even though small businesses have been
identified as a major component of the federal tax gap. The department recently directed
that the Northern Virginia district office "not do small business audits unless you have
collected all of the delinquent assessments and non-flier money." Therefore, small
businesses in Northern Virginia will receive very few audits. This could adversely impact
the general deterrence effects on small businesses in that area.

The structure of the "8/83"criterion is sound- the criterion is basedon objective
measures. The way in which the department is implementing the criterion should be
improved so major components of the tax gap are being audited and the criterion is part
ora structured and directed audit strategy. Further, the department should experiment
with other selection criteria to determine ifthe "8/83"criterion is best for audit selection.
For example, another criterion to be considered would be a ratio of taxable sales to total
sales. Companies, regardless of size, would be selected for audit if the ratio exceeded an
established threshold. The department should then evaluate the comparative effective
ness of these strategies.

Recommendation (14): The Department of Taxation should establish
and implement a retail sales and use tax audit selection strategy which is
consistent and not subjective. The department should assess the comparative
effectiveness of criteria such as the "8183" listing, the ratio of taxable sales to
total sales, and criteria used effectively by other states in developing its
strategy.

Audit Procedures Deficjent. The Auditor of Public Accounts analyzed the
quality of a sample of audits conducted by the department. This analysis found the
department lacking in necessary audit procedures. These procedures need to be
developed by the department to ensure that high quality audits are being completed.
According to the APA:

The Department does not have either standard programs or checklists
to document audit procedures and set the scope of testing. But, the
Division relies on the auditor's discretion to perform the audit proce
dures.

Overall, the Department does not provide field auditors with stan
dards to follow for audit selection .. ;. The audit process neither
adequately trains the auditors nor documents the supervisory review
of the field auditor's work and conclusions.
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The Department cannot assure the consistency and objectivity of the
audit process without detailed standards. Field auditors should have
standards for performing audit procedures and documenting proce
dures, conclusions, and supervision of work.

Recommendation (15): The Department of Taxation should develop
standards for audit procedures. These standards should be written and
disseminated to all audit staff.

Improyements Needed in Non-Filer Proerams

The department attempts to identify non-fliers using two primary methods. To
identify individual non-filers, the department checks its records of filed State returns
against IRS data. To identify business non-filers, the department checks its records of
filed State returns against its records of registered businesses. The department does not
use any other sources outside department records to determine business non-filers. Both
methods are limited and do not identify all non-fliers.

Other states are using computer matches of unique state data with tax files to
determine non-filers. The department needs to develop new and more effective methods
for identifying non-filers and should begin evaluatingother available State databases for
this purpose.

Additional Individual Non-Filers CQuld Be Identified Usine Available State
ll.!llIL. The department identifies State non-fliers by comparing federal data and State
return data. The department can determine which federal filers did not file a Virginia
return. However, if a taxpayer does not file either a federal or a State return, the
department may not be able to identify the non-filer. IRS estimated in 1987 that federal
non-filers owed more than $7.2 billion. One could then reasonably assume that the
number of federal non-fliers is substantial, that some portion reside in Virginia, and that
not all have their total tax liabilities withheld.

States have access to unique databases which are not available at the federal
level. Consequently, states may be able to do more than the federal government in this
area. These databases could effectively be used to locate non-filers. At least four other
states have successfully used state data to find non-filers and have collected substantial
amounts of revenue.

Virginia has several databases which could be used to identify non-filers. Some
of these data sources include motor vehicle registrations; driver's license registrations;
and registration of professionals such as the State Boards of Dentistry, Medicine, and
Pharmacy, and the Virginia State Bar. Data from these sources could be matched with
State return data to identify non-filers.

The department has recently begun or considered some new efforts to identify
individual non-filers. However, the majority ofthese initiatives appear to be established
generally on an ad hoc, rather than a systematic basis. For example:
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The supervisorofthe compliance section recently began to target drivers
on the NASCAR circuit for special compliance activity. He obtained the
cooperation ofthe field services division in this effort. Field services sent
inquiry letters to drivers who had been identified as having received
payments for races in Virginia. The supervisor told JLARC staffthat
he did not have any specific evidence of a tax compliance problem
among NASCAR drivers. The supervisor developed this idea based on
discussions with the director and assistant director ofthe field services
division, and the directorofthe office services division. The compliance
supervisor said that the four ofthem were "sitting around talking about
what we could do for initiatives. »

'* '* '*

The supervisor of the compliance section recently obtained data from
the State Department of Motor Vehicles on purchases of vehicles,
excluding tractor trailers and mobile homes, costing more than $30,000.
The supervisor wanted to determine ifthe purchasers had filed income
tax returns. The supervisor believed that such data might enable the
department to detect those non-filers with illegal sources of income.
Upon obtaining the data, the compliance section couldnotagree on how
to assess tax liability ofidentified non-filers. The supervisor then met
with IRS staffconcerning the idea. It was decided that the department
would turn the data over to IRS for use in its compliance efforts. Any
audit results that IRS obtains will be shared with the department.

'* '* *

The supervisorofthe compliance section told JLARC staffthathe wants
to use professional licenses as a source ofdata for identifyingnon-filers.
He recently contacted the State Commerce Department concerning the
availability ofthose data. According to the compliance supervisor, the
commerce department only recently began to collect the social security
numbers of licensed professionals. The supervisor told JLARC staff
that the social security number would be necessary in order to identify
non-filers.

* * *

The department established a program in 1990 to identify non-filers
who are State employees. The tax department compares Department of
Accounts wage data with State tax return data to identify non-filers.
The department reports that the comparison identified approximately
3,000 State employees who did not file returns for tax years 1988 or
1989. The compliance section will begin to send inquiry letters to those
individuals in early 1992.
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The department needs to assess the State data available to detect non-filers.
The current procedures used by the department do not systematically identify all non
filers. The department has access to databases maintained by many otherState agencies
(such as the Virginia Employment Commission and the State Corporation Commission)
but limits its use of the data to searches for particular non-fliers or to establish lien
sources for particular tax accounts. The department should begin to use these data
sources to systematically identify non-filers. In doing so, the department should be
prepared to considerdata searches which use identifiers such as names rather than social
security numbers.

Recommendation (16): The DepartmentofTaxation shouldcontinueto
use federal data to identify individual non-filers. However, the department
needs to examine the feasibility and cost effectiveness of computer matches
with State databases to identify and locate additional non-filers. The depart..
ment should establish pilot programs tomatch various existing databases with
State tax return records. The department should contact other states which
are using computer matches to identify non-filers. Using available informa
tion, the department should develop a systematic approach to evaluate the
available databases, the costs of the matching activities, and the potential for
identifying non-filers with each source.

Identification ofBusiness Non-Filers Should Be MQre Systematic. The depart
ment attempts to locate non-filers by comparing two of its own databases; filed business
tax returns and business tax registration. The department's procedure identifies those
businesses that have voluntarily registered with the department but have not filed one
ormore returns. The departmentdoes not know how many non-registered businesses are
currently operating within the State. Ifa business has failed to voluntarily comply with
the department's business registration requirements, the department's program is
unable to identify the business as a non-filer.

Department staff have stated that the best leads on business non-filers are
those which are developed by their auditors. This is done on an ad hoc rather than a
systematic basis, however. For example:

Department staffcite an instance when a taxdepartment employee was
flying on a commercial airline. He looked out the window and noticed
the name ofthe company loading freight on the airplane. The employee
thought that the company may not have filed a tax return. He later
determined that the company was not filing so he proceeded with non
filer notification. However, the company was registered with the
Virginia Employment Commission (VEC), as it had employees, and
was also registered with the State Corporation Commission (SCC) to
conduct business in Virginia. Data matches with these records would
also have identified the company as a non-filer.

Using thisad hoc approach, the department was able to detect a single non-filer.
However, the number of non-filers which could have potentially been detected through
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systematic computer matches of tax registration data with the data maintained by the
VEe and the sec is not known.

The department does not routinely use data from the VEe or the SCC as sources
of information for determining if all businesses in Virginia are properly registered.
However, the department does compare return data for telecommunication companies
and motor carriers with data from the sec.

Recently the director of the field services division requested that the informa
tion systems division "research the feasibility of comparing VEe data to tax data to
identify unknown employers." This request was made following JLARe's initial ques
tions of department management regarding use ofVEC data.

The department should determine the feasibility ofusing databases maintained
by other State agencies. The department should prepare a comprehensive list of these
agencies and then make a preliminary determination of which databases could poten
tially yield the highest number of non-filers.

Recommendation (17): The Department of Taxation should prepare
and implement strategies for systematically matching data in its business tax
registration database with data from the Virginia Employment Commission,
State Corporation Commission, and other appropriate State agencies. The
department should establish pilot programs to match various existing data
bases. The department needs to develop a systematic approach to evaluate the
available databases, the costs of the matching activities, and the potential for
identifying non-filers with each source.

Department Monjtoring of Assessments Is Ipadeqpate

The department does not adequately monitor its assessments. JLARC staff
have 'identified two problems which have resulted from the department's lack of
monitoring. First, the department may have overstated the percentage of collections
which resulted from assessments made by its audit staff Second, by not adequately
monitoring business assessments, the department lost $1.9 million in potential collec
tions between 1989 and 1991.

Monitoring of Assessments Needed to Help Ensure More Is Collected. The
department reports the total dollar amounts ofaudit assessments and collections each
year. However, the department does not systematically monitor collections which result
from assessments for any given year. The dollars reported as collected in a given year
may have been from assessments occurring in other years.

This lack of monitoring has resulted in the department having to estimate the
amount ofcollections which result from assessments. The department may be overesti
mating by more than 15 percent the collections which actually result from assessments.
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JLARC staff requested information from the department on the audit assess
ments made in 1989 and the percentage of those assessments that were collected as of
June 30,1991. The department was unable to provide the information as it could not
provide nor make available the lists ofany audits conducted by the office services division
but stated that it would be "more than 8,000 pages." However, the department was able
to provide audit information on a subset of the audits conducted by the field services
division. .The department estimated the amount of collections which result from
assessments by analyzing a non-random sample of 130 of the audits conducted in the
interstate audit unit. The department's analysis concluded that 90.76 percent of the
assessments were collected.

JLARC staff analyzed a random sample of 130 of the same audit assessments.
The dollar amount of the assessments ranged from approximately $13 to $336,924. This
analysis indicates that 78.7 percent of the net assessments made in 1989 had been
collected by June 30,1991 (Table 9). A net assessment is the original assessment, plus
any additional penalty or interest, minus any abatement.

The department's inability to relate specific assessments to the collection of
those assessments and its reliance on imprecise analysis to project possible collections
could result in misrepresenting the total dollars of assessments being collected. For
example, in FY1991, the department made audit assessments totaling $178.1 million.
The department, using its calculation, would estimate that $161.6 million would be
collected. The JLARC staffanalysis would result in an estimate of$140.1 million, a $21.5
million difference. Similar calculations ofcollections resulting from assessments have
been used by the department in its budget request for additional auditors.

-------------Table9-------------

Collections Resulting from Sample of
1989 Audit Assessments*

Total Liability

Assessed Taxes
Additional Penalty and Interest

Abated Taxes

Collected Taxes

(Percent Collected 78.7o/~

$1,485,714

$1,471,027
$ 14,687

$ 90,135

$1,099,016

*Data are from a random sample of 130 audit assessments made in 1989 and reflect activity on those
accounts as of June 30, 1991.

Source: JLARC analysis of STARS data.
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Assessment tracking has become a concern in at least one area of the depart-
ment.

The compliance section within the office services division recently
requested that the information systems division develop a procedure to
track its assessments. An assessment-tracking capability should in
crease efficiency within the department. Staffstated that such a report
will enable them to identify specific complianceprograms where assess
ments are generally not getting collected. Once identified, these pro
grams could be modified or eliminated.

Monitoring collections resulting from assessments would require that depart
ment staff: (1) track all audit assessments and (2) monitor which assessments are being
collected and how much ofeach assessment is collected. This monitoring would allow the
department to examine and evaluate the quality ofthe audits and the effectiveness ofthe
collections activities.

Recommendation (18): The Department of Taxation should track the
current status of all tax assessments made by each of its various compliance
programs for each year. The amount of the total assessments that have been
collected, abated, or discharged should be monitored. The information should
be used to evaluate the quality of audit assessments and effectiveness of
collections activities.

Failure to Convert Business Assessments. Section 58.1-1813 of the Code of
Virginia allows the department to convert business liabilities to individual liabilities of
the responsible officers of the business. The department uses this conversion authority
in situations where the department has been unable to collect from the business, such as
in bankruptcy situations.

The department must convert the assessment within three years of the due date
of the return. Once the statutory time period expires, the business assessment can no
longer be converted and collection can no longer be attempted.

According to department records, the department did not convert more than
1,400 assessments totaling more than $1.9 million during the three-year period of 1989
through 1991. According to staffthere were two reasons for this loss in assessments: (1)
the internal notification was not timely, and (2) stafIwere not available to work the cases.

Recommendation (19): The DepartmentofTaxation should ensure that
all uncollected business tax assessments are converted to individual liabilities
prior to the expiration of the three-year statute of limitations.
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ROLE OF COMPUTERIZED OPERATIONS IN COLLECTIONS

The department has developed a computerized system which it uses to perform
its processing, compliance, and collections activities. The State Tax Accounting and
Reporting System has brought the department forward from a manual, paper-driven
process to a computer driven system with less reliance on hard copy files.

Development of STARS was a major effort for the department both in terms of
staff time and cost to the State. With STARS, the department is able to process a large
amount of data fairly quickly and with relative ease. Department staff commented
throughout the study that STARS was a great asset to the department.

However, it also appears that there are significant limitations to the STARS
system. These limitations may be due to technical deficiencies in the current system or
to problems with how the system is being utilized by the department. These limitations
may have resulted in the State's revenue collections efforts not being as effective as they
could be. JLARC staff have identified specific instances in which problems have
occurred. However, JLARC staffare unable to fully determine the amount oflost revenue
that may have resulted from these limitations.

STARS Deyelopment

The department began to develop STARS in the 1970s by contracting with
Arthur Young and Company to develop system requirements and a conceptual design for
its processing requirements. Later, the department contracted with Ernst and Whinney
to develop a tracking system to monitor compliance program productivity. The system
began on-line operations in 1983. The department spent approximately $36 million to
develop, implement, and operate STARS between 1981 and 1989.

The department has prepared estimates which indicate that more than $8.9
million in cost savings have resulted from STARS. These savings resulted primarily from
the elimination of 94 full-time positions.

In addition to savings, the department estimates that, between 1984 and 1989,
it collected more than $93 million in additional revenue as a result of STARS. These
estimates include:

$87,100,000 in collections
3,200,000 from auditor productivity
1,400,000 in "other benefits"

815,000 in earned interest
200,000 in refund interest.

The department was unable to document these estimates. Therefore, JLARC staffwere
unable to evaluate their accuracy.
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According to department staff, STARS is currently 95 percent complete. The
system currently contains 21 application modules (Table 10). The department has stated
that a management information reporting system (MIRS) remains to be developed. The
department has prepared a budget request to develop MIRS, which according to
department staffwill allow the production ofbetter management reportsfor compliance
activities.

Limitations of the System Affect Revenue and Collections

STARS has improved the processing of information within the department.
However, problems exist - either with the system or the way in which the system is being
used - which limit its effective utilization for revenue collections.

Over the last several years, staff have frequently requested that many of the
limitations of STARS be addressed. Most of the requests have not been addressed
although many of them would improve revenue collections. The department should make
these modifications a priority.

Limitations Regarding Business Taxes, The system currently has two major
limitations for handling business tax accounts. The system is not able to automatically
link multiple accounts for the same business and will not allow the "write-off" of business
accounts.

-------------Table10-------------

STARS Application Modules

Business Tax System

Registration
Accounting
Accounts ReceivablelBilling
Accounts ReceivablelNon-filer
Accounts Receivable/Partial

Payment
Accounts Receivable/Collections

Tracking
Return Processing (Corporate,

Withholding, and Use)
Audit
Correspondence
Miscellaneous Return Processing

(Vending Machine, Motor Fuel,
Litter, Tire)

Vendor Debt Set-off

Indiyidual Tax System

Tax Roll
Accounting
Accounts ReceivablelBilling
Accounts ReceivablelBankruptcy
Accounts ReceivablelPartial

Payment
Accounts Receivable/Collections

Tracking
Return Processing
Refund Match/Set-off
Correspondence
Audit Non-filer

Source: Department of Taxation, State Tax Accounting and Reporting System, March 1991.
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The department may have multiple tax accounts for a single business. Busi
nesses that registered prior to 1983 were assigned a unique account number for each tax.
When STARS was implemented, the department was able to consolidate account
numbers for only 30 percent of the businesses. The department does not know how many
businesses still have more than one account number. However, the STARS system has
not been programmed to look at more than one tax account for each business prior to
issuing a refund. Therefore, companies registered prior to 1983 may be due a refund on
one account, have an outstanding tax bill on another account which is greater to or equal
the refund due, and get the refund.

The STARS system is not currently programmed to "write off' business ac
counts. The write-off capability is used for individual tax accounts and allows the
department to suspend collection activity on the account while keeping it in the accounts
receivable inventory. The account still remains in refund set-off for possible collection.

Rather than be written off, business accounts must be discharged. When an
account is discharged, it is removed from the refund set-offprogram as well as from the
accounts receivable inventory. Discharging a large corporate account reduces a large
accounts receivables inventory. However, it also reduces, by the amount ofthe discharge I

the revenue which the State may be able to collect through refund set-off.

Recommendation (20): The Department of Taxation should enter the
necessary data and modify STARS programming to ensure that all account
balances are checked for all businesses before refunds are issued. This
programming should ensure that no refund is issued unless all accounts have
been paid in full.

Recommendation (21): The Department of Taxation should modify
STARS programming to provide for a "write-off" capability for business taxes.

District Of{icesNotAble to Deposit Collections Directly. The eight district offices
collect a large amount oftax payments and compliance revenue. However, it appears that
limitations in the use of STARS necessitate the district offices having to send the
payments to Richmond for deposit. JLARC staff estimate that the inability of district
offices to make direct deposits may have cost the State approximately $123,000 in lost
interest in fiscal year 1991.

JLARC staff analyzed a sample of checks received by the district offices to
determine the length oftime from receipt to deposit. Twenty-five checks received in the
district offices between April and June were tracked through to deposit in the general
fund. On average it took six days from the time of receipt to deposit. Some checks were
deposited as quickly as three days after receipt, while others took as long as 11 days.
JLARCstaffcalculatedthatapproximately$9,OOOwaslostininterestpaymentsfromthe
sample of checks which totaled $9.9 million.

The department reported that $93,063,711 was collected in the eight district
offices during fiscal year 1991. JLARC stafT used the sample data to determine the
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number of days from receipt to deposit. Using information on daily interest rates
provided by the Department ofTaxation, JLARC staffestimate that the State lost at least
$61,498 and may have lost as much as $225,495 in fiscal year 1991. The department
should make the changes necessary to permit district offices to make direct deposits.

Recommendation (22): The Department of Taxation should modify its
procedures to enable district office staff to make local deposits of State tax
payments into the general fund. The department should request assistance
from the Office of the Auditor of Public Accounts to ensure that necessary
safeguards are followed in setting up and depositing into the accounts.

Staff Have Requested that Limitations Be Corrected. The department has a
process which employees use to submit requests for modifications to STARS. Manyofthe
limitations which JLARC staff identified during the course of this review had been
identified by department staff and had been submitted to the information systems
division for correction. Many of these requests would result in modifications to STARS
which would improve the efficiency and effectiveness of the collections process. Accord
ing to the director of the information systems division, the requests have not been
implemented either because they have not been made a priority by department manage
ment, they would be too costly, or sufficient staff resources are not available in the
division to implement the modifications.

Some of the requested modifications need to be implemented. These include:

• Add write-off and reinstatement capabilities to the business system such as
the ones that already exist in the individual system.

• Add active businesses to automatic conversions.

• Immediately assign accounts with jeopardy assessments to the district offices
for collection.

• Change the wayan account is automatically cycled through the collections
process.

Department staff have also requested that a program be written which will
enable the reading of federal business tapes which the department has been buying for
the past ten years. The department has not written the programs to be able to read the
tapes. According to staff, these tapes are purchased from the IRS for approximately $900 .
peryear. The tapes may contain data which the department already receives inhard copy
form from the IRS. However, additional data may be on the tapes which could assist the
department in better collecting compliance revenue. The department should either use
the data or cease purchasing the data tapes.

Many of these staffrecommendations could result in additional revenue for the
State. The department should carefully consider staff recommendations and make
appropriate changes.
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Recommendation (23): The Department ofTaxation should ensure that
the information systems division consider and implement appropriately those
employee suggestions which have a direct and cost-effective impact on the
amount of compliance revenue the department can collect. Further, the
department should not continue to purchase data tapes which it does not have
the capacity to read. The department should either develop the capacity to
read the tapes or discontinue their purchase.

A56essment of STARS Needed

The issues which the department needs to address to better collect compliance
revenue include determining a plan and method for conducting computer matches with
large databases, determiningwhich databases should be used, and determiningifreports
which necessitate using a large amount of data can be generated relatively easily and
stored fairly inexpensively. STARS is an Information Management System (IMS)
application. Some of the problems with STARS could be due in part to the limitations of
IMS. IMS is a hierarchical database product which allows large amounts of data to be
processed efficiently. However, IMS does not provide for easy report generation, somany
information requests would require substantial amounts of programming.

The department is currently beginning to explore the possibility of using a
relational database (DB2) in conjunction with its IMS system. No formal plan has been
developed by the agency for this. However, staffhave indicated that DB2 will probably
be used for all new programming initiatives. The potential impact ofusing DB2 could be
greater flexibility, reduced programming requirements, and improved reporting capa
bilities.

Before implementing any new initiatives for the STARS system, the depart
ment needs to fully determine its needs and uses for the system. This assessment should
include addressing both technical and management problems with the system.

Recommendation (24): The Secretary of Finance or Department of
Taxation should request that the Department of Information Technology
conduct a systems analysis ofSTARS to address the current deficiencies in the
system and to determine long range requirements. At a minimum, the follow
ing issues should be examined:

• Does STARS effectively serve all units within the Department of
Taxation?

• Towhat extentand by what means does STARS need to interfacewith
outside entities?

• How can management be supplied with reliable and accurate infor
mation?
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• Is system security adequate?

• Can application programs be developed, maintained, and enhanced
quickly and economically? .

• How can data be processed in an efficient and timely manner?

• How can data integrity be ensured?

• How can flexibility be maintained?

• What types ofprocedures need to be developed or modified to ensure
that employee suggestions which affect collection of revenue are
identified, given high priority, and implemented?
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w. Organization and Management
of the Department of Taxation

The Department of Taxation is a large and complex agency with many diverse
responsibilities. While this review focused primarily on the department's responsibility
for revenue collections, aspects of the department's overall organization and manage
ment were also examined. The review identified concerns within three areas of
department operations that need to be addressed.

First, the department is generally organized according to the functions per
formed by staff. While this functional orientation appears to be sound, certain organi
zational aspects of the department appear to limit the department's effectiveness.

Second, effective management of a department which is as large and complex
as the Department ofTaxation requires a detailed and well-formulated planning process.
The department's management team meets for two days each year to discuss and prepare
biennial budgets and to consider changes that will impact tax administration. The
department has recently developed and revised a written strategic plan for the agency.
The revised plan recognizes the importance of external factors such as an aging
population and internal factors such as technology, staffing, and facility needs for
department operations. However, this plan lacks a comprehensive approach to integrat
ing these factors. Further, the plan does not appear to adequately address the effects of
externalities on department operations.

Third, the department is granted broad-authority by the Code of Virginia to
administer the Commonwealth's tax laws. Statutory requirements for accountability
and external oversight of department activities are limited, despite the fact that
decisions affecting billions of dollars in tax revenue are involved. Problems identified
during this review, coupled with limited statutory guidelines, indicate the need for
enhanced accountability and oversight.

ORGANIZATIONAL ISSUES WITHIN THE DEPARTMENT

The Department of Taxation is generally organized according to functional
responsibility. Three assistant commissioners - for administrative operations, tax
operations, and information resource management - oversee 12 offices and divisions.
Five additional units, offices, or divisions are supervised by the tax commissioner.

While organizing on the basis of function appears to be more efficient than
organizingon the basis of the type of tax beingadministered, realignments could be made
that would help to address management problems within the agency. The JLARC staff
review revealed three primary organizational needs: (1) to fill the deputy commissioner
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position, (2) to reorient the structure of the department, and (3) to address workload and
management disparities.

Deputy Commissioner Position Should Be Filled

The Department of Taxation is a large, complex agency. Collecting billions of
dollars of tax revenue, processing a variety of taxes, and forecasting revenue collections
are just a few of the agency's primary responsibilities. In spite of the department's size
and the magnitude and complexity of its operation, there is no official second in
command. This situation is exacerbated by the necessity for the tax commissioner to
serve on committees which require time away from the department. According to
department documentation, the commissioner's ancillary duties within Virginia include
serving on the Compensation Board, the Treasury Board, the State Land Evaluation
Advisory Council, the Local Debt Council, and the Commission on Intergovernmental
Cooperation.

A deputy commissioner position was created in FY 1989 but has never been
filled. The commissioner has indicated that he would like to fill this position but has been
unable to because ofthe budgetary problems the State has recently faced. In the interim,
the assistant commissioner for information resource management seems to have been
informally recognized as the second in command.

As noted previously, there are two additional assistant commissioners who are
at the same level and pay grade within the organization. This informal arrangement
could cause confusion within the organization. A related problem is that, other than the
commissioner himself, there is DO one individual that outside entities can contact to
obtain information about the department as a whole. Currently, entities must contact
individual sections within the department. A deputy commissioner could provide such
a focus for information and integration of department activities.

The commissioner stated he did not consider it crucial to fill the deputy
commissioner position. He noted that any of the assistant commissioners were familiar
enough with the operation of all of the divisions to make any necessary decisions. This
did not seem to be the case, however. The assistant commissioner, who is informally
recognized as being second in command, was unable to answer questions about signifi
cant department operations, noting that they were not within his office. A mid-level
manager also emphasized the need for a deputy commissioner stating, "There ought to
be someone in charge, someone who could act and do it in his [the commissioner's]
absence."

If cost is the primary impediment to filling the deputy commissioner position,
filling the position could be linked to abolishing or vacating one assistant commissioner
position. The reorganization proposal developed by JLARe staff and presented in the
following section includes a structure with one deputy commissioner and two assistant
commissioner positions. Such an approach could significantly reduce the cost to the
department of filling the position.
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Recommendation (25): The Department of Taxation should fill the
deputy commissioner position. The deputy commissioner should be respon
sible for understanding all aspects of the department's operation and be
capable of administering the department in the commissioner's absence.

Stmcture of the Department Should Be ReQriented

The tax commissioner has indicated that he plans to institute a comprehensive
restructuring of the department. The impetus for the restructuring is reported to be the
loss ofstaffdue to early retirement and budget reductions. The JL.ARCreview found that
a reorientation of the department's current structure could provide cost-efficiencies,
improve management, and ensure organizational continuity. Two significant problems
noted with the department's structure included having a numberofsmall administrative
units and dividing portions of both audit and collections responsibilities between two
divisions.

Proliferation ofSmall Administrative Units. The department's current organi
zation includes a numberofsmall administrative units, some with onlyone staffmember.
A number of problems may result when units with limited staffing exist. First, it is
difficult to accommodate variations in workload. When the workload is heavy, the one
person responsible for completing the work may become overwhelmed. Conversely, when
the workload is light, that person may not have enough to do. Creating larger units from
several small units allows for cross-training and a leveling of workload. The tax
department has a number of units which have very few staff, including the local liaison
office with one part-time employee, the budget planning office with one employee, the
public information office with one employee, and the facilities management and telecom
munications office with two (permanent) employees.

Fragmentation ofAudit and Collections Activities. Responsibility for the audit
and collections functions are shared by two divisions - office services and field services.
This has resulted in competitive rather than cooperative operations and the diffusion of
responsibility for audit and collections activities.

There are several courses that an incorrect tax return may follow once it is
received by the Department ofTaxation (Figure 7). Some incorrect returns may not be
identified unless they are selected to be audited. Ifselected to be audited, the return will
be sent to the field services' interstate audit unit, non-resident auditor program, or a
district office. It could also be sent to office services' compliance section. If the audit
determines that an additional tax liability is owed, the taxpayer will be billed for the
additional amount. A different process is initially followed for tax returns identified as
being incorrect. These returns are sent to the error resolution section within the
processing services division. If the review by error resolution shows that an additional
tax liability is owed, the taxpayer will be billed for the additional amount. Regardless of
whether the bill resulted from an audit or error resolution finding, unless the bill is paid
promptly, it will be assigned to the delinquent collections unit within the offices services
division. At this point the collections process begins.
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r-------------- Figure 7---------------.,

Overview of General Collections Process
for Assessments
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Source: JLARC interviews of collections supervisors in Peninsula, Norfolk and Valley district offices
on 6/24/91, 71/91 and 7/3/91; JLARC review of State Tax Accoun.ting and Reporting System,
User's Guide on Individual Procedures, Volum-e 2, Chapter 2; JLARC interviews of directors
of office services division and field services division on 7/31/91. JLARC review of collection
process flow charts from office services division.
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As noted, the first step in the collections process allows the delinquent collec
tions unit within the office services division to collect the liability. Staff within the
delinquent collections unit have 38 days to resolve the account or put the account on
"hold." Otherwise the State Tax Accounting and Reporting System (STARS) will
automaticallysend the account to a district office within the field services division (unless
it is an individual income account, which is not typically sent to a district office). The
district office has 60 days to resolve the account or put it on hold, or STARS will send the
account back to the office services division, this time to the legal unit. Ultimately the tax
liability is either collected or discharged in some manner.

The dividing of collections activities between two divisions has resulted in
competitive, non-productive attitudes and inefficient practices.

A collections supervisor within a district office noted that the office
services division "skims the cream off the top" by only handling the
"easy"collectionsaccounts. The supervisorcontended that the accounts
that are more difficult to resolve are sent to the districts.

* * *

A district supervisor stated that the department "was losing money
because ofthe way officeservices had sat on the cases for months before
sending them to the field." The supervisor noted thatgrocerystores can
incur delinquencies of$100,000 in sales tax quickly. By the time the
district receives the case, the stores may be four to six months behind in
their taxes. The supervisor surmised officeserviceseither "has toomany
accounts to work or they do not prioritize them properly."

* * *.

Two survey respondents notedproblems between divisions. Onerespon
dent in a district office wrote that he would like to see the divisions,
"work together as a team to accomplish our objectives - eliminate
squabbles between division/office so they can take credit for doing
something - creating impressive statistics seems to be very important
to management; however, it does not reflect what is actually being
done." Another respondent from the office services division wrote,
"remove the us-versus-them mentality that exists between various
divisions."

While field services staff assert that office services needs to send cases more
quickly, a report of the collections process that was completed by office services staff
charged that field services was receiving too many cases. This report, submitted to office
services division management in June 1991, concluded that accounts which could be
collected by office services were being sent to district offices which could not handle the
number ofaccounts being sent. Havingoffice services handle more of these accounts was
found to result in quicker collection of funds, thereby resulting in less money being
written off or discharged. The report recommended:
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· .. that the responsibility and control of Collections be placed under
one umbrella. The committee realizes a Collections Division has
previously been recommended and turned down. History has also
shown that only minimum. improvement is achieved when individual
supervisors from internal collections and FSD [field services division]
are charged to work together. The reason for this is lack of authority
to properly deal with the big issues.

As noted in the previous chapter, JLARC stafffound significant problems with
the collections process. Organizingon the basis offunction (audit or collections activities)
rather than location (central or field offices) would be consistent with the overall
organization of the agency. It may also help to strengthen both functions by enablingone
manager to be responsible for establishing consistent policies and procedures, for
reviewing the effectiveness of the entire function, and for setting priorities for the
function. Organizing on the basis offunction (Figure 8) would also end the transferring
of delinquent accounts between the office services and field services divisions, which
should facilitate the collection of tax revenue.

Alternatiye Organization Should Be Considered

A proposal for organizing the department to address current structural and
management problems was developed by JLARC staff(Figure 9). The proposed structure
combines a number ofsmall administrative units with other units and places responsi
bility for audit and collections activities in separate divisions as noted in the previous
report sections. Whenever possible, the structure also reassigns diverse tasks currently
handled by a single unit to other units that handle related tasks and consolidates tasks
that are currently handled by several different units. These proposed actions are
consistent with the themes of consolidating functions and offices, simplifying work
processes, and improving "productivity through the use of more efficient and effective
procedures" - themes which are part of the Governor's proposal for streamlining State
government. A description of the "new" divisions proposed under the deputy commis
sioner and the two assistant commissioners follows.

Units Under the Tax Commissioner. Under the proposed department organiza
tion, the tax commissioner would directly supervise the deputy commissioner, an
executive assistant for local affairs, the criminal investigation supervisor, and the
internal audit supervisor. The two assistant commissioners would report to the
commissioner through the deputy commissioner, a reporting relationship consistent.
with the department's own proposal for establishing a deputy commissioner. This would
reduce the commissioner's span of control and reinforce the independence of the work of
the criminal investigators and internal auditors.

Support Units Under the Deputy Commissioner. The proposed organization
places all support units, other than the units which support the computer hardware and
software, under the deputy commissioner. -The organization of the research and
employee relations divisions would not be changed. The tax policy division would remain
unchanged except for incorporating the public information officer.

72



Figure 8

Overview of ''Reorganized'' Collections
Process for Assessments
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Figure 9

An Alternative
Organization for the Department of Taxation
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The planning, budget, and accounting division would place the person respon
sible for the budget in the unit responsible for accounting and processing ofexpenditures.
Planning staff, responsible for tracking agency objectives and assisting in strategic
planning, would also be added and could work closely with stafffamiliar with the agency's
budget and expenditures.

The central support unit would encompass facilities management; the mailroom;
and procurement, purchases, and inventory. These are all centralized services that
benefit the entire agency. Designating the deputy commissioner as the agency's contract
administrator would also consolidate procurement activities within one office.

Office ofRevenue Collections. Tax Audits. and Taxpayer Assistance. The field
services and office services divisions would be reconfigured into an office consisting of
three divisions - audit, collections, and taxpayer assistance. As noted previously, this
would provide for a functional organization of audit and collections activities allowing
one division director to oversee all aspects of the assigned function. This configuration
would also eliminate having responsibility for collecting delinquent accounts divided
between two divisions.

Audit, collections, and taxpayer assistance units would be moved according to
the function they currently perform. Currently some staff supervise audit, collections,
and taxpayer assistance functions. These staffwould be reassigned to one of the three
new divisions with the exception of district supervisors. District supervisors would
continue to supervise both audit and collections functions (through the audit and
collections supervisors) within their own districts and would report to both audit and
collections division directors. Although this reporting relationship is not ideal, it is
preferable to having two divisions share responsibility for portions of the audit and
collections functions. Taxpayer assistance would include the current taxpayer assis
tance units in the central office and at least ten additional positions that should be
distributed among the district offices and would report directly to a supervisor in the
central office.

Office ofTax Return Processinc. Systems Development. and Local Assistance.
The information services and the data management divisions would assume responsibil
ity for the software and hardware required for the department's personal computers.
These two divisions currently have responsibility for applications and terminals that
relate exclusively to the mainframe. As noted previously, the mailroom and purchases
and inventory would be moved out of processing services and would be placed within a
central support unit under the deputy commissioner. Responsibility for the printing of
tax forms would be assumed by the central support unit also. The property tax division
would remain unchanged.

Recommendation (26): The Department ofTaxation should reorganize
its operations to accommodate the filling ofthe deputy commissioner position,
to reduce the numberofassistant commissioners to two, and to address current
organizational weaknesses. The reorganization should also reassign the audit
and collections functions to ensure that two different divisions no longer have
responsibility for both collecting delinquent accounts and auditing taxpayers.
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Staff CQuld Be Better Utilized

The Department of Taxation could better utilize its staffby adjusting workload
and staff placement, by making equipment and physical plant improvements, and by
relating additional staffing needs to potential revenue collections. The problems noted
by JLARC staff involved not only the efficient use of department staff, but directly
affected the tax revenue collected by the department.

Amount and ChaLLe11Jte 0[ the Workload Assicned. A questionnaire, sent to a
random sample of 222 department stafT during the spring of 1991, asked employees a
series of questions regarding the work they performed. The respondents generally
reported that they had a clear understanding of their jobs, that the quality and amount
ofwork expected was reasonable, that their work was interesting, that they did not have
too many responsibilities, and that staffing within their sections was appropriate.
However, in the following areas, more than 35 percent of respondents indicated prob
lems:

• 36 percent reported that they were required to request approval for decisions
they should be allowed to make

• 65 percent stated they could handle more responsibility than they currently
had.

More than 70 percent ofthe respondents in grade levels ten and above reported
that they could handle more responsibility. This finding was supported by interviews
with supervisory staff in the agency.

Several district supervisors noted that their ideas for improving the
operation of their offices were seldom approved by central office man
agement. One supervisor related that he had "little to manage other
than keeping the district office operations straight because the majority
of the significant decisions that affect the district office are made in
central office."

* * *

The district supervisors generally noted that they were not consulted
about the unusual assignment of a large number ofdelinquent indi
vidual income tax accounts before the accounts were sent. Several
supervisors stated they would have protested the assignments if they
had been given the opportunity.

* * *

One supervisor told JLARC staffthat recent changes in work responsi
bilities had left her with so Littleto do, she now "spends 20hours on State
work and 20 hours on personal toork" each week.
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While some staff reported being able to take on additional responsibil.cies,
others had been assigned more work than they could complete.

A review ofone ofthe units within the office services collections section
revealed that account assignments are based on the type and character
istics of the accounts. These assignments seem to be made without
regard to the number ofaccounts the employee already has. A review
ofthe accounts on hand on July 26, 1991, showed that they ranged from
247 accounts with an estimated value of$644,B15 to 25,969 accounts
with an estimated value of$1,763,792. While the employee with more
than 25,000 accounts is assigned accounts with balances of less than
$100, this workload appears unmanageable.

An unmanageable workload may help to explain the transfer of more than
17,000 delinquent individual income accounts with tax assessments of approximately
$22.9 million from the collections section within the officeservices division to the district
offices within field services. Two collections supervisors reported receiving accounts
dating back to the 1960s. The department was unable to supply information concerning
the tax: years of the accounts. When asked why these delinquent accounts had
accumulated, department management stated that office services staff had gotten
behind because of a backlog created by tax amnesty. As of August 1991, approximately
4,000 of these accounts had been resolved and approximately $4.4 million in taxes had
been collected by the district offices.

When asked about the assignment of these cases to the district offices, depart
ment management indicated the district offices have always had responsibility for
collecting delinquent individual income tax: accounts. JLARC staff learned, however,
that very few individual income tax accounts had been assigned to the district offices
during the last six years. In fact, individual income tax cases were not tracked on the
utilization report for district collections staff, until this transfer was made, because so few
cases had been assigned. Several district supervisors surmised that the JLARC study
was the reason for this change in practice.

District supervisors generally indicated that they did not receive advance notice
that individual income tax accounts would be sent to them. This sudden and unexplained
transferofaccounts to the districts caused a number ofproblems, however. The cases had
to be worked in addition to the business accounts already assigned, burdening the
collections staff. Several district supervisors also noted that their staffhad to be given
access to and trained on the individual income tax screens on STARS because it had been
so long since they handled these accounts.

The transfer of these individual income tax accounts to the district offices does
not appear to be the most efficient way to address the backlog. First, the STARS system
has been designed to facilitate the handling ofthese cases by the officeservices division
in the central office. Second, the primary advantages that the district offices have in
collecting accounts - padlocking and the revoking of business licenses - relate to
delinquent business accounts rather than individual accounts.
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The substantial workload differences within the tax department should be
addressed. Having some staff who are not challenged or busy while others have more
than they can handle is clearly an ineffective use of staff.

Recommendation (27): The Department ofTaxation should review all
currently established positions to ensure that work responsibilities are com
mensurate with the employees' abilities and time constraints.

Recommendation (28): The Department of Taxation should limit the
number of delinquent individual income tax accounts that are sent to the
district offices. If individual income tax accounts accumulate, they should be
handled by the central office and additional delinquent business accounts
should be sent to the district offices.

Placement o{Staf[. There appears to be no persuasive rationale for where staff
are placed, particularly within district offices. For example, 60 additional auditor
positions have been authorized for the department for the 1992 biennium. Field services
management placed the audit positions in six of the eight districts.

Three ofthe auditors were assigned to a district whose supervisor had
not requested additional audit positions and whose dollar values for
audit assessments on a per-hour basis was the second lowest ofall eight
districts for FY1991. When asked about the low assessment totals, one
supervisor within the district noted that the number of businesses
audited had increased, which resulted in the downgrading of the
potential of some audits. When asked why additional auditors were
received when the quality of the audits being performed was already
questionable, the supervisornoted that «audits seem to run in cyclesand
we hope ours will improve. »

* * *

In a second district office, 12 additional audit positions had been
authorized and hired during FY 1991. This office did not have desks
for these additional auditors, so special working arrangements had to
be made to allow some staff to work out oftheir homes. One arrange
ment provided staffwith computer access to STARB data so they could
work at their homes. A second arrangement allowed staff to work
within the office on odd or even days. Ifan office-based computer was
needed, on a day that one ofthese staffwas scheduled to beout, he or she
had to call into the office to determine whether a desk would be
available.

This district'sproblems were further exacerbated in FY 1992 when ten
additional positions were assigned. The district supervisor stated that
during the time the additional positions were being assigned, he had
repeatedly advised central office management that without additional
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office space and support personnel, he did not want any additional
auditors.

As noted, one district which had low per-hour assessment totals received three
additional auditors while another district which had no additional space received 22
additional positions. Management decisions regarding where to place the additional
audit positions did not maximize assessment potential or consider the availability of
office space and support staff.

Recommendation (29): The Department ofTaxation should involve the
district offices in its decision making regarding the assignment of audit and
collections staff. The availability of office space and support staff and the
revenue potential of the district offices should be considered when assigning
audit and collections staff.

Provision ofEQuiDment and Q[fice Space. The JLARC staff questionnaire of
department staffasked about the availability of equipment and computer terminals for
staff use. Questionnaire respondents noted problems with the availability of both.
Department-wide responses indicated that more than 20 percent ofrespondents did not
think that enough equipment, including computer terminals, was available. The needs
seemed to be greater in field services, where approximately 40 percent of respondents
noted deficiencies. This perception, on the part of field services staff, was confirmed
during site visits to district offices.

JLARC staffsite visits to five of the eight district offices indicated that while the
conditions found in the offices vary, some offices appeared overcrowded, with an
inadequate number of telephones and computer terminals. The availability ofdesks and
telephones and the adequacy of square footage within each district office varies (Table
11). Telephones are shared by office-based staff, with as many as five staff sharing a
single telephone. Some district supervisors also noted that computer terminals and word
processing equipment are inadequate. Telephones and computer terminals are critical
to audit and collections staff in completing their job responsibilities. Having an
insufficient number of telephones and computer terminals could negatively affect the
productivity of district office staff.

Complaints about the furniture and the need to constantly repair it were also
made. Most of the offices were furnished with the furniture they had when the offices
were originally opened. Often the furniture that had been added through the years was
furniture that other agency divisions had declared as surplus.

Square footage allowances were also generally inadequate within the district
offices. The Department ofGeneral Services (DGS) suggests 120 square feet of space as
a guideline for maximum space needs for staff within grades 9 and 10 (as field
representatives and field representative seniors are). In an open officeenvironment, the
maximurn guideline for staff of grade 8 and below is 64 square feet. Only three of the
district offices had at least 64 square feet per officespace. These three district offices also
use staff office space for storage or general use. District supervisors noted they were
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Table 11

Office Space Information for Districts
as of September 3, 1991

Number of
Office-Based Number of Number of Square Square Feet

Re~on Staff of Desks Telephones Foota~ Per Desk

Bristol 6 6 2 498* 83

Danville 7 7 4 568* 81

Norfolk 41 42 19 1,762* 42

Northern 52 53 16 2,700 51
Virginia

Peninsula 12 13 7 488* 38

Richmond 48 39 16 1,173** 30

Roanoke 14*** 14 9 864* 62

Valley 4 13 3 1,047* 81

* Includes space used for other purposes such as storage or general use.
** Includes only space available to the staff.

*** Includes criminal investigator position located in the Roanoke district office.

Source: Department of Taxation district office staff.

concerned about the effect that inadequate space, furnishings, and support had on staff
productivity. As one supervisor noted:

There aren't enough phones to do the job. There aren't enough support
staff. Audit and collections staffare doing their own data entry. They
can't focus on their primary function.

Home-based staff also have unmet equipment needs. The department's Inter
nal Auditor, in a 1989 report on the operation of one district office, noted that locked file
cabinets should be provided for use within the homes of all home-based staff to ensure
protection of confidential taxpayer information. Only one district has received file
cabinets for use wi thin the homes ofa number of its horne-based staff. Home-based staff
also frequently provide their own desks, chairs, and answering machines.
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Recommendation (30): As part of the Department of Taxation's str-a;«
gic planning process, the conditionsofthe district offices and the effectofthose
conditions on productivity should be examined. As part of this examination,
the amount of floor space and the condition and availability of furniture and
equipment should be reviewed. The department should dctermine whether it
would be more cost-effective to emphasize an office- or home-based approach
within each district office in determining space, furniture, and equipment
needs. Included within furniture needs should bea locking file cabinet for each
home-based collections and audit employee. A furniture and cquipmcnt
replacement schedule should also be developed for each district office.

Need for Sta([irte Reviews. During the JLARC review of the Department of
Taxation, a number ofinefficient practices were noted. Some ofthese practices may have
resulted from the department's inability to adequately staffcertain activities. In many
instances, deficient staffing actually impacted revenue collections.

Although this study did not include a comprehensive review ofstaffing needs or
personnel practices, there was evidence that the number of compliance positions
allocated to the department may have been inadequate. District office supervisors
indicated that they needed additional field representatives to maintain currently
required collections activities. One collections supervisor noted that although additional
audit positions had been hired, they were not accompanied by additional positions
dedicated to collecting the assessed revenue. Three of the five district supervisors
interviewed indicated that they could effectively increase tax revenue collections if
additional field representatives were hired. This disparity in the number of collections
staff both in the central and district offices will increase if the additional compliance
activities recommended in Chapters II and III arc implemented.

The need for additional support staff was also noted. Although the department
has maintained an 89 percent fill rate for all compliance positions. fn'('zing other types
ofpositions which provided support to collections ataff negatively impacted the produc
tivity of collections staff

Several district supervisors noted that because ofclerical staf] vacan
cies, audit and collections staff were regularly required to ansuier the
telephone and greet taxpayers. As one supcruisor noted, when you
consider that the field repreeentatiue may collect on a nerag« $250 all
hour and make $29,000 a year ;11. salary, the cost of misusitu: such
personnel is astronomical.

Requiring compliance staff to complete administrative and clorical work and
taxpayer assistance activities (noted in Chapter Ill) reduced the Limp compliance staff
had to make assessments and collect revenue. Thus, the need for additional taxpayer
assistance positions has been established and is recommended in Chapter III.

Additional staffing may also be needed to address problems in the nreas of
planning and information services. As discussed later in this chapter. enhancing- the
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strategic planning process may require that additional resources be dedicated to the
planning function. Similarly, making the changes in STARS programming that were
recommended in Chapter III may require additional staffing within the information
services division, at least initially. The increased revenue that changes to STARS could
provide should more than offset the additional staffing costs. These changes include
providing for computer matches with other databases, converting business tax assess
ments, allowing local deposits of tax payments, and providing a "write-off' capability for
business taxes.

The tax department should submit a preliminary staffing plan that relates
operational changes with the need for additional staff and the expected revenue or
savings impactofthese changes. Support and other non-compliance staffthat are needed
should beineluded in the plan to ensure that compliance stafftime can be maximally used
in assessing and collecting tax revenue.

A comprehensive evaluation of tax department staffing needs and personnel
practices is also needed. Considering the importance of appropriately staffing the tax
department to allow for the efficient and effective collection of tax revenue, the Secretary
of Finance should require the Department of Planning and Budget to complete this
evaluation as soon as possible. Findings made in this report that may impact department
staffing needs should be considered when the staffing evaluation is being completed.

Recommendation (31): The Department of Taxation should submit a
preliminary staffing plan that links the implementation of additional compli..
ance activities with the staffneeded to carry out those activities. An estimate
ofanyexpected revenue increases orcost reductions shouldbe included within
the plan also. This staffing plan should be submitted for consideration prior to
the 1993 General Assembly Session.

Recommendation (32): The Secretary of Finance should require the
Department ofPlanning and Budget to complete a comprehensive evaluation
of staffing needs and personnel practices within the Department ofTaxation.
In completing the evaluation, a close examination should be made ofrevenue..
producingimprovements; the proposed reorganization; variances in workload;
the number of management staff; and the Department ofTaxation's personnel
practices includinghiringand promotion practices, job classification, affirma
tive action, and salary and benefits administration. This evaluation should be
completed prior to the 1993 General Assembly Session.

Number of Management Positions Should Be Reduced

Structural changes which involve reducing the number of management posi
tions and layers of management within the department could improve agency function
ing. Reducing layers of management is also a central theme of the Governor's proposal
for streamlining State government. Although an extensive review of the number of
management positions and the resulting spanofcontrol was not attempted, evidence that
the number of management positions could be reduced was noted.
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The average number of subordinates per manager ranges from one to 23, and
the layers ofmanagement within the divisions are as high as six (Table 12). Adding the
management layers of assistant commissioner and commissioner results in a maximum
of eight management layers for the entire department. Approximately 14 percent ofthe
department's 949 established positions have supervisory responsibility.

Reviewing the span of control within tax department divisions revealed that six
directors had a span ofcontrol ofone non-clerical position. In some of these divisions, the
director actually supervised some ofthe subordinates who were shown as being under the
assistant director's supervision. One suggestion, submitted to department management
from agency personnel in October 1990, recommended eliminating assistant director
positions to "maximize efficiency, streamline operations and minimize confusion."

r--------------Table12---------------.

Utilization of Management Positions

Number of Number ofNon- Average Number Number of Maximum
Management Management ofSubordinates Subordinates layersof

Organizational Unit positions positions perManager* (Range) Management

Local Uaison 0 1 ** ** 0
Budget Planning 0 1 u *. 0
Public Information 0 1 ** 0
Facilities Management 1 1 1 ** 1
Criminal Investigation 1 4 4 ** 1
Internal Audit 1 4 4 1
Planning and Management 3 10 3.33 3-5 2
Research 3 11 3.67 3-5 2
Central Accounts 4 5 1.25 1-4 3
Employee Relations 4 10 2.5 2·5 2
Data Management 4 13 3.25 2-6 3
Tax Policy 5 10 2 2-3 3
Property Tax 6 20 3.33 1-13 4
Information Services 14 42 3 1-11 3
Office Services 20 190 9.5 2-20 4
Processing Services*** 22 165 7.5 1·23 6
Fiekl Services 38 32.7 9.39 2-23 4

TOTAL**** 130 819 6.3 1·23 8

*Excludes filled hourly positions and contract labor.
**Less than two management positions; consequently, no range given.

***Positions primarily supervising wage employees counted as non-management positions.
****Includes the tax commissioner, three assistant commissioners, and four support positions.

Source: Department of Taxation's personnel report of 9/91, organizational charts, and interviews with
department managers.
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Questionnaire responses from department staff also indicated that employees
felt the department had too many management positions. Ofrespondents expressing an
opinion, 59 percent indicated that there were too many layers of management, and 60
percent indicated that there were too many management staff. Eighty percent of the
supervisors expressing an opinion indicated that they could supervise more staff, while
only five percent noted they had too many staff reporting directly to them.

Recommendation (33): As a function of its reorganization, the Depart..
ment ofTaxation should review the position description for each management
position to ensure that the position and the management responsibilities are
needed The goal ofthis examination should be to reduce the number oflayers
of management and actual management positions over time.

MANAGEMENT PROBLEMS WITHIN THE DEPARTMENT

Effective management ofan agency as large and complex as the Department of
Taxation requires a proactive planning process; a committed, well-utilized work force;
and a responsive management team. In reviewing the department, JLARC stafftalked
with a number of employees, both managers and subordinate staff, who were committed
to doing the best jobs they could. Many of these staff were quite helpful, pointing out
recent improvements in agency operations as well as persistent problems. Actions that
the department needs to take to address these problems include enhancing the strategic
planning process, instituting additional safeguards related to employee integrity, and
addressing deficiencies noted by other agencies and tax department staff

Stratefic Planning Needs Improyement

Strategic planning is particularlycritical for an agency which needs to integrate
sophisticated technology, staffing, and management procedures in order to respond to an
ever-changing external environment. The Department of Taxation has a formal plan
ning process and developed its first written strategic planningdocument during FY 1991.
However, the JLARC staffreviewfound two areas in the department's strategic planning
process that should be addressed. Addressing these areas should enhance strategic
planning and result in more useful planning documents.

First, long-range planning activities are limited in their scope and do not appear
to consider the effect of changes in one area on other areas. Therefore, better ways to
integrate and fully utilize technology, staffing, and facilities in responding to anticipated
needs and changes are not addressed in planning documents.

Second, equipment replacement needs are not anticipated, planned, and sched
uled in a systematic way. These weaknesses impair the department's ability to recognize
and address problems with current functions and to anticipate and be prepared for
changes that will affect its operation in the future.
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Integrated. Comprehensive Approach to Planninc Is Needed. Department
management acknowledged that strategic planning for future changes is an important
function that is actively carried out within the agency. Each year the department's
management team meets for a two-day retreat to prepare the upcoming biennial budget.
The agency's only written department-wide strategic plan resulted from one of these
management retreats. The plan, a Strategic Business Plan was developed during FY
1991 and updated in October 1991.

The first plan was described by department management as "skeletal" and as
being designed "to document the planning process." A review of the 24-page plan
indicates that it was too general and incomplete to be used as a blueprint for future
decision-making. The business plan was also supposed to be only the first of a number
ofplans to be developed, including resource plans, a training plan, a facilities plan, and
a technical plan. None of these other plans had been developed as of October 1991.

The updated Strategic Business Plan was completed in October 1991, subse
quent to the JLARC review of planning documents. While the tax department is to be
commended for revising and improving upon the original plan, the revised plan still falls
short of being a comprehensive strategic plan.

The revised plan is notcomprehensive, failing to deal with all ofthe department's
major functions. Indeed, the introduction to the plan states, "The purpose of this plan is
not to focus or highlight all of our responsibilities ...." JLARC staff found that
insufficient attention is given within the strategic plan to compliance functions and the
resources needed to maximize revenue collections. The department seems to rely on the
voluntary compliance oftaxpayers to ensure proper revenue collections. The plan notes
the "ability to grow and adapt has been critical to providing taxpayer service levels that
enhance confidence and promote voluntary compliance." However, due to "resource
constraints" the department has not been able to meet the following objectives according
to its revised strategic plan:

Objective: Complete an in-depth study of the agency's compliance
programs and make recommendations for improvement.

Objective: Develop an automated management information system.

Objective: Develop long-range space plans that address facilities,
furniture, equipment, and funding requirements.

These three objectives deal with areas noted by JLARC staff to be critical to increasing
revenue collections. Other critical areas that are not mentioned in the plan include an
estimate of revenue that is not collected due to underreporting or underremittance of
taxes, strategies for closing the tax gap, and the effect that accurate withholding may
have on voluntary compliance and the associated need to enhance compliance activities.

The updated plan also fails to integrate various components of department
functioning or relate solutions to noted problems. Five "areas ofemphasis" are discussed
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- technology, human resources, research and development, physical plant, and funding.
These areas are discussed individually without examining the effect of changes in one
area on another area. Similarly, a number of changes in the external environment are
noted such as an aging population, slowing economic growth, and increased dependence
on automated systems. It is not clear within the plan, however, how the tax department
will be affected by or respond to these changes.

Additional agency-wide planning is also completed by the tax department
during its preparation of the department budget. This type ofplanning does not take the
place ofstrategic planning, however. The primary focus ofthe budget plan is to determine
the resources needed to carry out functions during the remaining year or the next
biennium. Particularly in times of budget reductions, little planning for how new
innovations will impact staffing, facility, and equipment needs is done as part of budget
preparation. Instead, the agency typically must focus on areas in which expenditures can
be reduced.

In the absence of a well-developed strategic plan, the department's planning
activities generally have been completed on a compartmentalized, as-needed basis.
Studies on specific topics are completed as they are needed, typically by the unit that
would be affected by the study with support from the planning and management unit.
With the exception of the Strategic Business Plan and the planning calendar, the study
documents that the planning and management division completed during FY 1991 were
relatively narrow in focus, typically dealing with one particular topic (Table 13).

The tax department needs to develop a strategic planning process which
provides for ongoing planning and evaluation. This process should integrate changes in
Virginia's population, economy, and taxpayer behavior with changes in technology,
staffing, policy, and information needs. These trends and changes should be related to
department operations to determine what impact they will have. This type ofintegrated,
comprehensive approach is needed to provide overall direction to the agency.

This type ofplanning should be conducted to prepare for the upcoming changes
in employee withholding. The State intends to discontinue the practice of over
withholding in tax year 1993. This change will most likely result in significant changes
in filing patterns and revenue collections. According to the tax commissioner, as of
August 1991 no planning to prepare for the change to accurate withholding had been
undertaken.

Recommendation (34): The Department of Taxation should develop a
strategic planning process that takes an integrated, comprehensive approach
to planning for the agency. As part of this process a written strategic plan
shouldbe developedand continuallyupdated. The plan should considerfuture
needs and changes that are expected to have a significant impact on agency
operations, and should include input from department staff. The plan should
include but not be limited to assessing the estimated tax gap and strategies to
close it, collections strategies related to converting to accurate withholding,
potential tax policy changes, automation and technological advances, staffing
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-------------Table13-------------

Studies Completed by the
Planning and Management Services Division

FYl991

StUdy*

Strategic Business Plan

Planning Calendar for Fiscal
Year 1992

Fiscal Year 1991 Year End Report

1991 Processing Plan

Study to Cap Cost ofReturns,
Instructions, Materials andPrinting

Project Streamline, Initiative 18,
Feasibility Study

Focus of the Study

Provides a preliminary framework for. future
planningand the developmentofadditional stra
tegic plans.

Records major activities to be
completed during the fiscal year for use by the
department's management team.

Details efforts made to meet the department's
self-determined objectives for FY 1991.

Projects temporary wage staffing needs for the
processing of tax returns during the 1991 tax:
season.

Examines ways to reduce the cost
offorms and printing procedures.

Evaluates whether responsibility
for unemployment insurance taxes should be
transferred from the Virginia Employment Com
mission to the Department of Taxation.

*Only studies primarily completed by the Department of Taxation are shown. Reports
summarizing workload or financial data or guidelines for new internal procedures are
not included.

Source: Documents provided by the Department of Taxation planning and management services
division in September 1991.

needs, physical plant requirements, management needs, and environmental
changes that are outside the agency. The strategic plan should be submitted
to the Secretary of Finance and the House Finance and Senate Finance
committees.

Recommendation (35): Responsibility for the development, monitor
ing, and revision ofthe department's strategic plan should be supervisedbythe
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deputy tax commissioner and assigned to staff whose primary function is to
work with department management on strategic planning.

Equipment Replacement &hedule Is Needed. The department also inad
equately plans for future equipment needs and costs by not having an equipment
replacement schedule. Much ofthe work completed by department staffinvolves the use
ofsophisticated machinery. Failure to have a replacement schedule hinders the agency's
ability to replace equipment before high maintenance costs and productivity losses occur.
This is particularly true in cases in which large quantities ofequipment were purchased
at one time and will therefore need to be replaced at about the same time. The
department's remittance equipment, which had become antiquated and had numerous
maintenance problems, was recently replaced at a cost ofapproximately $563,000. The
money for this equipment came from funds that were contained in the FY 1991 budget
but were not expended.

Recommendation (36): The Department ofTaxation should develop an
equipment replacement schedule that includes projected costs, cost savings,

. and any effects on efficiency or effectiveness that not replacing the equipment
might have.

Enhanced Controls to Preyent Fraud and Disclosure
of Confidential Infonnatjon Are Needed

A number of tax department staffhave access to computerized information on
STARS which could allow them to alter taxpayer information or access confidential
information. Although some safeguards have been taken, additional precautions to
prevent illegal acts should be considered. Some controls which may be desirable to build
into STARS may be cost-prohibitive. However, there appear to be two methods to reduce
the potential for such actions that would be ofminimal cost - better limiting employee
access to STARS screens and conducting background investigations on employees.

Access to STARS Is Not AdequatelY Controlled. Limiting access to STARS
screens and restricting the types of actions that can be taken by department staffare the
primary controls the tax department has to prevent fraud and the misuse ofconfidential
data. Previous reviews by internal and external auditors have shown that the tax
department has inadequately limited screen access in some areas.

Internal audit reports completed for three district offices during 1988 and 1989
found that employees in all three of the districts had access to screens that they did not
need. Inone district, inappropriate screen access resulted in the following: six employees
could prevent the issuance of individual tax bills, one employee could enter on-line
business refunds, one employee could enter on-line individual tax refunds, and one
employee could write off an individual tax bill.

The Auditor of Public Accounts (APA), in each annual report regarding the
operation ofthe DepartmentofTaxation since 1986, has criticized the department for not
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appropriately limitingemployee access to STARS data. The 1990 APAreport found three
often employees tested "had access to screens not necessary for their job duties. One of
those three employees had access to cash and to account adjustment screens." Although
the APA reviews have never cited department staff for fraud or misuse of information,
the potential exists.

The tax department also appears to be concerned about its controls over STARS
data. For example, STARS has written procedures for waiving penalty charges when a
"taxpayer is penalized because of a fraudulent act of an employee of the Department of
Taxation." A memorandum was also issued in July 1991 by the field services division
director to division managers. This memorandum stated:

From time to time individuals within the agency have made unautho
rized access and use of confidential tax: information.

The confidential tax information of celebrity types is subject to the
curiosity of individuals. Recently an employee accessed the confiden
tial tax information of two public figures to see ifthey were married to
each other. Rumor had it that they were married to each other.

We can discipline personnel who do this after it is done and after the
agency has experienced some bad publicity. The STARS System tells
us who accessed what information. We don't need the bad publicity.
We want to see that this type ofthing doesn't happen. A way to do this
is to block access to the confidential tax records of public/celebrity
figures.

Think about your area of responsibility (district area) and give me the
names of those individuals that you feel their income and business
confidential information should be blocked. You may be able to think
of two or three.

While this limiting of access to celebrity tax records may protect their records, there is
no similar protection provided for the majority of Virginia taxpayers.

STARS procedures should be strengthened to limit employee access to screens
that are needed for their work and to limit the potential for fraud and other illegal
activities. The 1990 APAaudit ofthe department noted, "The Department should review
all employees' STARS access and limit access to screens that are necessary for daily job
functions. We again recommend the Department carefully review access requests to
STARS before granting any access. These procedures should provide greater security."
In addition, the tax department should identify and build other economically feasible
safeguards into the STARS system.

Recommendation (37): The Department ofTaxation should follow the
Auditor of Public Accounts' recommendation to review the access that all
employees have to STARS screens and limit that access to screens needed to
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complete routine job functions. The department also needs to carefully review
the STARS system and its current functions to determine what procedures can
be added or changed to increase the security of the system and decrease the
potential for fraud or other illegal activities.

Back6rQund Investigations Should Be Completed on Employees. The tax
department does not complete background investigations to determine whether poten
tial employees have criminal records; excessive credit, debts, or delinquent payments; or
delinquent taxes. JLARC staff learned that in the last two years, nine actions to place
liens on the salaries or wages of tax department employees had to be taken because of
delinquent federal or local taxes. An additional 65 garnishment actions had to be taken
due to $108,000 in unpaid employee debts during this time period. Forty-one percent of
the lien and garnishment actions were taken on classified employees' salaries, with 59
percent being taken on temporary staff's wages.

Completing background investigations on employees ofState agencies is not an
unusual precaution. Fourteen of the 18 states JLARC staff surveyed require a back
ground investigation on at least some of their tax department employees. Twelve
agencies within Virginia complete some type of background check involving at least
criminal records checks on potential employees. Seven additional law enforcement
agencies in Virginia have direct access to the database that would allow them to complete
the criminal record investigations themselves.

The criminal records investigations are completed by the Department ofState
Police at no cost to the hiring agency. (The estimated cost to the State Police department
is $15 per check.) Credit checks typically cost less than $5 each, while the tax compliance
checks could be completed by tax department staff. Completing these investigations
would be a relatively inexpensive way to discourage employment of individuals who
should not have access to tax data for criminal or financial reasons.

Recommendation (38): The Department ofTaxation should work with
the 'Office of the Attorney General and the Department of Personnel and
Training to establish policies and procedures for completing criminal records
checks, credit checks, and checks to determine whether federal and State
income taxes are paid. To the extent possible, initial and periodic background
checks should be completed for current and potential employees.

Recommendation (89): The General Assembly may wish to amend the
Code ofVirginia to require the Department ofTaxation to complete initial and
periodic background checks on its employees.

Identified Concerns about the ARney Should Be Addressed

Tax department management has received a number ofvaluable recommenda
tions and suggestions for improving its operations in the past. Studies completed by the
Department of the State Internal Auditor, the Auditor ofPublic Accounts, and DGS have
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presented a number of recommendations. Department staff have presented ideas
through employee suggestion programs and in discussions with supervisory staff. It
appears, however, that department management has not acted on many of the recom
mendations and suggestions that could result in improved operations.

Deficiencies Identified in PriQrReviews ofDepartment Functions. Prior reviews
of Department of Taxation functions have been completed. A number of these reviews
identified deficiencies, some of which have not been addressed.

The Department of the State Internal Auditor reviews the internal audit
functions ofState agencies on an ongoing basis. The State internal audit department in
its last two reports, completed in 1988 and 1991, found the tax department's internal
audit function to be weak and relatively ineffective. The 1991 report noted that many of
the problems identified in 1988 were still present. Some of the inadequately addressed
deficiencies meant that:

• internal audit staff continue to perform functions that could threaten staff
objectivity

• sufficient evidence of the unit director's review of working papers is still
missing

• the standard that "internal auditors should exercise due professional care in
performing internal audits" still is not met

• the percentageoftime audit staffspend on special projects and administration
continues to be unnecessarily high.

According to the 1991 report of the Department of the State Internal Auditor, the tax
department has taken "insufficient action ... to correct the deficiencies" that have been
identified.

The Department of the State Internal Auditor gives each ofthe audit functions
that are reviewed an overall rating. The possible ratings are: fully complies, adequately
complies, and does not comply. In the 1991 report, the Department ofthe State Internal
Auditor noted the tax department was one of seven agencies examined whose internal
audit function did not comply.

The Auditor of Public Accounts issues an annual audit of the financial opera
tions and internal control mechanisms within the Department of Taxation. During the
last four years, the APA has cited the department repeatedly for improper recording of
fixed assets, not appropriately limiting access to STARS, having an inadequate disaster
recovery plan for automated systems, and inflating the figure of uncollectible taxes
receivable (Table 14). In the APA's 1990 report, problems related to the computation of
tax collection amounts, access to the Commonwealth Integrated Personnel and Payroll
System (CIPPS), documentation for financial statements, and screening of some pur
chases were cited. The Department of Taxation's response to the audit indicated that
steps were being taken to address these findings.
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r-------------- Table 14 ---------------,

Summary of Findings from
Auditor of Public Accounts Reports on

the Department of Taxation, Fiscal Years 1987 · 1990

FY FY FY FY
Audit Findjn i rssz .l.9.8.8 19BH lHOO

Fixed assets are not properly recorded • • • •
Access to srARS is not appropriately limited • • • •
The disaster recove~plan for automated • • •systems is inadequa •
Computation of uncollectible taxes receivable
inflates amount that is actually collectible • • • •
Access controls to internal security
system for automated data are inadequate • • •
State revenue accounts contain unreconciled
errors •
T~ayer accounts contain erroneous credit •balances

Automated system errors are not
investigated and corrected •
Terminated employees are not promptly •removed from payroll registers

Split checks and checks forwarded to another
unit are not deposited in a timely manner •
No audit trail created for the Set-OffDebt
Collection System •
Replacement checks are not deposited in a •timely manner

Tax collection amounts inaccurately •computed for use in the Commonwealth's
Comprehensive Annual Financial Report

Access to CIPPS is not appropriately limited •
Documentation for fmancial statements is
inadequate •
Purchases of greater than $5,000 are not •screened as required

Source: JLARC staff analysis of the Auditor of Public Accounts' Reports on Audit for the Department
of Taxation for fiscal years 1987 through 1990.
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The Department of General Services completes periodic studies of the Depart
ment of Taxation's procurement process. The last DGS review of the tax department's
procurement procedures was completed in May 1990. This review indicated problems
with timeliness of invoice processing, documentation of contracting activities, determi
nation ofthe actual price quotations, and acceptance ofvendor maintenance agreements
without setting conditions specific to agency needs. The Department of Taxation
generally concurred with DGS findings, with the exception of the timeliness of invoice
processing.

In a letter to the tax commissioner, the director ofthe DGS purchases and supply
division also stated, "I am somewhat concerned about the fragmentation of purchasing
responsibility within your organization, current invoice processing procedures, and a
lack ofemphasis on post award activities." The tax department did not respond to this
statement since it was made in the letter accompanying the audit rather than as an
official finding.

Recommendation (40): The Secretary of Finance should ensure that
the Department of Taxation implements recommendations made by other
agencies such as the Department of the State Internal Auditor, the Auditor of
Public Accounts, and the Department of General Services. Progress reports
specifically addressing the recommendations should be made to the Secretary
of Finance.

Deficiencies Identified b.y Tax Department Staff. A number of employees
expressed concerns about the department's operations. These concerns, and in some
cases suggestions addressing the concerns, were noted on written questionnaires, within
department documentation, and during interviews with JLARC staff.

Department staff noted in their questionnaire responses that morale, salary
levels, communication, management, and leadership were the most problematic aspects
of the agency's operation. The percentages of employees reporting that these five
characteristics were problems ranged from 64 percent noting morale to 44 percent citing
departmental leadership (Table 15).

When the responses of employees who did not express an opinion are removed,
70 percent of employees expressing an opinion reported that employee morale was not
good. Segregating responses from staff within the three largest agency units (and
removing the responses indicating no opinion) resulted in 73 percent of staffwithin the
field services division, 79 percent of staff within the office services division, and 70
percent ofstaffwithin the processing services division reporting that employee morale
was not good. Seventy-seven percent ofdistrict office staffreported that morale was not
good.

In addition to being asked about employee morale in general, respondents were
asked to rate their own morale (Table 16). Respondents within office services had the
most negative morale ratings, followed by field services. Processing services' respon
dents had the most positive ratings. The five categories offactors given most frequently
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-------------Table15-------------

Employee Responses to JLARC Staff Questionnaire

Strongly Strongly No
Statement Ame Auee Disame Disame Opinion

Employee morale is 2% 25% 32% 32% 10%
good

My salary fairly 1% 27% 41% 25% 6%
compensates me for
the work I perform

Communication within 3% 35% 35% 15% 13%
the department is good

The department is 6% 32% 30% 15% 18%
well-managed

Departmental 4% 37% 30% 14% 16%
leadership is good

Note: Percentages may not add to 100 due to rounding.

Source: JLARe staff questionnaire of Department of Taxation stafT, spring 1991.

------------Table 16 -------------

Department of Taxation
Employee Ratings of Personal Morale

Question: How would you rate your own morale at the current time?

Excellent

All Respondents
Field Services Division Respondents
Office Services Division Respondents
Processing Services Division Respondents

Note: Percentages may not add to 100 due to rounding.

11%
9%
3%

24%

34%
33%
19%
33%

37%
38%
48%
30%

19%
21%
29%
13%

Source: JLARC staff questionnaire of Department of Taxation staff, spring 1991.
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as having a positive influence on morale were satisfaction with work; relationships with
other workers or units; the quality of supervision, management, planning, or communi
cation; personal values or reasons; and adequacy ofcompensation. The five reasons most
frequently given as having a negative influence on morale were adequacy of compensa
tion; the quality of supervision, management, planning, or communication; funds,
resources, equipment, technology, staffing, or training available; fairness, equity, appre
ciation, or.trust by management; and satisfaction with work.

The fact that State workers are under a long-term salary freeze undoubtedly
affected staff morale negatively. The Department of Taxation is subject to the same
salary restrictions as other State agencies. Consequently, it is difficult to isolate overall
dissatisfaction with State employment from dissatisfaction with the tax department.
However, severalofthe employeecomments about salary concerns did not relate to State
imposed restrictions. These comments included:

• Too many types of jobs are lumped into the grade 5 category, some are
functioning as secretaries.

• Low pay due to improper classification ofour cartographers seriously handi
caps us in hiring the best potential staff.

• Reclassification for field representatives. We have been waiting for seven
years for someone to evaluate and initiate a pay increase in line with what our
job responsibilities are.

• I feel like for the length of time and the work I do I could be upgraded on the
pay scale. When jobs do come up, instead of upgrading employees that have
been here for some length of time, they would rather hire a temporary worker
for a job with more pay than train someone that has been here for sometime.
And I feel like this is unfair.

As previously noted, the adequacy of compensation was given as the primary negative
influence on morale by questionnaire respondents. The department should evaluate
whether internal compensation is consistent and equitable.

Communication within the department was the third most frequently cited
problem by questionnaire respondents. Ofemployees expressing an opinion, 57 percent
reported that communication was not good. Segregating responses from staffwithin the
three largest divisions of the department (and removing the responses indicating no
opinion) resulted in 55 percent ofstaffwithin the field services division, 66 percentofstaff
within the office services division, and 63 percent of staffwithin the processing services
division reporting that communication within the department was not good. Sixty
percent of district office staff reported that communication was not good.

Several staff in the district offices stated that they often hear about
changes in tax law from taxpayers rather than from the department.
According toonedistrict staffmember, "It'sembarrassing when taxpay
ers have more current information than we have.»

95



Department management and leadership were the fourth and fifth most
frequently cited problems by respondents. Forty-five percent of respondents did not
consider the department to be well-managed, while 44 percent reported departmental
leadership to be problematic. A number of respondents elaborated, including more
specific comments on their questionnaires. These comments reflected the diversity of
opinions on these issues. Some of the comments made included:

• [I have a] very competent middle manager who allows senior agents to make
decisions about their accounts and allows us to help with the plans for the
office. The department allows for trainingofsenior agents/staffwhich is good.

• Most ofthe people in my division are professionals and are treated as such by
our management. I am given ajob to do and am allowed to do it with a great
deal of independence.

• My immediate supervisor goes the extra mile in order to see that the . . .
function is administered professionally and its functions carried out to the
best abilities of the staff.

• The biggest problem that I see wrong with the tax department is management,
most of whom have never worked with the general public. We are managed
by people who are marginally qualified to manage. These people always know
easy ways to do things. But can ~ever get any results.

• It appears that most management, instead of doing the best for all people
concerned, are only concerned with their own well-being; simply put, they are
totally self-serving. I find this totally absurd and the only reason I can think
of is insecurity.

• Currently management spends way too much time "movingpaper" and hardly
anytime in the management role.

• Much less management, more working staff or more effective management!
communication. More competentmiddle management and no "personal pets."

• More long-range information about future developments and plans for all
divisions. Hopefully, this would stop the surprise, panic, and crisis mode we
can get into when something needs to be done "yesterday" or "the left hand
doesn't know what the right hand is doing. "

A related problem noted in analyzing survey responses was the failure to
consistently complete employee performanceevaluations in a timely manner. Forty-two
percent, or 80 of the 190 employees who responded to the staffquestionnaire, indicated
that it had been more than a year since their last evaluation. A review of eight of the
management team's personnel files in July 1991 showed:

• two management team members had no performance evaluation contained in
their personnel files
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e one management team member's most recent performance evaluation dated
back to 1980

e three management team members' most recent performance evaluations
were completed in 1988

e· two management team members' most recent performance evaluations were
completed in 1989.

Thus, none ofthe files that were examined contained timely performance evaluations for
management team members.

Confirmation ofmany of the survey comments was received during reviews of
agency documents and interviews with department staff. A listing ofemployee sugges
tions that had been submitted to department management in October 1990 noted "lack
ofcommunication department wide, the right hand does not know what the left hand is
doing. Problems and new information are not passed on to all the people that need to
know ...." The following comments were made during interviews with department staff:

One memberofthe department's management team stated she was not
aware ofmanyagency weaknesses. She further noted that "the manage
ment team concept is good to ensure structured communication and
encourage informal communication. II

* * *

Another memberofthe management team noted that one ofthe agency's
weaknesses was that "there are too many people on the management
team. I would like to see the number reduced from 14 to seven or eight.
I hope that the five early retirees will result in a reorganization ofthe
management structure. 11

* * *

One district office supervisorconsidered the department's management
to be very "open-minded. II He also stated that the managementstructure
"functions harmoniously" and is "above average" on sharing informa
tion with other agencies.

* * *

Another supervisor within a district office noted that central office has
been characterized as "one big, black hole." In his words, "everything
you send up there goes into a big, black hole and it disappears. Nothing
ever changes." He noted that he has documented problems and sent
them in but "nothing ever changes." After several years ofdocumenting
the problems in the hopes ofhaving them addressed he has just stopped.
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* * *

Several auditors within field services voiced concerns about the lack of
communication with tax policy. One auditor within a district office
noted, "the chain ofcommand is unbelievable. II He also stated that tax
policy staffwill not talk to the auditors and that the auditors are not
allowed to talk directly to anyone in central office. "Tax policy commu
nicates with technical services and sometimes with the district audit
supervisor. II

The tax department should consider revisions to its management approaches
that enable it to better incorporate employee ideas. Approaches are needed to improve
quality and productivity. A mechanism for receiving employee suggestions is already in
place in the department's Dialogue II program. This program involves two-way
communication between employees and members of management. Elected dialogue
leaders bring employee concerns and ideas to the attention ofdepartment management
while a confidential request system allows employees to request and receive responses
to specific questions from rnanagement. Currently, however, it appears that department
management does not USE, the suggestions made by staff.

Private sector management techniques, such as total quality management as
proposed by W. Edwards Deming and others, may be particularly relevant to the
department given its function. The department, like many private businesses, must take
into consideration its heavy processing demands, the need for high quality control,
taxpayer (or "customer") satisfaction, and the cost effectiveness of compliance tech
niques.

Recommendation (41): The Department of Taxation should identify
and implement approaches to address employee concerns and ideas. Particu
lar attention should be paid to concerns about morale, salaries, eommuniea
tion,management, and leadership. Havinglarge percentages ofstaffreporting
negative responses may indicate that these problems are impairing effective
ness. Amongthe approaches considered, should be the techniques proposedby
W. Edwards Deming, which relate to quality control and employee involve
ment.

ACCOUNTABILITY AND OVERSIGHT NEEDS WITHIN THE DEPARTMENT

Although the authority to assess and abate taxes is contained within the
Department of Taxation, there are few statutory requirements for documentation or
external oversight of these functions. Unlike many other states, unless a taxpayer
appeals the tax department's determination of tax liability in circuit court, the depart
ment is the only entity to hear and rule on the appeal. According to department
management, legal challenges of appeals are fairly rare.
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This review found that internal accountability for decision-making is also
limited. Generally the department lacks standards to direct abatement and audit
decisions, relying instead on judgments of the staffmembers performing the activities.
These judgments are made daily by a wide variety of staff

The review also found that the department lacks standards for documentation.
The lack of standards often results in inadequate documentation. Inadequate documen
tation of staffjudgments makes it difficult to understand why certain decisions were
made. In many instances in which documentation requirements do exist, JLARC staff
found that the requirements were not being followed. This decentralized, ad hoc
approach, which lacks explanatory documentation or oversight of the judgments made,
meant that the overall impactof inappropriate decisions on revenue collections could not
be determined.

Therefore, better internal accountability, through accurate documentation and
clear guidelines for revenue-affecting decisions, is needed. External oversight of
decisions which affect tax revenue is also needed to ensure that large sums of taxes that
should be collected are not being abated.

DocumentatioD for Revenue-Affooting DeciSioDs Is Inadequate

In administering the Commonwealth's tax laws, the tax commissioner is
granted broad latitude in making decisions that affect tax revenue. The commissioner
is not required to have any department actions regarding the reduction of taxes owed
approved by any outside entity. There are also few documentation requirements related
to these decisions. Consequently, no effective means of ensuring accountability for
revenue-reducing actions is currently in place. The JLARC staff review of offers in
compromise, abatements, and audits revealed that the department's documentation of
decisions which affect large revenue amounts is not sufficient to determine if these
adjustments are warranted. For actions in which documentation was statutorily
required, the available department documentation was inconsistent with legislative
intent.

Documentation ofO(fers in Compromise. Offers in compromise allow a taxpayer
to settle a tax bill for less than the full amount oftaxes owed. The CodeofVirginia states
that compromise offers can be accepted only if there is evidence of doubtful liability or
collectibility regarding the tax. Section 58.1-105 of the Code ofVirginia reads:

The Tax Commissioner may compromise and settle doubtful or dis
puted claims for taxes or tax liability ofdoubtful collectibility. When
ever such a compromise and settlement is made, the Tax Commis
sioner shall make a complete record of the case showing the tax
assessed, recommendations, reports and audits of departmental per
sonnel, if any, the taxpayer's grounds for dispute or contest together
with all evidences thereof, and the amounts, conditions and settlement
or compromise of same.
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The Code of Virginia does not require the commissioner to submit documentation on
offers in compromise to anyone. The Secretary of Finance indicated that during his
tenure he has not received records or other documentation related to accepted offers in
compromise.

A random sample of 30 flies of compromise offers accepted because of doubtful
collectibility were reviewed. This review indicated that the documentation was often
inadequate and that departmental verification of the reasons for accepting these offers
was frequently missing. Seven of these files contained verification of taxpayer claims
that their assets were not sufficient for the department to collect the tax liabilities. Only
four of these seven flies contained financial statements on the taxpayer. If the
department is taking sufficient steps to determine doubtful collectibility, it is not being
documented.

In the other23 files thatwere reviewed, the only evidenceofdoubtful collectibility
was the information provided by the taxpayer in the letter to the department. For
example:

A taxpayer submitted a compromise offer ofapproximately $11,000 for
an individual income tax liability of approximately $55,000. The
acceptance of the offer noted that "information available indicates
doubtful collectibility exists." However, the only sourceofinformation
in the file was the taxpayer's letter. The letter stated that the taxpayer's
children would borrow money to pay the amount ofthe offer. The letter
also stated that the taxpayer had no other financial resources, and that
a financial statement was enclosed. However, the file did not contain
a financial statementor any other financial information concerning the
taxpayer. Therefore, the financial information used by the department
as the basis fordetermining doubtful collectibility could not be verified.

* * *

An individual submitted a compromise offer ofapproximately $8,000
for an income tax liability of approximately $45,000. The liability
resulted after the department had converted a corporate income tax
assessment to an individual liability against the responsible officer.
The offer was accepted after determining that the corporation was
defunct and that "the taxpayer has access to $8,000 for a limited time. »

However, the only substantiation of this claim in the file was the
taxpayer's letter. The file did not contain a financial statement or any
other verification ofthe taxpayer's financial status. It thereforeappears
that the department based its determination ofdoubtful collectibility
strictly on the contents ofthe taxpayer's letter.

In the majority of cases reviewed, no documentation was included to indicate
that the department verified taxpayer claims. I~stead the department appeared to rely
on information in the taxpayers' letters to the department. The department's reliance on
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unsubstantiated claims by taxpayers is not a sound practice. The collectibility ofa tax
bill should be independently verified prior to accepting an offer in compromise.

Recommendation (42): The DepartmentofTaxation should ensure that
the determination of doubtful collectibility is properly substantiated prior to
accepting an offer in compromise as required by §58.1·105 of the Code of
Virginia.. File documentation should always include a financial statement
regarding the taxpayer.

Recommendation (43): The Secretary of Finance should ensure that
the Department of Taxation establishes formal written criteria for accepting
offers in compromise made due to doubtful collectibility. Such criteria should
take into account the taxpayer's complete financial situation.

Documentation ofTaxAbatements. There are no statutory requirements for the
documentation of tax abatements. Tax abatements involve negating the original tax
assessment on the grounds that the assessment was in some way improper or incorrect.
Tax abatements of$250 or less may be performed by tax collections representatives, field
representatives, or tax examiners. Some abatements, resulting from actions such as the
taxpayer living outside the State or the correction of a processing error by error
resolution, do not require supporting documentation. Approximately two-thirds of the
possible reasons for abatements must be documented, including bankruptcy; federal,
office, or field audit; disaster, death, or serious illness; and duplicate assessments or
returns.

JLARC staff reviewed 100 randomly selected department abatement files in
order to evaluate the adequacy of documentation supporting the abatement. According
to written department procedures, supporting documentation was required for 90 ofthe
abatements that were reviewed. In 15 of those files, no supporting documentation was
found. In 24 other files, the supporting documentation was not adequate to justify the
stated reason for the abatement. For example:

A withholding tax assessment was converted to an individual liability
against one ofthe responsible officersofthe business. Although the file
stated that this person was "not the responsible officer,"no documenta
tion to justify that determination was contained in the file. The
department abated the liability ofapproximately $7,000.

* * *

According to one abatement file, the department adjusted an assess
ment upon receipt of the taxpayer's cancelled check. The file did not
contain a copyofa check orany other evidenceofpayment; nevertheless,
an individual income tax abatement of approximately $5,000 was
made.
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* * *

One assessment ofapproximately $1,200 that had been made by the
non-filer program was abated apparently on the basis ofa note in the
file indicating that the individual had not been a resident ofVirginia
during the tax period. However, there was no documentation in the file
supporting that determination.

* * *

The file ofone sales tax abatement for more than $7,400 noted that a
duplicate assessment had been made. However, the bill summary
printout included in the file did not list a duplicate assessment.

The Department of Taxation's internal audit unit also noted documentation
problems related to abatements made by staff within a district office. The 1989 report
found, in reviewing the documentation provided for 20 abatements, that five used
incorrect reason codes for the abatement and one abatement was inadequately docu
mented. The report state d:

Reason codes are an integral part of the internal control system over
abatements. Internal Audit recommends that every attempt be made
to document each on-line abatement transaction with the reason code
which most accurately describes the transaction. Additionally, super
visors should not approve transactions which are documented with an
inaccurate reason code.

Documentation ofTax Audits. During 1991, APA staff reviewed the adequacy
of audits completed by field services division staff. The Auditor of Public Accounts also
found documentation deficiencies. According to the Auditor:

The Department [ofTaxation] does not have either standard programs
or checklists to document audit procedures and set the scope of testing
.... When sampling [taxpayer records] the auditors neither document
the basis for the sample nor the method to determine the completeness
of taxpayer's records.

The audit staffuses a microcomputer template to generate standard
ized report and workpapers schedules. The resulting workpapers in
oursample did not clearly support the audit procedures performed, the
objective of the proceduresor the auditor's conclusions. Additional oral
explanation of the workpapers is necessary to understand fully the
extent of the audit work.

Overall, the Department does not provide field auditors with stan
dards to follow for ... documentation of workpapers, conclusions and
sampling methods. The audit process neither adequately trains the
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auditors nor documents the supervisory review of the field auditor's
work and conclusions.

Properly documenting offers in compromise, tax appeals, tax abatements, and
audit decisions is critical to maintaining internaJ control and in assuring objectivity and
integrity. The deficiencies noted were serious enough in nature to require immediate
attention by the department.

Recommendation (44): The DepartmentofTaxation should take imme
diate steps to ensure that complete and accurate documentation is provided
for all offers in compromise and tax abatements involving reasons that must be
documented. The department should work with the Auditor of Public Ac
counts to develop the documentation standards. Documentation require
ments for both hard copy information in files and computerized data on STARS
should be carefully reviewed.

Recommendation (45): The Department of Taxation should establish
written requirements for the documentation ofaudit procedures. These audit
procedures should include guidelines for determining how audit samples are
selected; for determining how complete taxpayer records are; for completing
workpapers that clearly support audit objectives, procedures, and findings;
and for requiringsupervisory review ofaudit documentation and conclusions.

Some DecisioDs CODcerning Abatements and
Discharges of Taxes Are Questionable

As noted previously, documentation of many of the revenue-reducing decisions
was so inadequate that the appropriateness ofthe decisions could not be determined. The
frequency with which some abatements were made, however, called into question their
propriety.

The collections which resulted from the 30 largest assessments made in 1989
were examined by JLARC staff(Table 17). The dollar amount ofthe assessments ranged
from approximately $200,000 to more than $6.7 million for a total of$28.5 million. The
department assessed an additional $2.8 million in penalty and interest. By June 30,
1991, the department had abated $12.3 million and collected $8.3 million of the $31.3
million total (including assessments, penalties, and interest).

Analysis of the 30 assessments raises questions concerning department deci
sions to abate large portions of the assessments, and the limited collections made on the
assessments.

A taxpayer received a field audit which produced an assessment of
approximately $7 million in additional sales taxes for a three-year
period. The department added approximately $1 million in penalty
and interest for a total tax liability ofmore than $8 million.

103



-------------Table17-------------

Revenue Outcome from the 30 Largest
FY 1989 Audit Assessments*

Tax
Penalty and Interest

TOTAL

Assessed

$28,510,482
2815397

$31,325,879

Abated

$12,309,029

Collected

$8,281,105

*Data are from a sample of the 30 largest audit assessments made in 1989 and reflect activity on those
accounts as of June 30, 1991. As of this date, $10,735,745 not accounted for in this table was either on
appeal or under review by the department.

Source: JLARC analysis of STARS data, August 16, 1991 - October 9, 1991.

The STARS system indicates that more than $4million was abated due
to departmental processing errors and corrections to the original
assessment. The department accepted the taxpayer's compromise
paymentofapproximately $4million and collectedless than one-halfof
the assessed liability.

* * *

The department assessed approximately $9 million in multi-state
corporate tax. The assessment was based on findings from a field audit
which examined two years ofrecords. The department added approxi
mately $1 million in penalty and interest. The total tax liability was
more than $10 million.

The department abated approximately $7 million. The STARS system
indicates that the abatement resulted from a revised field audit and the
elimination ofpenalty and interest. There is no indication in STARS
or in the hard copy files that the taxpayer contested the audit.

AsofJune 30, 1991, the department hadcollectedapproximately$4,000
on the outstanding tax liability ofmore than $3 million.

Similar questions were raised when the department's discharging ofsome tax
liabilities was examined.

A taxpayer owed the State severalthousand dollars in delinquent taxes.
The department issued a memorandum oflien against the taxpayer in
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circuit court in the late 1980sand was awarded ajudgement. Sometime
during the next four years, the department discharged the liability.
This meant that the taxpayer would not be identified by set-off debt
collection as owing taxes and would therefore be eligible to receive tax
refunds. Recently, however, the taxpayer tried to sell some property. He
was unable to do so because the memorandum oflien continued to be in
effect in the circuit court. In order to sell his property, the taxpayer had
toarrange topay his delinquent taxes. The DepartmentofTaxation had
no record of the delinquent taxes, since they had been discharged.
Therefore, a new tax bill had to be issued on the basis of the circuit
court's memorandum oflien.

* * *

Approximately ten years ago, the department was awarded an assess
ment ofmore than $5,000 against an individual who was arrested with
a large sum of cash on his person. Soon after the judgement was
awarded, the department discharged the liability. Since the liability
was discharged, the taxpayer has been able to file tax returns and
receive refunds for the last ten years. This situation would have
continued ifa department employeehad notnoticeda newspaperarticle
about the taxpayer. The department thenpursued and receivedanother
judgement against the individual which resulted in collecting the
original assessment.

The lack of documentation coupled with limited oversight of these decisions
meant that the magnitude of all revenue-reducing decisions made by the department
could not be determined. This review showed that approximately 39 percent, or more
than $12 million, was abated onjust the 30 largest assessments. The department makes
thousands ofabatements each year. Given the effect that these large assessments have
on State revenue and the size ofabatements that department staff are making, the tax
commissioner should be required to provide the Secretary of Finance with information
on any assessments of more than $200,000 for which abatements of 25 percent or more
are made.

Recommendation (46): The GeneralAssemblymaywishtorevise § 58.1·105
of the Code ofVirginia to specify that summarized documentation of downward
adjustments by any means of more than 25 percent on assessments of more than
$200,000 is to be submitted by the tax commissioner on a quarterly basis to the
SecretaryofFinance and to anyoversight entity the GeneralAssembly creates in
response to alternatives presented in the next section of this chapter.

Recommendation (47): The General Assembly may wish to require the
Auditor of Public Accounts, as part of its annual review of the Department of
Taxation, to review the documentation for these downward adjustments of
more than 25 percent on assessments of more than $200,000.
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Alternatiyes for Overseeing Department Operations

In Virginia, oversight has been limited to relatively narrow reviews of tax
department operations. Two state agencies, the Auditor of Public Accounts and the
Department of General Services, complete financial and procurement reviews respec
tively. The APA:s financial reviews generally examine the documentation and support
for decisions that were made rather than establish guidelines for the making of
abatement decisions. The DGS reviews are confined to determining adherence with
State procurement requirements.

The tax department's own internal audit unit, which could be another source of
independent review, has been found to be generally ineffective. The Department ofthe
State Internal Auditor in its June 1991 report noted that the tax department was one of
seven State agencies examined that did not comply with review standards. The report
stated:

. . . deficiencies in practice were found that were considered so
significant as to seriously impair or prohibit the Program from carry
ing out its respcnsibilities.

Major factors affecting the Program's overall rating were: An incom
plete risk assessment and audit planning process, insufficient scope of
work (as it relates to proper coverage of major departmental systems
and programs), and the absence ofcomplete documentation to support
audit work performed.

These issues, as well as certain other topics identified in this report,
were described in this Department's August 26, 1988 "External Re
view of the Department of Taxation's Internal Audit Department";
and, in our opinion, insufficient action was taken to correct the
deficiencies during the review period.

Specific findings related to the internal audit unit included:

• functions are performed that could impair the unit's objectivity

• comprehensive goals and objectives for audit work have not been established

• adequate auditing had not been completed in the areas of "the Processing
Section, Services Section, Collections Section, and Compliance Section"

• limited effort was spent examining whetherresources were used economically
and efficiently or determining whether defined goals and objectives were
accomplished

• documentation on some audits was lacking with no written report being
prepared for two audits.
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The importance and magnitude of the problems identified in this review of the
tax department and the absence ofeffective ongoing oversight ofthe department indicate
that additional external oversight of the tax department is imperative. Consequently,
options for oversight were examined by JLARC staff.

Oversight Provided at the Federal Level. At the federal level, a number of
mechanisms are in place to oversee the operations ofthe U.S. Internal Revenue Service(IRS).
These mechanisms are located in both the legislative and executive branches ofgovenunent.

Within the legislative branch of government, the U.S. General Accounting
Office (GAO) and oversight committees in Congress provide oversight. GAO provides
continual, ongoing oversight of IRS operations by dedicating approximately 120 staff
years to its oversight of IRS on an annual basis. There is also the Joint Committee on
Taxation, within the U.S. Congress, that holds hearings on tax policy issues. Four
additional Congressional committees that provide periodic oversight include the House
Government Operations Committee, the House Ways and Means Committee, the Senate
Finance Committee, and the Senate Governmental Affairs Committee.

The oversight provided within the executive branch of government has been
established by IRS. First, a division devoted to hearing tax appeals that is separate from
the rest of IRS has been established. This division provides case-based accountability for
the review of tax appeals. The second oversight mechanism involves several internal
oversight committees that have been appointed by the IRS commissioner. These
committees provide the commissioner with an independent review ofresearch findings,
tax form design, and other important agency functions.

Oversight Alternatives Used in Other States. JLARC staff surveyed 18 other
states regarding oversight provisions. Eleven of these states provide for external
decision making or supervision that exceeds the oversight Virginia's tax department
receives (Table 18). These states have several entities or individuals who are involved
in decisions affecting revenue collection.

Seven states (Delaware, Kentucky, Louisiana, Massachusetts, Minnesota, Ohio,
and Wisconsin) have independent tax boards that hear and rule on tax appeals. Typically
these statutorily-created boards have three members appointed by the governor.

A second oversight alternative was to have a commission, made up of three or
four commissioners, to oversee department activities. Three states, California, Missis
sippi, and South Carolina, utilize this commission structure. Florida has the most unique
structure utilizing two oversight entities.

In Florida, the governor and six independently-elected cabinet mem
bers control the Department ofRevenue and comprise the first oversight
entity. This group approves all abatement and offer of compromise
decisions involving more than $100,000. The second oversight entity is
a legislative audit committee that completes financial and performance
audits of the departrnent.a legislative audit committee that completes
financial and performance audits of the department.
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.....--------------- Table 18------------------,

Oversight of Tax Departments in Selected States*

Alabama

California
._-----, ..._,,-,.

Delaware

Florida

Georgia

Kentucky
--'._-_.",_. __ . -

Louisiana

Maryland

Massachusetts

Minnesota

Mississippi
New York

North Carolina

Ohio
-"-~-- _., ~~

Oregon

South Carolina
~-.~"- -

Tennessee
VIRGINIA

Wisconsin

•

••
••

•

•

Multiple
CODIDlissjol1crs

•

•

•

ilihcl:**

•

*External supervision provided as part. of tho stntes' cusf.omury chain of command is not shown 8S

oversight.

"Includes two levels of oversight. -- an oxr-ruf.ive branch committee (composed oft.he govenlor and
six cabinet members) and a legislnt.ive audit. committee.

Source: JLARC survey of other sf.ntos completed summer of 1991.

As noted, various cornbinntions involving strcngt.lu-ning' executive oversight,
dividing responsibility for till' agPIH'Y lx-twoon multiple commissioners, and providing
legislative oversight wore used by other states. These and other alternatives for
providing oversight of th« tax dupnrtmeut were considered by JLARC staff

DJ.!J:LBic.!Jlf\ itcrnotireslhul Could BeConsidcrcdIorYiruinia, Sporadic, limited
reviews of the dcpnrtment may not lx- sufficient consirk-ruu; the problems found during
this review of Virg-i nin's tax d(\part.nH'Ilt. :lIHI l.h.. i IllIH ...t.:II H'(' of tax revenue collections to
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the State. Consideration should be given to establishing focused, on-going oversight of
the tax department. Four options for providing this type ofexternal oversight that could
be used separately or in combination with others were developed by JLARC staff.
Considering that the collection of tax revenue is an executive branch responsibility, the
options focus on increased oversight by executive branch entities. These options include:

-establishing an independent board

- employing multiple commissioners

- imposing additional reporting requirements

• providing the Secretary of Finance's office with staff to monitor the tax
department.

The first option involves establishing an independent board appointed by the
Governor. This board could be used to hear and rule on taxpayer appeals as other states
use their boards. Unlike seven of the states surveyed, Virginia allows the tax department
to rule on all appeals ofits own tax decisions. Another possibility would be to use a citizen
board in a supervisory manner similar to other boards in Virginia. Some of the Virginia
agencies which use boards in this manner include the Virginia Port Authority, the
Virginia Department of Transportation, the Department ofAir Pollution Control, and the
Department of Education.

A second area in which an oversight board might be useful is in the review of tax
forms, Having tax forms that are as short, simple, and straight-forward as possible saves
on printing costs, reduces taxpayer errors, and encourages higher levels of voluntary
compliance. According to the Commonwealth Poll,.42 percent ofthe respondents who had
filed tax returns indicated that State tax forms were difficult or very difficult to complete.
An external board could be established to review the State tax forms, to solicit input from
taxpayers and tax practitioners, and to ensure that forms are as easy as possible to
understand and complete.

Establishing more than one tax commissioner is a second oversight option. This
option is used in some other states and is a structure used in Virginia to oversee
independent agencies such as the State Corporation Commission and the Virginia
Workers' Compensation Commission. Two alternative structures under this option
include: (1) having different functions within the department overseen by different
commissioners, or (2) requiring all of the established commissioners to approve certain
specified decisions while allowing an executive director to oversee daily operations.
Decisions which would need the approval of all commissioners would include revenue
affecting decisions such as the acceptance of offers in compromise and large tax
abatements, discharges, and write-offs,

A third oversight option would be the clear delineation, within the Code of
Virginia, of reporting requirements specifying information that is to be supplied to the
Secretary of Finance. The department caul d be statutorily required to report on revenue-
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affecting decisions such as the acceptance of offers in compromise and large tax
abatements, discharges, and write-offs.

The fourth option for strengthening executive oversight involves providing the
Secretaryof Finance with staffdedicated to monitoring tax department operations. The
primary focus of the oversight would most likely be functions in which revenue-affecting
decisions are made. These would include changes in policy or procedures to prevent the
possibility of fraud or abuse related to the audit of or collection of tax revenue, annual
examinations of collection and abatement activities, continuous reviews ofState tax gap
estimates and revenue forecasts, and indicators of progress made by the department in
closing the tax gap.

External oversight of the tax. department is especially important given the
State's reliance on the revenue generated by the department. Therefore, decisions made
about this revenue need to receive additional review.

Recommendation (48): The General Assembly may wish to further
examine options for additional external oversight of the Department of Taxa
tion. At a minimum I any oversight entity established should review the
methodology for estimating the State tax gap, procedures for closing the tax
gap, significant policy or procedural changes that are likely to affect tax
revenue, and procedures instituted to prevent fraud or misconduct.
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Appendix A

JI.JAllC Study Mandate

Item 13 of the 1991 Appropriation Act

"The Joint Lcgisluti v« Audit and Review Commission shall review the
Commonwealth's executive system of financial planning, execution, and evaluation
including an evaluation of the organization, management and operations of the Virginia
Department of Taxation. The scope and duration of the review shall be determined by
the Commission. The Comm ission shall report on its progress to the 1991 General
Assembly Session and to each succeeding session until its work is com pleted. In carryi ng
out this review, all agencies shall cooperate as requested and make available all records,
information and resources necessary for the completion of the work of the Com mission
and its stafT."
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AppendixB

Department of Taxation's Statutory
Responsibilities and Authority

TableD-}

Department of Taxation's Statutory
Responsibilities and Authority for

Administration of Individual Income Tax

Responsibilities Authority

Design and provide tax forms Grant extension of time to file return

Process, examine and audit returns Require commissionersofrevenue to provide
local treasurers with copy of daily assess-
ment sheet

Administer and enforce assessments Require taxpayer to furnish copy of federal
return for examination

Administer and enforce collections Require taxpayer to report change in federal
taxable income

Prescribe form of reports required of Issue regulations concerning estimated taxes
commissioners of revenue and local declaration threshold, and requiring part-
treasurers nerships to provide copies offederal returns

Collect payments through processing
employer withholding and individual
tax returns

Transmit collections to State Treasury

Record voluntary contributions of
taxpayers

Issue refunds

* Includes employer income tax withholding, individual estimated income tax, partnership income tax,
and fiduciary income tax.

Source: JLARC analysis of Section 58.1~300 et seq., and Section 58.1-490 et seq. of the Code ofVirginia.
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T bI Ba e -2

Department of Taxation's Statutory
Responsibilities and Authority for

Administration of Retail Sales and Use Tax

Responsibilities Authority

Administer and enforce collections Revoke dealer certificates of registration

Administer and enforce assessments Require dealer to testifyoranswe·r interroga-
tories if return is not filed

Administer and enforce penalties Prescribe, issue, and suspend tax exemption
certificates that are no longer valid

Issue dealer certificates of registration Notify dealers thatcertain exemption certifi-
cates are no longer valid

Provide listing of newly registered Report misuse of exemption certificates to
businesses to localities Secretary of Finance and legislative money

committees

Provide for refund of taxes paid on
returned goods

Assess tax due if return not filed,
ofiffiled return is fraudulent

Source: JLARC analysis of Section 58.1-600 et seq. of the Code ofVirginia.
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T hI Ba e -3

Department of Taxation's Statutory
Responsibilities and Authority for

Administration of Corporate Income Tax

Responsibilities Authority

Examine and audit returns Require submission of additional informa-
tion to determine tax due

Assess additional amount due

Bill taxpayer for additional amount Issue regulations for computing tax due
due when accounting method has changed

Order issuance of refund due

Respond to objections of assessments Issue regulations concerningdeclaration of
estimated income

Ifobjection - evaluate assessment Adjust taxdue in the event ofprice manipu-
method lations or other transactions which affect

reported income

Ifmethod inapplicable - reassess
by another method

Prescribe forms for reporting

Furnish forms to corporations

Issue regulations for combined
returns

Issue regulations for energy income
tax credit

Source: JLARC analysis of Section 58.1-400 et seq. of the Code ofVirginia.
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'l'able B·4

Department ofTaxation's Responsibilities and Authority
for Other Taxes Administered

Department of Other Government
Tax Brief Description Taxation's Responsibilities Department ofTaxation's Authority Entities Involved

Estate tax On transfer ofestate ofresidents, Negotiate with other taxing Provide notice and demand for
nonresidents, and alien decedents authorities on taxes due auditional tax due on generation-

from "generation-skipping- skipping transfer
transfers

Make written offer ofcompromise
with other states on taxes due
from decedent disputes

Enter into agreements with Attorney General
other states tosubmit decedent (approves arbitration
disputes toarbitration agreements)

Recordation tax On every deed, deed oftrust, and Notify clerk ofcourt prior Assess and collect any tax that local clerk ofcircuit
mortgage admitted torecord tocollecting tax remains uncollected for 30 days court (assesses and

collects tax)

Cigarette tax On sales, storage, receipt or Issue regulations concerning Audit and inspect records of None
consumption ofcigarettes inVirginia duties ofcigarette transporters dealers, transporters and distri-

butors
Issue regulations concerning
the kinds ofcigarette Enter premises and examine any
containers tobe used records

Issue regulations concerning Issue regulations conceming
methods ofbreaking sales ofunstamped cigarettes by
cigarette packages wholesalers



Table B·4
t

Department of Other Government
Tax Brief Description Taxation's Responsibilities Department ofTaxation's Authority Entities Involved

Cigarette Tax Issue regulations conceming Revoke permits
(Continued) manner ofaffixing revenue

starY1ls

Prepare and sell revenue
stafl1>S

Offer discount onsale of
stamps towholesalers

Prescribe form ofdealer's
permit application

Supply applications

Issue permits toqualified
"applicants

Assess tax due for nonfilers
and incorrect retums

Mail notice ofassessment

Itotaxpayer

Bank Franchise On net capital ofbanks Design tax retums Audit returns Commissioner ofrevenueTax
(receives payment)

Credit tax liability for
local franchise taxes paid

I Correct all errors discovered

I inaudit

~

~
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Table B-4
I

Department of Other Government
Tax 8rief Description Taxation's Responsibilities Department ofTaxation's Authority Entities Involved

Bank Franchise If tax liability adjusted,
Tax (Continued) notify local governments

which also tax the bank

Watercraft On sale, lease, charter orother Assess and collect tax Assess tax if invoice not None
Sales and use watercraft inVirginia furnished

Prescribe and issue dealer
registration certificates Assess tax if invoice does not

reflect true sales price

Revoke dealer's registration
certificate

Aircraft Sales On the retail sale oruse ofaircraft Assess and collect tax Assess tax if sales invoice not None
and Use Tax inVirginia fumished

Prescribe form ofdealer
tax retums Assess tax if invoice does not

reflect true sales price

Assess tax if aircraft purchased
more than six months prior touse
and storage

Forest Products On manufacture orshipment offorest Examine returns Assess tax due if retum not filed None
Tax products for sale, profit, orcommercial with 30days ofdue date

use Determine proper amount of
tax due
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Table B·4
(continued)

Department of Other Government
Tax Brief Description Taxation's Responsibilities Department ofTaxenons Authority Entities Involved

Forest Products Pron,lttv refund overpayments Examine records ofmanufacturers
Tax (QJntinued) and shippers

Prescribe form ofmanufac-
turer's retum

Prescribe toon ofshipper's
reports

Tire Tax On sale ofnew tires Collect tax None specified None

Certify expenses incurred
inadministering the tax

Soft Drink On saleofcarl>onated soft drinks Collect tax None specified None
Excise Tax bywholesalers or distributors

Motor Vehicle On the retail sale ofmotor fuet in Issue regulations forreg- None specified None
Fuels Tax in certain counties, cities, and trans- istration ofdealers
Certain Districts portation districts

Issue regulations concerning
procedures for filing returns

Prescribe fonns for refunds

Issue regulations governing

I I
refund oftax
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.bTable 8-4
(continued)

Department of Other Government
Tax Brief Description Taxation's Responsibilities Department ofTaxation's Authority Entities Involved

Tax onWills and On probate ofwills and grants of Issue refund inevent ofover- None specified Local clerk ofcircuit
Administrations administration payment court (receives filed

return, receives tax
payment)

Corn Assessment Com produced inVirginia forsale Collect tax from handler None specified None
quarterly

Deposit payments into State
treasury tocredit ofVirginia
Com Fund

,

Prescribe form ofassessment
retums

Supply assessment retums

Soybean Soybeans produced for sale Collect tax from handler None specified NoneAssessment quarterly

Deposit payments into State
treasury tocredit ofVirginia
Soybean Fund

Prescribe form ofassessment
retums

Supply assessment retums

~
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Table B-4
(continued)

Department of Other Govemment
Tax Brief Description Taxation's Resoonsibilities Department ofTaxation's Authority Entities Involved

Egg Excise Tax Eggs produced orsold inVirginia Collect tax from handler Issue regulations conceming the Virginia Egg Board
monthly interpretation, administration (provides advice and

and enforcement ofthe tax consent on regulations)
Supply assessment retums

Deposit payments into State
treasury tocredit Virginia
Egg Fund

Peanut Excise Peanuts grown inand sold in Collect tax from processor May inspect processors records None
Tax Virginia semiannually

Assess five percent penalty
if late

Assess interest if overdue
by 30 days

Institute legal action on de-
linquent taxes

Rolling Stock Tax on the assessed value ofrailroad Prescribe form oftax retums Can send for persons and papers Comptroller (pays
Tax on Railroads cars and motor vehicle carriers having information necessary for amount ofrevenue due
and Freight Car assessment toeach locality)
Companies Collect tax annually

Determine type ofequipment
that constitutes' rolling
stock'



, TableB-4 '
(continued)

'"""'t'..:)

.+:..

Tax

Rolling Stock
Tax onRailroads
and Freight Car
Companies
(Continued)

litter Tax

Brief Description

Imposed on £Nery person engaged in
business as amanufacturer, distributer
or retailer ofone of15types ofproducts

Department of
Taxation's Responsibilities

Fumish to locali~es listing of
all real and tangible personal
property of railroad and
freight car companies located
inthe locality

Assess real and tangible
personal property of railroads
on an annual basis

Annually assess rolling stock
of railroads and freight car
companies

Provide copies ofassessments
totaxpayers

Determine percentage of fair
market value, and percentage
ofmiles oftrack inVirginia,
located ineach locality

Process and audit retums

Collect tax

Provide forms

Department ofTaxation'S Authority
Other Government
Entities Involved

Source: JLARC analysis of Sections 58.1-900 et seq. - 58.1-1700 et seq. of the Code ofVirginia.



T bI B 5a e -
Taxes Administered by Other State Agencies

Administering
Tax Agency Role ofTax Department

Public Service Corporation SCC Consult with local taxing districts onascertainment and equafization oftax

Notify clerk ofcourt if commissioner ofrevenue fails tonotify taxpayer of
political boundaries of locality

Prescribe forms for use inlevying taxes

Establish valuation ofreal and personal property of railroad companies

license Tax onTelephone, SCC Collect tax from pipeline companies
Telegraph, Water, Heat, Power
and Pipeline Companies Prescribe and furnish annual report forms to be furnished by taxpayers

Assess property value ofpipeline transmission companies

Rolling Stock Taxon Motor sec None
Vehicle Carriers

Regulatory Revenue Taxes SCC Certify annually toState corporations the amount ofmoney needed to
ofPublic Service Corporation reimburse costs incurred inassessing and collecting taxes onrailroad

companies

Road Taxon Motor Carries SCC Fumish toSCC the amount ofdeduction from income taken byany person
conducting business as a motor carrier, on account ofpurchase ofmotor fuel

Corporation Charter and SCC None
Related Fees

Motor Fuel and Special DMV None
Fuel Tax

OilCompany Excise Tax DMV None

Motor Vehicle Sales and DMV None
Use Tax

License Tax on Insurance SCC None
Companies

A1cohofic Beverage Taxes ABC None
and licenses

Virginia Unemployment Tax VEC None

Workers' Compensation Indust. Camm. None

Source: JLARC analysis ofSection 58.1-2020 etseq. ofthe Code of Virginia.
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Table B~6------------1
Taxes Administered by Local Governments

Tax Administering Agency

Real Property Tax Commissioner ofRevenue

Assessing Officer

Role ofTax Department

Establish real property classification system

Prepare and issue annual assessment/sales ratio study

Prescribe forms forpublishing amount of local tax-exempt
property

Construct and maintain system forcollecting real property tax
facts

Prescribe qualifications forand certify local assessing officers

Provide continuing education forlocal assessing officers and
boards of equalization

Prescribe, prepare and furnish reassessment fonns

Provide advice and assistance tolocalities inmaking
reassessments

Certify real property of public service corporations toeach
county and city

Merchants'
Capital Tax

license Taxes

Commissioner ofRevenue

Commissioner ofRevenue

Prescribe and fumish forms for reporting the different classes
ofpersonal property

Issue gUidelines defining and explaining the categories of
maximum license tax rates

May issue written advisory opinions interpreting the guidelines

Cigarette Tax Commissioner ofRevenue

Tangible Personal Commissioner ofRevenue
Property

May enter into arrangement with localities concerning use of
adual stamp bya tobacco wholesaler forpayment ofstate
and local tax

None specified

Source: JLARC analysis ofSection 58.1-3000 etseq. of the Code of Virginia.

-----._---------------------------------'
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Appendix C

Glossary of Taxation Terms

Abatement The elimination of tax liability that had been assessed by the department
on the general grounds that the assessment was in some way improper or incorrect.
Abatements reduce both the number and dollar amount of accounts receivable.

Accounts Receiyable Inyentory All outstanding tax liabilities that have been assessed
by the department.

Accurate Withholdin2' The process by which an employer withholds 100 percent of the
annual income tax liability from each of the employees (see overwithholding),

Assessment The same as a tax bill.

Compliance Reyenue Collections Enforcement revenue collected by the department
through assessments and tax bills.

Conversion A process by which the department transfers unpaid business tax liability
to individual tax liability of one or more of the business' responsible officers.

CP2000 A department compliance program which uses data from an IRS comparison
of income reported on federal information returns (Forms W-2 and 1099) and income
reported on individual income tax returns.

Dischwe-e The elimination of tax liability that had been assessed by the department on
the general grounds that the liability is uncollectable. A discharge removes the bill from
the accounts receivable inventory and from the refund/match set-offprogram (see write
om.
Federal Compare A department compliance program. which compares the following data
on federal and State individual income tax returns: federal adjusted gross income,
number of exemptions, type and amount of deductions taken, and filing status. If a
discrepancy appears, an audit candidate is created.

Gross Remittance Tax Gau The difference between the amount of tax that is actually
due from taxpayers and the amount voluntarily paid for a specific tax period.

Gross RepQrtin~Tax GaU The difference between the amount of tax that is owed and
the amount that is voluntarily reported for a specific tax period.

Gross Tax Gap T he difference between the amount of tax that is owed and the amount
that is voluntarily reported and paid for a specific tax period.

JeOPardy Assessment An immediate assessment made by the Tax Commissioner when
it is determined that collection of liability will be jeopordized by delay.

127



Leli:al Sector Income Income which is earned from activities which are not prohibited
by statute.

Memorandum of Lien A legal document filed by the department in the appropriate
circuit court which attaches to real property owned by the taxpayer. Ifthe property is sold
prior to a delinquent tax bill being paid, the department will receive an amount from the
sale proceeds sufficient to pay the tax bill.

Net Remittance Tax Gap The gross remittance tax gap minus the amount of
adjustments through collections, abatements, write-offs, and discharges.

Net Reoortioli:Tax Gap The gross reporting tax gap minus the amount ofadjustments
through collections, abatements, write-offs, and discharges.

Net Tax Gap The gross tax gap minus the amount of adjustments through collections,
abatements, write-offs, and discharges.

Offer in Compromise Offer made by a taxpayer to settle a tax bill for less than the full
amount of tax liability. The Tax Commissioner is authorized to accept an offer in
compromise for tax or interes t liabili ty if there is a determination ofdoubtfulliability or
doubtful collectability.

Oyer Withholdine- The process by which an employer withholds more than 100 percent
ofthe annual income tax liability from each of the employees (see accurate withholding).

Refund MatcblSet-OfI Pro~am A process by which the department determines if a
taxpayer has any unpaid tax liability prior to issuing an income tax refund. Ifunpaid tax
liability is identified, the taxpayer's refund is reduced by that amount.

Statutory Assessment An assessment made by the department in the event that a
taxpayer fails to submit a required return. Available information is used to estimate the
tax due which is then usually inflated by approximately 25 percent.

Tax Bill An official notification issued by the Virginia Department of Taxation to a
taxpayer stating that a specific amount of tax liability is due.

Taxpayer Allpeal A taxpayer is allowed to apply to the Tax Commissioner for relieffrom
an assessment within 90 days from the date of the assessment. Once an appeal has been
filed, the department is required to stop collection activity.

TeMP An IRS program conducted every three years, which involves comprehensive
audits of random samples of about 50,000 federal returns.

Write-Off The interuption of efforts to collect individual income tax liability that had
been assessed by the department on the general grounds that the liability is uncollectable.
A write-offbill remains in the accounts receivable inventory and in the refund match/set
off program for possible collection (see discharge),
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AppendixD

Methodology for Estimate of State Reporting Tax Gap

The Virginia DepartmentofTaxation is responsible for the administration of20
taxes. The three largest revenue producers are individual income tax, sales and use tax,
and corporate income tax (Figure D-l). These three taxes accounted for approximately
93 percent of the total tax revenue collected by the department in FY1991.

Virginia's tax system, like the federal system, is basedon voluntarycompliance.
Voluntary compliance is the fraction of taxes owed by individuals and corporations that
are paid without direct enforcement contact. However, the federal government has
estimated that the difference between the amount offederal taxes that were due but not
voluntarily paid was approximately $90 billion in 1989. This difference is commonly
referred to as the gross income tax gap. The major portion of that is represented by the
difference in taxes actually owed and taxes voluntarily reported to IRS - the "reporting
tax gap. 71 IRS estimates that approximately $72 billion was underreported on filed
returns in 1989.

,.------------FigureD-l---------------,

Department of Taxation Revenue Collections
Fiscal Year 1991

Total
$5,221,362,416

7.1%
Other ~

$369,640,496~:u_ _&~
Recordation, Deeds, Willa, etc.
$71,861,487 (1.4%)

InheriWice and Gift
$46,882,818 (0.1%)

Tobacco Product.
$15,a3,513 (0.3%)

Bank Fr.chiN
$5,062,166 (0.1%)

Wa.craft Sa..
$2,293,376 (0.1%)

25.6%
Retail Sale.
and UaeTo

$1,336,475,107 5.3%
Corporate

Income
$279,235,463

Miacellane0u8 Special Fund Revenuea (Aircraft Sal_ and U.., Egg Promotion,
For.t Producm, Peanut Exciae, Soybeana, Tranaportation Sal.. Tax)
$22&.247,136 (4.3%)

Source: JLARC analysis of Department of Taxation Data.
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The methodology discussed in this appendix pertains to the 1989 gross indi
vidual and corporate income tax reporting gap, the 1989 net income tax reporting gap,
and the projected 1992 gross reporting gap, unless otherwise noted. The gross income tax
remittance gap and the gross nonfiler tax gap, which have also been estimated by IRS,
are not addressed. Whenever the terms gross tax gap or net tax gap are used in this paper,
they refer to the gross income tax reporting gap and the net income tax reporting gap,
respectively.

Virginia's tax department relies heavily on data provided by the U.S. Internal
Revenue Service (IRS) and IRS activities for its enforcement and compliance promoting
activities. Further, Virginia is a conformity state. Therefore, the federal adjusted gross
income (FAGI) serves as the starting point for the computation ofVirginia adjusted gross
income (VAGI)and Virginia individual income tax liability. Weaknesses in these federal
data, coupled with Virginia's reliance on these data, may be keeping Virginia's enforce
ment efforts more limited than they could be. Therefore, it appears reasonable to assume
that Virginia also has a tax gap.

At least nine other states have computed estimates of their respective tax gaps.
These estimates have been used to help target enforcement activities. To date, it does not
appear that Virginia's tax department has computed an estimate ofVirginia's tax gap.

An income tax gap can be viewed and defined in several ways. The purpose of
this paper is to outline two different concepts ofVirginia's income tax gap. Each concept
ofthe income tax gap has its own characteristics and usefulness in targetingenforcement
and compliance activities. The two concepts that will be presented are the gross income
tax gap and the net income tax gap.

The two measures presented are extremely conservative measures ofVirginia's
overall tax gap as they measure only the tax gap resulting from two taxes - corporate
income and individual income. Data necessary to estimate the tax gap resulting from
sales and use tax and the other 21 taxes administered by the department are not
available. The gap for these taxes could not be estimated. Thus, while these estimates
will understate the total tax gap for the State, they should provide reasonable initial
estimates of the individual income tax gap and a lower bound for the corporate income
tax gap. Therefore, the term "tax" when used in this paper refers only to corporate and
individual income taxes.

The gross income tax gap, for purposes of this research, is defined as the amount
of income tax that is owed but not voluntarily reported on State returns. The net income
tax gap is defined as the part of the gross income tax gap remaining after the tax
department has completed its compliance-promoting and enforcement activities.

It is important to note that not all of a government's tax gap can be collected.
However, tax gap estimates are useful in providing focus to compliance efforts. In
addition, the difference between the gross and net income tax gaps can help measure the
effectiveness of a government's enforcement and compliance-promoting activities.
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Prior Tax Gap Estimates

The tax gap of any government tax system can be thought of as the difference
between the total amount of tax liability and the amount actually collected. Several
states and the federal government have computed estimates of their tax gaps.

The IRS estimates that the total federal gross income tax gap in tax year 1989
was between $89.3 and $102.8 billion, up more than 200 percent from an estimated range
of$27.9 to $32 billion in tax year 1973. The ms has estimated that the total federal gross
income tax gap will increase to between $110.1 and $127 billion by 1992. The IRS
estimates that the federal net income tax gap in 1987 was between $60.7 and $72.3
billion. That is an increase ofbetween 13and 19 percent from anestimated range of$53.4
to $60.7 billion in 1981. The IRS has not estimated the net income tax gap for years later
than 1987.

Two examples of states which have estimated tax gaps are Oregon and
California. However, the methods used by the two states differed slightly. In 1989,
California estimated its 1985 gross individual income tax gap. The California Franchise
Tax Board received 1985 individual income tax audit data from the IRS. IRS had
collected the data as part of its Taxpayer Compliance Measurement Program (TCMP.)
The data related to federal TCMP-returns with California addresses. The California
address TCMP data was matched, by social security number, to 1985 California state
individual income tax returns. The TCMP-derived federal income tax change was
superimposed on the state return, and used to calculate the California state income tax
change. California then made several adjustments to the state income tax change to
produce an estimate of the state's 1985 gross individual income tax gap.

California estimated its 1985 gross individual income tax gap to be $1.9 billion
or 17.6 percent of the state's 1985 individual income tax collections. This figure
represents on average $160 for each individual income tax return filed for tax year 1985.

In 1987, Oregon estimated its 1985 gross income tax gap. That estimate
included both individual and corporate income tax. The Oregon DepartmentofRevenue
used 1982 TCMP data to estimate the individual component of the tax gap. Oregon's
percentage share of the federal tax gap was estimated by applying the ratio of federal
income tax liability from Oregon sources to the federal tax gap estimate. Oregon's 1982
state tax gap was then estimated by multiplying Oregon's share of the 1982 federal tax
gap by the ratio of Oregon state income tax liability to federal income tax liability. The
personal income growth rate factor from 1982 to 1985 was then applied to the 1982 state
gross income tax gap estimate to produce a 1985 gross income tax gap estimate. In order
to estimate the corporate component of the tax gap, the department applied federal
corporate compliance rates to state corporate income tax data.

Oregon estimated its 1985 income tax gap to be $146 million or nearly ten
percent of the state's total income tax collections in 1985. This figure represents on
average $120 for each individual and corporate income tax return flied for tax year 1985.
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Virginia's Tax Gap

The Virginia Department of Taxation has not estimated the size ofthe State's
tax gap. During a recent interview, the Assistant Tax Commissioner for the OfficeofTax
Operations stated that the department does not have an estimate of the total dollar
amountofnon-compliance for individuals or businesses. He could only report the number
of individuals and corporations who are filing returns.

Virginia's income tax system is in conformity with the federal income tax
system. Specifically, Virginia adjusted gross income is equal to federal adjusted gross
income, with certain additions and subtractions. Noncompliance associated with the
computation of federal adjusted gross income is reflected in the amount of Virginia
adjusted gross income and individual income tax liability. Therefore, as a starting point,
it seems reasonable that Virginia's rate of tax non-compliance is roughly proportional to
that of the estimated federal non-compliance.

Virginia's tax system, like that of the federal government and all of the other
states, relies heavily on voluntary compliance. Virginia's non-compliance results from
the failure ofindividuals and businesses to file required tax returns, underreporting and
non-reporting of taxable income by those individuals and businesses who do file returns,
and the failure by individuals and businesses to voluntarily pay tax liability that they
have reported on their returns. In addition, a portion ofnon-compliance may also result
from unintentional errors by taxpayers in completing their returns.

Virginia currently relies almost exclusively on the results of IRS audit and
information return matching activities in the performance of its own State individual
income tax compliance function. The Virginia Department of Taxation receives data
from the IRS on the results ofits audit activities. Much of the department's individual
income tax compliance efforts are based on these data. It should be noted that the
department's corporate income tax audit activities are not as heavily dependent on
federal data.

The quality of the data that Virginia receives from IRS is a function of the
compliance activities that IRS performs. When IRS audits a taxpayer, the results ofthat
audit are provided to the State.

Studies by GAO, IRS and others have documented certain limitations of the
IRS's individual and corporate income tax compliance promoting and enforcement
activities within the past few years. These four limitations increase the likelihood that
IRS is unable to detect a significant portion of tax noncompliance. If the IRS does not
detect income tax noncompliance, the chance that Virginia will detect noncompliance
appears to be remote.

First, the IRS audit rate has declined to less than one percent of all individual
income tax returns and less than two percentofcorporate income tax returns. As a result,
audit data that the department receives from ms are based on a decreasing percentage
of all retums filed.
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Second, unlike payments to individuals, third-party payments to corporations
are not subject to IRS information reporting requirements. Specifically, while income
earned by individuals is reported to the IRS on Forms W-2 and 1099, income earned by
corporations is not similarly reported. However, some information returns are currently
filed on a voluntary basis. The lack of a mandatory program makes it more difficult for
the IRS to audit this potential source of unreported corporate income. As a result, the
extent of corporate non-compliance documented by the corporate audit data that the
department receives is limited.

Third, a broader problem involvingcorporations is the complexity and size ofthe
audits that IRS must perform. Many such audits involve "gray" areas of tax law, and
frequently result in protracted litigation. Unreported corporate income can result not
only from a deliberate effort to conceal, but also from an interpretation of tax law different
from that made by the IRS.

Fourth, the IRS lacks sufficient resources to perform complete audits of large
corporations. Therefore, agents audit issue areas in descending order ofexpected yield
and conclude audits at the point at which they begin to generate less in revenue per audit
hour then could be assessed at another corporation. This practice may result in the IRS
not detecting additional audit revenue.

GAO has examined IRS tax compliance promoting activities. These studies
document additional weaknesses in IRS compliance activities. For example, until 1991,
IRS did not fully investigate most high-income individual nonfilers. Furthermore, GAO
cited IRS for not having a systematic method of checking for underreported income or
overstated deductions on delinquent returns that high-income nonfilers subsequently
filed.

Given these documented problems with IRS data and given the mandate of the
Virginia Department of Taxation to collect the correct amount of tax liability, it is
important for the State to derive an estimate of its own tax gap. While it is not possible
to collect all ofa government's tax gap, an estimate of the tax gap is helpful in enabling
a state to maximize collections by increasing its knowledge of noncompliance and non
compliers. Such knowledge can enhance development and evaluation ofan effective and
efficient strategy of targeted programs to detect and prevent noncompliance In particu
lar, it can assist the department in detennining whether it has collected the correct
amount of tax liability. In addition, an estimate of the tax gap can help ensure that
voluntary compliance is maximized for all taxpayer groups. An estimate of the
components of the State's tax gap is helpful to set priorities for enforcement and
compliance promoting activities.
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JLARC'S ESTIMATE OF VIRGINIA'S TAX GAP

1989 GrQss Income Tax Gap

The first concept is that of the gross income tax gap. The gross income tax gap
is the amount of individual and corporate income tax that is owed but not voluntarily
reported on returns.

JLARe has developed a methodology to compute an estimate ofthe State's tax
gap based on this concept (Figure D-2). Two ratios are used: the ratio offederal income
tax liability from Virginia returns to total federal income tax liability; and the ratio of
state income tax liability to federal income tax liability from Virginia returns. These are
applied to the estimated federal gross income tax gap to derive the estimated State gross
income tax gap.

Figure D-2

Methodology for Estimating
Gross Income Tax Reporting

Total 1989 Federal
Income Tax Liability

Federal 1989
Income Tax Liability

in Virginia

Total 1989 Virginia
State Income
Tax Liability

1989 Federal
Gross Income Tax

Reporting Gap Estimate

1989 State
Gross Income Tax

Reporting Gap Estimate

Source: JLARC analysis of methodology used in prior tax gap research by
Internal Revenue Service (March 1988, April 1990), Oregon
Department of Revenue (January 1987), and California Franchise
Tax Board (December 1989).
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The basic strength ofthis method is that it is based on a federal estimate which
has been analyzed and revised over many iterations. The federal estimate for the
individual income tax gap was derived from audit data obtained from the Taxpayer
Compliance Measurement Program, Phase III. TCMP is an intensive, line-by-line IRS
audit of a national probability sample of about 55,000 individual income tax returns.
Data are collected from every line of the return. In addition, IRS has conducted TeMP
exams ofcorporate income tax returns ofcorporations with less than $10 million in assets
(small corporations.) The TCMP examined small corporation income tax returns for tax
years 1977 and 1980.

According to the illS, the corporate income tax gap estimates are subject to more
uncertainty than the estimates for individuals. In general, the corporate estimates are
not based on TCMP data. Rather, they are based mainly on the results of special
operational audits. The only exception to this is for those corporations with less than $10
million in assets. Tax gap estimates for those corporations are based on TCMP data.

There are four weaknesses to this method. These weaknesses all relate to
limitations inherent to the underlying estimate of the federal income tax gap. One ofthe
limitations is major while the others are minor by comparison. While these limitations
will not invalidate the use of this method, they do need to be acknowledged.

A major limitation in the federal estimate is that, despite the intensity of the
TCMP exams, some income still goes undetected. A large percentage ofthat unreported
income maybe income received in cash. Duringthe 1982 TCMPexamination, substantial
amounts ofincome went undetected because the Information Returns Program did not
cover all forms of taxable income. The IRS Research Division estimates that $142.5
remained undetected during the 1982 TCMP. Undetected income would tend to result
in a downward bias in the tax gap estimates.

There are two other limitations to the estimate which are relatively minor.
First, it is based on recommended rather than actual assessments after ail taxpayer
appeals were exhausted. Second, the number of federal returns from Virginia included
in the TeMPsample (approximately 1,300 according to IRS) is small. However, these two
limitations introduce relatively little bias into the estimate.

This method utilizes certain assumptions and equations. They are outlined in
Exhibit D·1.

1989 Net Income Tax Gap

The second concept is that of the net income tax gap (Figure D-3). The net
income tax gap is defined as the part of the gross income tax gap remaining after the
department has completed its compliance promoting and enforcement, and abatement
activities. This concept of the tax gap recognizes that the department does collect SODle

portion of the gross income tax gap through its compliance promoting and enforcement
activities. It also recognizes that a portion of the gross tax gap is reduced through the
department's abatement of some tax liability.
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Exhibit D-l

1989 Gross Income Tax Gap

Major Assumptions and Rationale

1. Virginia's State income tax gap is proportional to its share ofthe federal income
tax gap. Virginia's share of the federal income tax gap is a function of the ratio
of federal income tax liability from Virginia returns to total federal income tax
liability. The State's income tax gap is a function of its share of the federal
income tax gap times the ratio of State income tax liability to federal income tax
liability from Virginia returns.

Rationale. Virginia's income tax is based on federal adjusted gross income.
Therefore, Virginia's income tax is in conformity with federal income tax. As a
result, reported federal income tax liability should be reflected in reported Virginia
income tax liability.

2. State income tax compliance patterns are not significantly different from federal
income tax compliance patterns.

Rationale. Virginia's income tax is based on federal adjusted gross income. The
relationship between Virginia federal adjusted gross income and Virginia adjusted
gross income will be assessed in depth. Between 1987 and 1989, the amount of
Virginia federal adjusted gross income and Virginia adjusted gross income differed
by no more than six percent.

3. The Federal Tax Reform Act of 1986 (FTRA86) has impacted taxpayer eompli
.ance. However, the IRS tax gap estimate was adjusted to reflect the impact.

Rationale. According to the IRS, by eliminating certain deductions and exclusions,
FTRA86 eliminated non-compliance associated with those deductions and exclu
sions. In addition, because FTRA86 reduced tax rates, the average tax rate on
misreported amounts tends to be lower. IRS estimated the impact ofFTRA86 on
compliance by reestimating the taxes offilers in the TeMP data under the provisions
ofFTRA86. The tax gap estimate reported by IRS was based on that reestimate.

Since Virginia is a conformity state it seems reasonable that the essential
relationship between federal income tax and State income tax has remained intact.
FTRA86 increased federal adjusted gross income (FAGl) which resulted in Virgin
ians basing their state tax liability on a larger FAGI. Virginia responded to this
larger FAGI by enacting tax policy changes, in 1987 and 1989, which increased
standard deductions and personal exemptions and added a one-time tax credit.
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Exhibit D-l (continued)

Supporting Assumptions and Rationale

1. Some State tax collections (for individual income) have begun to decline, despite
increasing taxable income.

Rationale. This was documented for the period 1985 - 1990 as part of the JLARC
report State Revenue Forecasting in the Executive Branch: Process and Models.
However, the reason for that decline is not fully known.

2. This method will be run three different times, each time using a different value
for the variable "1989 estimated. federal gross income tax reporting gap."

Rationale. The Internal Revenue Service estimate of the 1989 federal gross income
tax gap was a range estimate. The method will be run using the high estimate, the
low estimate, and the average of the two.

3. 1990 U.S. corporate income tax collections in Virginia is a proxy for 1989 U.S.
corporate income tax liability from Virginia returns

Rationale. U.S. corporations file consolidated income tax returns. Their tax liability
is computed based on income earned from operations throughout the country. The
return is filed in the State in which the corporate headquarters is located, regardless
of where the corporate income was actually earned. Therefore, a corporate return
is considered to be from Virginia only ifthe corporate headquarters is located in the
State.

4. U.S. corporate income tax liability increased at the same rate between 1987 and
1989 as did U.S. corporate income tax collections.

Rationale. 1987 is the most recent year for which the IRS has released corporate
income tax liability data. U.8. corporate income tax collections annually increased
by 6.6 percent between 1987 and 1989.

General Eguations to be Used

1. Percentage of 1989 federal gross income tax liability from Virginia sources =
1989 federal gross income tax liability from Virginia returns/1989 total federal
gross income tax liability

2.56% = 14,125,112,000/552,454,185,723

Note: 1989 federal gross income tax liability from Virginia returns = 1989 total U.S. individual income
tax liability from Virginia returns + FY1990 U.S. corporate income tax collections in Virginia.
The team encountered a problem with the properly defining and obtaining data for total U.S.
corporate income tax liability from Virginia returns. FY1990 U.S. corporate income tax
collections in Virginia was used as a proxy. (Collections made during FY1990 represent liability
for tax year 1989.)
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Exhibit D-l (continued)

2. Virginia share of estimated federal 1989 gross income tax reporting gap =
Percentage of1989 federal gross income tax liability from Virginia sources X1989
estimated federal gross income tax reporting gap

Low: 1,828,107,131 = 2.56% * 71,500,000,000

Mid: 2,000,690,671 = 2.56% * 78,250,000,000

High: 2,173,274,212 = 2.56% * 85,000,000,000

Note: This equation is performed three separate times using three different values for the 1989
estimated federal gross income tax reporting gap. The high and low IRS estimates are used.
In addition, a midpoint value of the estimate is used.

3. Estimated Virginia 1989 gross income tax reporting gap = Virginia share of
estimated federal 1989 gross income reporting tax gap X (1989 total Virginia
State gross income tax liability/1989 federal gross income tax liability from
Virginia returns) .

Low: 404,630,172 = 1,828,107,131 * ( 3,126,428,426/14,125,111,000)

Mid: 442,829,524 =2,000,690,671 * ( 3,126,428,426/ 14,125,111,000 )

High: 481,028,876 = 2,173,274,212 * ( 3,126,428,426/14,125,111,000)

Note: This equation is run three times using the low, high, and midpoint estimates for the 1989
estimated federal gross income tax reporting gap.

A methodology has been developed tocompute an estimate ofthe State's tax gap
basedon this concept. This methodology also uses a ratio analysis based on the estimated
federal gross income tax gap. The method relies on the estimated federal gross income
tax gap in order to derive the estimated State gross income tax gap. Adjustments are
made to the estimated State gross income tax gap to derive the estimated State net
income tax gap. Adjustments are made for revenue that is reported and collected because
of State enforcement, and for the effects of tax assessments that are abated by the
department.

There are weaknesses to this method. While the weaknesses do not invalidate
use ofthe method, they do need to be acknowledged. The weaknesses ofthis method are
similar to those ofmethod one: the inherent limitations ofthe underlying estimate ofthe
federal income tax gap.

This method utilizes certain assumptions and equations. They are outlined in
Exhibit D-2.
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Figure D-3

Methodology for Estimating
Net Income Tax Reporting Gap

Total 1989
Federal Gross

Income Tax
Liability

Federal 1989 Gross
Income Tax Liability
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1989 State
Gross Income Tax

Reporting Gap Estimate

1989 Total
Virginia State
Gross Income
Tax Liability

1989
Abatement
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1989
Collectability
Adjustment

1989 State Net
Income Tax

Reporting Gap
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Source: JLARC analysis of methodology used in prior tax gap research by
Internal Revenue Service (March 1988. April 1990), Oregon
Department of Revenue (January 1987). and California Franchise
Tax Board (December 1989).
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Exhibit D·2

1989 Net Income Tax Gap

Major Assumptions and Rationale

1. The computation of Virginia's net income tax gap begins with the gross income
tax gap estimate.

Rationale. The net income tax gap is defined as the part of the gross income tax gap
remaining after the department has completed its compliance promoting and
enforcement activities, and abatement activities.

Supporting Assumptions and Rationale

1. Assessments are correctly abated by the department.

Rationale. JLARC staffhave no alternative figures on correct abatements at this
time.

2. Abated tax assessments reduce the amount of the State's tax gap.

Rationale. Generally abatements nullify assessments on the grounds that the
assessment was incorrect at the time it was made. However, abatements can be
made for other reasons, such as an accepted offer in compromise, a computer
generated abatement on a small balance, and waiver of penalty.

3. A portion of the State's tax gap is collected through the department's compliance
activities.

Rationale. IRS estimate of the 1987 federal net income tax gap adjusts the gross tax
gap estimate downward to account for amounts collected through IRS compliance
activities. The Virginia Department of Taxation also collects a certain amount
through its compliance activities.

4. State tax collections have begun to decline, despite increasing taxable income.

Rationale. This was documented for the period 1985 - 1990 as part of the JLARC
report State Revenue Forecasting in the Executive Branch: Process and Models.
The reason for this decline is not fully known.

5. This method will be run three different times, each time using a different value
for the variable "1989 estimated federal gross income tax gap."
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Exhibit D·2 (continued)

Rationale. The Internal Revenue Service estimate ofthe 1987 federal gross income
tax gap was a range estimate. The method will be run using the high estimate, the
low estimate, and the average of the two.

6. 1990 U.S. corporate income tax collections in Virginia is a proxy for 1989 U.S.
corporate income tax liability from Virginia returns

Rationale. U.S. corporations file consolidated income tax returns. Their taxliability
is computed based on income earned from operations throughout the country. The
return is filed in the State in which the corporate headquarters is located, regardless
of where the corporate income was actually earned. Therefore, a corporate return
is considered to be from Virginia only ifthe corporate headquarters is located in the
State.

7. U.S. corporate income tax liability increased at the same rate between 1987 and
1989 as did U.S. corporate income tax collections.

Rationale. 1987 is the most recent year for which the IRS has released corporate
income tax liability data. U.8. corporate income tax collections increased annually
by 6.6 percent between 1987 and 1989.

Genera) Equations to be Used

1. Percentage of 1989 federal gross income tax liability from Virginia sources =
1989 federal gross income tax liability from Virginia returns/1989 total federal
gross income tax liability

2.56% = 14,125,112,000 / 552,454,185,723

Note: 1989 federal gross income tax liability from Virginia returns = 1989 total U.S. individual
income tax liability from Virginia returns + FYl990 U.S. corporate income tax collections in
Virginia. The team encountered a problem with the properly defining and obtaining data for
total U.S. corporate income tax liability from Virginia returns. FY1990 U.S. corporate income
tax collections in Virginia will be used as a proxy. (Collections made during FY1990 represent
liability for tax year 1989.)

2. Virginia share of estimated federal 1989 gross income tax reporting gap =
Percentage of 1989 federal gross income tax liability from Virginia sources X
1989 estimated federal gross income tax reporting gap

Low: 1,828,107,131 = 2.56% * 71,500,000,000

Mid: 2,000,690,671 =2.56% * 78,250,000,000

High: 2,173,274,212 =2.56% * 85,000,000,000
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Exhibit D·2 (continued)

Note: This equation is perfonned three separate times using three different values for the 1989
estimated federal gross income tax:reporting gap. The high and low IRS estimates are used.
In addition, a midpoint value of the estimate is used.

3. Estimated Virginia 1989 gross income tax reporting gap = Virginia share of
estimated federal 1989 gross income reporting tax gap X (1989 total Virginia
State gross income tax liability/1989 federal gross income tax liability from
Virginia returns)

Low: 404,630,172 = 1,828,107,131 * (3,126,428,426/14,125,111,000 )

Mid: 442,829,524 = 2,000,690,671 * ( 3,126,428,426/ 14,125,111,000 )

High: 481,028,876 = 2,173,274,212 * ( 3,126,428,426/14,125,111,000 )

Note: This equation is run thre-e times using the low, high, and midpoint estimates for the 1989
federal gross income tax reporting gap.

4. Estimated 1989 abatement adjusted Virginia net income tax reporting gap =
1989 estimated Virginia gross income tax reporting gap - (1989 income tax
abatements)

Low: 357,983,765 = 404,630,172 - 46,646,407

Mid: 396,183,117 = 442,829,524 - 46,646,407

High: 434,382,469 = 481,028,876 - 46,646,407

5. Estimated 1989 collectability adjusted Virginia net income tax reporting gap =
Estimated 1989 appeal adjusted estimated Virginia net income tax gap - 1989
.income tax compliance revenue payments

Low: 325,038,729 =357,983,765 - 32,945,036

Mid: 363,238,081 = 396,183,117 - 32,945,036

High: 401,437,433 = 434,382,469 - 32,945,036

Note: The above compliance revenue payment data aggregates individual and corporate bill payments
and compliance deposits for tax year 1989.

1992 Projected Gross Income Tax Gap

JLARC has projected the State's 1992 gross income tax gap by extrapolating the
State's 1989 gross income tax:reporting gap based on the relationship between the 1989
federal gross income tax reporting gap and the 1992 projected federal gross income tax
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reporting gap. The projection assumes that the State reporting gap will increase at the
same rate as the federal income tax reporting gap increases. The extrapolation was
performed as follows:

1989 federal gross income tax gap/1992 federal projected gross income
tax gap = 1989 Virginia gross income tax gap/1992 Virginia projected
gross income tax gap

$71,500,000,000/$90,400,000,000 = $404,630,17211992
Virginia projected gross income tax gap

1992 Virginia projected gross income tax gap =
($404,630,172 X $90,400,000,000)/$71,500,000,000

1992 Virginia projected gross income tax gap = $511,588,357

This projection was computed using the low estimates for the 1989 federal gross
income tax gap, the 1989 Virginia gross income tax gap, and the 1992 projected federal
gross income tax gap. The assumptions associated with the projections follow in Exhibit
D-3.

Exhibit D·3

1992 Projected Gross Tax Gap

Major Assumptions and Rationale

1. The growth rate in Virginia's gross taxgap between 1989 and 1992 is comparable
to growth in the federal gross tax gap for the same period and reflects nationwide
trends.

Rationale. Virginia's income tax is based on federal adjusted gross income.
Therefore, Virginia's income tax is in conformity with federal income tax. As a
result, reported federal income tax liability should be reflected in reported Virginia
income tax liability. In addition, for Virginian's who file both federal and State
individual income tax: returns, the accuracy or inaccuracy of the information
reported on the returns should be similar.

2. The 1992 federal projections made in 1990 remain accurate despite deviations
from economic projections and revisions in economic forecasts.

Rationale. The IRS has not produced alternative projections for 1992.
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AppendixE

JLARCNCU Survey Methodology

Atelephone survey designed to reveal aspects oftaxpayer behavior and indicate
the level of satisfaction with Department of Taxation services was completed as part of
the July Commonwealth Poll. The Survey Research Lab at Virginia Commonwealth
University called a randomly-selected sample of 1,218 households during the period of
July 16 to August 1, 1991. The sample was designed so that all residential telephones,
including new and unlisted numbers, had a known chance of inclusion. Interviews were
completed with 804 respondents or 66 percent of all households contacted. Weights were
assigned to the results based on sex, race, and education to reflect the demographic
composition of the Virginia adult population.

Thirteen tax-related questions were asked of the respondents (Table E-1).
Because some questions precluded a respondent from answering a subsequent question,
response rates varied for each question.

JLARC staff used the sample data to make inferences for the total number of
Virginia households (Table E-2). To accomplish this, JLARC staff multiplied the
proportions for each question by the U.S. Bureau of the Census 1990 total number of
Virginia households. The process of deriving each question's proportion and subsequent
estimate followed five steps.

• First, the respondent weights were summed for all the respondents who
answered the question with the same response.

• Second, the respondent weights were summed for all respondents.

• Third, a net weight sum of all respondents was derived by subtracting the
weights of all respondents who refused to answer that specific question from
the total sum of all respondent weights.

• Fourth, a proportion was calculated by dividing the total sum of respondent
weights who answered with the same response by the net weight sum of all
respondents.

• Fifth, an estimate was made by multiplying all proportions by the number of
households in Virginia, 2,291,830.

When making inferences about a population from a sample, some random error
due to sample selection can be expected. Sampling error was derived for each response
using the 95 percent level ofconfidence. Therefore, a 95 percent confidence interval can
be obtained by multiplying the sampling error by the total number of households in
Virginia and adding and subtracting that number from the estimate.
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r-------------ExhibitE·l------------.,

Number of Respondents Providing
Each Answer to Questions

Number of
Respondents Answer Category

Myfirst questions have to do with
your experience as a taxpayer in
Virginia.

1. Did you orsomeone in your household file
aVirginia State income tax return for this
past year?

2. Why did you not file aVirginia State income
tax return?

3. Wno filled out your State income tax forms
this year?

4. Did you receive a refund on your State taxes?

681
117

4
2

29
36
2
o
2

46
2
o

241
83
70

265

10
1
3
6
4

435
219
25
4

Yes
No
Don't know
No answer

Was not a resident last year
Had no income
Someone else did it for me
Never got around to it
Didn't want to
Other
Don't know
No answer

Self
Spouse
Friend orRelative
AccountantITax AttomeylTax

Prep Firm
State tax assistance office
Commissioner of Revenue
Other
Don't know
No answer

Yes
No
Don1 know
No answer

- .•. -----""---- ..1.- _
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Exhibit E·l (continued)

Number of
Respondents Answer Category

5. Was your State tax refund mailed to you in 405 Yes
atimely manner? 24 No

4 Don't know
2 No answer

6. Have you ever been notified by the State tax 177 Yes
department that you made a mistake on your 485 No
return? 16 Don't know

5 No answer

7. Have you ever used any services provided by 87 Yes
the State tax department, for example, advice 582 No
in filling out the forms? 11 Don't know

3 No answer

8. How satisfied were you wnh those 31 Very satisfied
services... were you very satisfied, satisfied, 43 Satisfied
unsatisfied, orvery unsatisfied? 6 Unsatisfied

3 Very unsatisfied
2 Don't know
2 No answer

9. Please take a minute and think about the State 59 Very difficult
tax forms and the instructions and directions 222 Moderately difficult
that come wnh them. How difficutt would you 229 Easy
say the State tax forms are tocomplete? 40 Very easy
Would you say very difficu~, moderately 25 Never used them
difficuft, easy, or very easy? 98 Don't know

10 No answer
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Exhibit E·l (continued)

Number of
Respondents Answer Category

Now I have a few questions about
decisions you may have made in filling
out tax returns in the past. Remember
that this survey is totally confidential
and your name will never appear in
connection with it.

10. First, have you ever decided NOT totake an 89 Yes
ITEMIZED deduction you thought you might 459 No
be entnled to on an income tax return? 2 Never Remized deductions

78 Don't know
15 No answer

11. By the same token, within the past five years 18 DefinRely have
or so, do you think you may have overstated 25 Probably have
any deductions orexpenses - even by just a 164 Probably have not
small amount? Would you say you definitely 394 Definitely have not
have, probably have, probably have not, or 67 Don't know
definitely have not overstated any? 15 No answer

12. WRhin the past five years orso, do you 31 Oefinnely have
think you may have left some reportable 54 Probably have
income off your tax returns - even just a 118 Probably have not
minor amount? Would you say you 402 Definitely have not
definitely have, probably have, probably 64 Don't know
have not, ordefinnely have not overstated 14 No answer
any?

13. About how many of the people that you 293 None
know personally do you think do some 36 One or two
petty manipulating of their taxes by failing 61 Afew (three tofive)
toreport income oroverstating deductions 23 Quite afew (six toten)
in small amounts? 37 Alot (more than ten)

218 Don't know
15 No answer

Source: JLARCNCU poll, July - August, 1991
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T bi E2a e .

Sampling Error and Population Estimates
for Each Usable Answer, by Question

Sample Sampling Population
Answer Category Percent Error Estimate

Did you orsomeone inyour household file a Yes 83.5% +/- 2.6% 1,913,678
Virginia State income tax retum forthis past No 16.1 +/-2.5 368,985
year? Don't Know 0.4 +/- 0.4 9,167

Why did you notfile a Virginia State income Not a resident 3.2% +/-1.2% 73,339
tax return? Had noincome 5.6 +/-1.6 128,342

Someone else did it forme 0.5 +/- 0.5 11,459
Other 6.6 +/-1.7 151,261
Don't Know 0.2 +/- 0.3 4,584

Ofthose who filed a State retum this past Self 32.3% +/- 3.2% 620,553
year. Who filled out your State income tax Spouse, Relative orFriend 23.6 +/- 2.9 453,407
forms this year?· CPA orfinn 40.3 +/- 3.4 774,250

State Tax Assistance 1.7 +/- 0.9 32,661
Corrmissioner ofRevenue 0.1 +/- 0.2 1,921
Other 0.5 +/- 0.5 9,606
Don't Know 1.4 +/-0.8 26,897

Ofthose who filed a State return last year: Yes 64.0% +/-3.3% 1,229,300
Didyou receive a refund onyour State No 32.1 +/- 3.2 616,571
taxes?'· Don't Know 3.8 +/-1.3 72,990

Ofthose who filed a State return last year Yes 94.2% +/-1.6% 1,148,474
and received a refund: Was your State tax No 5.0 +/-1.5 60,959
refund mailed toyou ina timely manner?· Don't Know 0.7 +/- 0.6 8,534

Have you ever been notifiedbythe State tax Yes 21.7% +/- 2.8% 497,327
department that you made a mistake on your No 59.7 +/- 3.4 1,368,223
retum? Don't Know 2.4 +/-1.1 55,004

Have you ever usedanyselVices provided by Yes 11.5% +/- 2.2% 263,560
the State tax department, for example, advice No 70.8 +/- 3.1 1,622,616
in filling outthe fonns? Don't Know 1.5 +/- 0.8 34,377
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Table E·2 (continued)

Sample Sampling Population
Answer Category Percent Error Estimate

Ofthose who used services provided bythe Satisfied orVery Satisfied 86.1% +/- 2.4% 222.517
State tax department: How satisfied were you Unsatisfied orVery Unsatisfied 11.5 +/-2.2 29,721
with those services?" Don't Know 2.38 +/- 1.1 6.203

Ofthose who filed a State return last year: Very Difficult 10.3% +/- 2.1% 197,620
How difficult would you saythe State Moderately Difficult 32.4 +/·3.2 621,640
tax forms are tocomplete?" Easy 32.1 +/- 3.2 615.884

Very Easy 5.4 +/-1.6 103,607
Never Used ThemIDon't Know 19.9 +/- 2.8 381,810

Have you ever decided notto take an Yes 10.7% +/- 2.1% 245,226
itemized deduction you thought y:ou might No 57.5 +/-3.4 1,317,802
be en6t1ed toon anincome tax return? Never Itemized Deductions 5.3 +/-1.5 121,467

Don't Know 10.0 +/-2.1 . 229,183

Ofthose who iled a State return last year: Yes 12.8% +/- 2.3% 245,243
Have you ever decided not totake anitemized No 68.8 +/- 3.2 1,318,179
deduction you thought you might beentitled Never Itemized Deductions 6.4 +/-1.7 122,621
toonanincome tax return?" Don't Know 12.0 +/-2.2 229,915

Within the past five years orso, do you think Definitely orProbably Have 5.4% +/-1.6% 123,759
you mayhave overstated any deductions or Definitely orProbably Have Not 69.4 +/-3.2 1,590,530
expenses - even byjusta small amount? Don't Know 8.8 +/- 2.0 201,681

Ofthose who filed a State return lastyear: Definitely or Probably Have 6.4% +/-1.7% 122,631
Within thepast five years orso, do you think Definitely orProbably Have Not 83.0 +/- 2.6 1,590,372
you may have overstated any deductions or Don't Know 10.6 +/- 2.1 203,108
expenses - even byjust a small amount?·

Within the past five years orso, do you think Definitely orProba~y Have 11.7% +/- 2.2% 268,144
you mayhave leftsome reportable income Definitely orProbabfy Have Not 63.5 +/- 3.3 1,455,312
offyour tax returns - even byjusta minor Don't Know 8.4 +/-1.9 192,514
amount?

Ofthose who filed aState return last year: Definitely orProbably Have 14.0% +/- 2.4% 268,380
Within the past five years orso, do you think Definitely orProbably Have Not 75.9 +/- 3.0 1,455,001
you may have left some reportable income Don't Know 10.1 +/- 2.1 193,617
offyour tax returns - even byjusta minor
amount?..
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Table E-2 (continued)

Sample Sampling Population
Answer Cateoorv Percent Error Estimate

About how many of the people that you know None 37.3% +1- 3.3% 854,853
personally do you think dosome petty One to Rve 10.9 +1- 2.2 249,809
manipula6ng of their taxes byfailing to report Sxor more 7.3 +/- 1.8 167,304
income oroverstating deductions insmall Don't Know 28.1 +1- 3.1 644,004
amounts?

Ofthose who filed a State return last year: None 44.6% +1- 3.4% 854,920
About how many of the people that you know One or Two 4.7 +/- 1.5 90,092
personally do you think dosome petty Three toTen 11.5 +/-2.2 220,439
manipulating of their taxes byfailing to More than Ten 5.6 +/-1.6 107,344
report income oroverstating deductions in Don't Know 33.6 +/-3.3 644,065
small amounts? t

Note: sample percents may not always add to 100 due to varying respondent rates.

*Question used in "Tax Reporting Behavior in Virginia."

Source: JLARC analysis of JLARCNCU poll, July - August, 1991.
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AppendixF

Agency Response

As part of an extensive data validation process, each State agency involved in
a JLARC assessment effort is given the opportunity to comment on an exposure draft of
the report. This appendix contains the response by the Department of Taxation.

Appropriate technical corrections resulting from the written comments have
been made in this version of the report. Page references in the agency response relate
to an earlier exposure draft and may not correspond to page numbers in this version of
the report. Included within the Department of Taxation's response (boxed type) are
JLARC staffnotes for some ofthe recommendations. Since the release of the report, the
Department has begun to implement some of the recommendations it noted in its
response as invalid.
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COMMONWE'ALT~l of V1RGINIA
Department of Taxation

Richmond. Virginia 23282

December 12, 1991

Philip A. Leone, Director
Joint Legislative Audit

and Review Commission
Suite 1100
General Assembly Building
Richmond, VA 23219

Dear Mr. Leone:

As we agreed in our meeting on December 9, 1991, I am
forwarding this agency's final responses to your study team's
recommendations. We found 34 of JLARC's 48 recommendations to
be invalid for the reasons stated in the enclosed responses.
I do not believe the report provides an accurate picture of
the complex issues involved with administering our tax system.
Many of your recommendations outline concerns that are
addressed by our management on a daily basis and that are
continually addressed by the national associations of state
revenue departments. Additionally, those recommendations that
have merit fail to identify the resource needs that would be
required for implementation.

However, the most evident concern that surfaced at our meeting
was a lack of appreciation for the budgetary constraints this
agency has experienced over the last three administrations.
We simply cannot compete with human services, education, and
other programmatic agencies for staff resources needed to
perform the additional work studies and research that you
believe are needed. And although we often speak to budgetary
issues and staff resources in terms of compliance and
noncompliance, we know that few functions we perform do nut
directly or indirectly s ,~)port our enforcement programs.

Our noncompliance staff has remained flat over the last ten
years. Our ability to maintain adequate compliance support
has become critical due to budget cuts. The technologies and
systems available to allow for new alternatives cannot be
funded within our current budget and requests for additional
funding for these projects have been denied.



Mr. Philip A. Leone
December 12, 1991
Page 2

Finally, I was pleased with the results of the surveys that
were conducted. With 87 percent of the public being satisfied
with our services and 78 percent of our employees being
satisfied with their jobs, I believe this indicates that while
we will continue to strive for 100 percent satisfaction, we
are doing our job and doing it well.

w. H. Forst
Tax Commissioner

cc: Secretary Paul W. Timmreck



VIRGINIA DEPARTMENT OF TAXATION
RESPONSE TO JLARC RECOMMENDATIONS

December 6, 1991

I. Recommendation 1: The Department ofTaxation should refine the JLARC reporting tax gap estimates. The
department should estimate total gross and net tax gaps for the state every two years as part of its bienniaJ
planning activities. The department should develop methodologies to include sales and use taxes and the larger
miscellaneous taxes in its calculations oftax gap estimates. The department estimated tax gaps should beused
in departmental goal setting for aud~, assessment, and collections activ~ies each year. The department should
report the resutts of its tax gap research as well as its plan for, and progress toward, closing the state's tax gap
each year to the House Appropriations, House Finance, and Senate Finance Committees. This information
should be provided as part ofthe department's annual budget request.

II. Response: Invalid Recommendation. Not the best use of available resources.

Justification of Response: While the idea ofestimating the state tax gap has academic appeal, the application of
considerable resources to estimating the gap would not be very productive.

There is nodisagreement among both federal and state tax administrators that the gap exists and that it is
substantial.

The IRS study of the federal tax gap has identified the types of income and deductions where compliance is
lowest for individual and corporate taxpayers. These areas should not be different for Virginia. However, ~ has
been Virginia tax policy since federal conformity legislation was enacted that the IRS conduct these income and
expense audits and not Virginia Department ofTaxation personnel. Virginia aud~ personnel are concentrated on
sales tax compliance issues to avoid the duplicate cost associated wnh both the state and IRS conducting such
income and expense audits.

Virginia may wish to estimate the tax gap for the sales tax. However, efforts may better be spent in targeting
known areas ofnoncompliance. The department has, for instance, spent considerable energy developing
programs to target taxpayers who fail to report consumer use taxes. These programs have been very successful
to date, but require substantial resources to expand significantly.

JLARCNote°

lLARC staffagree with the department thatefforts shouldbe"spent in targeting knownareasof noncompliance." However,
JLARC staffcould find littleevidencethalthedepartment knows thelargeand small componentsof noncompliance nor tbe
likelyyieldsandcosts associatedwiththese components. For example,duringthe exposureperiodthedepartmentidentified
a CollectionsTaskForce. A recentreport submittedby the taskforcestatesthat collections in the departmentare $8.3million
below the agency establishedobjectivefor FY 1992. However, the task force statesthat this shortfall is due to a "decrease
in voluntarypaymentsby taxpayers"andthereforeis "out of our control." Collections effortsshouldnot beso dependenton
voluntarycompliance.

According to IRS statistics, 88 percent of the gross individual income tax gap is attributable to taxpayers who file
returns but incorrectly report income ordeduaions. This type of noncompliance is exceedingly difficun to detect,
as ~ involves proprietors who operate on a cash basis and may not keep accurate accounting records, and skilled
orprofessional people who moonlight on a cash basis. It is difficun to see how motor vehicle registrations and
business and professional license records could help detect this type ofnoncompliance, as Jl.ARC suggests.
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It is clear that pursu~ of this type of noncompliance can only be done on a case-by-case basis.

As the IRS suggests. a good deal of taxpayer compliance can be improved through enhanced customer servi'
activities, in addition to enforcement efforts. In add~ion, simplified tax laws which do not change from year to
year can reduce taxpayer confusion and increase compliance.

An accurate estimate of the state tax gap is not necessary to set departmental collection and audit goals, nor to
assess the effectiveness ofenforcement activities. Incremental goals each year would work equally well at a
lower cost. It must be remembered that as the tax gap is closed, more and more resources will be required to
collect fewer and fewer dollars.

III. Impad of Implementation: The IRS estimate of the tax gap is based on assessments of 1982 returns.
Compliance rates for each. item of income and each deduction were produced after audits were completed.
Duplication of this method at the state level would require substantial compliance, audit and systems resources.
The minimum fundjng required for a pilot program is estimated at $184.817.

IV. Legislation Required: No.

nARC staff reject the notion that the tax gap is an "academic" exercise. It is much needed both for goal setting and
accountability. To verifytheimportance of the tax gap for achieving thesepurposes, JLARC staff had drafts of its tax gap
estimatereviewedby Paul Posner,AssociateDirectorof theTax PolicyDivisionof theGeneral AccountingOffice andDr.
JeffreyA. Roth,Directorof the D.C.Officeof AbtAssociates andformerStaffDirectorof the NationalAcademyofSciences
Study on TaxpayerCompliance. These advisers reviewed the methods; felt the estimates were appropriate; and strongly
supportedthe development of a tax gap estimate for Virginia.

JLARC staffalso questionthe credibility of the department's costestimateof $184,817. Thisestimateappearsunreasonably
high. AJLARCassociate analystwasable to produce a reportingtaxgapestimatefor Virginiaby workingpart-timeon the
effort for fourmonths. Other than thiscost, other costs incurred by JLARC in doing the estimates were severalcalls to the
IRSResearchOffice inD.C.and theotberstate taxdepartmentswhichbadcomputedestimates. Thetax departmentestimates
thatfor themto dothiscalculation theywould need threeadditionalstaff (grade 12)each of whom would need 13weeksof
ttainingon-siteat IRS in Phi1adelpbia. This appears unwarranted andexcessive.

It appears tba1 the department may beestimating thecost of its ownTaxpayerComplianceMeasurementProgram(fCMP).
nARC was notadvocating thisand does not believe thatthis levelof effortisnecessaryto produce usabletax gapestimates.
However,ifthedepartmentconductssuchaprogram, itsbouldresultinrevenueincreases. JLARCstaffnote thattheoffsetting
increased revenuesproducedby this effort bas not been acknowledged or estimatedby the department

I. Recommendation 2: The Department of Taxation should review the tax gap methodologies used by other states
and the IRS in developing its own tax gap estimates. Further, the department should review the strategies used
by other states and the IRS for improving its compliance colledians efforts.

II. Response: Invalid Recommendation. Standard practice.

Justification of Response: The Department of Taxation currently keeps abreast of collection strategies used in
other states and by the IRS through conferences and professional organizations, and through its work with the
Southeastern Associatjon of Tax Administrators.

The department disagrees that resources should be devoted to developing a state tax gap estimate. Howevei
one were to develop such an estimate, a review of methods used by other states would be a natural undertaking.
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III. Impad ofImplementation: None.

IV. Legislation Required: No.

I. Recommendation 3: The Department ofTaxation should begin to analyze ~s abatement data to better
determine the reasons for abatements. This analysis should be used to improve colledions cIassessments and
to reduce the percentages of abatements.

II. Response: Invalid Recommendation. Analysis already in progress (see response to Recommendation 44).

Justification ofResponse: A permanent Abatement Quality Control Committee was established at the department
inthe spring of 1991. The committee conducts samples of abatements to ensure consistency wnh established
internal procedures. In addnion, the department's internal audnor conducted an abatement study in 1989.

The ongoing analysis conducted by the Abatement Quality Control Committee will be furthered by the recent
(August 1991) creation of the Accounts Receivable Task Force (see response to Recommendation 4). A key
element of the task force's mission isto identify areas where further attention can be devoted to eliminate
erroneous assessments before they are issued. Examples of avoidable department or taxpayer errors
contributing both to accounts receivable and abatements are data entry errors and improperly cred~ed payments.

There are numerous other factors. not isolated only to Virginia, which contribute to the large volume of
abatements by the department and tax agencies in general. One such factor is the level of aggressiveness ofa
tax agency's compliance efforts. An aggressive program such as Virginia's will make use oftools such as the
·statutory· assessment (an assessment issued when a taxpayer fails to provide necessary tax information).
These assessments, which are issued only after repeated attempts at taxpayer contacts, are an essential
enforcement tool in that they encourage recalctrant taxpayers to furnish sufficient information to allow
determination ofthe exad amount of tax due.

Ill. Impact of Implementation: None as two-pronged analysis of issue is currently underway.

IV. Legislation Required: No.

Basedon docmnentation submittedby the tax department, H..ARC staffcannotdetermineif the Abatement Quality Control
Committeehas examinedwhetherrequired supportingdocumentation is being included in the abatementme. Sucha review
on the part of the committee is not specified in committee memoranda provided to ILARC. The lack of necessary
documentation to supportabatements was the focusof this sectionof our report.

TheCollections TaskForcehas made severalrecommendations for short term strategies to improvecollections. The status
of implementation of the recommendations is unknown. The taskforcedid not make any recommendations for long term
collections strategies. The taskforcedidreportsome"thoughts" to enbance future collections. One of thosewasthecreation
of a "mastercollectionplan," which the department apparently lacks at the present time.

I. Recommendation 4: The Department of Taxation should begin to better analyze ~s accounts receivable
inventory. This analysis should include a decomposition of the accounts receivable inventory using components
which can affect collectibility. At a minimum, this decornposnon should include an analysis of length of time that
the tax has not been paid by type of tax and by financial status of the taxpayer. Further, the accounts receivable
inventory should be maintained in such a manner that the data on each individual receivable can be determined
without having to perform analysis of individual tax screens.
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Once this analysis has been completed, it should be used in three ways. First, the department should develop a
collectibility assessment of the inventory. Second, the collectibility assessment should be used to develop
guidelines and prior~jes for collecting the tax. Third, the department should begin to experiment with. and track
the re~ufts of, ra~domized experiments to test methods of collections such as mail, telephone, and in-person
collections techniques. The results of these experiments should then be used to develop a standard set of
guidelines for collections of the accounts receivable. The department should establish an annual accounts
receivable collections goal and monitor progress toward that goar.

II. Response: Invalid Recommendation. Analyses already in progress.

Justification of Response: Growing accounts receivable inventories are a problem not only for Virginia, but also
for the Internal Revenue Service and tax agencies in other states. The federal government's accounts receivable
backlog has been well documented; however, GAO and IRS both recognize that the backlog will be hard to
address without a modern information system. Virginia currently possesses such a system, which will give the
department the ability to more efficiently deal w~h the backlog in the future.

The department's success at collecting accounts receivable when compared to the IRS is also documented. The
most recent Finance Receivables Report prepared by the Department ofAccounts noted that the department's
average time to collect delinquent accounts is only 38 percent of IRS's average collection time and concluded that
·[g]iven the nature of their accounts, the Virginia Department of Taxation is doing an excellent jobof managing
their receivables.·

JLARC acknowledges that the department's tracking of accounts receivable have improved. Faced with
increasing backlogs, the department initiated efforts to capture addnional information on the nature of its accounts
receivable inJanuary, 1991, through development of the Accounts Receivable Aging report (TXPARB4). As
add~ional information became available, the department created an Accounts Receivable Task Force in August.
1991, to provide a monthly analysis on accounts receivable components and trends.

The Accounts Receivable Task Force will hasten further improvement by identifying areas where further attention
can be devoted to eliminate erroneous assessments before they are issued. Examples ofavoidable department
or taxpayer errors contributing both to accounts receivable and abatements are data entry errors and improperly
credited payments.

The department already prepares or is analyzing the feasibility of preparing many of the analyses recommended
by JLARC:

Decompos~ion of the accounts receivable inventory: The existing Payment Activity (TXPAR98 and
TXPIR98) and Accounts Receivable Aging reports provide such an analysis.

Aging of accounts receivable by type of tax: The Accounts Receivabfe Aging report is currently being
evaluated for expansion purposes by the accounts receivable task force.

Determination of collectibility: By defin~ion, the Accounts Receivable Aging report provides such an
assessment. W~hout added cost constraints, historical collection percentages provide ample information
to assesses the collectibility of the department's accounts receivable inventory.

The department already employs guidelines and priorities for collecting the tax. The department's 5TARS
collection tracking module is based on assessments over time. In addition, collections efforts are based on a
descending dollar amount. Given the department's current budgetary constraints I the collection efforts are tuned
to the collectibility of assessments.
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Further I the department already experiments orhas experimented w~h, and tracks or tracked the resuts of
randomized experiments to test methods ofcollections such as mail, telephone, and in-person collections
techniques. The department already developed a standard set ofguidelines for collections of the accounts
receivable based on the resuhs of such experiments.

The department has alreadY established an annual accounts receivable collections goal and monitors progress
toward that goal. The department's Productivity Inventory Reporting Tracking System (PIRTS) report provides a
monthly and year-to-date goal.

JLARC correctly noted that the department does not maintain the accounts receivable inventory in such a manner
that data on each individual receivable can be determined w~hout having to perform an analysis of different tax
screens. Such a capability was planned in the original STARS implementation effort. However, due to differing
taxpayer identification numbers used for the major business taxes, this would have required significant manual
effort which would have detracted from more cr~ical agency operations.

The department also does not incorporate information on the financial status of taxpayers in determining the
collectibility of assessments. This is due to the prohib~ive cost of credit checks for all past due accounts, based
upon the standard $15 cred~ bureau charge for a credit check. Further, these checks may be of limited value as
they only indicate whether the individual or business is credit worthy_ Due to the costs involved, an initial
feasibility study on the usefulness of cred~ information would appear more appropriate.

III. Impact of Implementation: The department currently generates or is evaluating the feasibility of generating most
of the analyses recommended by JLARC. HoweverI the integration of taxpayer receivables and the use of credit
information would require significant additional funding and are ofuncertain value in improving the collections
process.

IV. Legislation Required: Appropriation required.

JLARCNQte-

The department acknowledges tbeproblem of tracking accounts receivables.but not itsmagnitude - over $404 million as
of June 30. 1991. Effortsto date. while improving, have not beensufficient

JLARCstaffacknowledge thatthe department's tracking of itsaccounts receivables inventory bas improved. Someof this
improvement may havebeendue to theinfluence of the taskforce. However, nodocumentationsubmitted by the department
indicates that this task force or any group or individual has conducted systematicexperiments to test methods of collection
to detennine effectiveness.

As detailed in OOA's Critical Agency Performance Standards (Q]artedY Secretarial Reyiew of the Secretary of Euance
December 4 1991), theDepartment of Taxation is cited as being"not in compliance" in all eight of the standards used to

evaluate the collections anddocumentation of accounts receivable in this report.

I. Recommendation 5: The Department ofTaxation should fully analyze the resuts of tax amnesty to determine
what information can be used to better focus collections of the remittance tax gap. AJ a minimum the department
should determine the number of taxpayers who filed during tax amnesty but did not file the following tax year.
Using this information, the department should assess taxes for these taxpayers and then instnute collections
activities to obtain the revenue.
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II. Response: Invalid Recommendation. Post-amnesty compliance efforts already underway.

Justification of Response: The department's ability to readily capture and utilize tax amnesty data was
compromised by the limited up-front funding the agency received to carry out the program. Nonetheless, the
department has utilized business tax amnesty data in its compliance programs and is taking steps to capture
information on individual amnesty filers.

Businesses requesting amnesty were added to the tax rolls. At that time determination was made on future filing
requirements. Currently STARS controls the compliance of!!! active business accounts by placing the account in
the colledion process ~ the business fails to file and/or pay as required.

During amnesty, 1,231 new individual taxpayers were added to the tax roll, resutting in collections totaling
$31035,230.74. If these taxpayers do not file returns for 1990 or subsequent taxable years, Va. Code § 58.1-312
grants the department an unlimited period for assessment of the proper taxdue.

Programming required to determine those amnesty filers who did not file 1990 ora subsequent year's returns is
planned but has not yet been completed due to a lack of programming resources. This is not yet a critical project
as 1990 returns were not due until May 1, 1991! and there is nostatute of Iimttation on nonfilers.

III. Impact of Implementation: None as post-amnesty compliance efforts are already underway.

IV. Legislation Required: No.

lLARCNQle'

Final analysis of thedepartment"s response will requirefurtberreview by JLARC. However, thedepartment'sresponse does
not indicate how manynewbusiness taxpayers wereadded to the taxrollsas a resultof taxamnesty. In fact, thedepartment
did not code businessesadded to the taxrollduring taxamnesty. Consequently, recordsof thosebusinessescannotberetrieved
by the department This appears to pose a serious obstacle to the department'sability to follow-up withbusinesses added
during amnesty.

I. Recommendation 6: The General Assembly may wish to consider amending Section 58.1·462 ofthe Code of
Virginia to delay the implementation of accurate wtthholding.

II. Response: Valid Recommendation. However, the recommendation is based upon an incorrect interpretation d
the law.

Justification of Response: JLARC's recommendation is based upon an incorrect interpretation of the law, but may
be advisable for other reasons. JLARC makes the erroneous assumption that the law change totake effect on
January 1, 1993, will eliminate all over w~hholding with a potential impact of up to $220 million. First, the $220
million reported in the draft should be $140 million as the original estimate did not account for returns on error.
Second, the JLARC interpretation will lead to a considerable amount of under withholding from many taxpayers.

The law change was not intended to eliminate all over w~hhotding; rather, it was intended to allow ~emizers a
voluntary election to claim add~ional w~hholding exemptions (see Department of Taxation legislative impad
statement on 1989 HB 1950). Furthermore, despite the existence of similar provisions at the federal level, over
70 percent of federal returns continue to reflect over withholding.
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Based upon the voluntary nature of the election and federal experience, the department estimates revenue losses
ofonly $15 million in FY 93 and $5.2 million in FY 94.

III. Impact of Implementation: Further deferral of the law change would increase General Fund revenues by $15
million in FY 93 and $5.2 million in FY 94.

IV. Legislation Required: Yes.

D.ARCNore·

Docwnentation submittedby the departmentdoes not indicatehow the numbers submitted in thelegislative impactstatements
werederived. Therefore, thedepartment's estimates of approximately $15millionin FY 1993 and$5.2million in FY 1994
remain questionable.

TheJLARCreportdoes not infer or state thatall of the$140milliondue to over-withholding will notbecollected. The point
made in thereportandreiterated in thisresponse is thatmoreinformationandanalysis isneeded to determine theactual impact
of thechange. Given thatthe department did not submitits analysis, JLARCstaff believethat the reportfindings continue
to be valid.

The JLARC"error"in reporting $220million rather than$140millionwasbased 011theerroneous figure thatwasoriginally
suppliedby theDepartmentofTaxation. JLARCstaffquestion whicbnumbersupplied by the tax department ismorereliable
andvalid.

J. Recommendation 7: The Department of Taxation should begin developing strategies for collecting taxes from
individual taxpayers under a system of accurate wnhholding. The department should conduct research to
determine reasons for noncompliance by individuals and begin to address those reasons. The department should
submn a plan to the House Appropriations, House Finance, and Senate Finance committees outlining collections
strategies and projected changes in revenue collections w~h accurate w~hholding.

II. Response: Invalid Recommendation. Incorrect interpretation of law (see response to Recommendation 6). The
department has already conducted significant research into the potential impact of the law change (see
Department of Taxation legislative impact statement on 1989 HB 1950).

Justification of Response: JLARC makes the erroneous assumption that the law change to take effect on January
1, 1993, win eliminate all over w~hholding.

The law change will affect only ~emized filers and will be completely voluntary. In fact, federal experience with a
similar provision has shown that aver 70 percent of all returns continue to reffect over w~hholding. Similarly, the
Tax Commissioner currently may grant add~ional w~hholding exemptions upon request; however, these requests
have been extremely rare.

The prior federal and state experience coupled w~h anecdotal evidence that taxpayers overpay taxes as a means
offorced savings reasonably suggest no dramatic change in taxpayer compliance as the resu~ of the law change.

III. Impact of Implementation: As evidence previously compiled by the department suggests nosignificant changes in
taxpayer behavior, the impact upon the department would be minimal.

IV. Legislation Required: No.
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I. Recommendation 8: The Department ofTaxation should revise ~s methodology for setting ns compliance
revenue collections goals. The department should not base its collections goals on past collections but should
base ~s collections goal on outstanding liabilny due the state. In order to dothis, the department should analyze
and refine the JLARC estimates of underreported and underremitted tax liability and determine a collectibility
factor for each. The number ofpersonnel assigned to revenue collections should continue to be a fader in the
equation.

II. Response: Invalid Recommendation. Current methodology misunderstood (see also responses to
Recommendations 1 and 2)

Justification ofResponse: The department's compliance revenue collections goals is not used to compute the
amount of revenue due the state but not collected. It is easier to estimate revenue loss than n is to find out who
is not paying taxes and whether such taxes are collectible. Thus the department's estimates are designed to
calculate the amount ofrevenue which can potentially be collected w~h current resources.

The department believes nshould continue to base ~s collections goals on historical collection data, taking into
consideration outstanding accounts receivable due the State. The study implies that the goal setting process
does not consider outstanding accounts receivables; however, outstanding accounts receivables are considered
as part of the current process. Because recent IRS and GAO studies question the ability to collect 'ax gap.
revenues through expanded entorcernent efforts alone, relying on such estimates 10arrive at a realistic
compliance revenue colledions g031s is impractical.

III. Impact of Implementation: None. Identifying addnional revenue that could potentially be collected would have no
impad on the department's ability to collect outstanding accounts receivable.

IV. Legislation Required: No.

JLARCNQte·

As used by thedepartmenttheir "goal" is merelyaprojectionof results fromcurrentcollectionspracticeadjustedforchanges
in staffing levels. There is no way of knowing whether the collections goal base was establishedaccurately. JLARC staff
believe thatthe departmentshould useexploratoryresearchto determine whethermoreambitiousgoals mightbe set perhaps
by thebetter use of resources,suchas shiftingresourcesto discrete projectsdesigned to reduceparticularcomponentsof the
taxgap. Such sttategic thinkingled IRS to vastlyexpandedinformationreturnsmatchingprogramswhichhaveproven cost
effective. Such breakthroughsmayalso be possiblef(X' Virginia's tax departmentin reducingcomponentsof its remittance
gap or in reducing gaps in sales and use taxes.

I. Recommendation 9: The Department ofTaxation should not routinely use field representatives and audhors to
provide in-office taxpayer assistance for forms completion orto correct simple processing errors. A tal-free
telephone number for taxpayer assistance that directs calls to the Taxpayer Assistance Unit w~hin the central
office orto local commissioners of revenue should be established. In conjunction wnh this toll·free telephone
number, a taxpayer assistance pos~ion should be placed in each ofthe seven district offices outside of
Richmond. A second taxpayer assistance possion should be considered in the Norfolk, Northern Virginia, and
Roanoke districts if the toll-free taxpayer assistance number does not divert enough telephone calls to allow one
position to handle the demand in those districts.
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II. Response: Partially valid. Funding issues are involved.

Justification of Response: Taxpayer service is an important function, and virtually every employee in the
department, inclUding the Tax Commissioner, is involved in providing taxpayer assistance during some portion cI
the year. There isnot a dichotomy between compliance and taxpayer assistance: educating taxpayers is the
fastest route to increased voluntary compliance. Ahhoughimprovements in voluntary compliance are not easily
measurable. IRS Commissioner Fred Goldberg has said, lit's all about maximizing voluntary compliance.·

Field personnel are no less involved in compliance adiv~ies when they assist taxpayers; in fad, keeping in touch
w~h the questions and problems of taxpayers is essential for every department employee. In any event, the
demand for individual income taxpayer services has grown over the past few years, but ~ is unclear as to whether
that trend will continue in the distrid offices.

The increasing number of localities who are utilizing on-line individual income tax processing and access to
STARS information should significantly enhance their ability to provide taxpayer assistance. Further, there is little
question that total centralization oftaxpayer assistance is not an acceptable ahernative for the public.

As a resuh ofthe Teletax System installed in 1990, taxpayers can now get answers to routine and recurring
questions via a recorded message 24 hours a day, seven days a week. This system handled 266,817 inquiries
during 1991. In add~ion, the automated refund system allows taxpayers to check the status of pending refunds •
all that is required is a touch-tone telephone. The automated system handled 142,221 of these calls in 1991.
These technological advances alone have improved our ability tohandle routine taxpayer inquiries from
Richmond.

The current correspondence backlog in the individual income Taxpayer Assistance Un~ exists primarily due to
mandatory staffing reductions. Add~ional funding is already needed simply to keep current with correspondence;
the diversion ofall or most field functions to the central office would require even more funding. Absent this type
of funding, the diversion of taxpayer assistance simply says that direct compliance should and does take priority
over assisting those taxpayers who legitimately desire to comply with the tax laws.

A tofl-free telephone number for taxpayers has been studied before. All of the department's forms and
instructions advise taxpayers of the department's central office telephone number and/or the commissioner of
revenue's telephone number. AJso, tax preparers and the public are advised to contact the central office or the
commissioners cI revenue for assistance.

While the department does not object to the concept of providing taxpayer assistance personnel for district offices.
we do believe that the distribution and assignment of these personnel should be based principally on the volume
oftaxpayer assistance and an analysis of the volume trends. The department is in the process oforganizing an
interdivisional taxpayer assistance project team which will no doubt consider these recommendations.

III. Impact of Implementation: The estimated annual costs of this proposal are as follows:

Taxpayer Assistance Positions in District Offices and Richmond: (Annual costs inclUding salary and benefits)

$451,224 - annual costs
$ 15,300 • start up costs

Toll-Free Telephone Line: $350,000 annually

IV. Legislation Required: Appropriation required.
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n..ARC staffdo notquestion theneed for theprovisionof taxpayerassistance. JLARC staffdo questiontheuseofcompliance
staff - taxexaminers,auditors, field representatives,andcollectionsrepresentatives- to routinelyprovide that assistance
in lieu of their primary revenue-generatingfunctions. The department currently has 51 staff dedicatedspecifically to the
provisionof taxpayerassistance.

The departmentin itscostestimatedocmnentationfor thisrecommendation,also statesthal18 staffwill beneededto complete
the taxpayerassistancethat ten staffprovidenow. The recommendationin the JLARC report is to placea taxpayerassistance
positionineach of the seven districtsoutside Richmond. A secondpositionshould be placed in up to threedistrictsif thetoll
free telepbonenumberdoes not divert enough telephonecalls. Thus the number of district office positions,at least initially,
should be sevenrather than 10 as shown in the tax department's cost estimate. Thedepar1ment'scost estimate also shows
thateight additionaltaxpayer assistancepositions would beneeded in the office services division. The need for more than
three additionalstaff within the office servicesdivision has not been docmnented.

The$10millionincreasein Staterevenuewhichthe reportdocumentscouldbe collectedifcompliancestaffwereable to devote
thetime spenton taxpayer assistance to complianceactivities. Further,compliance staff generally cost more than taxpayer
assistancepersonnel.

I. Recommendation 10: The Department ofTaxation should improve ns capability to identify and correct tax return
errors through automated error resolution, before the error resuns in a notice being sent to the taxpayer. If
certain errors still occur, they should be handled by the taxpayer assistance section. The department should
analyze the types of errors that persist and improve error resolution to correct them.

II. Response: Invalid Recommendation. This recommendation appears to be based on a misunderstanding of how
the department is organized and how errors are created and resolved.

Justification of Response: Errors are created by the taxpayer before submission and bythe department during
processing of the return. It is fen that efficiency of the automated system has been maximized and that the
system corrects errors when appropriate and when the integrity of the system is not at risk.

The department identifies and corrects tax return errors through the automated system before the error resuHs in
a written notice to the taxpayer if no further examination of the return is required and if there isno indication of
fraud. Returns are automatically corrected when the system-competed tax is five dollars or less out of tolerance
with the amount of tax computed by the taxpayer, and in other cases where management has determined that
sufficient data is available forthe system to resolve the error w~hout an operator. The system corrects
mathematical errors, computes any applicable refund or tax due, penalty, and interest. Taxpayers are
automatically notified and/or billed for the addnional revenue.

The Taxpayer Assistance Section should not handle errors which the system cannot resolve. The function c:I the
Error Resolution Unit is to determine if system identified errors that are not automatically resolved are valid.
When an unresolved error exists, the system-calculated information and thetaxpayer·calculated information are
displayed on a screen. Error resolution technicians review documentation attached to the return or additional
information requested from the taxpayer to ensure that no keying errors are present and to determine which
calculations are valid.

The types of errors that persist are analyzed on a continuing basis. Information is evaluated and requests for
systems mOdifications orforms changes are reviewed regUlarly to reduce errors or improve error resolution.
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III. Impact of Implementation: Not applicable.

IV. Legislation Required: Appropriation required.

I. Recommendation 11: The Department ofTaxation should include only those collections resulting from dired
enforcement actions by the department as compliance revenue. The department should reassess its definition of
compliance revenue and exclude automatic payments which have been received without a notice or other form of
direct enforcement action.

II. Response: Invalid Recommendation.

Justification ofResponse: In 1986, department staff met w~h the Secretary ofFinance to establish compliance
objectives and arrive at an agreed to definition·of compliance revenue. The department does not object to
changing the definition ofcompliance; however. it will have no impact on total revenue.

JlARC recommends that revenue received after the due date and before the first billing not be included in
compliance revenue. Although this money isnot a resun of direct enforcement activity, ~ is a gauge used to
monitor many ofour compliance programs including changes in filing patterns and the effectiveness of penalties
and compliance due dates. Additionally, this money is included on the theory that without our penatties, field
force, billing systems and other compliance methods. these monies may become delinquent and a higher risk of
noncollectibility.

III. Impact of Implementation: None.

IV. Legislation Required: No.

JLARCNote:

'The departmentis correct in that changing the defmitionof compliance revenuewill not producemore revenue in itself.
However, thechangewillhelpthedeparunent compare therelativeyieldsofprograms to increase volumary compliance with
the yieldsof enforcement programs. The resultsofsucha comparison is importantto allocate resources efficiently. Further,
the current defmition is simply misleading.

I. Recommendation 12: The Department ofTaxation should pilot test using selected Virginia data fetYfAS which
supplement limitations in federal audit data to target enforcement activ~ies on high income non-filers. sole
proprietors, informal suppliers. and other groups known to have a high probability ofunderreporting and
underremitting tax liability. The department should evaluate the pilot information to determine colledibility from
these groups.

II. Response: Invalid Recommendation. Not cost effective.

Justification of Response: The department already audits a higher percentage of returns than the IRS - 11
percent by the department compared with 0.8 percent by the IRS. The department is also considering other
programs to identify nonfilers (some ofwhich are highlighted in the draft report) and continues to study ways it
can identify nonfilers within current budgetary constraints.
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Since Virginia is a conformity state, the most cost effective nontiler programs are those where federal data is
readily available. If a program is instituted where federal data is not available, the benefit of conformity is
eliminated. Staff would have to beable to complete a federal return and then prepare the state return. Because
the Virginia income tax rate is so low, this is not the most cost effective means of identifying tax revenues due the
state.

Implementation to the extent recommended could require considerable funding. Current staff are not experienced
in doing federal income and expense audits. The department would require a unit of highly trained tax
investigators armed with considerable resources. Inorder for such a pilot test program to produce collections at
the same rate as current staff coJlections ($385 per staff hour). each staff person would have to uncover $18.5
million of unreported taxable income annually (assuming that 75 percent of all assessments were actually
collected). This would translate into the identification and assessment of 37taxpayers per staff person per week,
who were not reporting an average of $10,000 of income each.

The IRS iscurrently working to improve collections from nontilers. It isexperiencing difficulty in maximizing
collections from 'tax gap· activities by enforcement efforts and has embarked on a series of workshops, among
other things, aimed at increasing voluntary compliance by small businesses and other taxpayers.

fnst~uting a full scale program ma{ also be premature given the level of cooperative programs between federal
and state tax authorities. For example, the Federation ofTax Administrators (FTA) is studying programs to
enhance the sharing of informatio, between the IRS and states, including joint auditing, joint administration, etc.
The IRS has created a National Director ofFedState Relations and published a FedState Handbook which lists a
catalog of over 100 joint projects and pilots with states.

III. Imaad of Implementation: Whether such a program could produce collections with the same degree of efficiency
as existing programs and what the net effect on collections would be cannot be estimated without further study.
A minimum of$184.817 would be needed to hire and train just three staff persons to pilot this program.

IV. Legislation Required: Major legislation and appropriation required for full implementation. Pilot unnecessary.

UARCNote·

Theuse of other State data to supplement fedetal retem data does not require usinghighly trained audit staff to conduct the
expense audits as stated in the department's response. The need wouldbefm- the same types of audit staff currentlyworking
in thedepartment The department seems to have again taken an overly pessimistic approach to a reconunendatioo for
additionalcollectionsactivities. The discussionofexpense audits serves to dettdCl attention from the central premise of the
recommendation which is to supplement federal informationwith State information.

Again, the department listscosts but does not acknowledge nor estimate theamount of additional revenue whichcould be
produced from this effort. Given that the majority of the components identified in the recommendation are individuals
involved insocial networks,thedeterrenceeffectsofpilotprogramsin thisareacouldproducesubstantialrevenueforVirginia
as it has for other states.

I. Recommendation 13: The Department of Taxation should evaluate its audn selection procedures for corporate
income tax in order to identjfy the specific procedures which resuh inthe most effective audits. The department
should use ~s findings as the basis for establishing standardized and objective erneria for audit selection.
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II. Response: Invalid Recommendation. Standard practice.

Justification of Response: The department has specific and objective audit selection procedures which have
proven to be very effective in maximizing revenues. Such procedures are distributed to and consistently used by
all auditors. The procedures provide for the screening ofall corporate returns to identify those most likely to
produce additional assessments. The returns are then reviewed and/or audited in theCompliance Section. All
mu~i-state corporate returns are then forwarded to the Field Services Division. Nofield auditing is done on 100
percent Virginia corporations since we do not audit federal income and expenses.

The Field Services Division uses specific and established procedures to identify the most cost effective on-site
income audits. These procedures provide, among other things, that before a field audit is approved on a
mutti-state corporate income tax filer, an auditor must review the Virginia and federal tax returns in twelve areas,
including, but not limited to ACRS additions and subtractions, dividends, foreign source income and expenses,
allocable income, apportionment factors (property·sales·payroIQ, and taxes. In addition, the nexus issues are
examined. Only ~ this review reveals that the performance of the audrt will be cost effective, will the audit be
performed.

Several years ago the department considered automating the audit selection process for corporate income tax. It
was found that automating this process would require a major system change as a significant amount of data
which was needed for such a system was not being captured by the department. It was determined that return
from implementing this program would not offset the costs of the add~ional resources (both personnel and
budget) needed. Thus, it was rejected.

III. Impact of Implementation: None.

IV. Legislation Required: No.

lLARCNoW'

Thereportacknowledges thal thereare lists whichidentifycertain siwations which indicate thala taxpayermaybeconsidered
for an audit Use ofthese lists is not, however, "standard practice.1O In addition, according to the APA reviewthese lists still
rely on auditorjudgementand are thereforesubiegiye Since thereare no uniform criteria usedby the auditors,thedecisions
are incoQsjsrent

Further, JLARC staff interviews with auditors indicated that there was both confusion and inconsistency regarding criteria
for audit selection. To theextent that the departmentdoes have "specific andobjective audit selectionprocedures," they are
not universally Wldecstood or utilized.

I. Recommendation 14: The Department of Taxation should establish and implement a retail sales and use tax
aud~ selection strategy which is consistent and not subjective. The department should assess the comparative
effectiveness of criteria such as the 18/83' listing, the ratio of taxable sales to total sales, and cr~eria used
effectively by other states in developing its strategy.

II. Response: Invalid recommendation. Standard practice.
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Justification of Response: The department has an objective audit selection process consisting c:I core cr~eria

which is designed to maximize revenues. These crneria are distributed to all aud~ors and are consistently applied
by all districts. These criteria include, but are not lim~ed to:

information received from other audtors:
business trends;
past audit history;
SEATA referrals;
new businesses; and
contractors.

The assignment of audits is made by aud~ supervisors after reviewing recommendations submitted by auditors
based on the above.

In addition, the 8/83 listing (8 percent ofbusinesses paying 83 percent of the tax) is also used effedively in each
district. Those businesses which have been identified as good audit candidates are entered into an audit tracking
system which automatically reassigns the audit to the audit supervisor of the district performing the last audit for
review and reassignment. The department is currently looking into the possible use of a selected 8/83 printout
which lists the information in groups of business codes.

While the department's criteria are Objective, some degree of subjectivity is involved in the audit seledion process
in terms of strategies to uncover other audit candidates and the need to recognize regional peculiarities.

The department, and particularly the Integrated Audit Committee, for some time has been looking into an
automated audit selection process. In addition, audit supervisors in conjunction with the Integrated Audit
Committee are looking into the ratio of taxable sales to gross sales. along with prior audit history, to develop an
automated selection process. However, differences in reporting by dealers will have an impact on the
development and effectiveness of this method. Inaddition, ~ is important to note that more tax revenues are
derjved from use tax assessments than sales tax assessments. Thus, the effectiveness of a ratio of taxable safes
to gross sales approach may be limited.

III. Impact ·of implementation: $16,000 associated wnh system changes requiring 10weeks cA systems time in order
to generate the selected 8/83 printout which will list the information in groups of business codes. This projed is
currently on the Information Systems Division's modification backlog.

IV. Legislation required: Appropriation required.

I. Recommendation 15: The Department ofTaxation should develop standards for audit procedures fellswiRg
gOAerally aeeel3tea aeeo~AtiAg priReiples. These standards should be written and disseminated to all audit staff.

II. Response: Invalid recommendation. Facts are misrepresented.
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Justification ofResponse: The department did not have the opportunity to review theAPA audn and comments
and cannot therefore assess their findings. The Field Services Division has a state tax audn manual which has
been in existence for many years and which is updated periodically. It incorporates procedures and techniques
evolved over a period of years which have been proven to be sound and practical. Each auditor has been
provided a copy of the manual on diskette. Hard copies of such, as well as a Sales and Use Tax Audit Program
User's Guide (a guide to computer program applications), are contained in each distrid office. Audit supervisors
are responsible fer Instructing the auditors on the contents of the manual and for monitoring the auditors' audit
results to ensure that established procedures are being followed. Classroom training is aJso provided to audnors
in both the manual and the tax laws.

Since sales and use tax audits differ substantially from other types of audits due to the fact that in many instances
the taxability ofan nem is determined by how the ~em was used (exempt or taxable) or if the tax was collected
and remitted, the audn manual covers audning.techniques for several types of businesses to facilitate the audit
process and ensure uniform application of the tax.

Thus, the manual (which contains proven aud~ procedures and techniquesL the classroom training, and the
monitoring and review by the audn supervisor are adequate to ensure that high quality aud~s are being
completed.

III. Impact of Implementation: None.

IV. Legislation required: No.

llARCN°le'

TheTaxDepartment, despite nmnerous requestsby theAPAstaff,hadnotprovided a salesand use manual to theAPA until
December 11,1991. Areviewof thismanualindicatestbatitsproceduresprovide~ guidance toauditors, butthemanual
lacksspecific direction in the areasnoted in thereport.

I. Recommendation 16: The Department of Taxation should continue to use federal data to identify individual
nonfilers. However I the department needs to examine the feasibility and cost effectiveness of computer matches
w~h state databases to identify and locate additional nonfHers. The department should establish pilot programs to
match various existing databases w~h state tax return records. The department should contact other states which
are using computer matches to identify nontHers. Using available information, the department should develop a
systematic approach to evaluate the available databases, the costs of the matching activ~ies, and the potential for
identifying nonfilers with each source.

II. Response: Valid Recommendation. Funding isnot available for full implementation; already under study.

Justification ofResponse: While a systematic approach to evaluating existing databases is a great idea, the
department does not currently have the resources necessary to implement such a full-scale program. The
department has considered a number of programs to identify individual nonfilers (a number ofwhich have been
identified in the draft report) and will continue to study the most cost-effective methods ofworking noOOler
in~iatives with current resources. Consideration has to be given to the potential loss of revenue from other
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programs when considering a new pilot program. Consideration also has to be given to the fact that not everyone
is required to file a return and nonfiler programs result in refunds as well as assessments. The department is
always interested in knowing what programs have been successful in other states and would be very interested
know the identity of the 'four other states' referenced on page 83of the draft report.

The current method ofworking nonfilers not only identifies a large number of taxpayers, Halso provides federal
data which is necessary in the preparation and completion of examinations/reviews since Virginia is a conformity
state (Le., federal adjusted gross income, filing status, exemptions, standard VS. itemized deductions, etc.).
Current methods enable the department toquickty and efficientfy examine/review a large number of audit
candidates. The high level of efficiency of the program is due in large part to our laws being generalfy in
conformity w~h federal tax law. For this program, actual colledions per staff hour are in excess of $400.

As part of the Governor's 1990 Project Streamline, a Task Force was formed to evaluate a cooperative inHiative.
Recommendation 2 of the final report submitted by theTask Force included Item #4: Sharing ofautomated
databases. This option would provide on-line access to a variety of computerized information between
appropriate state agencies.

OPB, in conjunction wtth the department, studied the feasibility of implementing a Licensing Setoff Program in
1988. Based upon the study, a narrowly focused program involving the department, VEe, and ABC was
implemented and that program is being evaluated to determine if an expanded setoff program is feasible. The
department is now considerin; the feasibility ofpilot testing a nonfHer program on licensed professionals with the
Department of Commerce.

lit. Impact of Implementation: In order to use database matches. some state agencies will have to redesign
application forms and develop computer programs to produce information necessary for the program.
Implementation will also require the development of interagency agreements and procedures. The department
would incur program development costs and annual program operating costs. In many instances, staff would
have to be shifted from existing programs and the outcome does not appear to be cost effective. Depending
upon the information that could be provided by state agencies and other database sources, costs to implement
the program could be substantial. Further study would be necessary to determine the costs to implement this
program and the net effect on collections.

IV. Legislation ReqUired: Because of concerns expressed by several agencies, including the Virginia State Bar
during the 1988 Setoff Study, legislation requiring agencies to exchange database information with the department
would benecessary. Appropriation required.

I. Recommendation 17: The Department of Taxation should prepare and implement strategies for systematically
matching data in ~s business tax registration database wtth data from the Virginia Employment Commission, State
Corporation Commission, and other appropriate state agencies. The department should establish pilot programs
to match various existing databases. The department needs to develop a systematic approach to evaluate the
available databases, the costs ofthe matching activities, and the potential for identifying nonfilers with each
source.

II. Response: Valid Recommendation. Resources not available for full implementation; already under study.
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Justification of Response: In conjunction w~h the Governor's 1990 Project Streamfine, a Task Force was formed
to evaluate cooperative in~iatives. Recommendation 2 of the final report submitted by the Task Force incfuded
Item #4: Sharing ofautomated databases. This option would provide on-line access to a variety of computerized
information between the appropriate state agencies. This exchange of information between agencies could allow
the department to systematically identify potential business nonfilers.

Based upon the 1988 Licensing Setoff Study by OPB and the department, a narrowly focused program inVolving
the department, VEC, and ABC was implemented to identify ABC licensees who owed taxes and that program is
being evaluated to determine if expanded setoff programs are feasible. The study identified nine State agencies
with which the department could interface.

The department also works w~h the State Lottery Department to conduct a tax check on each applicant for a
lottery retailer license.

III. Impact of Implementation: Implementation will require the development and approval of interagency agreements,
program development costs, system modifications, and procedures. It may also require other agencies to
redesign application forms and develop computer programs to produce information necessary for the program.
The minimum amount ofprogram development costs that would be incurred by the department equal $19.280.
Depending upon the information that could be provided by state agencies, the costs to implement such a program
could be substantial. Further study would be necessary to determine the costs to implement this program and the
net effed on collections.

IV. Legislation Required: Because ofproblems expressed by several agencies, including the Virginia State Bar and
other regulatory agencies during the 1988 Setoff Study. legislation mandating that other state agencies furnish the
department with the appropriate information would be necessary. Appropriation required.

I. Recommendation 18: The Department ofTaxation should track the current status of aU tax assessments made
by each of ~s various compliance programs for each year. The amount of the total assessments that have been
collected, abated, ordischarged should be monitored. The information should be used to evaluate the quality (j

audit assessments and effectiveness of colledions activities.

II. Response: Invalid Recommendation.

Justification ofResponse: The department tracks compliance programs, but refinements in the analysis ci current
data can always be made. The department presently monitors data on the collections, abatements, discharges,
and write-ofts ofall of the individual compliance programs. A systems request is pending for the production of
similar reports on corporate compliance programs. In addition, random samples of field assessments are done on
a periodic basis.

The current monitoring reports allow the department to evaluate the quality of audit assessments and the
effectiveness ofcolledions activities. The department would have to weigh the systems costs with any potentiaJ
improvements in the department's ability to evaluate the quality of ~s compliance programs.

The department does not agree that it is necessary to track each bill. While this information would be nice to
have, the benefits would be insufficient to justify the substantial expenditure of the system resources necessary to
produce it.
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III. Impact of Implementation: The department's abilny to evaluate the quality of audits and the effediveness of
collections aetivnies would be marginalty enhanced. Add~ionallyt study to determine the most cost-effective
system changes would have to be made before an accurate cost projection can be done.

IV. Legislation Required: Appropriation required.

I. Recommendation 19: The Department of Taxation should ensure that an uncollected business tax assessments
are converted prior to the expiration of the three-year statute of limitations.

II. Response: Valid Recommendation. Currently under consideration.

Justification of Response: Two system modification requests are currentty pending, one ofwhich would ensure
that all operating un~s are provided lists of accounts required to be converted within 60 days of expiration of the
three-year statute of limitation and another which would expand the types of businesses whose delinquencies are
automatically converted. Neither modification has been begun due to inadequate resources. Also under
consideration is an automatic corporate officer conversion when a business declares bankruptcy.

Additionally, the normal audit cycle for a business is approximately 30 months in order to assess wRhin the three
year statute of lim~atjons. The statute of limltations for converting assessments to corporate officers runs from
the same starting date. Therefore, in many audit assessments, there is a maximum of six months from the
ending date of the audit period until the statute of limitations for converting the assessment expires.

Further, the statute contains a stringent test in order to leg~imately assert corporate officer liability which must be
proven in most cases prior to collection. Therefore, many converted assessments are nat easily colleded.

III. Impact of Implementation: Completing the two system modifications identified above would cost approximately
$26,000. In addition, it is estimated that six addnional collection representatives, at an annual cost of$164.412,
would be reqUired to support collection or resolution ofbills generated bysuch a program.

IV. Legislation Required: One of the most beneficial methods for enhancing the department's ability to convert and
collect assessments would be to extend the statute of limitations for conversion from three years from the date
the tax became due and payable to three years from the date ofassessment. Appropriation required.

I. Recommendation 20: The Department ofTaxation should enter the necessary data and modify STARS
programming to ensure that all of a business' accounts balances are checked before any refunds are issued for
that business. This programming should ensure that no refund is issued unless all ofthe accounts have been
paid in full.

II. Response: Valid Recommendation. Insufficient funding and resources.
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Justification of Response: It is true that there are many businesses operating under more than one account
number. Most of these existed prior to the implementation of the STARS Registration Module. but many have
occurred subsequent due to the fact that several people within the department are allowed to register a business.
This situatlon will occur when an operator is registering a business for a specific tax and is unaware that it is
already registered for another tax. When this happens. a business is then registered under more than one
account number and thus any refunds that are generated for one account number are in fad not 'linked' to the
other account number. There are no statistics available to determine the magnitude of this problem; however, the
best way to identify like businesses operating under more than one account number would be to produce a name
comparison report of all businesses w~h similar names and have the Registration Un~ attempt to combine as
many like accounts as feasible using the '210 Combine Registration' Screen. This mechanism currently exists.

It is not feasible to have the refund match process attempt to recognize businesses with different account
numbers prior to issuing the refund. The legal business name would have to be used to recognize like
businesses, and due to name misspellings, abbreviations, and the variety of ways a business may beregistered,
the system may not catch as many candidates as ~ could and would catch many that ~ should not. Either way. a
manual review would be necessary.

III. Impact of Implementation: To implement the name comparison report would require approximately two weeks of
systems programming and, depending on the number of candidates identified on the report, may require as much
as six man-months of one full·time person to do the manual research and subsequent combining of accounts. In
add~ion. because there are current known limitations with the combining process, several changes may be
required to the "210 Combined Registration' screen. This may require an add~ional two to three weeks r:I
programming changes.

IV. Legislation Required: Appropriation required.

JLARCNQJe'

1be department acknowledgesthatsomebusinessesarecontinuing to beregisteredundermore than one account number. The
departmentoriginallytoldJLARC tbatwasa problemonlyfor tbose businessesregisteredprior to 1983. Therefore, the impact
of this situation on business refund set off is even more problematic than described in our report.

I. Recommendation 21: The Department of Taxation should modify STARS programming to provide for a 'write
otr capability for business taxes.

II. Response: Valid Recommendation. No funding for implementation.

Justification for Response: The Department ofTaxation recognizes the need for the -Write otr transaction in
business tax. A systems request for the transaction was made in May of 1987.

III. Impact of Implementation: It is estimated that ~ would require 2,170 man-hours to implement the request. This
would include a screen to enter the transaction changes to the accounting updates to post ~ and changes to
numerous accounts receivable reports to include the transaction. Add~ionallntormation Systems Division
resources may be required to do this recommendation depending on the desired implementation date.

IV. Legislation Required: Appropriation required.
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I. Recommendation 22: The Department of Taxation should modify ~s procedures to enable district office stat'
make local deposts of state tax payments into the general fund. The department should request assistance 1.
the Office of the Auditor of Public Accounts to ensure that necessary safeguards are followed in setting up and
depositing into the accounts.

II. Response: Valid Recommendation. No funding for implementation; add~ional study needed.

Justification of Response: AJthough the recommendation is a valid one, additional study is required to determine
if a cost-effective mechanism exists and to develop a solution that does not compromise the department's ability
to resolve problems caused by missing or misapplied payments. Additional resources and equipment would be
required for which funding is not available.

All payments processed at the department, including those payments initially received in the district offices, are
processed utilizing NCR remittance processors. Among other functions, this equipment ·reads· account
information from the payment document and the check, encodes the check, microfilms the check and payment
document, and transmits the data required to update the payment information to the STARS system. Any
mechanism which allows the deposit of thetaxpayer's payment bythe district office must replace the above
functions, or at least compensate for their absence.

The decision was made in 1985 that the most cost-effective method to accomplish the timely depostt of field office
receipts was overnight delivery by courier service to our headquarters. This allowed us to take full advantage of
the benefits offered by our remittance processing equipment and allowed for the timely update of complete
payment data to the STARS system where it was then available along with microfilm of the check and payme,,·
document to all operators. This decision was approved by the Treasurer and the Comptroller.

However, with the appearance of new, less-costty remittance processing equipment, it may be time to reevaluate
this decision. Table-top remittance processors have recently been introduced which may be useful in depositing
checks in the district; however, the limitations of this type of equipment are not known. If this new equipment
could not complete the necessary microfilming tasks, the agency would beplaced in the position of having to
respond to taxpayer inquiries and missing ormisapplied payments without the availability of a microfilmed copy ct
the taxpayer's check. This would have a significant detrimental effect in resolving problem accounts when the
check was deposited locally.

Regardless of the mechanism developed for depos~ing revenues in the district offices, significant programming
would be required to allow the microfilm and payment information to beutilized by the STARS system.

III. Impact of Implementation: Additional study to determine the feasibility ofdepositing payments in all district
offices, as well as the most cost-effective mechanism for depositing payments in the district offices, must be
conducted before an accurate cost projection can be provided. HoweverI with the information presently available,
~ is estimated that the cost for hardware acquisition and systems implementation would be$240,000. In addition,
the equivalent of three add~ional employees would be required to support the deposit process on an ongoing
basis.

IV. Legislation Required: Appropriation required.
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I. Recommendation 23: The Department ofTaxation should ensure that the Information Systems Division consider
and implement appropriately those employee suggestions which have a direct and cost-effective impad on the
amount ofcompliance revenue the department can collect. Further, the department should not continue to
purchase data tapes which it does not have the capacty to read. The department should either develop the
capacity to read the tapes ordiscontinue their purchase.

II. Response: Employee suggestions - Valid Recommendation. Insufficient Funding.

Data tapes -Invalid Recommendation. Circumstances described previously corrected.

Justification ofResponse (Employee Suggestions): All necessary mechanisms are already in place to ensure that
the Information Systems Division appropriately consider those employee suggestions which have a direct and
cost-effective impact on the amount of compliance revenue the department can collect. However, additional
systems resources for which funding is not available would be required to ensure that these suggestions are
implemented ina timely manner.

Over the past several years, the agency has spent a significant amount of its data processing resources on
legislative changes and the maintenance ofSTARS. The agency's data processing resources are utilized based
on the following priority:

maintenance or problem fixing;
mandated, legislative or policy related changes; and
modifications orenhancements.

Maintenance requests represent correcting problems, abends, and out-of-balance shuanons. This requires a
substantial amount of resources due to the complex integrated tax systems and the number of unforeseen
exception situations which arise that may have not been fully tested when the systems were designed. In
add~ion, the number ofprogram changes made over the past five years as a result of legislative changes or
agency policy changes (i.e. adding a new tax; changes to returns) has had a significant impad on maintenance
requirements. Some systems have relatively few maintenance problems, while others require significant
resources in order to keep the systems operating effectively. The STAAS system requires maintenance to over
1,800 source modules, 300 on-line screens, and 70 data bases. The agency averages over 250,000 transadions
a day and support must be provided to a number ofoutside state agencies and localrties, as well as in-house
users. The manual responsibilities associated with supporting the STARS automated systems requires constant
training to new users, updates toprocedures, and maintenance to over 2,000 reports that are produced and
distributed.

The second group encompasses a variety of assignments. For the most part, this group represents the yearly
legislative changes passed by the General Assembly. The remaining tasks that fall into this category include
changes due to operating policy changes, projects that involve the IRS, other states, other state agencies or local
governments, JLAAC requests, Auditor of Public Accounts requests, Department ofAccounts directives, research
requests (revenue projecting), etc. Because of the nature ofthe requestor, these requests are given a high
priority. Because there is a much higher emphasis being placed on exchanging information with other ent~ies,
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projeding and/or increasing revenues, and reporting compliance, there has been a significant increase in the
number of these types of requests over the last two years.

The third group, having the lowest priorny. is in-house requested modifications and enhancements. This group
includes a variety of assignments, but basically represents changes to an existing process, a request for a new
report or screen, or a IIbetter way» of performing a current function. Some ofthese requests could be very
beneficial to the agency, and in most cases, save significant time or money. Many would have a direct and cost
effective impact on the amount of compliance revenue the department can collect.

The first priority of Information Systems personnel is to minimize the backlog ofoutstanding maintenance
requests. Resources are then assigned to mandated. legislated, or policy-related changes. Any remaining
resources are utilized to work requests for systems enhancements.

User groups. whose members are assigned by agency management, are responsible for assigning the priority of
outstanding systems enhancement requests. Weighing concerns of all user areas ofthe agency and considering
the potential cost-saving/revenue-generating impact on all aspects of agency operations, the user groups
determine which enhancement requests are worked when systems resources are available. Because systems
resources are limned. the user groups additionally must consider the resource impacts associated w~h each
enhancement request as provided by Information Systems personnel. Because of the low priority set on these
requests. n may be years before many of the enhancement requests are worked. Other more complex requests
may remain unassigned because of limited systems resource availability.

Justification ofResponse (Data Tapes): In the past, two tapes were purchased which the agency was unable to
process. These were the IRS's Business Master File (BMF) and Business Return Transadion File (BATF). n
agency did not purchase these tapes for 1991. A STARS program has been developed for the Compliance
Section to allow utilization of the BMF tape. A STARS program is currently being developed for the Research
Division to allow utilization ofthe BRTF tape. Both programs will initially run using the 1989 and 1990 data which
was previousty purchased. After these programs are implemented, there will be no tapes purchased by the
agency which will not been utilized.

III. Impact of Implementation (Employee Suggestions): Resources would be required in the Information Systems
Division to support development and implementation of system enhancements suggested by employees.

Because resources have not been allocated to work modification requests in several years, the backlog rI
requests has grown to over 130. Some ofthese requests involve simple tasks, such as changes to existing
reports. Others, however, involve new application system modules such as a Miscellaneous Taxes Module, an
Estate Tax Module, a Data Management Module, and a Technical Assistance Module These would require
significant resource expendnures. Some of the requests overlap each other, so ~ is likely that some requests
would not be relevant once other requests are completed. Approximately 80 percent of the modification requests
pending would have at least some effect on compliance revenues.

To resolve all pending systems modification requests would require approximately 20- 25additional resources for
the first two years, and ten resources for a third year. Subsequently, eight to ten resources would be required on
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an ongoing basis to remain current on employee suggestions assuming they continue to be received at a rate that
is approximately the same as they have been received in recent years.

Impact of Implementation (Data Tapes): No additional impact.

IV. Legislation Required: No.

I. Recommendation 24: The Secretary ofFinance or Department of Taxation should request that the Department
of Information Technology conduct a systems analysis of STARS to address the current deficiencies in the system
and to determine long-range requirements. At a minimum. the following issues should be examined:

Does STARS effectively serve all units within the Department ofTaxation?

To what extent and by what means does STARS need to interface with outside entities?

How can management be supplied with reliable and accurate information?

Is system security adequate?

Can application programs be developed, maintained. and enhanced quickly and economically?

How can data be processed in an efficient and timely manner?

How can data integrity be insured?

How can flexibility be maintained?

What types of procedures need to be developed or modified to ensure that employee suggestions which
affect collections of revenue are identified. given high priority, and implemented?

II. Response: Invalid Recommendation. It is the agency's position that resources will be more productively utilized
identifying requirements and technologies to satisfy our needs for the future than conducting an intensive study r:I
the requirements on which theexisting STARS system is predicated.

Justification of Response: STARS is a complex, IMS data base management system, composed of a number of
closely integrated modules. The system includes over 1,800 source modules, over 300 on-line screens, and over
70 data bases. The agency averages over 250,000 on-line transactions per day and provides support to a
number of outside state agencies and localities, as well as in-house users. STARS was developed over a ten
year period, from 1980 - 1990, and significantly changed the manner in which many agency functions are
performed. Requirements definnion, systems design objectives, and general design documents were completed
for each application system and were approved by muhiple levels of agency user management to ensure that
user requirements were identified and satisfied.
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As sophisticated as STARS is, it was developed under certain restrictions which we now realize limit its
effectiveness. These restrictions included primary users that were initially unaware of data processing capabitnies
and limnations. what they could expect STARS to do for them, and development time-frames and resource levels
that were often less than adequate. In addition to development constraints, agency and user priorities. as wefl as
legislation governing many of the taxes administered within STARS, have changed over the past ten years,
consequently modifying the system requirements initially identified by users.

We are in agreement that based on the age of some of the component systems ofSTARS, as wen as the other
limitations discussed above. a number ofareas within STARS require enhancement to be enhanced to better
meet current user requirements. These areas have previously been identified by agency users and Information
Systems stafft and some improvements have been made as funding has allowed. However, many cI the
suggested improvements have not been made because of resource limitations.

Emerging and state-of-me-art technologies, such as imaging, electronic funds transfert electronic data
interchange t and electronic filing, will address many of the areas that have been identified by agency users as
having potential for significant productivity gains. These and other technologies currently being implemented by
the Internal Revenue Service and other state tax agencies would allow future versions of STAAS to more
effectively serve all unns within the agency, to interface more effectively with outside entities. to process data ina
signmcantly streamlined manner, and to ensure the integrity of the data within STARS.

The agency must also begin to utilize CASE technology and relational data bases to satisfy future user needs.
Doing sowill allow for accurate, reliable and efficient user reporting. significantly reduced development and
maintenance time, and a more rapid response to employee suggestions. In addition t the reengineering
components of CASE tools could be used to significantly streamline the maintenance requirements d existing
STARS systems.

Funding has been previously requested for each of the initiatives discussed above.

II. Impact of Implementation: Significant funding would be required to support a comprehensive review of STARS,
whether conducted by OIT or utilizing in-house resources.

IV. Legislation Required: Appropriation required.

I. Recommendation 25: The Department of Taxation should fill the Deputy Commissioner position. The deputy
commissioner should be responsible for understanding all aspects of the department's operation and be capable
ofadministering the department in the Tax Commissioner's absence.

II. Response: Valid recommendation.

Justification of Response: This planned organizational change was never implemented due to significant budget
cuts. Final candidates were selected for interviews when the process was stopped.
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III. Impact of Implementation: The salary for this position is significant and until resources permit, the agency will not
post the job. In the meantime, current management personnel will assist the Tax Commissioner.

IV. Legislation Required: Appropriation required.

I. Recommendation 26: The Department ofTaxation should reorganize its operations to accommodate the filling
of the Deputy Commissioner position, to reduce the number of assistant commissioners to two, and to address
current organizational weaknesses. The reorganization should also reassign the audn and collection fundions to
ensure that two different divisions no longer have responsibility for both delinquent accounts and aud~ing

taxpayers.

II. Response: Invalid recommendation. Already under review.

Justification ofResponse: This agency is currently working on an organizational plan with personnel from the
Center for Public Service, University of Virginia that will give appropriate consideration to the recommendation.
Our current functional organization may be superior to the IRS audit and collection style; however. it will be
reviewed.

III. Imead of Implementation: There are no plans to implement this recommendation- only to consider it with many
others.

IV. Legislation Required: No.

I. Recommendation 27: The Department of Taxation should review all currently established positions to ensure
that work responsibilities are commensurate with the employees' abilities and time constraints.

II. Response: Valid Recommendation.

Justification of Response: During times of fiscal constraints and reduced resources, organizations strive to
maximize utilization of all employees. Managers in the Department of Taxation are charged with assessing work
loads and balancing assignments among employees. We have had many snuations where personnel were
temporarity assigned to meet heavy or changing work loads. Daily management decisions are made to ensure
proper work coverage. It is difficu" to say that an employees are being properly utilized all of the time, but
certainly managers are monitoring work loads to ensure completion of assignments and to get the best
performance from employees in all posnons.

In the state's classification system, posmons are not written around employees' abilities, but are written based on
the job to be done. The department has prescribed work to be done. An annuaJ review of all position
descriptions is conducted for purposes of performance evaluation. Employees and supervisors certify that duties
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and responsibilhies are current and accurate. If discrepancies are noted, corrections to the posnion descriptions
are made.

The department recruits and hires orpromotes the best people for the jobs to be done. It is expected that some
individuals will be hired who have exceptional ability. As promotional cpponunhies become available, all
employees are encouraged to apply for posnlons that would best utilize their qualifications. As new assignments
develop, management tries to assign responslbilities based on abilnies of current employees. As noted in our
response to Recommendation 41. the department maintains a vigorous classification/compensation program to
ensure that jobduties and responsibilties outlined in position descriptions accurately reflect the work being
performed.

As we are unaware of instances where employees are not working to full capacity, any information on this
situation that could be provided by JLARC would be welcomed. This agency wishes to study this matter. Having
some staff who are not challenged or busy while others have more than they can handle is clearly an ineffective
use ofstaff and needs to be corrected. This definnely will be one area that will be reviewed as the Management
Team proceeds with the agency reorganization.

For additional information on classification/compensation actions, please refer to the agency response to
Recommendation 41.

Ill. Impact of Implementation: As noted above, this is currently being done.

IV. Legislation Required: No.

JLARCNQte·

Staffinquestionnaire andinterview responses andourownreviews ofworldoad data indicated that sometax departmentstaff
arenot fully utilized whileothersareunable to complete all assigned work. Evenif the annual performance evaluation were
anappropriate timeto reviewwmJoadassignments, 42 percentor80 of 190questionnaire respondents indicated it had been
morethana year sincetheir lastevaluation. Sincedepartment staffhaveindicated theyareunawareof instances inwhichstaff
are not woddng to full capacity, another mechanism for determining staff utilization that is not related to performance
evaluation may beadvisable.

I. Recommendation 28: The Department ofTaxation should Iim~ the number of delinquent individual income tax
accounts that are sent to the district offices. If individual income tax accounts accumulate. they should be
handled by central office and additional delinquent business accounts should be sent to the district offices.

II. Response: Invalid recommendation. The department currently limits the volume of individual accounts assigned
to district offices; however, the department disagrees with the inflexible process recommended by JLARC.

~ustification of Response: All organizations require flexibility in dealing w~h short-term problematic areas and
ISSUes. Due to current fiscal constraints, this is particularly true ofstate agencies.

The department does not routinely assign a large volume ofpast due individual tax accounts to ns district offices.
Nonetheless, the JLARC recommendation would remove a great deal of the department's flexibility in coUecting
delinquent accounts.
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The current inventory of individual income tax accounts in the district offices occurred as a resuK of an April.
1991. agreement between Field Services and Office Services divisional management. This was a short·term
strategy to deal w~h backlogs inthe central office Collections Sedion and will not have any long-term impad
upon district offices.

A similar short-term strategy was adopted in October 1991, at the request of the department's Collections Task
Force (consisting of all Field Services and Office Services collection supervisors). to maximize collections ci la(g~
dollar outstanding assessments. This strategy entails the transfer of current individual and business tax accounts
totalling $1.000 or more to the district offices for immediate handling.

JlI. Impact of Implementation: Implementation would decrease the department's flexibility in dealing with short-term
collection problems.

IV. Legislation Required: No.

I. Recommendation 29: The Department ofTaxation should involve the district offices in its decision making
regarding the assignment of audit and collection staff. The availability of office space and support staff and the
revenue potential of the district offices should be considered when assigning aud~ and collection staff.

II. Response: Invalid Recommendation. Standard practice.

Justification ofResponse: District personnel are substantially involved in the department's decision-making
processes, including decisions regarding the assignment of audit and collection staff. Over the past six years,
meetings have been held on a regular basis with District Administrators, Audit Supervisors and Compliance
Enforcement Supervisors for the express purpose of obtaining input. feedback, suggestions. and
recommendations on the audit. collection, and general district operations.

In addition, working committees made up of district personnel and other agency staff have been utilized on a
regular basis for the purpose of identifying. evaluating. and providing recommendations on district operations to
include audit and collection activities. Data developed by the Integrated Audit Committee (consisting d distrid
supervisors) was the basis for assigning the 60 add~ional auditors during the 1992 biennium. Average dollars
assessed per auctor per year by region, total dealers, number of 8/83 dealers, percentage of 8/83 dealers to total
dealers. and level ofexisting staff were criteria considered in assigning the auditors.

Revenue potential has been the primary factor for the assignment ofcompliance personnel; however,
consideration is given to the availability ofoffice space and support personnel.

III. Impact of Implementation: None.

IV. Legislation Required: No.

I. Recommendation 30: As part ofthe Department of Taxation's strategic planning process. the conditions of the
district offices and the effect of those condalons on productivity should be examined. ~ part of this examination,
the amount of floor space and the condition and availability of furniture and equipment should be reviewed. The
department should determine whether it would be more cost effective to emphasize an office- orhome-based
approach within each district office in determining space, furn~ure. and equipment needs. Included within
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furn~ure needs should be a locking file cabinet for each home-based collections and audit employee. A fumnure
and equipment replacement schedule should also be developed for each district office.

II. Response: Valid Recommendation. The department already recognizes this need; however. there is no funding
for implementation.

Justification ofResponse: As part of fts strategic planning process, the department continually examines and
assesses the concmons existing in the district offices. Such appraisals include determinations relative to the
appropriate types ofbasing (office v. home), office space requirements, furniture and equipment needs,
environmental interactions, and the ratio of support staff to field personnel. Shortfalls currently exist in all of these
areas primarily because of department budget constraints and escalating costs associated wnh procurement.

While trying to maintain adequate work conditions in ~s district offices, the department has also had to maintain
its central office faciltties. The central office has encountered some of the same problems as the district offices.

When the department's eight district offices were established in the late 1960's, personnel authorizations, furniture
and equipment levels. square footage allocations, modes of operations, etc., were adequate in order to achieve
the desired goals. This situation continued through the early 1980's with only modest gains in field personnel
authorizations and routine replacement/repair of furniture and equipment.

Recognizing an increased need for better planning and coordination as a result of anticipated growth in the
1980's, the department instituted various mechanisms to identify. inspect. evaluate and prioritize furniture and
equipment needs. New and innovative ways were developed and implemented to offset increases in compliance
staff allocations in locations where it was not economically feasible to increase office space. After examining the
effectiveness ofthe home-based auditor program used in rural areas, the department determined that this type of
program could also be effectively used in urban areas.

Thus, to offset increased staff in urban areas selected staff were permitted to operate from their homes and
others were assigned to a centralized work station whereby employees work in the distrid office on
predesignated. alternate days. Personnel assigned to these variant work arrangements were allocated
appropriate equipment. Since audit personnel spend a majority of their time at a taxpayer's place abusiness
auditing and have laptop computers with which to process their findings, they do not need to be in the office every
day. These alternate work arrangements have enabled the department to accommodate additional staff wnhout
having to increase office space.

In addition, a committee consisting ofField Services personnel was established to address furnnure and
equipment repair and replacement or augmentations needs.

III. Impact of Implementation: Full implementation requires funding that will provide adequate equipment. furnnure,
and office space for office-based personnel, as well as adequate equipment and security devices for both
home-based and centralized work station personnel. Total replacement cost for furniture and equipment is
estimated to be $482,000. Increased space cost would range from $8.00 to$13.51 per square foot depending on
the region of the state.
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IV. Legislation Required: Appropriation required.

D,ARCNQte·

Thedeparttnentacknowledgestha1shortfallscurrentlyexist inofficespace,equipment, furniture, andsupport staff. However,
the departmenthas providednoestimatesof increased revenueoollectionsthatcould result iftheseconditions wereaddressed
and compliancestaffproductivitywere improved. Thisestimate isneeded toeffectivelyevaluate thepriority10givealternative
replacement schedules. The tax department' s cost estimate seems to include replacing practically all of the furniture and
equipment in the district offices. It was not the intent of theJLARC staff recommendation to do this immediately.

I. Recommendation 31: The Department ofTaxation should submit a preliminary staffing plan that links the
implementation of add~ional compliance activities with the staff needed to carry out those activities. An estimate
ofany expected revenue increases or cost reductions should be included within the plan also. This staffing plan
should be submitted for consideration prior to the conclusion of the 1992 General Assembly.

II. Response: Invalid Recommendation.

Justification of Response: This recommendation appears to be premised on the assumption that the department
intends to request 60 add~ional compliance auditor positions in the fiscal year beginning July 1, 1992. The
department. however, has no plans to request these positions. It will. instead, closely examine the impad the 60
compliance auditors which were added over the last two fiscal years have had on other areas within the agency.
If additional staffing is necessary, it will be requested.

While the department has recognized the need to fill noncompliance positions needed to support the additional
compliance personnel hired, it has been unable to doso because ofbudget constraints. Due to the requirement
that compliance positions be held at a 98 percent fill rate. all budget cuts have been taken innoncompliance
positions, including support and wage positions.

In addition, it is important to note that when legislation establishing new departmental programs is introduced
before the General Assembly, legislative impact statements submitted by the department specify the costs of
implementing the legislation. including any compliance and noncompliance positions. systems costs, other
administrative costs, etc. However, these costs have not always been reflected in the department's final budget
appropriation.

III. Impact of Implementation: None.

IV. Legislation Required: No.

DARCNote·

It is unclear where theidea that this recommendation is "premised on the asswnption that the department intends to request
sixty additional auditor compliance positions" originated. The idea is not contained within the JLARC report. The JLARC
report does note thatadditional compliance positions to~ tax assessments. support staff, planning staff, and computer
programmers~ be needed.

1belegislativerequirementthat98peocentofcompliancepositionsbefilledispredicatedonthedesiretomaximizethenumber
ofcompliancestaffworking to generate tax revenuefor theState. Havingcompliancestaffcompletingadministrative,clerical,
and taxpayer assistance duties disregards the intent of this requirement
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I. Recommendation 32: The Secretary of Finance should require the Department of Planning and Budget to
complete a comprehensive evaluation ofstaffing needs and personnel practices within the Department of
Taxation. In completing the evaluation, a close examination should be made of revenue-producing improvements,
the proposed reorganization, variances in workload, the number ofmanagement staff, and oars personnel
practices including hiring and promotion practices, job classification, affirmative action, and saJary and benefits
administration. This evaluation should be completed prior to the 1993 General Assembly session.

II. Response: Invalid recommendation. Need is not justified.

Justification of Response: A comprehensive evaluation of the staffing needs and personnel practices is not
needed. The areas recommended to be studied are areas addressed on an ongoing basis by the agency's
management team. There are no issues or significant problems identified by this study or any other study that
would justify the scope or intent of this recommendation.

HI. Impact of Implementation: Both agencies involved will incur significant costs to complete a comprehensive
evaluation. This study would likely take a study team of4 employees a year or more to complete. It is our
opinion that the resuhs would be ofminimum benefits to the Secretary of Finance orTaxation.

IV. Legislation Required: Appropriation required.

I. Recommendation 33: As a function of its reorganization, the Department of Taxation shourd review the posnion
description for each management position to ensure that the position and the management responsibimies are
needed. The goal of this examination should be to reduce the number of rayers of management and the actual
management positions over time.

II. Response: Invalid recommendation. Standard practice.

Justmcation of Response: As referenced in the agency's response to Recommendation 41, the department is
constantly reviewing positions. In a study ofsupervisor positions in the Office Services Division conducted in
1990. we were able to eliminate the use ofthe classification of State Tax Supervisor A by reorganizing the
supervisory responsibiaies within the Collections, Taxpayer Assistance and Compliance un~s. This division was
able toprovide the same level of service and properly manage each of the noted functions with one less layer of
supervisors. This success does not by any means indicate that the same thing could be done in other areas of
the agency, but is one illustration where the department was able to streamline the operation.

Reviews of position descriptions are continually conducted within the Department ofTaxation to ensure that
responsibilities are accurate and necessary. It is, however, difficult to review one management position without
studying the impact of that position on the entire work unit and on the chain of command. JLAAC notes that the
maximum number of levels of management positions is eight in the agency and this should be reduced, but their
own Alternative Organization for the Department ofTaxation charted on page 112 increases this maximum
number by one to create the Deputy Commissioner. This clearly seems inconsistent w~h this recommendation.

Another point of concern is the reference to span of control. The number of subordinates a pos~ion has under ~s

supervision should not be used to conclude that the position may not be needed. Although a manager may only
have one or two subordinates, there may be many other responsibilities assigned to that person that are
unrelated to supervision. Even if the supervisory responsibil~ies are removed. the position may be needed to
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perform these other functions. JlAAC notes that they did not conduct an extensive review ofthe management
positions in the agency but instead based their conclusions from calculations of the number of management
positions divided by the number of total positions. These calculations make no adjustment for technical
responsibimies which require specialized experience, training and knowledge to perform the duties of the posnion.

Obviously, the pending reorganization will require that the Management Team review aU functions within the
agency. Levels and numbers of managers, spans of control and other factors will be considered in deciding the
proper organization structure. The purpose of the reorganization will not necessarily be to reduce the number of
managers, but to mold the organization into a more efficiently and effectively managed agency. If reductions in
management staff appear feasible and do not restrict agency operations, then consideration will be given to
reducing the number of managers.

III. Impact of Implementation: An ongoing evaluation is already being conducted. The use of State Tax Supervisor A
classification in Office Services was eliminated in 1990.

IV. Legislation Required: No.

DAR<; Note'

Thetax departmentnotes thata studyof supervisorpositions within the office servicesdivisionresulted in the elimination of
the useof StateTax SupervisorApositionsandone management layer. Areview of that studyindicates that this was actually
accomplishedby reallocating five supervisor A positions (grade 10) to a hiibel supervisor senior position (grade 12) and
reallocatingthe workload. This was not what JLARC staff were advocating in reducing thenumber of management layers
andthe actualnumber of managementpositionsover time.

The purpose of filling the deputy commissioner position is not to decrease management layers but to provide for better
managementof theentiredepartment, Managementlayerslower in theorganization.particularlyin areas in which a manager
supervisesone non-clerical staff member should becarefully examined.

f. Recommendation 34: The Department of Taxation should develop a strategic planning process that takes an
integrated, comprehensive approach to planning for the agency. As part of this process a written strategic plan
should bedeveloped and continually updated. The plan should consider future needs and changes that are
expected to have a significant impact on agency operations and include input from department staff. The plan
should include but not be lim~ed to assessing the estimated tax gap and strategies to close n, collections
strategies related to converting to accurate w~hholding, potential tax policy changes, automation and technologica'
advances, staffing needs, physical plant requirements, management needs, and environmental changes that are
outside the agency. The strategic plan should be submitted to the Secretary of Finance and the House Finance
and Senate Finance committees,

II. Response: Invalid Recommendation. The plan has already been developed.

Justification of Response: The department has a documented strategic planning process which directly correlates
with the biennium bUdget cycle. The document is updated regularly. The steps followed in our planning process
are outlined on pages 4 • 6 of the current strategic planning document.

There are many appropriate styles and processes that can be followed when planning. The department feels this
is effective for our organization. The strategic plan was developed by agency management with assistance and
review by theCenter for Public Services at the University ofVirginia and JLARC commends our efforts on page
130 of the draft audit document.
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Future needs and changes are included and individual input from department employees is recognized as a
formal step in the planning process. The major~y ofthe items that JLARC recommended for inclusion in the
strategic plan are addressed in plan or are included in the strategies and resource allocations in our Financial
Proposal.

The strategic planning document is submitted to the Secretary ofFinance and the Department of Planning and
Budget annually and reported on quarterly.

III. Impact of Implementation: No impact. Recommendation previously implemented.

IV. Legislation Required: No.

JLARCNote·

As noted in theJLARCreport,the tax department's long-rangeplanningis too limited in scope and gives insufficientattention
to compliance fimctions and the resources needed to maximize revenue collections. Considering that 60 percent of the
department's staff are consideredto be compliance positions, it is surprisingthat the department's Strate~ic Business Plan
contains little regarding plans for future compliance operations. Areas noted in the JLARC report as being left out of the
department's plan include: an estimateof revenue thatis not collected due to underreporting or underremittanceof taxes,
strategiesfa-closing thetaxgap,and theeffect thataccurate withholdingmayhaveon voluntarycompliance. Anexamination
of trendsin voluntary complianceandways to increaserevenuecollectioncouldassist thedepartment in successfullyarguing
for additionalstaffandfunding.

I. Recommendation 35: Responsibility for the development monitoring and revision d the Department's strategic
plan should be supervised by the deputy commissioner and assigned to staff whose primary function is towork
w~h department management on strategic planning.

II. Response: Invalid recommendation. Resources for recommendation of low priority, nonessential.

Justification ofResponse: The responsibility ofthe agency's strategic plan currently rests wnh the management
team. The agency commits staff resources to support the strategic planning process nhas adopted. Ina period
ofsevere budgetary constraints, addnionaJ staff resources for this function are not needed or justified. For
example t if the agency was authorized to fill 15 new·positions, probably none would be assigned to this function
atthis point in time.

III. Impact of Implementation: Minimum staff of two people required to support function. Agency costs would be at
least $75,000 with revenue losses from not hiring compliance orcompliance support resources.

IV. Legislation Required: Appropriation required.

I. Recommendation 36: The Department ofTaxation should develop an equipment replacement schedule that
includes projected costs. cost savings, and any effects on efficiency or effectiveness that not replacing the
equipment might have.

II. Response: Valid Recommendation. No funding for implementation.
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Justification of Response: The department agrees that we have sophisticated machinery and equipment, that we
do not have a detailed equipment replacement schedule and that not replacing equipment could hinder
productivity. However, we do not agree that having such a schedule would allow the department to have
replacement costs routinely included in the agency's budget. It has been our experience that this item has been
an area where the Department of Planning and Budget has looked first to remove funding when dollars are short.
This agency, like most general funded agencies, has been level funded since the early 1980's except for new
initiatives.

The department has followed the philosophy that the individual division manager should make the case for the
needed equipment and the highest such priority need will be funded out of the agency's level funded budget when
the need is the highest and when funds can be identified. The highest priority equipment has been replaced or
purchased or isscheduled to be purchased in the following amounts over the three biennia despite the level
funding constraints we were working under:

1986-88 $ 1,305,014
1988-90 1,043,686
1990-92 1J037,176.

The agency does not agree w~h the JLARC conclusion that having the plan will categorically allow that funds will
beavailable to purchase needed new equipment. The agency further believes that it would take considerable
staff hours to produce the suggested equipment replacement plan and many hours to maintain it w~h ever
changing prices and technologies. Staff time is simply not available to develop such a plan. If additional staff
time were suddenly made available. this would not be the highest priority for its use.

III. Impact of Implementation: Essentially the development of this plan would probably take at least two very
knowledgeable people full-time for a period ofone year to understand the uses of and to anatyze all the
equipment we have, to review the replacement costs, and to investigate the potential new technologies as they
could be applied to the department's activities. Funding for such staff is simply not expected to be available.

IV. Legislation Required: Appropriation required.

I. Recommendation 37: The Department ofTaxation should follow the Auditor of Public Accounts'
recommendation to review the access that all employees have to STARS screens and limit that access to screens
needed to complete routine functions. The department also needs to carefully review the STARS system and its
current functions to determine what procedures can be added orchanged to increase the security of the system
and decrease the potential for fraud and orother illegal activities.

II. Response: APA Review ofStars -Invalid recommendation. Procedures are already being performed.

Justification of Response: Procedures are currently in place tomonitor access provided to users. These
procedures provide for frequent/routine review of access privileges for employees.

Response: Review of STARS Security - Invalid recommendation. The security system is a proactive one that
continually monitors the functioning ofthe STARS system and insmutes changes where deemed beneficial in
increasing security.
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Justification ofResponse: Examples of the continual review of our security system are:

(1) revision ofpolicy on Confidentiality to impose stricter penahies for inappropriate use ofSTARS to
obtain taxpayer information;

(2) modification of security system to log ALL accesses.

(3) disciplinary actions taken w~hin the Code OfConduct to deal wnh security violations.

III. Impact of Implementation: Current procedures provide adequate security through review ofaccess atsupervisory
level to insure that screens are granted to employees based on job requirements.

The Agency's current practices incorporate the continual review of security to the STARS system.

IV. Legislation Required: No.

DARCNQte·

According to the APA,employee access to screens not necessary for theirdailyjob functions continues to exist Further. the
depar1ment's reviewprocedures, outlined above in their response, are either ineffective, too new to have madea positive
impact, or do not exist

I. Recommendation 38: The Department ofTaxation should work with the Office of the Attorney General and the
Department of Personnel and Training to establish policies and procedures for completing criminal records
checks. credn checks. and checks to determine whether federal and state income taxes are paid. To the extent
possible. these checks should be completed for current and potential employees.

II. Response: Valid Recommendation.

Justification of Response: Currently, the Department ofTaxation is reviewing data for the development ofa policy
which would require detailed background checks, including the review offinancial, criminal, and delinquent tax
histories for new employees. Once completed, the policy must be reviewed by the Office of the Attorney Genera!
and the Department of Personnel and Training. k, other agencies have similar policies in place, we should
exped our policy to be approved by these agencies. We anticipate implementing this policy after the appropriate
approvals have been obtained.

III. Impact of Implementation: The inclusion ofcurrent employees will create problems as to how to discipline
violators ofthe policy. Ahhough ~ would be easy to exclude applicants from consideration, current employees
would have to be disciplined under the Employee Standards of Condud and Performance. This would require the
development of offenses and disciplinary actions under these standards. Addnionally, an ongoing review of
current employees' credit histories, criminal records and filing of federal and state taxes would be necessary,
Considerable staff time and expense would be incurred ~ continual checks on employees were required.

IV. Legislation Required: Appropriation required.
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I. Recommendation 39: The General Assembly may wish to amend the Code of Virginia to require the
Department ofTaxation to complete background checks on ns employees.

II. Response: Valid Recommendation.

Justification ofResponse: As stated in our response to Recommendation 38. the department plans to proceed
with the development of a policy which would require background checks on new employees. The placing ofthis
requirement in the Code ofVirginia would give us statutory authority and reinforce the need for such checks.
Although we feel that we have authority to establish a background check policy f theGeneral Assembly mandate
would clarify any issues that could arise by requiring the Department ofTaxation to condud thorough background
checks for all employees.

The issue of current employees and the General Assembly's direction would also be welcomed as there may be
issues concerning those present employees who would not now pass the new background check, but are
currently adequately performing the duties of their position.

III. Impact of Implementation: Aefer to Impact Statement on Recommendation 38. The same concerns would apply
toa General Assembly mandate and should be considered if the Code ofVirginia is revised.

IV. Legislation Required: Legislation Required.

Appropriation required.

I. Recommendation 40: The Secretary ofFinance should ensure that the Department c:A Taxation implements
recommendations made by other agencies.

If. Response: Invalid recommendation. Process already in place.

Justification ofResponse: The agency has for over 10 years submitted quarterly reports to the Secretary of
Finance. These reports include the types of reporting issues identified in the recommendation. In addition, not all
recommendations made by other agencies are valid. Our responses to these types of recommendations are
formaJly made. For instance on Page 140 and 161 of this report, JlARC makes ·off the waU' comments about
the agency's internal audit function. These are the JLARC staffs own interpretations of someone else's report.
Nowhere in the report of this function is the conclusion drawn that our Internal Audit function is 'ineffective'. We
have addressed all comments made on the function and have work plans tocorred those deficiencies that are
valid.

fII. Impact of Implementation: None.

IV. Legislation Required: No.
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JLARCNote:

Submission of quarterly reports to the Secretary of Fmance bas not ensured that the tax department bas implemented the
recommendations madebyotheroversigbt groups. TheDepartmentoftheStateInternal Auditor, in its1991 review, concluded
that"insufficientactionwas taken[by the tax departmentJtocorrect thedeficiencies" thathad been identified in its 1988report.
The tax department's assertion that "not all recommendations made by other agencies are valid" is consistent with the
department's expressed opinion about the recommendations made within this report and its past failure to implement
recommendations by oversightagencies.

JLARe's characterization that the tax department's internal audit unit bas been described as ineffective is valid. The State
InternalAuditorin his letterto CommissionerForston October4, 1991stated,"deficienciesin practicewerefoundthatwere
considered so significant as to seriously impair or prohibit theprogram from carrying out its responsibilities." The letter also
states that theaudit "program does not comply with theprovisions of the Standards for the reviewperiod."

I. Recommendation 41: The Department ofTaxation should identify and implement approaches to address
employee concerns about morale, salaries, communication, management and leadership. Having large
percentages of staff reporting negative responses may indicate that these problems are impairing effectiveness.
Among the approaches considered, snould be the techniques proposed by W. Edward Deming which relate to
quality control and employee involvement.

II. Response: Invalid Recommendation. The Management Team of the Department of Taxation is concerned about
each of the areas outlined in this recommendation and has been actively addressing these concerns.

Justification of Response: Each of these areas is addressed separately as follows:

EMPLOYEE MORALE: Due to the current budget situation in state government, most agencies are having to
consider the adverse impact that no salary increases and higher employee costs for benef~s have on employee
morale. In general, employee morale is low during times ofbudget constraints and limited resources. IDoing
more with lessl is an overused phrase that isgood in theory. but in reamy places tremendous stress on the work
force. As many management studies have shown, the employee's work environment and working conditions
directly contribute to morale.

Further. ~ should be noted that the survey results show conflicting responses in the area ofmorale. When
questioned about agency morale the response was listed as good by only 30 percent of the staff. However, when
asked to rate Itheir own morale' 81 percent rated it excellent, good or fair. Only 19percent rated ~ as poor.

The agency Management Team has been exploring measures that can be taken to pos~ively affed employee
morale. One new benef~ that will be implemented on a test basis is the allowance of atemate work schedules.
A policy has been written that will allow divisions to determine which optional work schedules can be provided to
employees, inclUding earlier starting times, later starting times, four day and/or four and one-half day workweeks.
This policy has been approved by the Management Team and has been forwarded to the Department of
Personnel and Training (OPT) for their review and approval.

Consideration is also being given to options for recognizing employees. The agency service award program is
under review and other options are being considered that may be more appropriate to recognize high performers
and/or long term employees. AJso, we have an active weI/ness program for all employees which offers many
activities such as brown bag seminars, cholesterol screenings, diet programs, blood pressure screenings,
aerobics, etc.
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These illustrations represent just a few of the actions that are being taken to address employee morale and
improve the quality of work life.

SALARIES: Throughout the past fIVe years the Department ofTaxation has taken a very aggressive approach to
ensuring that employees are being properly compensated for the work performed. In 1987, a major compensation
study was initiated which included 352 poshions. This study was very comprehensive and lasted over two years.
We were very successful in convincing the Department ofPersonnel and Training that many of our employees
were not proper~ compensated for the work being performed. Approval was secured for salary increases for
approximately 250 employees. During this study the need was recognized for the establishment of a
Classification and Compensation Supervisor to plan for the continual review of agency positions. This position
was filled in 1988 and has actively been reviewing positions to ensure that adequate compensation is assigned to
positions based on duties and responsibilities. Since 1986, over 530 employees have received salary inaeases
due to classification/compensation reviews and/or studies.

As previously mentioned in this report, some employee discontent is expected in times of budget constraints,
limited resources and lack ofsalary increases. Additionally, when the department's compensation study was
completed, all ofour salary requests were not approved by the Department ofPersonnel and Training. Obviously,
those employees whose positions were not reallocated orsalary levels were not regraded were very disappointed
and probably are still concerned about their compensation. Although the department presented a good argument
for all positions in the study to receive salary increases, we did not receive approval for some of our requests.
Where appropriate, the agency appealed OPT's disapprovals of our requests, but to little avail.

The management of Taxation spent an enormous amount of time communicating information to employees about
the study before our requests were sent to OPT, during their review and after the final decision was made. The
Tax Commissioner, Human Resource Manager and other managers held group meetings with employees to
explain the study and information was routinely communicated in the agency newsletter, employee bulletins and
staff meetings. It is, however, understandable that employees become very upset when some employees receive
salary increases while others do not. These actions are not soon forgotten and may be part of the reason that
the recommendation reflected employee concern about salaries. The management of this agency has always
been concerned about proper compensation for employees and where justified. has taken action to increase
salaries. This will continue to be a high priority for the Management Team.

COMMUNICATION: Communication within an organization is always a concern. Taxation is no different from
other organizations in that we recognize problems with communication and are working with employees and
managers to ensure that information is disseminated promptly and accurately and that employees are being given
the opportunity to provide input from the bottom up. This will be an issue that will be addressed as the
Management Team continues the process of reorganizing the agency. Delegations with authority and
accountability will be major factors in redesigning the agency structure to become more efficient and effective w~h

fewer resources.

MANAGEMENT and LEADERSHIP: In 1989, the Management Team determined that the agency was not
properly preparing employees to assume greater responsibilities, particularly at the supervisory/management
levels. Accordingly, the Employee Relations Office was asked to develop a Management Development Program
for executives, managers and supervisors. In 1990, this program was implemented and aduaJly went one step
further in the development ofemployees and included employees who are tunaioning as work leaders. The
purpose of the program isto encourage leaders, supervisors and managers not only to improve in their ability to
function in their current postlons, but to move beyond the position's responsibilities. In the first year of the
program, 222 employees were identified as being eligible to participate. Overall attendance for the first year was
796, which on the average indicates that each participant attended between 3 and 4 sessions. It is our
understanding that this information was made available to the JlARC staff.
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Ern~loyees ofthe department activefy participate in state sponsored programs including the Virginia Executive
Institute. Commonwealth Management Institute and Virginia Supervisors Institute. Additionally, Management
Team members and other managers will attend or have attended the Federal Executive Institute in Charlottesville.
Currently, the Management Team isparticipating in team building sessions w~h the assistance ofconsuhants
from the University ofVirginia with the goaJ of building an effective team to take the agency into the future
beginning with the reorganization plan that is being developed.

Another Management Team decision which should improve qual~y of work is the approval of an agency Technical
Training Plan. It was recognized that agency employees must maintain a good working knowledge oftechnical
information, including various tax laws, rules and regulations as well as STARS (State Tax Accounting and
Reporting System). In 1992. assuming funds continue to be available, the agency will begin a long term,
structured training program to ensure that employees are adequately trained in technical areas.

As mentioned above, the reorganization will shift some delegations and authority and will emphasize the need for
all employees to be accountable for quality as well as quantity of production. Consideration will be given toways
to improve quamy, including methods to incorporate employee input into the process. Unless very severe budget
cuts are forthcoming, management intends to continue an aggressive training program. Management techniques,
such as total qual~y management proposed by W. Edward Deming, will certainly be reviewed to determine if
implementation within the department would be practical and effective. Obviously, during and after the
reorganization. the Management Team will be in a better position to decide the most feasible approach to
improving quality and to increase employee involvement. This issue remains a high priority for the Management
Team.

III. Impact of Implementation: Total quality management approaches like those proposed by W. Edward Deming take
several years of training for both management and employees.

IV. Legislation Required: No.

I. Recommendation 42: The Department of Taxation should ensure that the determination of doubtful colleetibility
is properly substantiated prior to accepting an offer in compromise as required by § 58.1-105 of the Code of
Virginia. File documentation should always include a financial statement regarding the taxpayer.

'I. Response: Valid Recommendation.

Justification of Response: The department agrees that proper substantiation should be made prior to accepting
an offer in compromise. Guidelines for determining what information should be obtained prior to accepting an
offer in compromise are contained in TAX's Approved Operating Policies and Rules.

The type and amount of documentation varies based on each specific situation and the amount cI tax. Each case
must be decided based on the explanation and evidence presented orotherwise obtainable. A financial
statement may not be required when the other documentation is sufficient to support a finding ofdoubtful
collectibility. However, the reason for the acceptance ofoffers in compromise and supporting documentation
should be, and is in the majority of cases, preserved among the records of the department. Some documentation
has been filed w~h the abatement action rather than with the official offer file.
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The department's Information Systems Division is in the process ofdeveloping more detailed procedures for the
handling of offers in compromise involving doubtful colleetibility. These procedures should ensure that the
required documentation isrnalntalned with the official offer file prior to thecase being closed.

III. Impact of Recommendation: None.

IV. Legislation Required: No.

JLARC staff wenton-siteto verify the fmdings ofouranalysisofa randomsampleofdocwnentationofoffers in compromise.
While the department may be correct in saying that supporting documentation is "preserved among the records of the
departmentn such information is not readily accessible. It took four tax departmentstaff more than two hours to locate
information on one of OW' random sample files. After two boors, the tax department staff noted that no additional
documentation otber than that reviewed previously byJLARCstaff wasavailable.

I. Recommendation 43: The Secretary of Finance should ensure that theDepartment ofTaxation establishes
formal written cnteria for accepting offers in compromise made due to doubtful collectibility. Such criteria should
take into account the taxpayer's complete financial situation.

II. Response: Invalid Recommendation. Criteria already established; not appropriate for Secretary of Finance to
review.

Justification of Response: Guidelines for offers in compromise are contained in the department's Approved
Operating Policies and Rules (see Recommendation 42). AJthough the procedures do not delineate thespecific
crfteria for acceptance or rejection of offers in compromise based on doubtful collectibility, they do require that a
taxpayer's financial condition. prior collection efforts and further potential conection actions be considered. In
most cases, a financial statement is obtained from the taxpayer.

The department's Information Systems Division is in the process ofdrafting procedures on offers in compromise
involving doubtful collectibility.

III. Impact of Implementation: None. Duplication of existing procedures.

IV. Legislation Required: No.

I. Recommendation 44: The Department of Taxation should take immediate steps to ensure that complete and
accurate documentation is provided for all offers ofcompromise and tax abatements involving reasons that must
bedocumented. Documentation requirements for both hard copy information in files and computerized data on
STARS should becarefully reviewed.

II. Response: Invalid recommendation. Offer in compromise procedures are currently being finalized and abatement
procedures already exist.
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Justification ofResponse: The JLARC study, previous Auditor of Public Accounts studies, and two studies by the
department's internal auctor have identified no improper abatements. Questions have focused solely on the
consistency of documentation.

The department's Information Systems Division is drafting procedures on offers in compromise involving doubtful
collectibility. A part of these procedures will address the documentation requirements and the necessity to ensure
all documentation is maintained with the official file maintained on the offer. JLARC has not identified any
documentation problems involving offers in compromise on issues of law or appeals to the Tax Commissioner
under Va. Code § 58.1·1821 (see response to Recommendation 46).

Abatement guidelines are contained in the department's Approved Operating Policies and Rules. Add~ionally, the
STARS Operator's Manual (Exhibit Book) lists the abatement reason codes and identifies those codes which
require documentation.

As pointed out by JLARC, a study conducted by the department's internal auditor recognized that incorrect reason
codes were being assigned to abatements in some instances. However. JLARC failed to point out that an
Abatement Quality Control Committee was established in FY 91 to periodically condud a quality review sample of
abatements (proper documentation, prcoer reason code, etc.). To date, the committee's results which are
reported to the Director ofthe Office Services Division, have not reflected any significant problems.

III. Impact of Implementation: Minimal as procedures are already in place orare being developed.

IV. Legislation Required: No.

I. Recommendation 45: The Department ofTaxation should establish written requirements for the documentation
ofaud~ procedures. These aud~ procedures should include guidelines for determining how aud~ samples are
selected; for determining how complete taxpayer records are; for completing work papers that clearly support
audit objectives. procedures, and findings; and for requiring supervisory review ofaudit documentation and
conclusions.

II. Resoonse: Invalid recommendation. Written procedures are already in place; all audits currently must be
reviewed and approved by the senior auaitor (aud~ team leader) and/or audit supervisor prior to assessment.

Justification ofResponse: Written requirements for the documentation of audit procedures already exist (see the
department's Audit Manual and Sales and Use Tax Aud~ Program User's Guide). The Audft Manuaf is current,
having been revised 6 times in the last 12 years, and specifically addresses each area cA concern identified by
JLARC. Each of the department's auditors has been provided a copy of the Audit Manual on diskette and hard
copies ofthe Aud~ Manual and User's Guide are contained in each district office.

The concerns expressed by the Auditor ofPublic Accounts appear to reflect the esoteric differences between
internal audit work papers and tax audit work papers. The objective oftax work papers is merely to identify ~ems

of income or property that may have improperly escaped taxation. To the extent that the aud~or and the taxpayer
can readily identify untaxed ~ems, the standard for documentation clearly has been met. Further, as noted ina
December 1991 article in Internal Auditor (IiEnough Is Enough: When Does ·Complete Work paper
Documentation' Become Overkill?lI) co-authored by former Virginia Auditor ofPublic Accounts Charles K Trible,
-given fin~e audit resources, time spent in excessive documentation is time not spent in additional auditing.·

40



Indicative ofthese conclusions, the department has received no complaints from e~her the Virginia Bar
Association, the Virginia State Bar. or the Virginia Association ofCertified Public Accountants as tothe adequacy
ofaudit documentation.

Due to frequent taxpayer questions. the department is currently in the process of developing a new sales and use
tax regulation on audit sampling. This regulation will give taxpayers guidance on the questions most frequently
asked in terms of sampling and what information auditors must have in selecting an appropriate sample period.
The department informally advised the tax committees of the state bar and CPA associations of this project in
October 1991 and plans to adopt a final regulation by December 1992.

III. Impact of Implementation: None. procedures are already in place.

IV. Legislation Required: No.

1LARC Note·

Again, the manual is very general in nature andtherefore inadequate. Further, based on the APA reviewof theaudits. the
generalprocedures outlinedin the manualwere not applied consistently. Therefore, it appears IDa! morespecific guidance
is necessary to correct thedeficiencies notedin the report.

I. Recommendation 46: The General Assembly may wish to revise § 58.1 ..105 of the Code ofVirginia to specify
that summarized documentation, of downward adjustments by any means of more than 25 percent on
assessments ofmore than $200,000, is to be submitted by the tax commissioner on a quarterly basis to the
Secretary ofFinance and to any oversight entity the General Assembly creates in response to ahernatives
presented in the next section of this chapter.

II. Response: Invalid Recommendation. Creates an add~ional reporting requirement; same resuhs could be
achieved by other, less intrusive, means (see also, response to Recommendation 47).

Justification of Response: This recommendation would create an additional reporting requirement, which may be
of limited value.

The JLARC study, previous Aud~or of Public Accounts studies, and two studies by the department's internal
auditor have identified no improper abatements.

On large assessments specifically (page 158 of the study), JLARC infers that abatement documentation is
generally lacking. However. this inference is not supportable. In actuality:

(1) Case files w~h substantial documentation are available on~ appeals to the Tax Commissioner
under Va. Code § 58.1 ~, 821 (many of which are settled under § 58.1 ..105) and offers in
compromise involving issues of law (doubtful liability) .

(2) The Tax Commissioner's final determination on every appeal is already published (wnh only the
taxpayer's name and identifying information deleted) pursuant to Va. Code § 58.1-204.
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(3) After a sample of 100 appeal files and 58 offers in compromise involving issues of law, JLARC
identified!1Q specific instances in which documentation was insufficient.

(4) Ofthe 30 large assessments identified on page 158, 2 were paid in full and were not appealed,
10 were initially upheld on technical review with no change in the assessment. 8 remain in the
administrative appeals process on substantive issues of state and/or federal law, 2 are currently
in litigation after having been upheld in the administrative appeals process.

All downward adjustments result from technical review of an assessment (consistency with law, regulations.
published policy, established audit procedures, etc.) OR a determination that the entire assessment is not
collectible.

Further, a system of checks and balances already exists, downward adjustments of any size resuRing from
appeals and offers in compromise go through a minimum of a 4-step review process, culminating in approval by
the Tax Commissioner.

There is little or no incentive for the department to adjust assessments downward without compelling evidence to
support such an action.

III. Impact of Implementation: Creates an additional reporting requirement.

Review of downward adjustments by executive and/or legislative branch officials may raise concerns among the
public as to the objectiv~y of the administrative appeals process. Similarty, such a reporting process may
unintentionally compromise the confidentiality of taxpayer information.

IV. Legislation Required: No.

I. Recommendation 47: The General Assembly may wish to require the Auditor of Public Accounts as part of hs
annual review of the Department ofTaxation to review the documentation for these downward adjustments of
more than 25 percent on assessments ofmore than $200.000.

II. Response: Invalid Recommendation. The Auditor ofPublic Accounts already has the authority to review
assessments. adjustments, and a wide variety of other departmental actions.

Justification of Response: The Auditor of Public Accounts already possesses authority to review information on
any downward adjustment of a tax assessment. The Department ofTaxation's own Internal Aud~ Division has
also conducted two studies on this issue.

The study provides no evidence of missing or questionable information on large assessment adjustments. The
department feels that its documentation standards for assessment adjustments are qune high and have been
predicated. in part. on meeting a standard which would be acceptable inthe event of audit bythe APA or any
other body.

While the department would not object to an MJA review of assessment adjustments, ~ does object to the
unsupported inference that these adjustments are not ormay not be supportable.

Ill. Impact of Implementation: Minimal.
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IV. Legislation Required: No.

I. Recommendation 48: The General Assembly may wish to further examine options for add~jonal external
oversight of the Department ofTaxation. At a minimum, any oversight entity established should review the
methodology for estimating the State tax gap, procedures for closing the tax gap. significant policy or procedural
changes that are likely to affect tax revenue. and procedures instituted to prevent fraud ofmisconduct.

II. Response: Invalid Recommendation.

Justification ofResponse: There is no apparent justification within the report for establishment of a broad external
oversight entity. an approach which would be unique among state agencies. (Where other oversight entities exist,
they are typically targeted towards a discreet industry. profession or client base.)

As the report acknowledges, the State Corporation Commission and Industrial Commission operate to provide
oversight to otherwise independent agencies. The same is true ofthe Lottery Board. The Tax Commissioner is
appointed by the Governor and confirmed by the General Assembly. firmly establishing widespread accountability
to both. The actions of the department are viewed and reviewed on a daily basis by local officials, legislators, the
executive branch. and taxpayers, none of whom have been hesitant to hold the department accountable for ns
adions. The House and Senate Finance Committees may not be formally charged with oversight as at the
federal level, but there is little question that legislative oversight in Virginia exists and is accorded great weight.

A 1980 legislative study (HD 30). including representatives from the Virginia Bar and CPA Society, reviewed the
policy processes used by the department. As a resun of this study. legislation was enaded requiring the use of
the Administrative Process Act for promulgating all regUlations and requiring that a/l rulings of the tax
commissioner and other similar documents be published regularly. The department complies with these
requirements, and as a resun all policy documents are subjected to a level of public scrutiny exceeding that
accorded most other agencies' actions. Within this context, it is worth noting that the department's published
guidelines for ensuring public participation in the regulation development process have served as a model for
many other agencies. In short, the department was on the leading edge of public accountability for its actions.

Most importantly, the 1980 study suggested the creation ofa Board ofTax Appeals. However, the purpose of
such a board was to provide an expeditious method for appeal of assessments without payment of the tax and
was not targeted towards oversight, improved revenue production or any ofthe other objectives suggested by
JLARC. This provision was considered. but not enacted by the General Assembly. (Interestingly. a tax
commission administered Virginia taxes until 1927 when it was replaced with a Department ofTaxation and a Tax
Commissioner to improve efficiency.)

We have formal and informal working relationships with the Virginia Bar Association and CPA Society state tax
committees and use this relationship extensively to solicit suggestions on forms revisions and to review policy
proposals. In fact. this department is one of the most visible in terms of ~s contacts w~h client groups.

In summary, we do not argue that oversight is not essential. Rather we would assert that the degree ofoversight
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and accountability to which we are subjected by virtue of our impact on virtually every c~izen in the state is far
greater than that of any other state agency and does not need artificial expansion.

III. Impact of Implementation: Contingent upon degree of oversight adopted.

IV. Legislation Required: Legislation required.
Appropriation required.
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Security Staffing in the Capitol Area, November 1989
Interim Report: Economic Development in Virginia, January 1990
Review ofthe Virginia Department ofWorkers' Compensation, February 1990
Technical Report: Statewide Staffing Standards for the Funding ofSheriffs, February 1990
Technical Report: Stateunde Staffiflg Standards for the Funding ofCommonwealth's Attorneys, March 1990
Technical Report: Statewide Staffing Standards for the Funding ofClerks ofCourt, March 1990
Technical Report: Statewide Staffing Standards for the Funding ofFinancial Officers, April 1990
Funding ofConstitutional Officers, May 1990
'Special Report: The Lonesome Pine Regional Library System, September 1990
Review ofthe Virginia Community College System, September 1990
Review ofthe Funding Formula for the Older Americans Act, November 1990
Follow-Up Review ofHomes for Adults in Virginia, November 1990
Publication Practices ofVirginia State Agencies, November 1990
Review ofEconomic Development in Virginia, January 1991
State Funding ofthe Regional Vocational Educational Centers in Virginia, January 1991
Interim Report: State and Federal Mandates on Local Governments and Their Fiscal Impact, January 1991
Revenue Forecasting in the Executive Branch: Process and Models, January 1991
Proposal for a Revenu.e Stabilization Fund in Virginia, February 1991
Catalog of Virginia's Economic Development Organizations and Programs, February 1991
Review ofVirginia's Parole Process, July 1991
Compensation ofGeneral Registrars, July 1991
The Reorganization ofthe Department ofEducation, September 1991
1991 Report to the General Assembly, September 1991
Substance Abuse and Sex Offender Treatment Services for Parole Eligible Inmates, September 1991
Review ofVirginia's Executive Budget Process, December 1991
Special Report: Evaluation ofa Health Insuring Organization for the Administration ofMedicaid in

Virginia, January 1992
Interim Report: Review ofVirginia 's Administrative Process Ad, January 1992
Review of the Department ofTaxation, January 1992


	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	



