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Executive Summary 

Purpose For several years a federal value-added tax (VAT) has been discussed as an 
option that the United States might use to reduce the budget deficit, 
reform the current federal tax system, or fund new programs. 

To raise the level of understanding about VATS, GAO has already issued 
several reports addressing the issues U.S. tax policymakers would face in 
enacting a VAT, methods of calculating a VAT, and state tax officials’ 
concerns regarding a federal consumption tax. During its work, GAO found 
a major gap in the literature pertaining to how a VAT might be administered 
in the United States and how much it might cost. 

GAO thus initiated this review to provide Congress with information about 
the cost of administering a VAT in the United States. Specifically, GAO’S 
objectives were to 

. identify the processes and structure for administering a VAT; 

. estimate the costs of administering a basic VAT in the United States; 
l consider how alternative designs affect administrative costs; and 
l discuss the transition necessary to implement a VAT. 

Background More than 76 nations, including all European Community countries and 
most industrialized countries, have adopted a VAT. A VAT is a consumption 
tax collected on the difference between a business’ purchases and its 
sales. It is a tax on the value added by each producer and distributor, and 
it is collected at all stages of production and distribution. This 
distinguishes the VAT from a retail sales tax, which is collected only once at 
the point of sale of the good or service to a consumer. Both VATS and retail 
sales taxes can raise about the same amount of revenue given the same tax 
rate and tax base. With a VAT, however, the burden of collecting the tax 
from the consumer is not concentrated entirely on retail businesses. The 
Congressional Budget Office estimates that a VAT in the United States 
could raise between $10 billion and $20 billion, depending upon the 
breadth of the tax base, with each percentage point of tax imposed. 

In developing cost estimates, GAO made a number of assumptions and 
relied on a variety of data from the Internal Revenue Service (IRS), states, 
and foreign countries. GAO intended the estimates to be’considered broad 
orders of magnitude that capture IRS’ four largest cost factors: returns 
processing, examination, taxpayer services, and collections. They are not 
intended to be all-inclusive, nor are they meant to serve as budget 
estimates. Rather they are intended to serve as a basis for Congress to 
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understand the impact of decisions that would have to be made if a VAT is 
considered. The estimates were put together in modular form so that 
others can modify the estimates on the basis of different assumptions. 

GAO estimates include the costs of administering a VAT but not the costs to 
businesses of complying with a VAT. GAO’S estimates show how the 
structure of a VAT affects administrative costs, The study makes broad 
assumptions and general cost estimates based on data obtained from IRS, 
the Customs Service, the Federal Reserve System, states, and foreign 
countries. GAO neither supports nor opposes a VAT. 

Results in Brief the borders for imports and exports and the Federal Reserve System’s 
support in receiving and processing VAT payments. The costs of 
administering a VAT would vary according to the complexity of the tax. 

GAO estimated that to administer a simple, broad-based VAT in 1996, it 
would cost the government between $1.22 billion and $1.83 billion 
annually, depending on the number of taxpayers subject to the tax. Were 
the VAT structured to include exemptions and multiple rates, the 
administrative costs could be as much as $700 million higher. For 
transition to a VAT, about $800 million would be needed for taxpayer 
education, staff training, and computer system development. 

To minimize administrative costs, a VAT design should be simple, with a 
single tax rate applied to the broadest possible base of goods and services. 
To address concerns that such a VAT may be particularly burdensome on 
low-income consumers, foreign countries have often used goods and 
services exemptions and multiple rates for necessities. However, 
exemptions and multiple rates-rather than refundable credits or other 6 
avenues to help low-income consumers-would significantly increase the 
complexity of the tax, resulting in higher costs of administration. 

The examination function is the major administrative cost component. 
Under the basic VAT, this function would represent about 70 percent of the 
total estimated administrative costs. Examination costs are sensitive to 
both the number of taxpayers and the degree of tax complexity. A 
complex VAT would require more frequent and indepth audits than a 
simple tax. To a varying degree, costs for all administrative functions can 
be reduced by limiting the number of small businesses included under the 
tax by setting a threshold on the value of sales. Reducing the number of 

I 
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businesses subject to the tax from 24 million to 9 million would reduce 
administrative costs by about 33 percent, while reducing the revenue base 
by less than 3 percent. 

A substantial amount of time-from 18 to 24 months, optimally-would be 
required to properly prepare for a VAT. A key element of a successful 
transition would be an intensive educational campaign aimed at promoting 
compliance. 

GAO’s Analysis 

A Simple VAT Would 
Minimize 
Administrative Costs 

A single-rate, broad-based VAT would promote economic neutrality among 
goods and services, minimize compliance burdens for the taxpayer, and 
minimize administrative costs. In estimating the administrative costs of a 
simple VAT, GAO made a number of assumptions, For example, GAO 
assumed that (1) IRS would administer the tax in cooperation with 
Customs and the Federal Reserve System; (2) all goods and services would 
be taxed except for difficult to tax sectors, such as financial 
intermediaries, whole life insurers, and preexisting buildings, including 
residential housing; (3) nearly all businesses (about 24 million) would be 
subject to the tax and would file monthly or annually depending upon the 
gross receipts of the business; and (4) businesses with gross receipts 
above $26,000 would be required to file and pay electronically. (See pp. 
29-36.) 

There are two methods for calculating the value-added tax: (1) the 
credit-invoice method, which can be thought of as a transaction by 
transaction approach; and (2) the subtraction method which generally is 4 
applied to more summary information, such as the total value of sales and 
purchases. Either the credit-invoice or subtraction method could be used 
with the basic VAT. However, GAO believes that to achieve the same level of 
compliance under either method would require similar documentation 
standards and audit frequency and intensity, because under either 
approach in-depth examination of the support behind the books would be 
necessary to maintain the integrity of the system. Only the credit-invoice 
method can accommodate multiple rates or exemptions. (See pp. 17-18, 
4344, 73-74.) 
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GAO estimated the costs of administering this basic VAT in 1996 would be 
over $1.83 billion. As shown m figure 1, examination (71 percent) and 
taxpayer education (11 percent) would be the largest cost components. 
The estimated $1.3 billion in examination costs represent personnel costs 
and assume an annual audit rate of about 8 percent. While other federal 
taxes have not had audit rates this high in recent years, GAO believes 
frequent visits to taxpayers would be critical to educate them about their 
responsibilities under a new tax and to ensure voluntary compliance. The 
returns-processing cost estimate of $129 million was made using IRS’ cost 
data for processing employment taxes and Federal Reserve System’s cost 
data for electronic information and funds transfers. GAO estimated that it 
would cost $210 million to provide materials, answer questions, and offer 
necessary taxpayer services; $180 million to collect unpaid taxes; and 
$11 million for U.S. Customs to administer the tax on imports and exports. 
(See pp. 3tMO.) 
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Flgure 1: Percentaqe of VAT 
Taxpayer Services 

10% 
Collection 

7% 
Returns Processing 

1% 
customs 

Audit 

Estimated Annual Cost = $1.833 Billion (1995) 

24.4 Million Taxpayers 

The cost of administering the basic VAT would be lower if fewer taxpayers 
were subject to the tax. This could be accomplished by exempting small 
businesses from the requirement to collect and remit VAT. GAO estimated 
that reducing the number of businesses subject to the basic VAT from 
24 million to 12 million would reduce administrative costs from 
$1.33 billion to $1.41 billion; with only 9 million taxpayers, the estimated 
cost would be further reduced to $1.22 billion. According to GAO estimates, 
if only 9 million taxpayers were subject to the tax, the total for returns 
processing, taxpayer services, and collections costs would be reduced 
from $619 million to $170 million. A similar reduction in the number of 
taxpayers would only reduce examination costs from $1.3 billion to 
$1 billion. This decrease would be proportionately less than the decrease 

l 
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in other costs because GAO assumed the majority of the examination 
resources would be focused on large taxpayers. (See pp. 61-70.) 

VAT Would Increase exemptions were added, the total annual administrative costs would 
increase substantially. For example, to ease the effect on lower income 

Administrative Costs people, groceries and medical expenses might be exempted from the VAT. 
Examination costs, more than any other functional area, are sensitive to 
the degree of tax complexity. The more complicated the tax, the greater 
the opportunity for taxpayer error or evasion and the more difficult the 
auditor’s task. Due to insticient data, GAO was not able to estimate 
precisely the effect of tax complexity on the costs of the examination 
function or any other function. However, tax administrators told GAO that 
tax complexity would increase the examination costs by 30 to 60 percent. 
This would increase the estimated examination costs of $1.3 billion for the 
basic VAT to between $1.7 billion and $2 billion. The higher cost could 
come from a combination of increased audit coverage, longer audits, and 
employment of more highly qualified examiners. The only alternative 
would be a low level of audit coverage, which, in turn, could cause 
compliance to suffer and revenue to be jeopardized. (See pp. 71-84.) 

VAT Transition: 
Planning and 
Taxpayer Education 
Are Critical 

Successfully instituting a VAT in the United States would require careful 
planning and an intensive educational campaign. Based on Canada’s and 
New Zealand’s recent experiences in implementing a VAT, 18 to 24 months 
would be necessary to properly prepare for a VAT. According to a 1984 
Treasury report, IRS would need, at a minimum, 18 months to prepare for a 
VAT. rtzs would need time to assess staffing requirements, hire new staff, 
and train staff on the new tax. IRS would also have to develop or modify 
returns-processing systems and ensure that new forms were developed b 
‘and tested. The cost of this preparation is estimated to be about 
$800 million. (See pp. 85-90.) 

Canada and New Zealand placed heavy emphasis on educating the public 
about their new VATS. The philosophy behind their emphasis on taxpayer 
education was that it would promote taxpayer compliance. Educating the 
U.S. public about a VAT would require tax administrators to (1) educate the 
general public on how a VAT works, (2) educate businesses about the new 
laws and procedures for compliance, and (3) educate tax preparers. In 
addition to these education costs, there are other costs of transition. While 
GAO estimated some cost components of transition to a VAT, such as 
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hardware and systems development set-up costs and the one-time costs 
incurred for staff tmining and business registration, the estimates are not 
all-mclusive. (See pp. 90-f%.) 

Recommendations This report contains no recommendations. 

Agency Comments GAO received comments on the draft report from the Internal Revenue 
Service, U. S. Customs Service, and the International Monetary Fund. Both 
IRS and Customs were concerned that GAO may have understated staffing 
and costs. In addition, IRS was concerned about transition time frames for 
both hardware acquisition and hiring and training personnel. The GAO cost 
estimates for a VAT are based on a conceptual framework that GAO 
designed. The estimates are not meant to be all-inclusive. As more detailed 
VAT proposals are considered, more precise estimates can be made. 

The International Monetary Fund, on the other hand, was most concerned 
that the number of businesses included in the system be kept small. GAO 
provided estimates of administrative costs based on three different filing 
thresholds for small businesses. The iinal decision of how many 
businesses to include in the VAT involves trade-of& among administrative 
cost savings, revenue losses, and economic efficiency considerations. 
These are decisions Congress will eventually have to make if it considers a 
VAT. (Agency comments and GAO'S evaluation of them are presented at the 
end of chs. 3,4,6, and 6 and in apps. V, VI, and VII.) 
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Chapter 1 

Introduction 

The United States relies more heavily on income taxation as a source of 
general revenue for its national government than any other major 
industrialized nation. If additional sources of revenue are sought, Congress 
may consider imposing some form of consumption tax, such as a 
value-added tax (VAT). The Congressional Budget Office (CBO) estimates 
that a S-percent VAT in the United States could raise between $70 billion 
(narrow base) and $134 billion (broad base) in 1996. 

The VAT has widespread international acceptance, and it is now employed 
in approximately 80 countries. Valueadded taxation is the most common 
form of consumption tax employed by our major trading partners; the 
European Community (EC), Japan, Mexico, and, in 1990, Canada have all 
enacted some variant of a VAT. The U.S. federal government, on the other 
hand, has little experience in the design and administration of such a tax. 
While GAO is not arguing for or against the adoption of a VAT, it is important 
that Congress have as much information as possible should one be 
considered. In this report, GAO considers one potential approach to 
structuring a federal VAT and the effects of certain variations in the basic 
design on the costs of administering the tax. This report is one of a series 
GAO has issued on the VAT.' 

Background Consumption taxes csn take many forms-sales/use and specific excise 
taxes are the most commonly used in the United States. Forty-five states 
and the District of Columbia tax consumption through sales and use taxes. 
Excise taxes, used in this country by the federal and state governments, 
are selective taxes on particular goods and services. 

The VAT is a multistage tax on goods and services, levied at each stage of 
the production and distribution process. It is a transaction-based, as 
opposed to an expenditure-based, consumption tax. An expenditure-based 4 
tax is equivalent to a personal income tax from which all household 
savings are deducted from the tax base. A transaction-based tax is levied 
on each taxable purchase at the point of sale. An example of 
transaction-based consumption taxes is states’ retail sales taxes. 

‘The Value-Added Tax in the European Economic Community (GAO/ID-81-2, Dec. 6,1989); The 
&b-Added T 8x- Wh at Else Should We Know About It? (GAO/PAD-61-60, Mar. 3,1981) C%?kin 
knong Cxxwumption Taxes (GAO/GGDJ3691, Aug. 20 l&36); Tax Policy: Tax-Credit and ‘KRi%&n u 
Methods of Calculating a Value-Added Tax (GAO/GG&%87, &me 20,1989); Tax Policy: Value-Added 
Tax Issues for U.S. Tax Policymakere (GAO/GGD-89-126BR, Sept. X,1989); rfax Policy: State Tax 
Officials Have Concerns About a Federal Consumption Tax (GAO/GGD-90-S& Mar. 21,1!%0). 
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chaptar 1 
mroduction 

Value Added Can Be 
Calculated on an Income 
or a Consumption Base 

Value added is the difference between the price obtained by selling a 
product or service and the cost to a business of the materials and services 
purchased from  other companies (inputs) used to make a product or 
deliver a service. Included in value added are wages and salaries, interest 
paid, rent, and profits. For example, if a business buys $160 worth of 
materials to produce a product that sells for $200, its value added would 
be $60. 

Computing the value-added tax base depends on whether the tax is an 
incomebased or consumption-based tax. These two types of VATS are 
distinguished by their treatment of purchased capital goods, in particular 
plant and equipment. By far, the most common VAT is the consumption 
type. Under this form , the entire purchase price of capital goods is written 
off as an expense when purchased.2 For the purposes of this report, we will 
lim it our discussion to the consumption type of VAT. 

Mechanics of the VAT 
Depend on the Method of 
Calculation 

There are two methods for calculating the amount of VAT owed: the 
credit-invoice method and the subtraction method.3 Under either method 
of calculation, businesses are meant to rem it only the tax on the value 
added at their stage in the production process. The tax can be calculated 
either as the difference between the tax collected on sales and the tax paid 
on purchases with the credit-invoice approach or the tax on the difference 
between the value of sales and purchases with the subtraction method. If a 
VAT is simple, with a single rate and broad base, there should be little or no 
difference in the economic effects of the two methods of calculation. If the 
VAT is complicated, there will be substantial differences between the two 
approaches. 

Conceptually, the creditrinvoice method can be thought of as a tax on each 
separate transaction. This method applies the VAT rate to the value of sales a 
but allows a credit against VAT paid on purchases. The difference is the tax 
on the value added at the present stage. Using our earlier numerical 
example and a VAT rate of 6 percent, we would calculate a tax of $10 (0.05 
X $200) as the amount of tax charged on a sale of $200. We would subtract 

Wnder an income-based VAT, purcjxised capital goods are depreciated. 

mere is also an additive method for calculating the VAT, under which the tax is imposed on payments 
to all factors of production (wages, rent, interest, and net profit) that were not previously taxed. This 
approach is more complicated than either of the others, and no country applies it generally. 
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from this the tax included in the price of purchases, or $7.60 (0.06 X $160), 
to arrive at a net tax of $2.60 (0.06 X $60 in value added)? 

In contrast to the transaction-by-transaction approach of the credit&voice 
method, the subtraction method generally is applied to more summary 
information, such as the total value of sales and purchases. This method 
calculates value added as the difference between the value of sales and the 
value of purchases, and it applies the tax rate to that difference to 
calculate the tax liability. In the example, value added is $60 ($200 minus 
$160) and the VAT is $2.60.8 

Businesses, which are responsible for collecting and remitting the tax, 
would, to the extent possible, add the VAT to their prices just as they 
attempt to do under a retail sales lax. The $200 product would likely be 
sold for $210 with the bpercent VAT included. Under a VAT, each business is 
presumed to pass the tax along to the next purchaser until the final 
consumer is reached. Since there is no sale beyond that point, the final 
consumer most likely pays the tax in the form of higher prices.6 

Distinctions Between the 
VAT and the Retail Sales 
TaX 

As revenue sources, value-added and retail sales taxes can be of equivalent 
magnitude, because the base of each tax is supposed to be consumer 
purchases. The fundamental difference between the two taxes is the point 
at which they are applied. Retail sales taxes apply to only one type of 
transaction-sales of business-supplied goods and services to consumers. 
Value-added taxation is a multistage tax on goods and services; the tax 
applies to transactions along the entire stream of production and 
distribution, Retail sales taxes place the entire burden of collecting the tax 
on businesses that sell directly to consumers. On the other hand, 
compliance with a VAT is the responsibility of all types of businesses, not 
only the retail sector. 4 

me tax rate used in the example is called the tax-exclusive rate because it is a tax rate applied to 
sales, purchases, and value added net of tax. The same result could be achieved using a tax-inclusive 
rate of 4.76 percent, For example, 4.76 percent of $210 (the value of sales including the tax) is $10 and 
4.70 percent of $167.60 (the value of purchases including the tax) is $7.60. 

“Using a tax-inclusive rate of 4.70 percent, we would subtract $167.60 from $210 to arrive at a 
tax-inclusive tax base of $62.60. The resulting tax would be $2.60. 

5% is the case in almost every discussion of a VAT, we assumed the tax would be passed forward to 
consumers, rather than backward to factor payments, such as wages, interest, rents, and profits. For a 
discussion of an alternative assumption, see Tax Policy: Tax-Credit and Subtraction Methods of 
Calculating a Value-Added Tax (GAO/GGD-&S7, June 20 19SS). Consumers can avoid the tax only by 
not consuming, either now or in the future, and instead chcosing to work less and take more leisure 
time. 
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Under a retail sales tax, consumer purchases are taxable, while business 
purchases are usually exempt from tax. Complications result when a 
business makes sales to both consumers and businesses, a condition that 
is especially common to seivice industries. 

To avoid taxing business purchases under the VAT, it is not necessary to 
distinguish among types of users at the point of sale. Instead, businesses 
are allowed to subtract the tax paid on purchases or deduct the value of 
purchases in calculating the tax; consumers are not allowed to subtract or 
deduct the tax paid and, thus, are meant to pay the tax. 

Imports Are Taxed the 
Same as Domestic 
Prodpcts While Exports 
Are Untaxed 

Because it is generally assumed that a VAT will raise consumption goods 
prices by the amount of the tax, a device called the border tax adjustment 
is used to keep the tax from harming, even for a short period of time, the 
balance of trade. Border tax adjustments are not intended to favor 
domestic production, either as a subsidy for exports or as a protective 
tariff on imports. Bather, the VAT on imports is imposed at the same rate as 
that on domestically produced products, and exports are freed of the tax 
through a device called zero-rating. Zero-rating is a mechanism for 
completely removing the tax on sales of products by not only charging a 
zero rate on all export sales but also by allowing the business to claim 
credit for tax paid on inputs related to the production of the export. If the 
value of taxes paid on all inputs used in the production of exports and 
domestic sales exceeds the tax collected on domestic sales, the business is 
usually entitled to a refund. 

An important premise of the border tax adjustment is that the VAT is based 
on the socalled destination principle, a principle that underlies the VAT 
systems of all countries. This principle states that the tax consumers pay 
should be levied at the rate of the country in which the goods are 
consumed rather than the rate applicable in the country in which the 
goods are produced, so that a consumer’s choice among possible 
purchases is not influenced by tax rates. Taxing imports at the same rate 
as domestic goods eliminates the incentive to purchase goods simply for 
tax-related reasons. 

4 

Zero-rating is used to ensure that exports are competitively priced in the 
country of destination. If an export sale is not zero-rated and, in particular, 
if taxes paid on inputs are not rebated, the exporter will attempt to recoup 
the input tax paid or will be forced to accept a lower profit on export 
sales. Either of these alternatives is likely to reduce exports, at least when 
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the tax is iirst imposed.’ If all VAT countries use the destination principle, 
taxing imports and zero-rating exports ensures that all goods are taxed 
once and only once. 

VAT Liability Can Be 
Simple to Verify 

From the perspective of tax administration, a distinguishing feature of the 
VAT is the ease with which a business’ tax liability can be verified. For a 
business to receive credit for tax paid on purchases, it must keep records 
of these payments, usually through invoices. Tax paid by one business 
becomes tax collected by another. The opposing interests of the business 
paying the tax in receiving credit and the business collecting the tax in not 
overstating its tax collections helps to ensure the maintenance of accurate. 
records by both sides to a transaction. The knowledge that tax examiners 
can access these records helps to foster voluntary compliance among 
taxpaying businesses under a VAT system. A significant exception to this 
self-policing feature occurs when a VAT applies nonuniform tax treatment 
to different goods and services through exemptions and rate variations. 
The significance of this exception is discussed throughout this report. 

Exemptions, Multiple 
Rates, and the Number of 
Taxpayers Can Affect the 
Costs of Administering a 
VAT 

VAT systems are often structured to accommodate trade-offs among the 
different objectives of revenue raising, administrative efficiency, and tax 
equity. Specific aspects of a VAT that affect the costs of tax administration 
are the number of rates; the breadth of the base (the extent to which 
goods and services are exempted, zero-rated, or taxed at lower rates); and 
the number of businesses that are required to pay the tax. A tax with a 
single rate and the broadest possible base is considered by many countries 
to be inconsistent with the goal of distributional equity,* and the resulting 
VAT systems are structured to accommodate trade-offs among these 
different objectives. Efforts to reduce the impact of the tax on lower 
income consumers through tax exemptions,O lower-than-standard rates, 4 
zero rates, and special rules have the effect. of reducing the amount of 
revenue raised and complicating tax administration. The administrative 
costs of the tax are affected by how these different objectives are 
managed. 

‘Border tax acl/ustmenta may not be necessary in the long run. Price increases resulting from a VAT 
will likely lead to an exchange rate change, that is, the domestic country’s currency will lose value. As 
a result, any trade deficit caused by the tax should disappear under flexible exchange rates. 

BDistibutional equity refers to how the burden of the tax is distributed among families and individuals. 

% practice, no goods are exempted fi-om the VAT in most EC countries, but many services are 
exempted. In a few countries, goods, such as food, are exempted to reduce the regreasivity, but 
zero-rating is a preferable approach. 
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Some contrasting views exist about potential differences in the costliness 
and difficulty of complying with and administering the credit-invoice 
method ss opposed to the subtraction method of calculating a VAT.~O If the 
tax is simple, with a single rate and a broad base, it may not matter which 
of the two methods of calculation is used, because the methods should be 
relatively interchangeable. Some believe that the subtraction method 
would be simpler to administer and easier to comply with because the 
same books of account can be used for both the VAT and the income tax. 
Others argue that the subtraction method makes it harder to separate the 
tax from the price and may make certain calculations, such as rebates on 
exports, problematic. l1 

In any case, if the VAT has multiple rates or exemptions, the subtraction 
method would not be usable because there is no way to correctly identify 
and verify the amount of exempt and lower rated sales. The credit-invoice 
method would be able to accommodate exemptions and multiple rates, 
because it is based on transactional records listing the amount, of tax 
collected or paid on each sale. 

Certain Sectors Are 
Difficult to Tax 

Value-added taxation encounters theoretical and administrative obstacles 
when it is extended to financial intermediation services, insurance 
(particularly life insurance), and real estate in the form of owner-occupied 
housing. At this point, we have not encountered any practicable solutions 
that are superior to those currently applied in other countries. This usually 
means exempting financial intermediation, life insurance, and much real 
estate activity from the VAT base. 

Fln&tcial Intermediation 
Services 

Every country that employs the credit-invoice method exempts financial 
intermediation services from the VAT base. This exemption is because of 
the inherent difiiculty of observing a value for these services on a 4 
transaction basis. The aggregate value of services that a financial firm 
offers is equal to the difference between its receipts (which are the 
interest payments received from borrowers) and its costs (which include 

lOExperience with the subtraction method is lknlted Japan is the only major industrlsl country that has 
instituted a subtraction method VAT. Because the Japanese VAT has a very low tax rate (3 percent) 
and exempts hvc~tbirds of businesses, it may not be a useful model to determine the effect of the 
subtraction method on taxpayer compliance. 

*Yn addition to potential difficulties in calculating border tax adhistments, some also argue that the 
subtraction method Is more politically vulnerable, because an exemption under the subtraction 
method ls more likely to be an advantage than under the credit-invoice method. Being exempted under 
the subtraction method actually reduces the final tax paid by consumers. (For discussion of this and 
other concerns about the subtraction method, see Sljbren Cnossen, ‘Consumption Taxes and 
International Competitiveness: The OECD Experience,” Tax Notes, Sept. 2,1991, pp. 1211-1217.) 
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Insurance 

the interest paid to depositors plus an allowance for bad debts). Financial 
intermediation transactions also vary greatly in the degree of service that 
the financial firm provides and the amount of risk that it assumes. 
However, it is practically impossible to break down the aggregate value of 
those services to accurately calculate the value added for each and every 
one of the firm$3 transactions. In addition, since fmancial intermediation 
services are used for both consumption, which is taxable under VAT, and 
investment, which is not, it is not necessarily desirable to impose a tax 
that, will affect investment and savings decisions. 

Tax policymakers have proposed ways to accommodate financial 
intermediation services in a VAT base. One proposal is to apply the 
subtraction method of calculating VAT.'~ The subtraction method is more 
suitable to fmancial intermediation services than the credit-invoice 
method because it uses total accounts to calculate tax liability. Even this 
approach is flawed because the subtraction method does not offer a way 
to separate financial services that are used for consumption from those 
used for investment. Japan, although it employs a subtraction method VAT, 
has chosen to exempt financial intermediation services from its VAT base. 

As with financial services, insurance presents difficulties in correctly 
valuing the services provided. Insurance is essentially the pooling of risks, 
and premiums are the price the insured pay to be included in that risk 
pool. Most of the premium goes toward payment of insurance claims and 
represents a transfer payment between the parties belonging to the risk 
pool. Some portion of the premium covers the cost of administering the 
pool and represents a payment for services, including the insurer’s profit. 
Similar to the problems of explicitly calculating value added for financial 
intermediaries, it is difficult to calculate the value added on a transactions 
basis for insurance, because it is difficult to calculate the portion of the 
premium that represents payment for insurance services. An additional 4 
complication arises with respect to life insurance (whole life) that involves 
a savings element, because the savings portion should be outside the 
scope of a VAT. For these reasons, insurance is exempted from the VAT base 
in every Organization for Economic Cooperation and Development (OECD) 
country except New Zealand, which does tax certain types of property and 
casualty insurance that can be valued more precisely than most insurance 
services. 

Un alternative would be to use the additive principle for taxing financial intermediation services. The 
base for such a tax would include wages and profits. Israel tried this system but abandoned It, because 
other traders demanded a credit for the VAT implicit in their purchases of financial services. Rather 
than Introduce the&z complications, an income tax was substituted. 
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Real Estate A truly broad-based VAT would include the value of all consumption, 
including all housing, whether rented or owned. Applying the VAT to actual 
market rents paid by a tenant is f&r easier than applying it to implicit rents 
of housing thst is occupied by owners. Because calculating this implicit 
rent could be very complicated, an alternative is to tax the market value of 
housing at the time of purchase. In this case all housing would be made 
liable to a VAT at the first sale after the introduction of a VAT. The house’s 
sale would be subject to VAT only once. An invoice showing the VAT had 
been paid on the house would suffice to exempt it from any subsequent 
VAT. 

However, no EC countries tax the sale of housing that existed at the time 
the VAT was introduced. Instead, value-added taxes are imposed on the sale 
of newly constructed housing or improvements. This allows the 
construction industry to recapture the taxes paid on purchased inputs. As 
old houses are replaced by new houses, an increasing proportion of the 
housing stock will be taxed. Because there is no broad tax on the 
consumption of owner-occupied housing, it would be inconsistent to 
impose VAT on residential rentals; therefore, all types of residential rentals 
are exempted under nearly every VAT regime.13 This is the approach we 
take in this report. 

Similarly, the xc countries generally exempt sales of existing 
nonresidential real estate and commercial leases. Newly constructed 
commercial buildings are subject to tax. In some cases, lessors have the 
right to register and pay the tax, which they might do in order to collect a 
rebate (apportioned to their leases) on the VAT paid when the buildings 
were constructed. 

Earlier Studies of a U.S. 
VAII’ ~ 

/ 

/ 

Relatively little study has been done on the administration of a VAT in the 4 
United States, or of the potential shape and structure of a U.S. VAT. In 1984, 
as part of its tax reform proposal, the Treasury Department. released an 
estimate made by the Internal Revenue Service (IRS) of the costs and 
administrative requirements of a federal VAT.‘~ The limitations of that study 
are (1) its cost estimates were based entirely on IRS’ experience, which 
does not include administration of a broad-based consumption tax; (2) the 
technology IRS envisioned has been superseded by electronic methods 

L*Au&ia imposes a reduced rate on residential renta 

“Department of the Treaemy, Office of the Secretary, The Treasury Department Report to the 
President, Tax Reform for Fairness, Simplidty, and Economic Growth, Volume 3, Value-Added Tax, 
November 1984. 
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with potential for substantial cost savings; and (3) economic changes, such 
as intlation factors and the number of business entities in various gross 
receipts categories, have been significant. A follow-up study, done by Peat 
Marwick in 1989, was based on the Treasury’s 1934 study.16 However, it 
contained some of the same limitations as the earlier study. 

Selective aspects of a VAT in the United States have been studied by 
various tax experts and groups, notably the American Bar Association 
(ABA) and the American Institute of Certified Public Accountants (AICPA). 
In 1988, a committee of ABA developed a model statute for a VAT that 
discusses broad policy issues and sets out basic VAT rules but leaves 
details to regulations.16 Also, the ABA Subcommittee for Small Business has 
looked at the VAT'S impact on small business.17 The 1990 AICPA study 
discusses in depth the effects of the VAT on businesses.18 Among the tax 
experts who have written extensively on the subject are Sijbren Cnossen10 
and Alan Tait. 20 Their experience with VATS internationally makes their 
assessments of design issues and associated costs particularly valuable 
when the basis for a U.S. system is considered. 

National VAT Systems Vary Although the basic mechanics are generally similar, there are many 
Widely variations among countries in how the VAT is structured and applied. For 

example, the number of tax rates may vary from a single rate on virtually 
all taxable transactions (New Zealand and Norway, for example) to five or 
more rates, as was the case until recently in France. Unique definitions 
exist of the kinds of goods, services, and transactions that are taxable. 
Different regulations apply to the types and sizes of businesses required to 
pay the tax and to how the tax is to be calculated and reported. 

16Peat Man&k, The Policy Economics Group, Study of Value-Added Taxation in the United States, 
July 1989 (study done for American Petroleum Institute). 

%nerIcan Bar Association, Section of Taxation, Value Added Tax: A Model Statute and Commentary 
(A Report of the Committee on Value Added Tax), 1989. 

iTAmerican Bar Association, Subcommittee for Small Business, Small Businesses, unpublished draft, 
1991. 

lBAmerican Institute of Certified Public Accountants, Federal Tax Division, Design Issues in a Credit 
Method Value-Added Tax for the United States, May 1999. 

i@Sijbren Cnoasen, Key Questions in Considering a Value-Added Tax for Central and Eastern European 
Countries, International Monetary Fund, Staff Papers, Vol. 39, No. 2, June 1992. 

a’AIan A. Tait, VaIue Added Tax, International Practice and Problems, InternationaI Monetary Fund, 
Washington, D.C., 1988. 
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The differences among VAT systems are caused mostly by the unique 
political, social, and economic priorities reflected in every nation’s tax 
system.21 While many proponents of the VAT argue that, ideally, it offers a 
splendid way to raise revenue without causing economic distortions, the 
opposite effect often results. Provided that the tax applies equally to every 
transaction, choices made by consumers and producers to buy or sell 
particular goods or services are not influenced by tax rates.22 In practice, 
whether because of concerns over regressive impacts on consumers, 
compliance costs to businesses, or difficulties in taxing some types of 
business, governments have usually found it necessary to tailor their VAT 
systems in ways that move them further from economic neutrality. This is 
accomplished by means of exemptions, zero rates, multiple rates, and 
special treatment of certain goods and services. In addition to affecting 
economic behavior, these provisions increase complexity of compliance 
and administration. 

Objectives, Scope, 
and Methodology 

The objective of this report is to provide Congress with information about 
how a VAT might be administered in the United States. Until now there has 
not been a comprehensive study of administration costs beyond the 
estimates made by IRS in 1934. We have previously issued reports 
discussing consumption taxes and the VAT in particular. These reports 
focused on the various issues associated with consumption taxes, methods 
for calculating a VAT, and the concerns of state tax officials about 
broad-based federal consumption taxation. 

In this study our objectives were to (1) identify a set of processes and the 
structure for administering a VAT; (2) estimate the costs of administration 
of a basic VAT model by focusing on relevant experience of the US. 
government, states, and other countries; (3) consider alternative designs to 
the basic VAT model, such as narrowing the tax base through exemptions, 
and estimate the impacts of these design changes on administration costs, 
processes, and structure; and (4) discuss the transition necessary to 
implement a VAT. 

2LThe economic integration of the EC has included efforts to harmonize VAT regulations among its 
member states. EC’s objective ie to harmonize its component tax systems by requiring members to 
(1) restrict the number of tax rates to two-a standard rate of 16 percent for most goods and services 
and a reduced rate of 6 percent for necessities-and (2) apply equivalent tax treatment to the same 
goods and services. This effort acknowledges the growing realization that complex consumption tax 
systems can inhibit commercial growth and are less effective vehicles for raising revenue. 

z%ecause the purchasing power of wages is reduced, worker decisions about how many hours to work 
could be affected. Compared with a tax that raised the same revenue without driving a wedge between 
pre-tax and posMax wages, even an across-the-board VAT could reduce economic effkiency. 
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To accommodate discussion of the wide range of policy and design 
options associated with a VAT, we outlined three models with variations in 
the fW.ng methods and number of taxpayers. We chose the most uniform 
version, i.e., a broad tax base, a single rate, and a maximum number of 
taxpayers, to serve as the basic model against which the effect of design 
variations on administrative costs and resources were measured. We also 
discuss the impact of adding complexity to the tax by adding rates and 
narrowing the base. 

Processes and Structure 
for Administering a VAT 

We assumed that IRS would have the primary responsibility for VAT 
administration within its current functional framework and with Tax 
Systems Mode&&ion (TSM) technology as of mid-decade in place. With 
TSM, IRS will incorporate up-to-date computer hardware and software to 
automate many functions now done manually. Increased computer 
capacity and efficiency, including both higher processing speed and lower 
costs, should result. The current IRS organization is based on functional 
areas, for example, returns processing and examination, The VAT cost 
estimates were made following these functional lines. We made no cost 
estimates for legal functions, however, because they were a relatively 
small proportion of the total. Nor did we estimate space or support costs. 

Where LRS functions closely resemble those needed for administering a VAT, 
we developed the processes and costs for administering the base model 
VAT from IRS’ data for corporate income tax, employment tax, and excise 
taxes. Where no equivalent IRS experience exists, we relied on information 
provided by state sales tax and foreign country VAT authorities. We 
selected data from countries and states with the intention of providing 
contra&lng examples to illustrate opportunities and problems inherent in 
tax design and administration. For example, to learn about the taxation of 
services, we consulted with New Mexico’s tax authority, which b 
administers a broad-based consumption tax that includes virtually all 
services. We also obtained detailed information on VAT administration 
from three countries-the United Kingdom, New Zealand, and Canada-to 
determine how variations in the tax base affect administration. 

To learn more about how consumption taxes are administered in this 
country, we visited six states-California, IlIinois, New Mexico, New York, 
Texas, and Wisconsin-that administer sales taxes and interviewed 
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offhhls from all segments of their tax administrations.23 We interviewed 
academics from four countries recognized as experts in consumption 
taxes to assess how variations in the way a VAT is structured affect such 
criteria as incidence, effkiency, and compliance. 

Cost Estimates for a Basic Our study made broad assumptions and general cost estimates for 
VAT Model administering a VAT on the basis of data we obtained from IRS, the U.S. 

Customs Service, the Treasury Department, the Federal Reserve System 
(FRS), states, and foreign countries. The data were put together in modular 
form so that others can modify our calculations with their own 
assumptions and make their own estimates. All cost estimates were 
inflated to 1996 dollars using Gross National Product (GNP) deflators from 
CBO. 

We reviewed relevant literature and interviewed recognized tax experts to 
identify the range of design options that a VAT can support and to develop 
knowledgeofthe functionalareas of proadministration. Ofparticular 
importance were the studies done by the International Monetary Fund 
(IMF) and interviews with IMF officials. We also interviewed tax 
administrators from foreign governments, notably Canada, the United 
Kingdom, and New Zealand, as well as officials from IMF experienced in 
providing technical assistance to governments in tax administration. We 
reviewed recent, reports on a U.S. VAT by the Congressional Research 
Service (CRS) and the CEKI.~ The design alternatives we identified through 
this search are presented only as models, reflecting a range of features 
that might be incorporated in a VAT. Our interest in presenting them is 
limited to illustrating the trade-offs that occur among different designs. 

We based the design of the basic VAT model on the experience of other 
countries as well as expert opinions on structuring a tax for optimal 
effkiency. New Zealand’s goods and services tax (GST)~~ Is considered to be 
the closest, to the ideal design, because that nation instituted a VAT with a 

mWe did not look at the Michigan Single Business Tax, because it ia a hybrid, resembling both a VAT 
and a corporate income tax but containing enough differences in its tax base and method of 
calculation that we thought it anomalous. We were concerned we could not compare the coats and 
methods of administering it to those for other VATS or retail aales taxes. 

UThe Congress of the United Statea, Congreaaional Budget OfAce; Effects of Adopting a Value-Added 

Gravelle, CRS Report for Congress, New Tax Proposals: Flat, VAT, and Variations, April 27,1992. 

aGST is the name used for the VAT in both New Zealand and Canada. 
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single rate and broad base. Although we relied on that example for design 
and some aggregate cost information, we were unable to obtain cost 
estimates for many of its functions, because New Zealand administers its 
VAT in tandem with its income tax. Canada is a recent entrant into the VAT 
arena, having instituted its GST in January 1991. We relied on Canada’s 
experience for information about starting up a VAT. Data to help us assess 
the complexities of tax design were available from EC countries. 

To better relate cost information obtained from foreign sources to a U.S. 
context, we collected cost data on sales tax administration from states 
where that information was available. 

We conducted interviews with U.S. government officials in Treasury, IRS, 
FM, U.S. Customs Service, and the Small Business AdminMration to 
obtain opinions on the impact of a VAT on their operations and the fields 
they monitor. 

IRS, Customs, and IMF provided written comments on a draft of this report. 
These comments are presented in appendices V, VI and VII, and the 
comments are also summarized and evaluated at the end of chapters 3,4, 
6, and 6. 

Our work was done in accordance with generally accepted government 
auditing standards. 
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Administration of a Simple, Broad-Based 
VAT Could Be Shared by IRS, Customs, and 
FRS 

To identify the costs associated with administering a VAT in the United 
States, we selected a simple VAT design. A single-rate, broad-based VAT 
would promote economic neutrality among goods and services, minimize 
compliance burdens for the taxpayer, and lower tax administration costs. 
The basic design was selected to eliminate features that (1) confuse 
taxpayer3 or make it difficult to calculate the tax correctly; (2) create 
opportunities for taxpayers to misrepresent their tax liability by claiming 
unwarranted exemptions or disguising transactions; and (3) decrease the 
ablllty of enforcement staff to ensure compliance among all taxpayers in a 
fair and timely way. Under the basic VAT, a taxpayer would file monthly or 
annually depending on the gross receipts of the business. (The effect of 
design changes on administration costs is discussed in detail in ch. 6.) 

We assumed that the single-rate, broad-based VAT would be administered 
by IRS in cooperation with the U.S. Customs Service (Customs) and FRS. 
With this model, VAT administration would need to be structured 
differently from that of the corporate income tax, because the major 
functions, particularly audit, would not necessarily parallel income tax 
functions. 

International experience and the body of literature about the VAT indicate 
that, ideally, a VAT should be a simple, uniform tax-a tax on the broadest 
possible base with a single rate for all taxable products and services. This 
tenet was the driving force behind our selection of a basic VAT design that 
minimizes administrative complexities. Specifically, our basic VAT design 
included the following: 

The Basic VAT Design 
Minirnizes 
Administrative 
Complexity 

. a single rate for all taxable goods and services and zero-rating of exports 
in accordance with the destination principle of taxation; 

l all goods and services included in the tax base except financial 
intermediaries, life insurers, and preexisting buildings, including 
residential housing;’ and 

. the credit-invoice method, although the subtraction method of calculation 
is a possible alternative as long as a single rate and a base no narrower 
than that specified in the preceding item are maintained. 

The B&sic VAT Would Be All corporations, partnerships, sole proprietorships, and farmers would be 
Broad /Based - subject to the tax, including nonprofit organizations and governments. 

, 
‘Education, health, social services, and newly constructed buildings are not exempted in the basic 
VAT. 
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Adminbtion of a Simple, Broad-Baaed 
VAT Could Be Shared by IRS, Cuetom, and 
PBS 

Small businesses would be included in the basic VAT, and only ‘occasional 
sellers” would be out of the system. We estimated the maximum number 
of taxpayers by 1996 to be 24.4 million.2 (See app. I.) 

Filing and Payment 
Frequencies Would Vary 
Under the Basic VAT 

Filing and payment would be done together for alI businesses, whether 
using paper or electronic returns. F’iling and payment frequencies for the 
24.4 million businesses included under the basic VAT would vary with the 
level of gross receipts, The 10 million businesses with over $26,000 in 
annual gross receipts would file and pay electronically each month, 
because most businesses close their books once a month. Monthly ftiing 
also follows the filing and payment frequencies that most states require for 
the majority of retail sales taxpayers. For the 14.4 million businesses with 
less than $26,000 in annual gross receipts, annual fling and payment were 
assumed. 

VAT Administration: A 
Shared Responsibility 

For businesses of all sizes, rules governing filing frequency should be 
simple and readily understood. While there may be advantages to 
government and businesses if VAT payments coincide with the Federal Tax 
Deposit (FFD) schedule of payments, there are also disadvantages. FTD 
rules, in general, are based on the size of payroll, while VAT thresholds are 
based on value added. Because the relationship between payroll and value 
added can differ across industries, thresholds that are consistent with 
respect to payroll may be inconsistent with respect to value added. In 
addition, for larger companies, the rn~ schedule is based on pay periods, 
whereas VAT usually is calculated on standard business accounting 
periods. As a result of all of these factors, we have not considered 
combining the VAT and rn~ payment systems. 

IRS, by virtue of its current mission, its experience and expertise, as well as ’ 
its physical capabilities, seems the logical agency to assume primary 
responsibility for VAT administration.3 If a VAT were to be introduced in the 
United States, we assumed it would be administered within the major 
functional areas of IRs to capitalize on IRS expertise and minimize 
additional overhead. The similarity between VAT requirements and IRS’ 
current operations would dicta& the degree to which a VAT could be 
integrated within IRS’ current functions. 

91 all nonproflt organhtions are included in the tax, aa discussed at the end of chapter 6, the 
maximum number of taxpayers could increase substantially. 

8Moet countries we their income tax authority to administer the VAT. However, in a few countries, 
such as the Unlted Kingdom and Luxembourg, Customs administers the VAT, in the United States, the 
Customs authority and experience is more limited in scope. 
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Customs and FFS would also have responsibilities for major aspects of VAT 
administration in accordance with their specific missions. Customs would 
retain the administration of taxation of imports using its current system. 
To check the validity of export claims, Customs would need to expand a 
system now being developed for tracking exports. FRS’ role, through its 
member banks, would be that of receiver of VAT payments from the 
taxpayer, similar to its current role for FrDs. 

IRS Would Be Best 
Equipped to Administer 
the VAT 

In this design, returns processing for the VAT would be a large and unique 
area within IRS’ current processing function. Automated data processing 
(ADP) of VAT returns and the VAT tile would be another module on IRS’ 
Business Master F’ile (BMF). Audit/examination could be set up as a 
separate entity, but package audits, which are simultaneous audits of more 
than one tax and currently used only for large taxpayers, could be done 
jointly. Taxpayer services would likely be administered through the 
current program, but staff and telephone equipment could be added if 
necessary to accommodate the workload. Collections would be integrated 
with the current collections program, again with staffing adjustments. We 
understand that New Zealand’s system is set up roughly in this manner. 

Some functions, such as taxpayer services and collections, would closely 
parallel the current functions, but returns processing and audit would not 
follow the current IRS systems. With the European-style VAT that uses the 
credit-invoice calculation method, VAT returns require less taxpayer 
information, are simpler than income tax returns, and rely on businesses’ 
records of transactions. 

Returns would be filed and payments made similar to employment, rather 
than income, taxes. More and more states and IRS sre using scanning 
equipment or requiring electronically filed returns, and, likewise, funds 
transfer is increasingly done electronically. In the basic VAT for all but the 
smallest taxpayers (businesses), returns and payments would be initiated 
together, electronically. This process, which states are developing, 
represents change in IRS’ operating procedures but should improve 
administrative efficiency. 

Although VAT audit is different from corporate income tax audit, there are 
advantages to administering a VAT and income tax within the same 
organization. With a VAT, invoices from sales of goods serve as purchase 
documents for establishing the tax paid, thus providing a possible 
crosscheck for authorities to audit VAT. At the same tune, these 
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saIes/purchases data can serve to verify calculations of income tax for 
income tax audit, Administering income and VAT taxes within the same 
organization would facilitate coordination of audit information. 

Because VAT audits csn be issue-oriented, tracking selected sales or 
purchases rather than all transactions, VAT audits generally are of greater 
frequency and shorter duration than income tax audits. In addition to 
checking different types of data during an examination, the auditor can 
educate the taxpayer. With the approach advocated by IMF, which in some 
ways is analogous to nzs’ Compliance 2000 program, taxpayer education 
would be combined with frequent audit visits to promote taxpayer 
compliance. 

Interaction points with other operating units would be important both 
when the VAT is handled independently within a functional area and when 
it is integrated across areas, including with other agencies, such as 
Customs and the Federal Reserve Bank (FRB). For example, there would 
need to be (1) a communications network across business taxes, such as 
VAT, corporate income tax, and employment tax, for information that 
would rapidly identify delinquent taxpayers and stopfilers; (2) a 
clearinghouse for refund information; (3) an intraorganizational plan for 
integration of some publications; and (4) coordination of income tax 
package audits with VAT audits. 

US. Customs Service Under this VAT design, Customs would have responsibility for 
Would Administer the VAT administering the VAT on imports and exports at the borders. In 
at the Borders accordance with the destination principle of the tax, goods would be taxed 

upon entry into the United States, and exports would be zero-rated, which 
means credits would be given for taxes paid. 

a 
The magnitude of the burden on Customs would be considerably less than 
in most industrialized countries where from 30 to 40 percent of the VAT is 
collected at the bordec estimates for the United States range around 10 to 
12 percent. However, compared with Customs’ current role, particularly in 
the area of exports, administering the VAT would involve substantial 
increase in authority and resource requirements. 

C$lection of Tax on Imports It appears that, with minimal additional costs, Customs could readily 
Cy Be Accomqodakd integrate collection of an additional tax on imports into its current tariff 
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system for goods entering the United State~.~ Entry documents must be 
filed for any goods that arrive at a point of entry into the United States so 
that the proper duties, taxes, and penalties can be assessed. When goods 
are “entered” by the owner, purchaser, or licensed customhouse broker, 
evidence, such as a commercial invoice or bill of lading, must be shown to 
prove their right to the goods. 

Since this system does not include imported services, regulations or other 
mechanisms would need to be developed to impose duties on their 
importation. While there may be some concerns about reporting, these 
concerns are more for final consumers than for businesses. Unless a 
business could show that a VAT had been paid on imported services, it 
would not be allowed a credit against its tax liability. Thus, if the tax were 
not paid at the border, it would be paid at the next stage. 

System for Tracking Exports 
Necessary at Customs 

Exports would be zero-rated, necessitating a system at Customs and IRS to 
verify refund claims and process refunds to exporters. Refunds would be 
triggered by taxpayers reporting input purchases in excess of total sales 
minw exports. 

Estimates made by the Bureau of the Census (Census) show that there 
were approximately 130,000 exporters6 in 1987. Customs and IRS would 
need an electronic link-up for exchange of export data to share the data 
with IRS and verify the claims for refunds, Electronic data interface is 
already operational between the government and some exporters. 
Currently, 133 major carriers electronically file their Shipper Export 
Declarations (SEDS) directly with Census. It is the carriers’ responsibility, 
not Customs’, to verify the data on SEDS. Most penalties associated with 
SEDS revolve around late or erroneous filing. 

Problems With Fraud Because fraudulent claims for refunds and carryover credits, particularly 
on exports, can be a major problem when implementing a VAT, special 
attention should be given to early fraud detection and prevention. 
Although exports are not a large part of GNP in the United States, the huge 
number of businesses involved creates potential for significant revenue 
loss through fraud. 

4 

4Cuatoma now uaea a system baaed on the value of goods imported. Dutka are determined on the bards 
of the inventory of commodities entering the country multiplied by the International Standard Value of 
those gooda. Duties are generally not paid on servlcee except aa they are included within the value of 
the commodities. 

6Export.e~ are defKned aa those who either shipped licensed exporta (i.e., h&h-tech gooda or exports 
to rest&ted countrlea) or exported more than $1,600 of a commodity in a shipment from the United 
States during that yeaq 
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To prevent fraud, most countries, rather than issuing refund checks, allow 
immediate carryover credits. These countries allow exporting businesses 
or businesses making capital investments or building up inventories to 
carry over any credits for 6 months; those credits not used within the 
Gmonth period are refunded. Companies whose chief business is exports, 
however, can have substantial claims. Quick turnaround of their refund 
claims can be critical to the exporters cash flow situation. If refunds were 
given, payment to newly established businesses could be postponed until 
validation was adequately determ ined. However, to established 
businesses, refunds could be paid immediately.6 Bonding is one mechanism 
that would allow fast refunds to businesses while protecting the 
government from  fraud. This could put new businesses at a disadvantage, 
however, because bonds for new businesses would be expensive, while 
those for well-established firms would be relatively inexpensive. 

Because fraudulent refund claims have been a major problem  in some 
countries, particularly at the outset of the VAT, verification of the claim  
before refund payment would be required. Customs officials in New 
Zealand initially had many problems with an international ring that 
specialized in defrauding governments of large amounts of money through 
false refund claims, chiefly of exports. New Zealand developed an 
extensive system for policing that included checking for empty boxes that 
were being exported (one system for fraud). Revenue Canada invited 
experienced inspectors from  New Zealand to stay in Canada for 4 months 
to assist the Canadian government in recognizing patterns and instances of 
fraud. Six months into the Canadian GST, we were told that export fraud 
was not apparent. 

F’RS Would Serve as 
Receiver for VAT Payments 

FRS, as the fiscal agent for the government and collector of funds for the 
Treasury Department, processes m illions of payments in the form  of paper 
checks and electronic transfers through its member banks. W ith a VAT, FRS 
would continue its current functions with the only change being the 
additional tax. 

In the current Fro process, FRs receives an advice of credit (Aoc) from  the 
taxpayer’s bank, obtains the government’s money through settlement of 
the bank’s accounts, and forwards this information to IRS. IRS then 
reconciles the data with the WD coupon received from  the taxpayer. W ith a 
VAT, FRS would continue to receive tax dollars, but the potentially large 

“According to one tax expert, most EC countries do not require tax credit carryovers but provide 
immediate lv9undl3. 
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volume of VAT payment transactions would create the need for additionaI 
FR9 computer capability. 

4 
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Chapter 3 

Costs for Administering the Basic VAT 

The basic VAT represents a simple tax designed to minimize administrative 
burden and costs. A uniform VAT on the broadest possible base of goods 
and services allows the lowest tax rate, avoids definitional questions, 
provides limited scope for fraud and error, and, as a result, contributes to 
keeping both tax compliance costs and enforcement costs at a low level. 
Including all businesses in the tax makes the system more evenhanded and 
prevents having to draw distinctions on the basis of size. It may also 
promote efficiency, but it clearly increases administrative costs. Using the 
assumptions for the basic VAT cost estimates given in this chapter, we then 
describe in chapter 6 how the administrative costs are affected when the 
VAT design changes. 

We estimated the total cost of administering the fully implemented basic 
VAT in 1996 would be over $1.33 billion. This cost estimate was derived 
using a variety of available data sources and cross-checks, but in some 
areas we have little data to rely on because the functions are merged in 
budgets. The estimate should not be considered all-inclusive but is 
intended to serve as a basis for comparison of different assumptions. The 
assumptions used in deriving this estimate are explicit so that others can 
revise the cost estimates based on alternate assumptions or different data. 

The estimate included detailed breakdown on what would be IRS’ four 
largest cost factors: returns processing, examination, taxpayer service, and 
collections. In addition, the estimate included costs associated with 
Customs’ role in administering the tax at the borders and costs associated 
with FRS' role in receiving and forwarding taxpayers’ VAT payments to IRS.’ 
We expect our cost estimates of returns processing and areas involving 
communications may err on the high side, both because of the pace of 
technological change and because some of the data were projected from 
smaller populations, so economies of scale may not have been realized. 

For the purpose of these cost estimates, the VAT tax year was the calendar 
year. Implementation was assumed to be about the middle of the decade. 
Important issues of transition are dealt with in chapter 6. 

‘FR!T costs may not be shown separately from IRS’ costs, because of the sharing of communicatl~n~ 
devices and technology. 
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Businesses Are relief from their VATS. To reduce both administrative and compliance 
burdens, Canada offers small businesses a “quick method” to estimate the 

Included in Basic VAT amount of tax due that does not require detailed accounting.2 The amount 
of tax due under the quick method is usually marginally higher than under 
the regular reporting method, so no revenue loss is incurred. 

A similar provision could be established for small businesses in the United 
States. However, many small businesses in the United States, at least at 
the retail level, are accustomed to paying state and local sales taxes, so a 
VAT may not impose excessive additional compliance costs, particularly if 
the tax is designed for simplicity. In fact, being outside the VAT system may 
not be in the commercial interest of small firms. Other businesses may be 
reluctant to purchase from exempt companies, because they will not 
receive an input tax credit. In addition, taxes paid by exempt companies 
on purchases from taxable businesses cannot be credited because the 
purchasing firms are not in the system. 

Lastly, most tax experts are of the opinion that it may be neither feasible 
nor cost-effective to include the very smallest businesses, such as 
occasional sellers, within the tax system. We derived our estimate of the 
number of taxpayers without considering such businesses. 

Adrllinistering the 
Basic VAT 

basic VAT are shown in table 3.1. 

Wsing the “quick method,” a business collects the ‘I-percent GST from its customers but calculates its 
tax by multiplying its total sales for the reporting period by a prescribed percentage. A business does 
not keep track of its input tax credits on such items as inventory purchases, rent, and utilities, but it 
may still claim input tax credite for purchases of land and other eligible capital costs (e.g., buildings 
and vehicles). The prescribed percentage is 6 percent for most businesses but varies with the type of 
business and goods sold 
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Table 3.1: Estimated Annual Recurrlng 
Costs to Admlnlster a Bash VAT Number of taxpayew24.4 million 

Costs in milllons of 1995 dollars 

Function 
Estimated Estlmated 

cost staff-years 
Returns processinga $129 238 

Electronic 76 NIA 
Paper 42 NIA 
Staffina & otherb 11 238 

Audit 1,303 21,800 
Collections 180 4,000 
Taxpayer services 210 4,500 

U.S. Customs Service 
Total 

11 39 
Sl A33 30.577 

N/A - Not applicable 

Note: Numbers may not add to total due to rounding. 

%cludes Federal Reserve System. 

bStafflng & other includes information systems management. 

Source: Summary of GAO estimates contained in this chapter and appendices. 

In its 1934 report on a VAT, Treasury estimated that audit costs would be 
about 39 percent of the tot.z# we estimated them to be more than 
70 percent. The high level of audit costs relative to total costs was the 
result of two factors: (1) the audit coverage we assumed for the VAT and 
(2) the lower costs of returns processing relative to other functions 
because of improved technology. 

Returns Processing 
4 

Returns-processing costs for the basic VAT were based on IRS receiving the 
information and FRS serving as cash concentrator.’ The outline for 
processing the information and funds is shown in figure 3.1. The 
Electronic Federal Tax Deposit Concept for filing and paying together 
electronically is currently being tested by a Federal Reserve Bank. 

*In 1984, Treasury estimated the costs for a fully phased-in VAT to be about $700 million per year 
(about $f@O million ln 1996 dollars). Treasury’s assumptions, of course, were not identical to ours. 

‘A concentrator, an alternative to direct linkage between taxpayers and IRS, is a third-party network 
Bervlce that ia part of the electronic data interchange (EDI). In the VAT, the ilnanclal institution or 
taxpayer would communicate the tax payment lnt’ormatlon to the concentrator, who would generate 
an Automated Clearing Howe (ACH) Wmsaction to debit the taxpayer’s account and credit Treasury’s. 
The advantagea are flexibility, savings in time and effort to initiate EDI, and reduced need to develop 
and buy translation software. 
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Ebtablishhg procedures for single trsnsactions for electronic processing 
of VAT returns and payments would yield significant cost savings. 

igure 3.1: Derlgn for Procer8lng VAT Paymont8 and Return@ 
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We based our cost estimates for the basic VAT on these assumptions: 

. Electronic filing of returns and payment information together would be 
required for all businesses with over $26,000 in annual gross receipts. 

l All businesses with less than $26,000 in annual gross receipts would file 
paper returns and pay through a process similar to the FTD system. 

l Businesses flllng and paying electronically would contact FRB to initiate 
the procedure.6 Initially, taxpayers would establish registration through 
their banks similar to current electronic funds transfer procedures. 

l Businesses with less than $26,000 in annusl gross receipts would file 
annually to ease both the administrative and compliance burdens. All 
other businesses would file monthly.6 

Cost Estimates for 
Processing the Basic VAT 
OR% 

We developed our cost estimates using (1) IRS data for employment taxes, 
(2) FRB data for electronic costs where possible, and (3) other sources as 
needed. IRS’ costs for processing employment taxes (Form 941 returns and 
FTD payments) are the basis for estimating VAT paper processing costs, 
because the processes appear to be very similar. 

Technology improvements in electronic processing offer obvious 
advantages. With electronic filing and paying, both returns processing and 
error resolution costs would be cut regardless of the complexity of the tax. 
In addition to expected long-run cost savings, an IRS official told us that 
the electronic filing system creates far fewer errors than paper filing: a 
2.76 to I-percent error rate electronically versus a 17- to 2bpercent error 
rate on paper returns during the 1991 filing season. The FRB design for its 
Electronic Federal Tax Deposit Concept, now being tested, is the 
technological model on which we based our estimates. (See app. II.) 

The cost estimates shown in table 3.2 are for annual recurring costs for a 
fully implemented VAT, including (1) processing VAT returns, (2) processing 8 
VAT payments, (3) processing VAT refunds, and (4) mailing out returns to 
taxpayers. Other costs, including most hardware purchases, were 
classified as transition costs and are shown in chapter 6 and appendix II. 

6Buslnesses could also be accommodated through walk-in assistance centers (or other means, such as 
touch-tone telephones), possibly enabling IRS eventually to require single electronic &msactions of all 
businesses regardless of size. 

“A variation from this tiling frequency is shown on pp. 113 and 114. 
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Table 3.2: Estimated Annual Returns 
Processing Costs for the Bask VAT Costs in millions of 1995 chllars 

Tvoe of return filed 
Item Paper Electronic Total 
Number of taxpayers 
Number of returns 

Total for processing 
Processha returns 

14.4 million 10.0 million 24.4 million 
14.4 million 120.0 million 134.4 million 

$36.4 $71.7 $108.1 
29.7 59.8 89.5 

Mailing returns 3.3 2.4 5.7 
Refunds processing 1.9 9.5 11.48 
Processing payment coupons 1.5 0 1.5 

Registration (recurring) 5#9 4.0 9.9 
Staff costs b b 10.7 
Total cost8 $42.F $75.70 $128.7 

Note: Filing and payment frequencies are discussed in appendix II, including estimates of returns 
processing costs under the quarterly filing and payment frequency alternative preferred by IRS 
and IMF. 

Vtcludes Financial Management Service costs discussed below. 

bBreakdown not available. 

CDoes not include staff costs that are shown only in total costs. 

Source: GAO estimates (see app. II). 

Costs of Processing 
Refunds 

I 

Handling refund claims is a component of IRS’ returns-processing costs and 
would include costs for making refund payments by Treasury’s Financial 
Management Service @MS). (See app. II for more discussion of the role of 
FINS.) Those refunds originating with export credit claims would be 
handled through a linkage between Customs and IRS that would establish a 
procedure for verification of claims before FMS makes payments (see app. 1 

11). Otherwise, the basic returns-processing system would remain the 
same. In New Zealand, 23 percent of the returns for the 12-month period 
ending August 31,1090, had refund claims; 16 percent of these claims were 
held for review, a large proportion due to exports. A breakdown of the 
costs for refunds included in table 3.2 are shown in table 3.3. 
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Table 3.3: Eotlmated Annual RecurrIng 
Coat8 for Refund Payment8 for the 
Basic VAT 

Includes voluntary filers 
Costs In thousands of 1995 dollars 
Number of rofundr (In mllllonr) Total tort Total IRS cost Total FMS cost 
20.16 $11,393 $9,357 $2,036 
Source: GAO estimates (see app. II, tables 11.2 and 11.3). 

Audit= A VAT Would 
Require IRS to 

Properly enforcing a VAT would require IRS to develop an audit program 
with an emphasis significantly different from that of its income tax audit 

Develop a New 
program. A VAT would require audits of greater frequency and shorter 
duration than are common in income tax administration. The divergent 

Examination Program audit approaches stem from the different demands that the two types of 
taxes make upon taxpayers and tax authorities. We estimated that 21,800 
personnel would be needed to administer a VAT examination program at a 
cost of about $1.3 billion in 1906. We made these estimates on the basis of 
the projected number of taxpayers, the frequency at which they would be 
audited, and the average length of audits. The frequency and length of 
audits assumed were consistent with the audit experience of existing VAT 
administrations. However, if the audit rate were reduced, the cost of audit 
would fall, akhough not proportionately. 

Tax Enforcement 
Pro@rams Are Designed to 
Mtimize Examination 
Yield and Deter 
Noncompliance 

Tax authorities generally consider two factors when allocating audit 
resources. The first objective Is to maximize the return on cost by 
selecting only those cases that will yield the greatest amount of revenue 
per audkhour. The second objective is to deter taxpayer noncompliance 
by maintaining a high enforcement profile so that all taxpayers believe 
there is at least a reasonable probability that their tax returns will be 
audited. These two objectives, however, involve tradeoffs. On the one 
hand, the highest yields per audit origina& from examinations of the 
largest &payers. On the other hand, examinations of a wide distribution 
of taxpayers generate less revenue per hour, but the wide enforcement 
presence may help deter noncompliance by all taxpayers. 

When allocating audit resources, most tax authorities develop an overall 
enforcement strategy that considers the relative risks of noncompliance 
posed by classes of taxpayers and the amount of resources available. 
Large companies may be subject to package audits that combine the audits 
of more thsn one tax into a single audit. Most modern tax administrations 
rely on computerized processes to plan the allocation of audit resources. 
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By using historical data on taxpayer compliance to determine which 
taxpayer segments have the highest likelihood of noncompliance or high 
audit yield, tax administrators select cases to audit on the basis of the 
preferred balance between the two.’ 

VAT and Income Tax Audit Administering consumption taxes requires different audit approaches from 
Approaches Differ administering income taxes. To comply with income tax laws, businesses 

are responsible for calculating their taxable income and remitting a 
defined percentage of that income to the government. To enforce an 
income tax, tax authorities examine the taxpayer’s business activities to 
verify the amount of taxable or tax-free income claimed on tax returns. 

Under a VAT, each business is responsible for collecting the tax directly 
from purchasers on behalf of the government and remitting the tax to the 
government. Until the VAT is remitted, businesses with cash flow 
difficulties may be tempted to use the extra cash to cover their operating 
costs. It is essential for a tax authority to ensure that these accrued taxes 
are reported correctly and remitted promptly, thus preventing potential 
problems with an increased collections workload. This approach fits in 
with the current emphasis of IRS’ Compliance 2000 initiative on building 
voluntary compliance into the process through which taxes are accrued. 

To administer a VAT efficiently, the tax authority does not need to verify 
profits and losses ss reported on business income tax returns. The 
concern of VAT administration, provided that the tax is fairly uniform, is 
with a business’ overall volume of sales and purchases. It is generally 
easier to verify information on business volume than it is to identify and 
characterize taxable income. Auditors can use invoices, inventory records, 
and financial information to ensure that the amounts claimed on the VAT 
return accurately reflect actual business volume. With a VAT, calculating a 
depreciation correctly and making sure employee compensation expenses 
are not overstated are not problems. 

As discussed earlier, two different methods can be used to calculate the 
amount of VAT owed. Under the subtraction method, VAT liability can be 
calculated by subtracting a business’ total purchases of goods and services 
from its gross sales and multiplying the difference by the tax rate. 
Advocates of this method often argue that companies already keep records 
of sales and purchases as part of their normal books of account. 

“A stmtegv ausgeated by IMF offlcials, known 88 a “mark-up ratio” (purchases~es ratio), also 
could be employed to select companies for audit. Businesses are selected for audit if their ratso is out 
of line with the ratio of companies in their type of business. 
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Therefore, calculating the VAT would be simple because there would be no 
additional bookkeeping requirements, and business compliance costs 
could be kept to a minimum. 

Under the credit-invoice method of calculating tax liability, taxes paid on 
purchases are subtracted from taxes collected on sales. Credit-invoice 
proponents argue that since most businesses keep track of purchases and 
sales using invoices or similar records, it would not be difficult to 
calculate the tax. Also, because both sides to a transaction have opposing 
interests in the amount of tax that is reported, the creditrinvoice system is 
often thought of as an aid in ensuring compliance and accurate reporting 
to the tax administration authority. 

Whichever method of calculation is used, the amount of tax computed 
would be the same under a simple VAT with one tax rate and no 
exemptions. We believe that to achieve the same level of compliance 
under either method of calculation would require similar documentation 
standards, along with similar audit frequency and intensity. If the audits of 
a company are done frequently, an in-depth look at invoices may not 
always be required, and a look at the books of accounts may suffice. 
However, occasional in-depth examination of the support behind the 
books or, at least, the threat of such examination would be necessary to 
maintain the integrity of the system. This would be the case under either 
approach. 

The subtraction method could have limitations, however, because the VAT 
design included zero-rated exports. The tax authority would need to take 
extra precautions to ensure that only legitimate tax credits on inputs used 
to produce exports were awarded. If 100 percent of a business’ sales were 
exported, verifying the refund due would not be difficult. Problems could 
arise if some transactions were zero-rated and some were not. A firm 8 
could claim that it had sold a zero-rated product when, in fact, it collected 
tax on the sale, diverting a good that it reported as an export sale to the 
domestic market. Without invoices to trace transactions, the taxing 
authority would not have an effective way to determine whether the 
volume of sales that were zero-rated were overstated. The credit-invoice 
approach is the only form of VAT equipped to provide transactional records 
that show the amount of tax collected or paid on each sale. Even under 
this method, however, the more widespread the use of zero-rating, the 
greater the oversight required on the part of tax authorities, because 
overstated rebates on exports are always a potential problem. 
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VAT Audit Programs 
Combine Taxpayer 
Education and Frequent 
Visits to Taxpayers to 
Enhance Compliance 

Foreign VAT experiences show that VAT administrators tend to view the 
auditor’s task as one of taxpayer education and enforcement. One strategy 
for enhancing compliance is to have auditors visit large numbers of 
businesses to increase taxpayer awareness. These contacts are 
particularly crucial during the initial years of a new VAT system. After the 
f’irst few auditor visits, taxpayers should have a better understanding of 
how the tax applies to them , and the accuracy and completeness of their 
tax returns should reflect that understanding. The use of tax enforcement 
as an educational tool is a feature currently being explored under IRS’ 
Compliance 2000 initiative. 

We based our cost estimates on an annual audit rate of about 8 percent, 
which, while higher than IRS’ current audit rate, is comparable to the audit 
coverage maintained by some VAT administrations. A  review of audit 
coverage under various types of taxes illustrates the higher level 
maintained under a VAT than under other types of taxes. (See table 3.4.) 
The United Kingdom planned field audits of 6.6 percent of the VAT 
taxpayers in fiscal year 1992.* In 1990, New Zealand performed field audits 
of 10.4 percent of its value-added taxpayers. As noted, these audit rates are 
much higher than current U.S. audit rates. IRS audited 2.6 percent of 
corporate taxpayers in 1990. For recent years, state sales tax 
administrators reported auditing 2.2 percent of California taxpayers, 
1.7 percent of New York taxpayers, and 2.7 percent of Texas taxpayers. 

Table 3.4: Annual Audit Rates for 
Various Tax Types 

Tax adminlstratlon 
IRS 

Type of tax 
Corporate income 

Annual audit rate 
(percent) 

2.6 
Texas Sales 2.7 
California Sales 2.2 
New York Sales 1.7 
United Kingdom 
New Zealand 

VAT 6.5 
VAT 10.4 

IRS VAT (Estimated) 8.0 
Source: IRS (1990); United Kingdom Customs and Excise (1992); New Zealand Inland Revenue 
(1990); California Board of Equalization (1990); New York State Department of Taxation and 
Finance (1990); Texas Comptroller’s Department (1988); and IRS VAT, GAO estimate. 

*In the 19705, the United Kingdom audited about 24 percent of value-added taxpayer% annually, but 
increased taxpayer familiarity with the tax and improved administrative effkiency enabled a gradual 
reduction in the audit rate without deterioration in the level of compliance. 
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Audits under a VAT should be more frequent than under other forms of 
taxes. The need to guard against underreported tax liabilities or 
unwarranted claims for tax refunds is ever-present with a VAT. It is 
relatively simple for taxpayers to reduce their liability or even to claim tax 
refunds by understating sales or overstating purchases on their tax 
returns. In addition, zero-rating exports would result in a considerable 
volume of tax refunds, creating an additional administrative burden, 
because tax authorities must guard against fraud! Borrowing from the 
experience of other VAT administrations, we estimated that the average VAT 
audit would require about 9 hours to complete. On average, VAT audits are 
completed in less time than income tax and sales tax audits. The shorter 
the length of audit, the greater the number of taxpayers an examiner can 
visit. Table 3.6 shows the average number of hours per audit for different 
types of taxes and different tax administrations. 

TabI+ 3.5: Average Hours Per Audit for 
Varldur Tax Types lax type Average hours 

New York sales 60 
IRS corporate income 56 
California sales 55 
Texas sales 47 
United Kingdom VAT 10 
New Zealand VAT 8 
IRS employment 6 
IRS excise 5 
IRS VAT (Estimated) 9 
Source: IRS; Unlted Kingdom Customs and Excise (1992); New Zealand Inland Revenue (1990); 
California Board of Equalization (1990); New York State Department of Taxation and Finance 
(1990); Texas Comptroller’s Department (1988); and IRS VAT, GAO estimate. 

4 

The average hours per audit of the United Kingdom and New Zealand are 
typical for VAT administrations in other industrial countries. The average 
hours per audit shown for California, New York, and Texas are also typical 
for other state sales tax administrations. 

9MF emphasized that refunds should be kept to a minimum because tax administration resources are 
diverted away from the more important objective of fostering voluntary compliance. 
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Applicability of the Current Because the corporate income tax in the United States is fundamentally 
IRS Income Tax Audit different from the VAT, IRS’ corporate audit program would not be a good 
Program to Estimate model on which to base the design and estimate costs for a VAT audit 
Resource Requirements of program. As noted above, the allocation of audit resources differs between 

a VAT Audit Program Is the two taxes. The examination strategy and audit staff experience and 

Limited 
expertise would also differ. Computerization of audit selection could not 
be done until IRS had accumulated several years of experience in detecting 
patterns and indicators of noncompliance specifically for the VAT. 

IRLI would need auditors specifically trained for the VAT. These auditors 
would need to know audit methods and techniques that are different from 
those used in income tax examinations. The large number of audits of 
smaller taxpayers, together with the more basic accounting skills that are 
required, means that IRS would be able to assign a larger percentage of 
lower graded staff to audit the VAT than it assigns to income tax audits. 

According to one tax expert, experience as a VAT auditor could be a 
preliminary step to qualifying as an income tax auditor. Enforcement of a 
VAT would not be compromised by employment of auditors at lower grade 
levels. bower graded audit staff could screen taxpayers for referral to 
more qualified auditors if their initial examination revealed evidence of 
serious noncompliance. Together, the unique composition of staff, audit 
techniques, and audit frequency argues for a VAT audit program that is 
distinct from that for the income tax. 

Package Audits Are Not 
Ideal for VAT 

I 
/ 
/ 

Simultaneous, or package, audits of taxpayers’ value-added and income 
tax returns may seem to be an efficient way to enforce both taxes and to 
reduce disruption to the taxpayer caused by audits. The information 
generated by examinations of income statements is useful in verifying the 
records of sales and purchases, and, conversely, information on sales and 4 
purchases is useful in verifying income. However, because of the unique 
characteristics of the VAT, package audits are not suitable for the majority 
of taxpayers. Different types of taxpayers may be noncompliant with 
different taxes; for example, taxpayers with little or no income tax liability 
(or even negative liability) may still have a significant VAT liability. Further, 
a VAT requires frequent audits of businesses of all sizes; IRS audits the 
income tax returns of only the largest companies on a regular basis. 
Package audits, therefore, would be feasible only for large taxpayers. 
Package audits would not necessarily reduce overall staffing requirements, 
because auditors dedicated to the VAT may still be required. For these 
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reasons, package audits are not widely used in VAT administration; for 
example, only 1 percent of New Zealand’s VAT audits are package audits. 

Estimates of Audit 
Resources Required for 
Administration of Basic 
VAT 

Examination is generally the most costly tax administration function, 
averaging one-third or more of total administrative costs. In 1996, 
27 percent of IRS’ budget was for the examination function. For both the 
first and second years of operation, Canada allocated 33 percent of its GST 
administration budget to the audit function. Because of the labor-intensive 
nature of tax auditing, the personnel expenditures are the most significant 
components of these costs. 

Our estimate of the audit resources required to administer a VAT was based 
on the projected number of taxpayers, the frequency at which they would 
be audited, and the average length of audits. The frequency and length of 
audits were judgmentally selected and were within the parameters of other 
VAT administrations. Both frequency and length of audits will vary with the 
size of taxpayers’ business volume. Since we expect that a great deal of the 
audit effort in the first year of operation of a VAT would concentrate on 
taxpayers with claims for credit, our estimates were based on the second 
full year of implementation. 

The lack of experience in administering a VAT in the United States means 
that there is no empirical evidence available on which to base estimates of 
the audit resources needed to ensure compliance with the tax in this 
country. Our estimates were gleaned from  observations of the level and 
allocation of audit resources employed by various tax administrations in 
this country and abroad. These encompassed several different types of 
taxes, including value-added, sales, and income taxes. Although there are 
significant differences between the audit techniques and resources 
required by each tax, there are also some similarities. The differences b 
themselves help to highlight the particular enforcement requirements of 
the VAT. 

Under the basic VAT, we estimated that an additional 21,360 staff-years 
would be required to provide audit coverage. Of this amount, 17,600 
(78 percent) would be for auditors directly involved in taxpayer 
examinations. The remaining staff would consist of management and 
administrative support. Table 3.6 shows the audit coverage and time 
assumptions that were used to estimate the resources required. The 
overall level of audit coverage would be about 8 percent of the estimated 
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24.4 million taxpayers, and the tune required to complete these audits 
would average about 9 hours. 

Table 3.8: Estimated Annual Audlt Program Staff Allocation by Levelr of Taxpayer C3ross Receipts for the Basic VAT 
Taxpayers Percent Percent Average hours 

Gross receipts (In thousends) of total audlted per audit Staff-years 
Under $25,000 14,400 59.0 5 4 3,000 
$25,W-$99,999 4,600 16.8 7.5 6 2,500 
$lOO,OOO-$249,999 2,400 9.8 10 8 2,500 
$250,ooo-$499,999 1,300 5.3 12.5 10 2,200 
$5oo,ooo-$999,999 750 3.1 15 12 1,700 
$1 millibn-$4,999,999 750 3.1 25 16 3,700 
$5 millibn-$9,999,999 100 0.4 50 24 1,500 
$10 mibion-$99,999,999 loo 0.4 75 40 3,700 
Over $100 million 10 0.04 95 80 1,000 
Total 24,410’ 100.0 8 9.4 21,800 

LDlffers from original estimate of 24,428,OOO taxpayers due to rounding. 

Source: GAO estimates (see app. III). 

IRs currently employs about 30,000 full-time staff in its examination 
division. An additional 21,800 staff would increase current examination 
staff levels by almost 70 percent. The total personnel cost for staffing the 
examination function of the basic VAT system would amount to an 
estimated $1.3 billion in 1996 dollars. 

There also would be material costs to the audit program. A one-time 
investment of about $40 million would be required to equip the 17,000 VAT 
field auditors with laptop computers, which have been found to 
significantly increase the productivity of state tax auditors. Travel b 
expenses would be an additional component of the examination program 
costs. However, we did not estimate the geographic distribution of VAT 
audits and so have not included these costs in our estimates. 

The amount of time required for direct examination of taxpayers (time 
spent on the taxpayers’ premises, in travel, and reporting results) would 
amount to nearly 18 million hours annually, or an estimated 8,600 
staff-years. The actual number of auditors required would be twice the 
number of staff-years because, according to IRS, approximately 60 percent 
of auditor time is spent in activities unrelated to the audit workload; these 
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activities include training, leave, and supporting direct examinations 
conducted by other auditors. If the percentage of nondirect time were 
reduced, personnel costs would decrease.lO 

The estimated &percent annual audit coverage is comparable to the level 
maintained by many other countries administering a VAT. The rate is 
higher, however, than the one shown in Treasury’s 1934 study of a 
potential U.S. VAT. Treasury estimated the size of audit staff on the basis of 
a 2.2 percent annual audit rate. This audit coverage is comparable to that 
of the corporate income tax examination program  but, as noted in this 
report, may not be sufficient to ensure overall compliance with a VAT. 

A lower rate of audit can reduce administration costs considerably. We 
estimated that a 2.2 percent audit rate would require about 11,000 
staff-years for the examination function at a cost of $700 m illion. This 
amounted to approximately 60 percent of the $1.3 billion an enforcement 
program  maintaining an Spercent rate of audit would cost. However, 
these savings would have to be balanced against potential revenue losses 
caused by a lower level of enforcement activity. Although we did not 
estimate the revenue loss that would result from  a lower level of audit 
coverage, the loss could be m inimal if the reduction only affects audits of 
small businesses. The effect of the audit rate on examination costs is 
shown in table 3.7. One means of maintaining a sufficient audit rate with 
fewer resources is to reduce the number of small taxpayers by employing 
a small business exemption, which is discussed in chapter 4. 

Table 8.7: Effect of Annual Audit Rate 
on Examlnatlon Staff Coats 

Annual audit rate (percent) 
2.2 
8.0 

Source: GAO estimates (see app. III). 

Taxpayers Exam Annual 
(In mllllons) staff-years staff costs 

24.4 11,200 $700 million 
24.4 21,800 $1.3 billion b 

‘OICach lO-percent increase in total auditor time that is applied to direct examinations decreases total 
personnel costs by an equivalent percentage. If auditore were to allocate 70 percent of their time to 
direct exams and only 30 percent to other activkks, total personnel costs for the examination function 
of the basic system would amount to an estimated $930 million in 1996. 
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Collections Cost 
Estimates Made on 
the Basis of IRS 
Experience With 
Business Returns 

from instituting a VAT. ms’ TsM effort may offer an avenue for preventing 
this inventory from escalating to levels currently seen in trust fund taxes. 
However, wntil IRS develops a strategy for using TSM to cap the increase in 
accounts receivable, we expect the collections function would use 
procedures and techniques similar to those currently employed in 
enforcing collections of business taxes. We estimated that total annual 
staffingcosts for thecollectionsfunction of the basic ~~~syst.em would 
amount to $180 million in 1996. This included $67 million for the salaries 
of 1,700 additional telephone collectors and $123 million for 2,300 
additional revenue officers. 

Under current IRS procedures, when income tax returns are filed with 
balances due, IRS service centers generally send delinquent taxpayers up to 
four notices over a 6- to S-month period. Cases that remain unresolved 
after these notices are then forwarded to the Automated Collection System 
(AC&R@ staff for telephone contact. If the delinquency involves a trust 
fund tax, such as employment taxes, only one notice is sent before the 
case is assigned to ~cshs. Cases that cannot be resolved through ACS/IRS 
are assigned to a field revenue officer for personal contact or otherwise 
queued in the inventory of outstanding collections cases, Once the case is 
assigned to the field, a revenue officer has 46 days to make contact with 
the taxpayer. It may take between 30 days (an unusually short period) to 
more than 2 years for Collections to close a case, Delinquencies often 
involve several different taxes, and revenue officers generally do not 
specialize in the collection of particular types of tax. 

We estimated the collections costs for a VAT on the basis of the number of 
delinquent business tax cases handled by IRS’ Collections function. IRS 
reports that approximately 6.3 percent of all businesses become 
delinquent in one or more federal taxes, and another 6.8 percent are l 

noniilers. If a VAT were enacted, IRS officials estimated that approximately 
20 percent of the VAT delinquencies would also be associated with 
delinquencies or nonfilings of other federal taxes, and little or no 
additional work by Collections staff would be required. We included this 
factor in our estimates. However, if the actual percentage of VAT 
delinquencies involving other federal tax debts were higher than 
20 percent, then our estimates of the marginal costs of collecting 
delinquent VAT debts would be overstated. 

We used IRS performance data to estimate the VAT-related workload for 
both ACS/IRS and field collections. IRS data show that 66 percent of 
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collections cases reaching AC&@ are generally resolved. The remaining 
cases (36 percent) are sent to revenue officers in the field for collection. 
Table 3.8 details the estimated collections caseload for the basic VAT 
system. 

Table 3.8: Projected Careload of VAT 
Dellnquencleo and Nonfllerr Numbers in thousands 

Total 
Total Taxpayers VAT-only Resolved by Asslgned 
taxpayers delinquent Nonfllers cases. ACWIRS to field 
24,428 1,295 1,661 2,365 1,537 828 

OThe total number of VAT-only cases was computed by multiplying the total number of 
delinquencies (1,295 + 1,661) by 80 percent. 

Source: GAO estimates based on IRS collections program data. 

In estimating the added cost to IRS for resolving the number of delinquent 
VAT cases using AC&~, we assumed that IRS’ current investments in the 
ACS~RS computer system will allow IRS to accommodate the additional 
workload. About 1,700 AC&M collectors would be needed to process the 
delinquent cases. We computed the number of added staff on the basis of 
IRS data that show an average of 330 collection cases closed per ~cs/ms 
collector annually. At an average staff level of GS-6, the salary and benefits 
cost of the additional ACS~RS staff would be about $67 m illion in 1996. 

In estimating the added cost to IRS for resolving delinquent VAT cases sent 
to field revenue officers, we used IRS estimates that revenue officers can 
close an average of 320 delinquency cases per staff-year and an average of 
400 nonfiler cases per staff-year. This level of productivity would require 
an additional 2,300 revenue officers at a cost of about $123 m illion in 1996. 

IRS’ Taxpayer Taxpayer services would be integrated with IRS’ existing taxpayer service 

Se&ices Would Need function if a VAT were implemented. We concentrated our cost estimates in 

to I)e Expanded to 
Hahdle a VAT 

Y 

three arevtaffing, telephone services, and publications. Initial training 
of staff was included in transition costs. (See ch. 6 for discussion of 
transition issues and costs.) Other areas, such as walk-in assistance 
centers, may be able to absorb a VAT into their current structures by adding 
staff. We estimated that IRS would incur costs of about $210 m illion 
annually, as shown in table 3.9, for taxpayer services if the basic VAT were 
implemented. 
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Table 8.9: Estimated Annual Recurrlng 
Taxpayer Servlcea Coat8 Wlth a Basic 
VAT 

Costs In millions of 1995 dollars 
Ihm cost 

Staffing $161.1 
Telephone (line usage charges) 34.5 
Publications 14.6 
T&al’ S210.4 

@lnitlal tralnlng cost estimates are shown In ch. 6. 

Source: GAO estimate (see app. IV). 

When New Zealand and Canada set up their GST systems, particular 
emphasis was given to taxpayer services to encourage compliance. A 
well-designed and implemented transition program should familiarize 
taxpayers with VAT requirements in advance of implementation. Our 
estimates assumed that IRS would implement an effective education 
program during transition; otherwise, the subsequent costs of taxpayer 
services and audit programs would likely be higher. 

Tax Atiinistrators Use 
Shilar Taxpayer Service 
Techniques 

IRS’ taxpayer assistance and education programs consist of a variety of 
services, including toll-free telephone information and assistance; 
TeleTax, a computerized phone system; walk-in assistance (at 723 
locations in 1990); and meetings with practitioner associations, various 
business and industry groups, and seminars for local businesses. IRS also 
educates the public by getting involved with state education programs, 
formal community college programs, and trade association newsletters. 

States generally use similar techniques to educate and provide assistance 
to taxpayers. Of the 32 states with business or corporate income taxes that 
responded to a 1988 survey of tax administrators, more than 90 percent rL 
used instruction pamphlets, personal contact, and/or correspondence for 
taxpayer assistance. l1 Some states have special programs designed to 
affect taxpayers’ filing behavior beginning at their entry point into the tax 
system. For example, New Mexico’s taxpayer education program includes 
taxpayer education workshops in cooperation with the University of New 
Mexico. Under the program, direct contact is made with about 10 percent 
of new taxpayers each year. New Mexico officials reported the following 
benefits: improved taxpayer relations, tax department contacts for 

‘9&e of Washington, Department of Revenue, Program Administration Section, Tax Administration 
Survey, AU States, June 1988. 
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taxpayers’ future questions, dissemination of important information and 
rulings, and new (gross receipts tax) registrants. 

The experiences of New Zealand and Canada, countries that recently 
implemented VATS (GSTS), provide important insight into types of taxpayer 
services that might be required if a VAT were implemented in the United 
States. Both New Zealand and Canada educate taxpayers using seminars, 
advisory visits, and publications in addition to general inquiry services. 
Revenue Canada12 also set up a computer-accessed electronic database for 
information dissemination.13 Canada sends a news sheet to each registered 
business at least quarterly to disseminate information about changes, 
rules, etc. 

Costs for Additional Staff Canada has between 600 and 600 staff, or about 11 percent of the 4,700 to 
6,200 employees involved in administering the GST, providing taxpayer 
services. We used this information to estimate the potential costs 
associated with providing taxpayer services in the United States if a VAT 
were implemented. 

The basic VAT would require more taxpayer service employees than would 
a VAT that exempted small businesses. In 1993, IRS has budgeted for about 
8,600 employees involved in taxpayer services. About 38 percent are 
taxpayer representatives, 23 percent are taxpayer specialists,14 and 
39 percent of the employees are classified as “other”-including “when 
actually employed” (wAE).~~ Reliance on temporary employees probably 
would not be possible under the basic VAT, because most taxpayers would 
pay monthly. However, because VAT taxpayer services would be integrated 
within the current taxpayer services function, we assumed approximately 
the same staff distribution as current IRS taxpayer service levels. We 

‘Qevenue Canada is the Canadian taxing authority, similar in function to IRS in the United States. 
However, Revenue Canada administers Custorrm, whereas Customs is a separate agency in the United 
StatCS. 

‘aCanada has been unable to evaluate the effectiveness of this approach, because, at present, there is 
no way to determine whether the right audience has accessed the information. 

“Taxpayer service representative (TSR) is the entry-level position for most new assistors, generally 
grades 4 to 7. Typically, TSRa are frontline assistma, providing the initial contact with taxpayers and 
answering less complex questions. Taxpayer service specialist (TSS) is the career ladder position for 
the more experienced assistors, generally grades 6 to 9. TSSs serve as the backup to the TSRs, 
answering taxpayer telephone calls, conducting workshops, instructing taxpayer service courses, and 
handling complex issues. 

laWAE is a term used for par&time or temporary staff employed part of the year in such offices as 
walk-in assistance centers and at telephone sites. 
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estimated the total taxpayer services staff for a VAT to be about 4,600 and 
personnel costs to be about $161 million. (See app. IV.) 

Telephone Services’ Costs Toll-free telephone lines for taxpayer services are used in many states. Of 
the 32 states with business or corporate income taxes that responded to 
the 1988 survey of tax administrators, about 60 percent used toll-free 
telephones as a means for the tzurpayer to request assistance. Taxpayers’ 
use of the toll-free 800-numbers appears to vary among states. For 
example, Texas, which emphasizes its 8O@number service for its 
taxpayers, reported more than two calls per taxpayer annually on its 
8OO-number line compared to less than one call per taxpayer in Illinois. 
Canada had more than two calls per taxpayer during the first year of 
operation of its GsT. 

IRS currently has about 6,200 toll-free telephone lines. In fiscal year 1991, 
IRS provided assistance via more than 36 million calls on its toll-free, 
staff-answered lines and about 29 million on automated TeleTax lines. We 
assumed that small businesses would use the telephone service more than 
larger businesses. (See table 3.10.) To be conservative with our cost 
estimates, we set, our call levels at the high end of the range. 

Table 3.10: Estimated Annual Number 
of Calls Per Taxpayer for the Basic 
VAT 

Business’ gross receipts 
Less than $25,000 
$25,000-$100,000 
More than $100,000 
Source: GAO estimates (see app. IV). 

Number of 
taxpayers Number of calls Number of calls 

(In mllllons) (In mllllons) per taxpayer 
12.2 12.2 1.0 
302 2,7 0.85 
9.0 5.4 0.6 

1~9 would need to add more than 2,000 new 800-number lines to handle the 
estimated 20 million calls annually (ongoing load) for the basic VAT. 
Because the load on telephone lines would be heaviest, during the 
transition period, the maximum number of lines would be needed then. 
Therefore, all telephone line installation costs were included in transition 
costs, and only usage costs are included as recurring costs. We estimated 
the annual (ongoing) usage charges to be about $34 million in 1996, as 
shown in fable 3.11. 
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Table 3.11: Estimated Number of Calls, 
Telephone Lines, and Usage Charges 
Annually for the Basic VAT 

Number of Number of 1995 telephone 
Number of telephone telephone line usage 
taxpayers calls lines charges 

Gross recelptr threshold (in millions) (In millions) required (In milllons) 
None 24.4 20.3 2,030 $34.5 
Source: GAO estimates (see app. IV). 

Major Publications Costs Publications would be important in explaining the VAT to the general 
public, taxpayers, tax preparers, and other tax professionals. During the 
first year of Canada’s tax, publishing and distribution costs were 
approximately US $4 per GST taxpayer. The three major types of 
publications used by Revenue Canada (discussed in more detail in app. IV) 
are a registration and informational booklet and kit, sector guides, and 
memoranda and technical information. 

It was assumed that the same types of documents would be published and 
distributed in the United States, their size and number dependent upon the 
VAT'S complexity. In the United States, existing publications could be 
amended to include VAT information. New publications, such as a 
document similar to the current Circular E, which explains the 
employment tax to taxpayers, could be developed and distributed. 

IRS currently spends about $126 million per year for printing and 
$130 million for posting and distributing about 700 tax publications. 
Although the distribution facilities are currently operating close to 
capacity, an IRS official told us that they could be expanded if it were 
required. IRS Circular E (Publication 16) is somewhat larger in size than the 
Canadian GST Guide for Small Business. In 1001, Circular E cost 
approximately $760,000 for printing (on newsprint paper) and an 4 
additional $1 million for direct mailing; about 6.7 million copies were 
mailed and 2.6 million were distributed in bulk. We assumed costs for a 
major publication for the basic VAT would be approximately the same as 
IRS Circular E cost per taxpayer, or nearly $16 million for printing and 
mailing. Actual cost, of course, could vary considerably depending on the 
type of paper and the mailing weight, An IRS official told us that 
development of publications would require one to two additional 
professional staff (GS-13 level) at an annual cost of $114,000. Costs for 
publications are shown in table 3.12. 
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Table 3.12: Eetlmated Annual 
Recurrlng Cortr for Publhtiono Number ~ Coat (1995 dollars) 

Copies printed and mailed 67.3 mllllon $14.7 million 
staff 3 114.ooo 
Source: GAO estimates (see app. IV). 

Preparation of memoranda and technical documents concerning the basic 
legislation, regulations, and attendant issues would be handled through IRS’ 
Office of Chief Counsel. We did not estimate their costs since they are not 
within an IRS functional area. Memoranda would be of varying lengths 
depending on the subject. Printing of these documents would be a 
relatively small expenditure, but mailing them could add considerably to 
the cost. For this reason, use of electronic communications for 
memoranda and technical documents would be economical and desirable 
from IRS’ standpoint. 

U.S. Customs 
Service’s Costs for 
Adnhistering the VAT 
Bor4er Adjustment 

Cost bf Collecting Tax on 
Impdts 

Customs collects duties or fees on virtually all legally imported goods. 
Because Customs does not generally capture duties on imported services, 
however, regulations might be needed to implement their collection for 
the VAT. Customs officials in Commercial Operations and at the Finance 
Center reported that they could use existing manual and automated 
systems with minimal additional staff. Because customs law does not 
currently impose duties on all imported goods and Customs has very little 
information on imported services, tracking and valuing these items may 
require additional resources. 

Both the automated and manual systems deposit customs duties through a 
contract depository. About 90 percent of formal entry declarations by 
brokers are filed electronically using an automated interface. Electronic 
payment of estimated duties, taxes, and fees via electronic bank transfers 
through an Automated Clearing House (ACH) bank was begun in 1990. 
Interfacing with IRS would necessitate some additional 
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telecommunications connections, but these could be accommodated 
through Treasury’s existing Consolidated Data Network with additional 
lines. 

Costs for Verifying Export 
Credits 

Customs is in the process of developing an export control system 
(Automated Commercial Export System) based on the Automated 
Commercial System (~cs/Cusbms) for imports, and we used their 
estimab of costs for tracking exported goods. The export control system 
is intended primarily to improve the accuracy of export statistics, facilitate 
the rapid release of outbound cargo, and reduce or eliminate paper 
requirements. The system will process information similar to that used for 
tracking imports, and Customs officials thought it could be adapted to 
accommodate the needs for tracking exports for a VAT.,BeCaUSe the system 
is now approaching the pilot testing stage, implementation should fall well 
within the mid-decade VAT time frame. However, unless the system is 
implemented, the costs could not be assumed to be Customs costs; 
therefore, we have hcluded them in our cost estimatea 

Customs’ cost estimate of $38 million over 6 years for the export control 
system was assumed for a VAT tracking system. The costs primarily cover 
equipment (processor, storage devices, terminals), telecommunications 
and data center personnel, including 27 full-time equivalent (r~s) 
staff-years. Customs is currently evaluating the need for an additional 
processor. If it is not needed, the costs will be reduced. 

I 

Cm@ for Customs’ 
Information Transfer to 
IRS 

Customs would supply information regarding businesses’ imports and 
exports to IRS, which would use it to verify the proper amount of payment 
and later for compliance purposes. To provide IRS with the information, 
Customs would extract it from its ~cs/Customs and the Automated a 
Commercial Export System (ACES) that Customs has under development. 

Software development would be necessary so that Customs could create a 
file that would be uploaded to IRS through a telecommunications link. 
Because there currently are no lines between the Customs data processing 
center (in Newington, VA) and the IRS data processing center (in 
Martinsburg, WV), we included the cost of leasing and maintaining a data 
communications line between these points. 

Cur cost estimates, shown in table 3.13, included the cost of extracting the 
information for IRS, based on the number of possible exporters (size of the 
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database) and frequency of runs (monthly), plus the telecommunications 
costs (see app. II). 

Table 3.13: Estlmated Annual 
Recurrlng Costa for Cuotoms’ 
lnformatlon Transfer to IRS 

Costs in thousands of 1995 dollars 
Item 
Staff costs (12 technical) 
Data communications (line lease and other costs) 
Total 
Source: GAO estimates (see app. II). 

cost 
$457 

126 
$553 

111 

Agency Comments IRS officials expressed concern that they have no experience admin.istering 

and Our Evaluation a VAT from which to gauge the validity of many of the assumptions the 
estimates are based on. The cost estimates inherently are based on 
assumptions, some of which were needed because there is no current U.S. 
data; other assumptions were made because we were looking to the 
future; and others because we do not know exactly what kind of a VAT, if 
any at all, Congress might enact. Whenever possible we stated explicitly 
the assumption and the basis for the assumption. Any variation from the 
assumptions would change the costs, and in many cases we tried to show 
how different assumptions might affect the estimates. We did this so that 
others could use this report as a building block to make cost estimates for 
other scenarios. 

We made staffing and cost estimates for the largest functions-returns 
processing, audit, collections, and taxpayer servicesbased on IRS data, 
VAT experience in other countries, and states’ retail sales tax experience in 
the United States. While we expect that these estimates are reasonable, 
given the basic assumptions, the estimates are not expected to be 
s&inclusive. The estimates are also not intended to be budget targets, but 
rather are orders of magnitude to inform Congress regarding the impact on 
costs of certain decisions, such as the number of businesses included and 
variations in the audit rate. We presume that IRS will be asked for its 
opinion of costs of administering a VAT if one is seriously considered by 
Congress. 

With respect to IRS’ concern about administering a VAT on services, other 
than some of the difficultA.o-tax sectors that we mention in the report, 
such as financial services, we are not sure why services, per se, would be a 
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problem with a value-added tax. Services are currently taxed in VATS in all 
major industrialized countries. 

IMF officials expressed concern that our audit selection criteria appear to 
include an implicit contradiction between a focus on audits of large 
taxpayers, while simultaneously auditing a wide distribution of taxpayers. 
We were simply acknowledging the tradeoffs between criteria that exist in 
any audit strategy. The audit scenario for the basic VAT is based on the 
current examination strategies of IRS (income and employment taxes) and 
states (retail sales taxes), which focus on large businesses, because these 
audits potentially yield the largest return to the government. On the other 
hand, we agree a wide distribution of audits is also necessary to deter 
noncompliance, and this is taken into account in the report. On the basis 
of their experience, the taxing authority must make the decisions on the 
tradeoffs between these competing demands on audit resources. 

IMF officials also made some suggestions about targeting and timeliness of 
audits-i.e., (1) VAT audits should be issue-oriented, and (2) timely audits 
are more important with a VAT than with income tax-with which we 
concur. We discussed a general audit approach without advocating a 
specific audit strategy. IRS currently targets businesses for audit, and 
Compliance 2000 includes a market segment approach. 

IMF officials stressed the administrative burden of separate filing and 
payment processes. Our VAT assumptions are that filing and paying should 
be done together, and we emphasized this in the report. 
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Administrative Costs Are Reduced by 
Exempting Small Businesses 

An important issue that must be addressed when structuring a VAT is 
whether to include small businesses in the tax base. In an attempt to 
reduce compliance and administrative costs, many countries exempt small 
businesses. In this chapter, the estimated costs for three thresholds are 
discussed.’ 

Small Businesses Are Most often, the reason for business exemption is business size. The 

Commonly Exempted rationale for exemption is the added cost to small firms of complying with 

Fro& VAT 
the accounting and reporting requirements of the VAT system as well as the 
administrative burden to the tax authority of overseeing numerous 
marginal revenue sources. A recent New Zealand study reported that on 
average, a firm with under $30,000 (about US $16,000) gross receipts spent 
600 times as much (as a percentage of sales) to comply with the GST as a 
firm with over $60 million (about US $27 million) in receipts.2 

Small businesses are exempt to some degree under most VAT systems, 
although the annual gross receipts threshold for exemption eligibility 
differs. In the OECD, thresholds range from the equivalent of US $61,000 in 
the United Kingdom to a little over US $1,000 in Norway and Denmark; EC 
recommends an exemption level of about US $6,700. 

Exclusion of Small Because small businesses are marginal sources of revenue, many are 

Businesses Decreases 
unlikely to be selected for audit under an examination program with low 
audit coverage. Exemption of small taxpayers reduces the demand on 

Administrative Costs audit resources without jeopardizing much revenue.3 Exempting small 
businesses may be more evenhanded than reducing the audit rate, because 
it does not penalize more compliant taxpayers. Advocates of taxing all 
businesses, however, argue for the perceived fairness and economic 
neutrality of taxing all alike. In addition, there are administrative costs 
involved in ensuring that companies do not split up to take advantage of 
exemptions. 

‘No cost alternatives are given for Customs, because taxes on imports are not affected by business 
she, and there are likely to be very few exportera that are small businesses. 

2Cedric Sandford and John Haaaeldine, The Compliance Costs of Business Taxes in New Zealand, 
Victoria Univemity of Wellington, Institute of Policy Studies (Wellington, New Zealand, 1992). 

%evenue losses from exempting amall businesses are low for two reasona: (1) a amall number of large 
busineasea produce a disproportionate amount of the value added in the economy and (2) exempt 
flrma will still be paying aome taxes on purchases from fIrma in the VAT system. 
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A New Zealand official told us that the best way for a country to decide the 
coverage for a VAT may be to (1) determ ine the optimal number of 
taxpayers that can be administered and (2) exempt businesses below the 
point at which the number of taxpayers equals the number optimally 
administered. 

Thresholds can be used to reduce both the administrative costs and the 
burden on small businesses without seriously reducing potential revenue 
yields. The experience of foreign countries shows that 80 to 90 percent of 
VAT revenue is derived from  26 percent of taxpayers. IRS data show that in 
the United States, when sole proprietors and farmers are included as 
businesses, 0.4 percent of the business income tax returns account for 
70 percent of the income tax revenue. 

To evaluate the benefits and costs of exemption, we included all 
businesses in the basic VAT to assess the upper lim its of the costs and the 
impact on IRS’ administrative burden. Then, to illustrate the cost savings 
available from  elim inating small businesses from  the tax base, we 
estimated costs for two exemption thresholds: (1) businesses with annual 
gross receipts over $26,000 and (2) businesses with annual gross receipts 
over $100,000. These thresholds reduced the number of taxpayers to 
10.0 m illion and 6.4 m illion, respectively, excluding voluntary filers. (See 
am9 I.> 

If a threshold were established, small businesses with gross receipts below 
the threshold level could have the option to enter the system. Other 
countries’ experience indicates that a substantial number may want to 
register. Being in the VAT system may be advantageous for small firms, 
because they can claim  refunds for the VAT paid at earlier stages of 
production, which is especially advantageous for exporters.4 Also, some 
have argued that companies may want to register for the VAT to appear 1, 
larger because of perceived competitive gains. On the basis of the levels of 
voluntary registration in Canada, the United Kingdom, and New Zealand, 
we estimated that smaIl businesses registering voluntarily would increase 
the number of taxpayers from  10.0 m illion to 12.2 m illion under a $26,000 
threshold and from  6.4 m illion to 9.0 m illion under a $100,000 threshold. 

C+ts for Alternate The basic VAT with no threshold is based on the assumption that all 
Taxpayer Thresholds businesses would be taxed. Most countries alleviate the burden on small 

‘The importance of these refunde will depend on the size of the rate and, if there are differential rates, 
the size of the difference between the (potential) rate charged on output and the rates paid on inputa 
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businesses by excluding them  Erom the VAT, except those that wish to 
vohmtarily register for it. Table 4.1 shows estimates of administrative 
costs if businesses with less than $26,000 and less than $100,000 in annual 
gross receipts were excluded from  the VAT. 

Table 4.1: E8tlmated Annual Recurrlng 
VAT Admlnlrtratlon Carts for Three 
Thresholds and Cost Differences 

Costs in millions of 1995 dollars 
Cost savlngs over 

Threshold basic VAT 
Function None $25,000 $100,000 s25,oOO $100,000 
Returns processing8 $129 $89 $55 $40 $74 
Audit/examination 1,303 1,140 1,040 163 263 
Collections 180 90 65 90 115 
Taxpayer services 210 78 50 132 160 
U.S. Customs 11 11 11 O’J Ob 
Total $1,633 $1,406 $1,221 $425 $612 
V-%ludes FRS and FMS costs. 

bCosts for Customs appear to vary insignificantly between thresholds. 

Source: Summary of GAO estimates from chapter 4 and appendices. 

If small businesses were included in the system, costs would escalate. 
Overall, we estimated that a cost savings of more than $600 m illion could 
be achieved by establishing a threshold elim inating businesses with less 
than $100,000 in gross receipts annually. 

The relative cost savings from  reducing the number of small taxpayers are 
higher for returns-processing costs than for audit and examination costs. 
By establishing a threshold of $100,000, audit costs would be reduced by 
over 20 percent; however, because the costs of processing paper returns 
would be elim inated, the returns-processing costs would be reduced by 
more than 60 percent. In absolute terms, $337 m illion dollars would be 
saved in returns-processing and audit costs combined. Both taxpayer 
services and collections functions also show major administration cost 
savings with the $100,000 threshold-combined, this amounts to nearly 
$276 m illion in savings. 

4 

Marked cost savings-an estimated total of over $400 m illion 
dollars-could also be achieved by establishing a $26,000 annual gross 
receipts threshold. Total returns-processing and audit costs would be 
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reduced $200 m illion. Collections and taxpayer services savings together 
would be about $220 m illion. 

Returns-Processing Costs Although electronic filing can be used by individual taxpayers and by 
businesses paying employment taxes, most taxpayers currently use paper 
returns to file their taxes and paper checks to pay them . IRS must convert 
paper documents to computer-readable foxm  by manually inputting data 
from  them  or electronically scanning them . 

During the last 10 years, electronic data interchange has developed into a 
mature technology. Its benefits include the elim ination of manually 
inputting data, a reduction in errors, and more efficient processing, all of 
which should reduce costs. IRS, aware of the savings electronic data 
transfer can bring to the organization, has increased its electronic filing of 
individual returns from  three sites to five. It has also undertaken a project 
to create electronic IDS that is currently being pilot-tested. 

IRS has developed an entire electronic communications project, the 
Electronic Management System (EMS), as part of TSM. The EMS will serve as 
a gateway for all incoming and outgoing electronic communications with 
the business community and ultimately may expand to serve individual 
taxpayers and the general public. In the EMS project, IRS has taken the 
position that it will not be the central processor of electronic information 
and funds but will be in a position to receive and transm it high volumes of 
electronic data from  the central processor. Based on IRS’ decisions and 
projects, it is clear that IRS is moving into the electronic environment. 
Therefore, we assumed that the VAT would be collected through electronic 
media. 

Once considered to be much too futuristic, the idea of concurrent tiling l 

and paying through an electronic process is now feasible. However, not all 
of IRS’ pilot studies are considering collecting payment and information 
together. The concept of filing and paying together was developed and 
discussed in a GAO paper.6 In addition, a number of states are testing similar 
procedures. 

In our VAT design, an agreement between the taxpayer and the taxpayer’s 
bank would allow the account to be debited for authorized amounts. The 
taxpayer would make a payment by calling the central processor (the 

5A Conceptual Approach for Improving IRS’ Federal Tax Deposit Syste m  (Discussion Paper), 
G  A 8 
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Federal Reserve Bank) to notify the processor of the amount of taxes 
owed. The central processor then would debit the taxpayer’s bank account 
for the authorized amount through the ACH. The central processor would 
notify IRS of the amount received along with information from the “return” 
in the form of electronic data. 

The cost estimates shown in table 4.2 were based on filing assumptions 
described in appendix II. With technology changing so rapidly, we 
recognized that the estimates may be imprecise; however, we believed that 
they would serve as useful bases for comparison. Further explanation of 
these numbers is given in appendix II. 

Table 4.2: 1895 Eatlmated Annual Recurring IRS’ Cost8 for Returns Procerring With the Bask VAT 
Type of return filed based on gross receipts of business 
Costs I? millions of 1995 dollars 

Number of Number of cost of coat to coat to Maintenance 
taxpayers return8 malllng procear procesr Cost of staff and Total 

Threshold (mllllons) (mIllions)@ returns returns coupons refunds other Reglrtratlonb costs 
No threshold 24.4 134.4 $5.7 $89.5 $1.5 $9.4 $10.7 $9.9 $128.7 

Peter 14.4 14.4 3.3 29.7 1.5 1.0 N/A 5.9 41.4c 
Electronic 

More than 
$25,‘+0 
Paper 
Electronic 

More than 
$100,:OOO(all 
eiect(onic) 

10.0 

12.2 
1.1 

11.1 

9.0 

120.0 2.4 59.8 0 8.4 N/A 4.0 74.6c 

122.2 2.6 62.6 0.1 8.5 10.7 4.9 89.4 
1.1 0.03 2.3 0.1 0,l N/A 0.4 2.Qc 

121.1 2.6 60.3 0 8.4 N/A 4.5 75.8 

68.4 2.1 33.9 0 4.8 10.7 3.6 55.1 
N/A = not applicable 

Note: Detail may not add to total due to rounding. Note that these are IRS costs; FMS costs for 
refunds processing are not included. 

*Includes returns for voluntary filers. 

bRecurring (annual) reglstratlon costs only. 

CExcludes maintenance staff costs. 

Source: GAO estimates (see ch. 3 and app. II). 

As shown in table 4.2,66 percent, or almost $72 million, could be saved in 
returns-processing costs by establishing a $100,000 threshold. Establishing 
a $26,000 threshold would cause a cost savings of 29 percent in 
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returns-processing costs over the basic VAT. The assumptions about paper 
versus electronic filing could change the costs dramatically. W ith a $26,000 
threshold, we assumed that a m inimum number-l. 1 m illion, which is half 
of the voluntary filers under $26,000-would use paper documents and file 
on an annual basis. 

Refund Payment Refunds processing would be handled jointly by ms and Treasury’s 
FMS-IRS would process the data, and FMS would make the payments. We 
estnnated costs on the basis of the taxpayer’s method of filing. Those filing 
paper returns would receive paper checks, and those filing electronically 
would receive the refund directly into their bank accounts. (See also app. 
II.) Numbers of refunds and the estimated costs for the various thresholds 
are shown in table 4.3. 

Table 4.3: Estlmated Annual Recurring Costs for Refund Payments for Three Thresholds 
Includes voluntary filers 
Costs in thousands of 1995 dollars 

No threshold More than $25,000 
Number of Number of 

refunds refunds 
(mllllons) cost (mllllons) cost 

Total .I% 20.16 $9,357 18.33 $8,507 
Electronic 18.00 8,354 18.16 8,431 
Paper 2.16 1,002 .I6 77 

More than $100,000 
Number of 

refunds 
(mllllons) cost 

10.26 $4,762 
10.26 4,762 

N/A N/A 
Total #FMS 20.16 2,036 18.33 1,239 10026 662 

Electronic 18.00 1,161 18.16 1,172 10.26 662 
Pam 2.16 875 .16 67 N/A N/A 

Total 20.16 $11,393 
N/A=Not Applicable 

18.33 $9,746 10.26 $5,424 
4 

Note: Numbers may not add to total due to rounding, 

Source: GAO estimates (see app. II). 

FMS’ costs for making refund payments would be very small if they could 
be handled electronically, as with the $100,000 threshold. IRS would, 
however, still incur costs for information processing. 
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Audit Costs: The Number 
of Auditors Required Is 
Related to the Size and 
Composition of the 
Taxpayer Population 

The number of taxpayers has an obvious correlation to the number of 
auditors who must be employed. The total number of taxpayers, however, 
is only one factor to consider in estimating audit staffing. Another 
consideration is the relative m ixture of different classes of businesses in 
the taxpayer population. Because of the varying degrees of examination 
coverage for taxpayers of different classes (i.e., large businesses requiring 
more extensive audit coverage than smaller businesses), estimates of 
sufficient audit staff must also take into account the average size of 
taxpaying businesses. Given the longer and more frequent audits of large 
taxpayers, the appropriate ratio of auditors to taxpayers would necessarily 
increase under a higher gross receipts threshold. 

Our basic VAT assumption was that nearly all businesses would be taxable, 
for a total of 24.4 m illion taxpayers. Here again, we considered two 
alternate thresholds of $26,000 and $160,000 in annual gross receipts. The 
audit resource requirements and costs for the basic VAT system and the 
two alternate thresholds are detailed in table 4.4.g 

Table 4.4: Estimated Examlnatlon Staff 
Costs for Three Thresholds Costs in billions of 1995 dollars 

Number of Total Total 
Gross receipts taxpayers Percent Hours staff- staff 
threshold (In mllllons) audlted per audit years costs 
None 24.4 7.8 9.4 21,835 $1.30 
$25,ooO 12.2 10.6 11.9 18,850 1.14 
$mo,ooo 9.0 11.7 13.3 17,087 1.04 
Source: GAO estimates (see ch. 3 & app. III). 

Audit Program Costs: 
$26,000 Threshold 

W ith a registration threshold of $26,000 annual gross receipts, the A 
estimated taxpayer population decreased from  a total of 24.4 m illion to 
approximately 12.2 m illion. Under this scenario, our estimate of the level 
of annual audit coverage increased to 10.6 percent of taxpayers. Average 
time per audit increased from  9 hours to nearly 12 hours, The increase in 
audit rate and time reflected the relatively greater individual revenue 
potential of the 12.2 m illion taxpayers as opposed to the population of 24.4 
m illion taxpayers, which consists of a large number of small businesses 
that are marginal revenue sources. An annual audit rate of 10.6 percent 
and an average audit length of 12 hours for a taxpayer population with 

“he reduction in audit costa is dependent on our assumed audit rates. If more audit resources were 
devoted to small companies, the savings from exemption would be larger. 
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more than $26,000 annual gross receipts are comparable to those of the 
United Kingdom and New Zealand.’ 

Our estimate of the personnel required for this level of audit coverage of a 
population of over 12 million taxpayers amounted to a total of 18,860 
staff-years. Of this amount, 14,800 would be auditors directly involved in 
taxpayer examinations with the remainder comprising management and 
support staff. The total personnel costs for audit program staffing would 
amount to an estimated $1.14 billion in 1996 dollars. (This represents a 
12,bpercent reduction in enforcement staff costs compared with the costs 
for a population of 24.4 million taxpayers.) Purchases of laptop computers 
would generate an additional $30 million in one-time costs. 

Audit Program Costs: 
$100,000 Threshold 

If the registration threshold were set at $100,000 annual gross receipts, we 
estimated that the taxpayer population would be approximately 9 million 
(see table 4.4). Under this scenario, the rate of audit would increase to 
nearly 12 percent and the average audit length to just over 13 hours. Our 
estimate of the personnel required for this level of audit coverage of a 
population of 9 million taxpayers was about 17,000 staff-years. Of this 
amount, 13,400 would be auditors directly involved in taxpayer 
examinations with the remainder comprising management and support 
staff. The total personnel costs for audit program staffimg would be 
$1.04 billion in 1996 dollars. (This represents a g-percent reduction in 
enforcement staff costs compared with the costs for a population of 
12 million taxpayers, and a 29percent reduction compared with the costs 
for a population of 24.4 million taxpayers.) Purchases of laptop computers 
would generate an additional $26 million in one-time costs. 

Collections Costs 

I I 

Costs for the collections function are proportionate to the number of a 
taxpayers. We estimated that collections costs for a population of 
24.4 million taxpayers would be $180 million annually. In estimating the 
collections costs for the two alternate scenarios, we assumed, for 
simplicity, a linear relationship between the number of taxpayers and the 
number of collections cases, although collections cases might decrease by 
a greater percentage than the decrease in taxpayers given the reductions 
in the number of small taxpayers. Projected costs of the collections 
function for the two thresholds are detailed in table 4.6. 

‘In 1992, the United Kingdom raised its threshold for mandatory registration from US $36,000 to 
approximately US $61,000. New Zealand’s threshold is about US $13,000. 
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Table 4.5: E8tlmated Collections Staff 
Cost8 tar Three Thresholds Costs in millions of 1995 dollars 

Gross receipts threshold 
None 

Number of taxpayers 
(In mllllons) Collections staff costs 

24.4 $180 
$25.000 12.2 90 
$100,000 
Source: GAO estimates based on costs detailed in ch. 3. 

9.0 65 

Taxpayer Services Costs As can be seen in table 4.6, the thresholds directly affect the cost of 
taxpayer services. Although we assumed that the workload would be 
integrated in the IRS taxpayer services function and staffing would not be 
differentiated by type of tax, the existing staff levels could be raised 
substantially, especially if small businesses with annual gross receipts of 
less than $26,000 paid VAT. More taxpayers, particularly small taxpayers, 
would increase the number of taxpayers to educate and respond to and 
also generate more telephone calls; larger businesses are more likely to 
rely on trained accountants or tax preparers. 

Table 4.6: Estlmated Taxpayer Services Costs for the Easlc VAT for Three Thresholds 
Costs in millions of 1995 dollars 

Gross receipts threshold 
None ~ 
$25,Ood 
$100,Oq0 

Telephone Telephone 
Taxpayers staff calls line usage Publications 

(mllllons) (thousands) Staff COSt8 (millions) charge costs Total costs 
24.4 4,500 $161.1 20.3 $34.5 $14.8 $210.4 
12.2 1,450 51.9 8.1 18.3 7.4 77.6 
9.0 900 32.2 5.4 12.2 5.5 49.9 

Source: GAO estimates (see app. IV). A 

Instituting thresholds decreased the estimated taxpayer services cost from 
about $9 per taxpayer to about $6 per taxpayer with the $26,000 threshold 
and to about $6 with the $100,000 threshold. The largest cost saving is in 
the staff required for educating and assisting the taxpayers. 

would tax goods currently exempted from tariffs or tax merchandise with 
little value. We agree that taxing currently exempted tariffs would require 
Customs to establish new procedures, because the fact that a good 
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currently is duty-free is not relevant as to whether it should be exempt 
from  a VAT. On the other hand, under the basic VAT, low-value imports, 
including goods of less than $400 value acquired abroad brought in by 
passengers, could be exempt from  a VAT, similar to exempting occasional 
sellers, to alleviate costs of administration and compliance. 

Similarly, IMF strongly advocates setting thresholds to reduce the number 
of taxpayers, not only for the purpose of reducing administrative costs, but 
also to allow tax administrators to focus on promoting voluntary 
compliance. While we acknowledge that administrative costs would be 
reduced with thresholds, this would be a policy decision for Congress to 
make. 

Customs officials commented that they refund tariffs only on exported 
goods, all or part of which were previously imported (“drawback”), and 
that new regulations and procedures would have to be established to 
verify claims for refunds of all VATS previously paid, whether the goods are 
imported or produced domestically. While export data would be used for 
verification of VAT refund claims, we recognize that drawback and VAT 
refunds would be independent calculations that should be included in the 
same reporting system. The jurisdiction of proprietary information would 
have to be worked out between Customs and IRS and, if new legislation is 
necessary, with Congress. 
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Congress would have to consider a number of fundamental design issues 
should it debate the merits of implementing a VAT in the United States. The 
key design issue in structuring a VAT is whether to use multiple tax rates 
and/or exemptions on goods and services to reduce the regressive impact 
of the tax on low-income taxpayers. The level of VAT administrative costs 
and taxpayer compliance burdens hinges largely on the resolution of this 
issue. A corollary issue Is the choice between the credit-invoice and 
subtraction methods of caWlating the tax; only the credit-invoice method 
can accommodate multiple rates and exemptions. In addition, whether to 
include nonprofit organizations and governments under the tax involves 
trading off equity and efficiency benefits against small revenue amounts 
and disproportionately high administrative costs. 

Multiple Rates, 
Exemptions, and 
Zero-Rating Are 
Mechanisms for 
Offsetting Perceived 
Regressive Impact of 
a VAT 

A VAT is a tax on consumption to which the poor generally devote a greater 
percentage of their annual income than the rich. There are those who 
argue, however, that a VAT may be less regressive over a lifetime than it is 
on an annual basis. In any case, a VAT is more regressive than the current 
income tax, because very high income households do not generally 
consume all their income over a lifetime. 

To reduce the tax burden on lower income consumers, many U.S. states 
and foreign countries that tax consumption through value-added or sales 
taxes apply lower tax rates to or exempt purchases of certain goods or 
services, such as food and medicine. Although these mechanisms may 
reduce the regressive nature of a VAT, they introduce complexity to tax 
administration. Other methods, such as tax credits and transfer payments, 
are currently used in the United States and may be an alternative way to 
address regressivity. 

Multiple Rates Are 
Exp@nsive to Administer 

I 

Most countries that have VATS use multiple rates-typically, a standard 
rate, a reduced rate for necessities, and sometimes a higher rate for luxury 
items. The additional record-keeping and calculations associated with 
multiple rates can increase compliance and enforcement costs. 

ln the United States, this effect can be observed in those states where local 
sales taxes are admi&tered by the state tax authority in conjunction with 
the state’s own sales tax. ln states where local rates are set at the 
discretion of local authorities, the overall sales tax rate may vary widely 
across the state. To properly disburse the receipts, the state tax authority 
must ensure that the tax collected for each transaction is at the correct 
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rate for the location where the transaction occurred. Likewise, businesses 
with statewide sales need to maintain separate accounting for all selling 
points to calculate their oversJl tax liability. 

Although the context in this example is geographical-applying the 
correct tax rate for a given location-the problem  is similar to that of 
applying the correct tax rate to a given product. Officials in one state with 
a particularly complicated rate structure informed us that the tax could be 
administered at one-half the cost if the rate structure were simplified. 

Exempting Goods and Exemption of goods and services is another way some countries have 
Se&ices Does Not Entirely addressed regressivity associated with a VAT. Exemption of a good or 
Elim inate the VAT service from  the VAT however, does not entirely elim inate the tax from  the 

price of the exempt products. When a business sells an exempt product, it 
collects no VAT on that sale. The business, however, will have paid tax on 
purchases of goods and services, such as maintenance, utilities, and 
transportation, that are related to its operation. The exempt product itself 
will consist of components, such as packaging, for which tax was paid at 
some point during manufacturing. Since no credit is available for tax paid 
on purchases related to the sale and manufacture of exempt products, 
these prior tax payments are part of the seller’s cost and will be included 
in the price the consumer pays for the product. Therefore, although the 
product is tax-exempt, it is not tax-free, because some amount of tax 
remains hidden in the price of the product. 

Unless exemptions apply to an entire class of items, such as food of all 
types, there arise many definitional questions over what is and is not an 
exempt item . For example, until recently, California exempted from  its 
sales tax all types of food purchased for home consumption. In an effort to 
reduce that state’s budget deficit, this exemption was narrowed to perm it l 

an 82bpercent tax on items considered snack foods. Tax administrators 
had to engage in a highly publicized effort to determ ine whether an item  
such as whipped marshmallow from  a jar, which is used for baking, is 
more deserving of tax exemption than regular marshmallows, which are 
often eaten straight from  the bag. Also under this regime, doughnut holes 
are taxable, while whole doughnuts are not. Fine definitional distinctions 
such as these are a burden to both business and tax authorities. 

From the standpoint of efficiency, exempting products from  the tax would 
reduce some portion of the tax base, requiring a higher tax rate on taxed 
goods to earn the same revenue as a broad-based tax. From the standpoint 
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Exemptions of Goods and 
Services and Multiple 
Rates Can Create 
Compliance Problems for 
Business 

A Sdbtraction Method VAT 
Woqld Be Defeated by 
Exe$nptions and Multiple 
Rat+ 

of equity, exempting products would (1) benefit all purchasers of the 
exempt product, rich or poor; and (2) fall short of providing the maximum 
degree of relief to those for whom the benefit is intended, since exemption 
does not eliminate the tax entirely. Exemptions also complicate taxpayer 
compliance and create administrative burdens as well. 

Multiple rates and exemptions of goods and services complicate the tasks 
of pricing and accounting for businesses that trade in both taxable and 
nontaxable items or that trade in products taxed at various rates. Larger 
fhms can usually afford to invest in the sophisticated pointof-sale 
equipment necessary for accurate accounting of mixed taxable and 
nontaxable sales or variations in rates. For instance, out of the 31,000 
supermarkets (stores with sales of $2 million or more annually) in the 
United States, 23,000 were equipped with electronic scanners that 
automatically determined the tax on each item; fewer than 600 of 67,000 
convenience stores had this equipment. For smaller firms, with less 
automated procedures, delineating between sales of taxable and 
nontaxable items or sales at different rates can impose a heavy 
compliance burden. 

Canada allows small- and medium-sized retail businesses selling a mix of 
basic groceries and taxable goods to use a streamlined accounting 
procedure that only approximates their tax liability but eliminates the 
need to account for the tax collected on sales of every item. Under some 
circumstances, the amount of tax liability can be marginally higher under 
Canada’s streamlined method than when calculated separately. However, 
the reduced compliance costs can make it preferable for some companies. 

Product exemptions and multiple rates cannot be reconciled with the 
subtraction method VAT.' The biggest problem is that it is very difficult to 
trace how much tax was or was not paid on a good as it moves up the 
production chain through exempt and taxable phases. Under the 
subtraction method, the tax is calculated by subtracting purchases from 
sales and multiplying the difference by the rate of tax. If more than one 
rate applies, or if some transactions are tax exempt, the net difference 
betweensales and purchases cannot be the basis for calculating the tax. 

A 

%e propo!a! to accommodate exemptions under the subtraction method would require businesses to 
record taxable and nontaxable purchase8 separately. However, this method introducca compliance 
and admini&rative dUficultiea and offers no solution to the problem of multiple rates. For further 
discussion, 8ee Charles E. McLure, Jr., The Value-Added Tax: Key to Deficit Reduction?, Washington, 
D.C., 1997, pp. 7640. 
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The difference must be broken down into portions corresponding to the 
percentage of sales and purchases that were tax exempt or that were 
taxable at different rates. Taxpayers might forego taking such care and 
inexactly apportion net income to different tax categories. The tax 
authority would have to review the total transaction record to verify tax 
liability. As one result, calculating rebates for exports would be very 
inexact and could lead to taxing or subsidizing exports instead of neutral 
treatment. 

The credit-invoice method can handle multiple rates, even though the 
system becomes more complex and compliance and administrative costs 
are increased. The subtraction method simply cannot properly keep track 
of multiple rates, and the resulting taxes paid and credited by companies 
under such a system become arbitrary. 

Zero-Rating Eliminates the Under a VAT, favorable tax treatment can also be accorded certain 
VAT IFrom the Price of the products by using what is known as a zero rate. Zero-rating is a 
Goods or Services mechanism for removing the tax on sales of products while allowing 

businesses to claim credit for tax paid on inputs related to their 
manufacture. When a product is sold at the zero rate, VAT is considered 
charged at a rate of 0 percent and is so listed on the invoice. 

Because zero-rating completely eliminates the tax from the price of a good 
or service, preferential tax treatment is sometimes accorded in this way to 
items like food and medicine. While charging tax at 0 percent may seem 
counterintuitive, zero-rating has the advantages of (1) providing a 
mechanism for businesses selling tax-free products to claim credits for 
taxes paid earlier in the production and distribution process and 
(2) serving to maintain the integrity of invoice records that auditors use to 
verify the figures claimed on businesses’ VAT rehrns. Canada adopted A 
zero-rating of basic groceries as a component of its 1991 GST, and the 
United Kingdom uses zero-rating on purchases of food, medicine, and 
children’s clothing. 

Under zero-rating, not only would there be no tax on the product, but 
there would also be a rebate of taxes previously paid on the inputs that 
went into the product. In addition to the administrative burden of paying 
refunds, the biggest disadvantages to zero-rating products would be the 
revenue loss that would ensue and the fact that tax advantages are shared 
by the poor and wealthy alike. According to the February 1992 CBCI report 
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on value-added taxation,2 a narrowly based VAT with zero-rating for 
necessities would raise from 20 to 60 percent less revenue than a 
broad-based VAT. To obtain the same level of revenue as a broad-based VAT, 
the VAT rate would have to be set higher, reducing the amount of relief for 
low-income households that zero-rating is intended to provide. 

If what is sought is the maximum possible tsx relief on purchases of 
necessities, zero-rating of goods and services is better than an exemption. 
The price to the consumer of zero-rated goods is less than that of 
exempted goods, because exemption does not remove the tax paid on 
inputs related to the sale and production of the goods. From a business 
perspective, sales of zero-rated goods are preferable to sales of exempt 
goods because businesses can recover tax paid on inputs directly from the 
government, instead of having to include it in the prices of their products. 
Because zero-rating credits the entire amount of input tax, it provides less 
revenue to the government than product exemption. 

Economic Aspects of 
Exemptions and Multiple 
Rates 

According to tax experts, the disadvantages of multiple rates and 
exemptions, in terms of the inefficiencies they create, outweigh any gains 
from reduced regressivity. Tax economist Henry Aaron stated that “...the 
use of multiple rates and especially of exemptions complicates 
administration and compliance and distorts consumption in ways that are 
unlikely to promote economic efficiency.“3 As a result, some EC countries 
are moving away from employing multiple rates. 

Exemptions or lower tax rates have the added disadvantage of 
indiscriminately applying these benefits to middle- and upper-income 
households for whom tax preferences are not intended. According to 
Sdbren Cnossen, a noted authority on value-added taxation, 

‘...rate graduation is a very blunt and expensive instrument to mitigate regressivity. As 
household budget expenditure surveys indicate, the rich generally benefit twice as much as 
the poor in absolute amounts. This is because, for VAT purposes, it is nearly impossible to 
distinguish, say, expensive higherquality food products bought by the rich from less 

2Congresslon81 Budget Office, Effects of Adopting a Value-Added Tax, Table 8, p. 22. 

aHemy J. Aaron, ed., The Value-Added Tax: Lessons from Europe, The Brookings Institution, 
Washington, D.C., lQh, pp. 8-Q. 
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expensive ordinary food producta bought by the poor. But if’ such a distinction is not 
feasible, lower rates become less effective in m itigating the regreasivity of the VAT."' 

Cnossen and others also argue that under a uniform  rate structure, some 
of the apparent inequity is m itigated if lifetime consumption patterns are 
considered rather than annual consumption patterns. Because some 
portion of those who are in the low-income population are there 
temporarily-they are young and will earn higher incomes when they get 
older or they are having an off year-they may be consuming more than 
other low-income people whose incomes are permanently low. This 
phenomenon raises the ratio of consumption to income when measured 
on an annual basis. If looked at from  a lifetime perspective for most 
people, consumption and income are approximately equal; hence, a 
single-rate VAT would be proportional to income for the vast majority. 

Regressivity Can Be 
Addressed Outside of the 
VAT System 

Income tax credits or transfer payments are, according to most tax 
experts, the preferred remedies to problems of VAT regressivity because 
they target those in need and lim it the revenue losses that derive from  tax 
relief. When it implemented a VAT as part of its tax reform  effort in 1986, 
New Zealand decided that it would be more beneficial to deal with 
regressivity outside the VAT system. It implemented a broad-based VAT 
without exemptions for the majority of goods and services-including 
food and medicine. To offset the regressive effects of the VAT, New Zealand 
targeted assistance to low-income households through a complex system 
of tax credits, which integrated social welfare payments with the income 
tax. In the United States, tax credits and transfer payments are currently in 
use and may be a way to address regressivity if a VAT were implemented. 

Refundable Tax Credits In the United States, the earned income tax credit, a refundable income 
tax credit available to low-income wage earners with children, provides a A 
model for how the current income tax system could be used to remedy a 
VAT’S regressive effects. The amount of a credit could be set at the average 
amount of VAT paid by a low-income individual or household. Taxpayers 
would be able to use this credit to offset any income tax liability. Those 
who pay less income tax than the amount of the credit, including those 
whose income is so low that they are not required to file an income tax 
return, would receive a refund from  the government. 

‘SubEn Cnoaeen, ‘Key Questions in Considering a Value-Added Tax for Central and Eastern European 
Countries,” International Monetary Fund, Staff Papers, Vol. 39, No. 2, July 1991. In addition, Cnossen 
has found that, in the EC, multiple rates have not effectively reduced regre&vi$. He suggests that 
consumption patterns of various income groups have converged 
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One criticism of refundable tax credits, however, is that they impose a 
steeper marginal tax rate on lower-middle-income taxpayers than on other 
taxpayers. As taxable income rises, the credit is reduced, until income 
reaches the level where the taxpayer is no longer eligible to receive the 
credit. The lessening of the credit with each added dollar of income means 
that the credit recipient is paying proportionately more tax on each 
additional dollar of income than taxpayers who earn more, but do not 
receive the credit. 

The advantages of using a refundable credit to address regressivity 
associated with a VAT are that (1) a refundable credit targets those 
households that really need the assistance, unlike exemptions on 
necessities that benefit all households regardless of income; (2) Treasury 
loses less revenue because the VAT base could be kept as broad as 
possible; and (3) the tax system is streamlined because regressivity is 
remedied through an existing mechanism (the income tax), allowing the 
VAT to remain simple. 

A disadvantage of using a refundable credit to address regressivity is that 
many in the low-income population, who presently are not required to file 
a tax return, would have to file a return to receive the credit. This could 
impose a compliance burden on this population. Assuming those who are 
entitled to refunds are made aware of this requirement (a potential 
problem in itself), there could be a substantial additional burden on IRS 
from processing and reviewing income tax refund returns. This additional 
workload, however, could be offset by the greater administrative 
simplicity that a broad-based VAT affords. 

Transfer Payments Increasing transfer payments, including Aid to Families With Dependent 
Children @DC) and food stamps as well as some Social Security benefits, 
is a more direct way than tax credits to ameliorate the effect of a VAT on 
lower income households. Unlike tax credits, transfer payments could 
reach those whose incomes are below the filing threshold without 
requiring them to file tax returns. Raising payments and benefits by the 
same percentage as the tax rate (i.e., indexing) could be more efficient 
than product exemptions and reduced rates in reaching those who need 
assistance the most. This would minimize any tax administration and 
compliance burdens caused by increased filing. 

In the United States, a&Ming transfer payments (e.g., Social Security and 
AFDC) would be one way of compensating lower income households for a 
VAT. However, social welfare program coverage is far from universal. 
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According to statistics published by the House Ways and Means 
Committee, only 68 percent of children in poverty received AFX benefiti 
in 1989.6 Also, the social stigma attached to welfare may discourage many 
low-income individuals adversely affected by a VAT from applying for 
remedial benefits. 

Structure of the VAT in 
Foreign Countries 

Most EC countries established multiple tax rates in their VAT systems for 
equity purposes.s The EC nations have each agreed to limit their VAT rates to 
no more than two: a reduced rate for necessities and a standard rate on all 
remaining taxable transactions. 

In recent years, some countries implementing VATS have moved away from 
multiple rates and exemptions. In 1986, New Zealand, having examined the 
experiences of other countries, chose to avoid the pitfalls of multiple rates 
and exemptions by legislating a single-rate, broad-based VAT. South Africa 
also enacted a single-rate, broad-based VAT in 1991. Japan recently adopted 
a single-rate subtraction method VAT. One exception to this trend is 
Canada, which chose to zero-rate basic groceries. 

The EC and New Zealand experiences show a clear contrast between 
complex and simple tax designs. The simple design adopted by New 
Zealand has proved to be relatively inexpensive to administer. Estimated 
VAT administration costs per New Zealand business taxpayer amounted to 
US $46 in 1987, the latest year for which figures are available. This is 
significantly less than the administrative costs incurred by many EC 
countries, nearly all of which employ significant base exemptions and 
multiple rates in their VAT systems. In 1986, for example, VAT 
administration costs were approximately US $176 per taxpayer in Belgium 
and US $200 per taxpayer in the United Kingdom. 

V.S. House of Representativea, Committee on Ways and Means, 1991 Green Book, May 7,19&X, Table 
22. 

“James M. Bickley, Value-Added Tax: Concepts, Policy Issues, and OECD Experiences, Congressional 
Research Service, Economics Division, November 27,1Of39. 
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Specific Aspects of 
Tax Administration 

While it is not possible to precisely quantify the difference between the 
overall administrative co&i of a simple tax versus a complex one, there 
are significant functional areas in tax administration where the effect of 

That Are Affected by complexity on costs is demonstrable. These include audit, taxpayer 

the Inclusion of services, and the transition to full implementation of a new tax. 

Exemptions and 
Multiple Rates 
State and International A complicated tax creates more opportunities for taxpayers to 
Experiences W ith Multiple m isreport-through error or intention-their true tax liability than does a 
Rate? and Exemptions uniform  tax. To ensure against m isreporting, auditors cannot rely as much 

on selective sampling as an indicator of compliance.’ More transactions 
must be reviewed for a wider range of products to safely determ ine 
whether all taxable transactions are reported and the correct rate of tax 
applied. Errors are more prevalent with a complicated tax, particularly 
among smaller businesses. 

Sales tax auditors we spoke with were firm  in the opinion that a rmiform 
tax requires significantly less audit effort than does a more complex tax 
that has multiple rates or exemptions. A  Texas state auditor told us that 
exemptions and variable rates make an auditor’s task more than twice as 
complicated as it would be under a flat-rate, broad-based tax and that 
between 60 and 80 percent of the issues confronted in sales tax audits 
concern exempt sales. California auditors informed us that a broad-based 
tax would reduce the need for audits by 60 to 70 percent because the 
opportunity for noncompliance through exempt sales claims would be 
taken away. 

The most resource-consuming task in any tax administration is ensuring 
that taxpayers correctly apply and report exemptions, rate variations, and A 
other exceptions. The primary means for ensuring compliance is through 
selective audits. As noted above, auditors identified exemptions and 
multiple rates as contributing to the Ien@  and complexity of audits. A  
reasonably thorough sales tax audit program  should, in the opinion of 
sales tax experts, average 66 hours of auditor time per audit. Some states 
report an average length of 76 hours or more. Tennessee, one of a m inority 
of states with no sales tax exemption for food, completes sales tax audits 
in an average of 37 hours. 

%lective sampling le dimmed in appendix III. 
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Empirical evidence of the effect of exemptions and multiple rates on an 
audit program  comes from  F’rance, which reported in 1990 that an average 
of 40.6 percent of audits identified ineligible claims for input tax credits 
relating to the sale or production of tax-exempt products. An average of 
6.6 percent of audits identified instances where the incorrect tax rate was 
applied (as of 1991, France’s tax had five separate VAT rates).8 

Audit Costs Reflect the In making cost estimates for the examination function of the basic VAT, we 
Degree of Tax Complexity assumed a reasonably uniform  tax with a single rate and m inimal number 

of exemptions. While we cannot quantify precisely the effects on 
administration costs that would result from  a less uniform  tax, these could 
be substantial, particularly over a period of years. As noted, sales tax 
auditom  believe that nonuniform ity in a tax substantially increases the 
audit oversight that is required as well as the complexity of audits. It is 
probable that if a tax were not structured simply, a high degree of 
oversight would be needed until taxpayers and tax administrators gained 
enough experience for such oversight to be reduced. This was the case 
with the United Kingdom’s VAT, for which, between 1933 and 1991, the rate 
of audit was reduced from  over 20 percent annually to about 6 percent. 

Another cost consideration is the effect of subsequent changes to the 
taxable base. If maintaining the uniform ity of a tax is not a priority, there 
is more incentive to legislate additional exemptions. A  state official 
responsible for tax auditor training told us that such changes have an 
enormous effect on an examination program . He explained that when a 
portion of the tax base significant to particular taxpayers becomes 
exempt, or in some way changes, those taxpayers must be revisited and 
educated about the change so that they remain in compliance with the tax 
laws. 

Although it is difficult to offer concrete estimates of the effect of tax 
complexity on administrative costs, if the opinions offered by tax 
administrators are taken as a guide, the effect could be a 36 to SO-percent 
increase in the cost of the tax examination program . This would increase 
the estimated cost of the examination program  for the basic VAT system 
from  $1.3 billion to between $1.7 billion and $2 billion. The higher cost 
could come about through a combination of increased audit coverage, 
longer audits, and employment of more highly qualified examiners. 

BDenis Duveme, Coordination of Income Tax and VAT Audits, (paper presented at the International 
Conference on Administrative Aspects of a Value-Added Tax, Washington, D.C., October ll-12,lDDO). 
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International Experience 
Indicates Tax Complexity 
Increases Demand for 
Taxpayer Services 

Multiple rates and exemptions pose additional burdens for the taxpayer 
services function and raise the costs of administering the tax. If all goods 
and services are taxed, questions about what is and is not taxed are 
avoided. These questions are a major portion of the demand on the 
taxpayer services lines, New York state tax administiators said that most 
of the 60,000 to 60,000 calls received from vendors and practitioners each 
week on their tax inquiry telephone lines are questions regarding what is 
taxable or not taxable; about 1,000 of these calls are from practitioners. 
They emphasized the advantages of a simple, single-rate tax with as few 
exemptions and exclusions as possible. If complexity is introduced into 
the tax, establishing clear deftitional distinctions to minimize the burden 
for both the taxpayer and the tax administrator is crucial. 

Since the implementation of Canada’s osr, its taxpayer services program 
has concentrated on responding to electronic and telephone inquiries from 
taxpayers. Canada’s GST is complicated by numerous exemptions to the tax 
base and special concessions for small businesses and charities. In the 
first 12 months of the Canadian GST, 3.8 million telephone inquiries were 
received, or more than 2 per registered taxpayer. Initially, standard 
responses for about 360 “most-asked” questions were prepared but, 6 
months into the tax, the “most-asked” list had expanded to about 3,600 
questions. 

Impact of Complexity on 
Taxpayer Services Costs 
Caq Be Shown 

The experiences of states and IRS in providing educational information and 
responding to taxpayers’ inquiries indicate wide variation in staffing levels 
and in the number of telephone lines required. (See app. IV.) Baaed on 
assumptions reflecting differences in staffing levels and in length and 
number of telephone calls resulting from VAT complexity, the cost of 
taxpayer services could be more than half again as much with a complex 
tax as with a simple tax. If all taxpayers are taxed, as in the basic VAT, but a a 
more complex tax is adopted, the taxpayer services costs could be over 
$360 million compared to $210 million estimated for the basic VAT. 

Cotiplications Drive Up 
Tra&sition Costs I 

Multiple rates, exemptions, or other complications would drive up the 
costs of implementing a VAT (i.e., transition costs) by requiring more 
taxpayer education on all levels. Revenue Canada spent about US 
$6 million to $8 million on advertising.e Many of Canada’s publications 
were dedicated to explaining how more complicated aspects of the GST 

%evenue Canada purchases advertising time, whereas free television advertising time is donated to 
IRS by the Advertising Council. 
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operated, one example being the guide to tax rebates available to qualified 
charities and nonprofit organizations. 

Some Sectors Can Be In some instances, an entire business sector is exempted from the VAT. 

Exempted F’rom the 
Chapter 1 discussed the exemption of financial intermediaries, insurers, 
and real estate due to the difficulty of identifying value added in those 

VAT - industries. VAT exemption can also be extended to sectors involved solely 
in the production of exempt products, such as agriculture, as is the case in 
most of EC (with the exception of Denmark and the United Kingdom). 
Conversely, certain sectors that might normahy be exempt under different 
forms of taxation are taxable under a VAT. These include the government 
and nonprofit sectors-normally tax-free under the U.S. income tax-that 
often provide services that are also provided by the private sector. For 
purposes of economic neutrality, these public and nonprofit services could 
be taxable under VAT. 

Charitable/Nonprofit 
Organizations 

Many activities conducted by nonprofit concerns are the same as those 
carried on by commercial enterprises. Nonprofit activities range from local 
sales of Girl Scout cookies to major sporting events or large educational 
programs. Exempting significant activities from a VAT may create an 
economic distortion and defeat the neutrality of the tax. 

Historically, the United States has afforded special tax treatment to 
organizations that engage in charitable, educational, religious, and certain 
other “not-for-profit” activities. In recent years, there has been less 
acceptance in some countries of an automatic need by this sector for 
special status. New Zealand’s GST affords no special treatment to such 
organizations. 

Income earned by nonprofit and charitable organizations on business 
activities unrelated to their charitable mission is taxable under the federal 
income tax. The distinction between related and unrelated income has 
proven to be an ongoing problem in IRS audits of these organizations, 
which have an incentive to characterize income as mission-related to 
shield it from tax. IRS auditors have had substantial difficulty verifying 
such claims because accounting and record-keeping among nonprofit and 
charitable organizations are often far less than adequate. Audits tend to be 
time-consuming because auditors must reconstruct the records and 
accounts of these organizations. Should a VAT apply only to unrelated 
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business sales by these orgamzations, the same problems could be 
expected to occur. 

A major reason for including nonprofit organizations in the tax system is 
to enable these organizations to file for refunds of tax paid on purchases. 
This is the same reason that many businesses prefer not to be exempted 
from the VAT (see ch. 4). 

The Public Sector Can Be 
Taxed 

Questions of competitive equity and intergovernmental relations arise with 
taxation or exemption from taxation of governments. Governments may 
provide goods and services to consumers, with or without charge, that 
compete with commercial enterprises. Government services, such as 
transportation, medical care, and utilities, are often equivalent to services 
provided by businesses. Lifting the tax on government-provided services 
while taxing equivalent commercial services may discriminate against the 
private sector and is an argument for including governments in the tax 
system. Regardless of whether a government provides taxable services, 
inclusion in the tax system offers a mechanism to credit government 
organizations for VAT paid on purchases of supplies and equipment. 

Different countries treat the government sector differently under their VAT 
systems. Most European countries exempt governments, taxing only those 
activities that are in direct competition with commercial businesses. They 
apply the basic rule that if the activity is taxable when it is provided by 
private firms, it should similarly be taxable when provided by 
governmental units. New Zealand, on the other hand, taxes all supplies of 
goods and services to and by governments on the same basis as supplies to 
and by other taxable producers, unless explicitly exempted. This approach 
ensures that the tax is applied in a neutral manner to both the public and 
private sectors. Canada exempts governmental services, except for a 4 
narrow range of activities that are defined ss commercial. 

Canada’s constitution prohibits the taxation of one level of government by 
another. Therefore, purchases made by subfederal governments are 
accorded special tax treatment; municipal governments and school 
authorities receive tax rebates, while sales to provincial governments are 
zero-rated. Purchases made by Canada’s federal government are taxable, 
but since in essence it is paying money to itself there is no financial dram. 

Were purchases made by governments below the federal level in the 
United States to be taxable, with no reimbursement available, a flow of 
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funds from state and local governments to the federal government would 
result. There may be objections to such an economic burden being 
imposed by the federal government, but there is no clear legal constraint 
in this country on including purchases by subfederal governments in the 
VAT base.1° 

Agency Comments 
and Our Evaluation 

DIF officials emphasized that the disadvantage of zero-rating is the increase 
in the number of refunds. We revised our discussion of zero-rating issues 
to make clear the administrative burden of refunds. 

“In accordance with the doctrine of intergovernmental tax immunity, federal taxation of states hss, 
under certain circumstances, been found unconstitutional. It is unclear how this doctrine would apply 
ta a VAT. 
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VAT Transition Issues: Careful Planning and 
Taxpayer Education Are Keys to Success 

If Congress were to decide to institute a VAT in the United States, a number 
of important matters beyond the basic structure of the VAT would need to 
be addressed. A substantial amount of time and resources would be 
required to properly plan the transition to the new tax. We estimated that 
it would cost over $800 million in 1996 to prepare for a VAT. On the basis of 
Canada’s and New Zealand’s recent experiences, it could take 18 to 24 
months for transition to a VAT. If little preparation for a VAT is made during 
congressional deliberations, a smooth transition would require an effective 
date much later than the passage of legislation. Our returns-processing 
costs for transition included some additional up-front staffing costs on the 
assumption that a time frame of 18 to 24 months would be mandated. 

A key element of a successful transition would be an intensive education 
campaign to ensure that the public understands how a VAT works. The 
education campaign would be aimed at promoting compliance through 
various public relations activities, including advertising and distributing 
publications to businesses and tax preparers, The organization most likely 
to be responsible for administering the tax-in this case, ms-would 
require time and resources to make the necessary organizational changes, 
such as assessing staffing requirements and training staff, and to develop 
or modify systems-particularly for returns processing. Using the 
experiences of New Zealand and Canada as well as the plans contained in 
Treasury’s 1984 report as a basis for our discussion, this chapter presents 
important transition issues and estimates of some of the transition costs. 

Cos$s of Transition (1) one-time costs for implementing the VAT and (2) costs that are incurred 
during transition but are ongoing costs. The one-time set-up costs would 
include (1) training existing staff in tax enforcement and taxpayer 
services; (2) providing educational materials to the general public, initially 4 
educating businesses, and responding to taxpayers’ inquiries until they 
become familiar with the tax; and (3) initial registration. Costs that are 
primary considerations for transition and that could affect the transition 
time frames would include (1) computer hardware and systems 
development for returns processing and examination, (2) installation of 
telephone lines for collection and transfer of data, and (3) installation of 
telephone lines for telephone assistance. In this chapter, we retained the 
functional approach, rather than separating the costs by these categories. 

The costs shown in this report do not cover an exhaustive list of items. We 
attempted to include estimates for the major components of transition to a 
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VAT, including IRS, FRS, and Customs costs, but there are others we neither 
identified nor attempted to cost. Therefore, our figures shown in table 6.1 
may indicate a low-end estimate of the costs for transition. 

Table 6.1: Eetlmated Transition Costs 
for the Bask VAT Costs in millions of dollars 

Item COMB 
Returns processinga 

Hardware 17.1 

Staff, systems development, and otherb 22.8 

Examination (laptop computers) 40.0 

Trainlng of current staff 

Examination (2 days) 21.0 

Taxpayer services (2 days) 2.4 

Taxpayer services 
Telephone assistanceC 250.0 

Forms and printed informationd 59.3 

Telephone line installation 1.0 

Registration (@ $18/registrant) 390.4 

Customs (information transfer set-up costs) 2.0 

Total $806.0 
Note: Computer hardware, systems development, laptop computers, and telephone line 
installation costs would be incurred during transition but are not, technically, one-time costs, 
since the equipment might ultimately be replaced. 

‘Includes Federal Reserve costs. 

blncludes development of Customs/IRS interface. 

Clncludes staff costs and line usage charges; assumes telephone assistance transltlon time of 1 
year. 

dlncludes cost of mailing. 

Source: GAO estimates. See appendices II, Ill, and IV for more detail. 

Sufjfkient Time To have sufficient time for transition to a VAT in the United States, 

Ne+ded for Transition 
preparations should begin well in advance of the effective date of the VAT 
legislation. Initially, New Zealand tax administrators allowed 18 months to 

to j?AT move from policy paper to implementation of the G8T. New Zealand 
offkials planned to use this time for education, registration, and a 
publicity campaign. However, because actual taxpayer education began 
about 4 months before the scheduled implementation of the GST, the 
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effective date of the GST had to be delayed an additional 6 months 
primarily to allow more time for educating businesses. According to a New 
Zealand offMa& 18 months would be a minimal period to begin tax 
collection after legislation was in place. It was his opinion that a year 
would not be sufficient to properly educate businesses and develop the 
necessary support systems. Also, collection efforts would likely suffer in 
the long run because of the lack of preparation. 

A Csnadian official stated that although there were only 2 weeks between 
final passage of the legislation and the beginning of the Canadian GST, 
transition planning began nearly 2 years in advance. Transition efforts 
began increasing about 9 months before the effective date once it was 
more certain that the tax legislation would be enacted. The Canadian 
official estimated that a minimum of 12 months would be required to 
prepare for a new consumption tax. 

The 1984 Treasury VAT report estimated that IRS would need at least 18 
months after enactment of legislation before it would be prepared to 
administer a VAT. The preparations would include designing the necessary 
administrative systems, developing the staffing requirements, and 
educating the public, 

IRS Would Need Time 
and Resources to 
Prepare for VAT 
Administration Duties 

Staf$img Requirements 
Sho d Be Identified and 
Key ti taff H ired Before the 
VAT ~IS Implemented 

To make a successful transition to a new tax, IRS would have to assess 
staffing requirements, hire new stsff, and train staff on the new tax. IRS 
would also need to develop or modify returns-processing systems and 
ensure that new forms were developed and tested as well as to expand or 
modify other functional areas. Lead time for purchase of equipment, 
particularly computer hardware, and for development of software could 
be substantial if standard government contracting methods were used. 
Recent IRS experience shows that 6 years or more can be needed for 
purchasing with standard government contracting practices. It might be 
possible to expedite this process by beginning the Requirements Analysis 
Package in advance of passage of legislation. 

Successful transition would rely on having the proper personnel in place 
before the effective date of the VAT. At the beginning of New Zealand’s 
preparations for transition, a development team independent from tax 
administration units was established to help set up the QST. According to a 
New Zealand official, this team was an important element in designing 
New Zealand’s transition because working independently gave team 
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members more flexibility in developing new ideas. The official said that 
allowing the development team to disband before the effective date of the 
new tax was a mistake, because the team’s expertise was not available for 
operational issues. The official thought the team would have been very 
useful during the first 6 months or so of the GST. 

Initially, New Zealand appointed staff to three major areas: (1) manuals, 
(2) computer development, and (3) training. The computer development 
staff was appointed about 2 to 3 months before the legislation was 
finalized, and the manuals staff and trainers were appointed about the time 
that the legislation was completed. The second tier of staff appointments 
was for management and supervisory personnel. These appointments were 
also made about the time that the legislation was completed. Auditing and 
returns-processing staffs were appointed several months later. A New 
Zealand offMal credited its taxpayer assistance effort with helping to 
secure public acceptance of the GST when it was first implemented. This 
official thought the taxpayer services staff could be reduced gradually to 
between 66 or 70 percent of the initial level after the public becomes more 
familiar with the tax during the first 3 years. 

Canada also emphasized the importance of having an independent 
development team. In addition, about 3,000 to 3,600 additional personnel 
were hired initially to administer the GST.’ These added positions resulted 
in a GST staff-to-taxpayer ratio of between 1:370 and l&M. 

Of the staff Canada initially hired, about 1,600 were to perform various 
educational functions, which included providing walk-in services, 
seminars, written correspondence, business information sessions, and 
extensive printed material. Advisory contacts and visits, initiated in the 
transition phase, were continued only through the first quarter after the 
implementation of the tax. 

Treasury and IRS also recognize the need to identify and hire key staff 
before the tax is implemented. &ad time would be necessary for 
personnel matters, such as position classification, labor relations 
concerns, and recruitment of personnel. When new staff would actually 
begin work, however, would depend upon the phase of implementation. 
For example, personnel involved in taxpayer education would be needed 
well in advance of the effective date, examination personnel could be 

‘The manufacturers sales tax, which the GST replaced, had been admh~istered by about 1,700 
personnel. 
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phased in later during the implementation so that they were available 
about the time the examination workload materialized. 

The training of tax administration staff on the workings of a VAT is another 
important element of a successful transition. Because of the numbers of 
personnel needed (shown in table 3. l), the audit and taxpayer services 
staffs would require most of the training resources. 

Returns-Processing 
Systems and Forms 
Development Will Need to 
Be Addressed During 
Transition 

Development of a comprehensive computer system capable of processing 
VAT data, either through modification of the current computer systems or 
purchase of a new one, should be a major issue addressed during 
transition. IRS’ progress in implementing TSM should be a major factor in 
this assessment. If a new computer system or specific hardware were 
deemed necessary, it probably would require at least 24 months to acquire 
the equipment using standard General Services Administration purchasing 
procedures. New Zealand allotted 18 months for all aspects of its 
computer development. Initial user specifications were developed before 
the law was finalized. If the United States were to require businesses to file 
electronically and pay the VAT electronically, additional time and resources 
could be necessary for development of computer software. 

As expected, the introduction of a VAT in the United States would also 
require time and resources for developing and testing forms and returns. 
The timing of the forms development is important; they must be available 
during the educational process. Because so many countries now collect a 
VAT, the development of forms for reporting and paying the tax should be 
fairly straightforward, particularly if it is a simple tax. (Sample forms are 
shown in app. II.) If an overhaul of business tax payment procedures were 
undertaken concurrently with the initiation of the VAT, as suggested by an 
IMF official, new legislation would be necessary, and more time would 
likely be needed for forms development. Registration forms development 
took about 2 to 3 months in New Zealand’s transition to a GST; Canada 
allocated 12 months to develop, test, print, and distribute forms. 

Read’ ing Returns 
tr Proc i ssing for a VAT 

Y 
I 

Returns-processing transition would be an extension of current 
paper-processing operations at IRS, and additional scanners would need to 
be purchased. Costs would also be incurred for computer hardware 
procurement and computer systems and software development at both IRS 
and FM. We estimated that nearly 316 staff would be needed for the 
implementation of these operations at both these agencies. An estimate of 
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the implementation costs, explained in detail in appendix II, was 
$41.9 m ilhon.2 About 40 percent of the cost was for computer hardware, 
and over 60 percent was personnel costs. 

Training of Existing Tax 
Enforcement Personnel 

Tax enforcement personnel would need to be trained in the VAT. Income 
tax auditors, in particular, would need training so that they can cooperate 
with VAT auditors when necessary. 

Nearly 76 percent of tax enforcement personnel are assigned to the 
examination and collection functions. Total IRS staff employed for fiscal 
year 1993 in these functions was estimated to be 60,600. Assuming training 
costs average $207 per staff per day, total personnel costs for 1 day of 
training these ms enforcement personnel on the pertinent aspects of a VAT 
would amount to $10.6 m illion. We estimated that between 1 and 3 days of 
training would be required for each current enforcement staff member 
depending on the degree to which his or her work affected or was affected 
by the administration of a VAT. 

Educating the Public The New Zealand and Canadian experiences highlight the importance of 

About How the VAT 
Wqrks 

educating the public on the VAT. New Zealand and Canada took the 
approach that educating the public on the new tax would promote 
compliance. Based on their experiences, transitioning to a VAT in the 
United States would require tax administrators to educate the public on 
three levels: (1) educating the general public about how a VAT works and 
why there would be a one-time price rise to include the tax, (2) educating 
business persons about the law and the procedures necessary for 
compliance, and (3) educating tax preparers. 

New Zealand’s extensive planning for transition to GST included 16 months 
for preparation of VAT publicity materials for consumers, 6 months for 
preparation of a general VAT guide, and 6 months for a registration guide. 
Work on publicity materials started before the law was finalized. Technical 
and procedural manuals were also allotted 6 months, but preparation did 
not begin until close to passage of the law. 

New Zealand placed a special emphasis on educating businesses about the 
GST by sending government personnel to businesses for consultations. 
Every business in New Zealand received a visit from  a tax administrator 
before the GST was implemented. New Zealand officials also held seminars 
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with trade and professional groups and had general discussions with the 
private sector over an 1Smonth period. Private trade and professional 
groups also significantly aided the government in its educational campaign 
by holding seminars and distributing publications. 

Revenue Canada’s approach was to give businesses only the information 
they needed to comply with the laws rather than risk confusing businesses 
by providing too much information. Revenue Canada targeted information 
to two groups: (1) large and medium-sized businesses (those with about 
CN $2 m illion or more in annual gross receipts) and (2) small businesses 
(those with under CN $2 m illion in annual gross receipts). 

Some of Canada’s major education efforts included consultations with 
individuals and groups of businesses; seminars in which the tax was 
explained to various groups; and publications such as pamphlets, guides, 
and registration mailings. Canada drafted informational materials that 
targeted specific business sectors, such as hotels, charities, and retailers. 
Cverall, Revenue Canada published 61 pamphlets and guides and many 
more memoranda, technical information bulletins, notices, etc., for 
transition. The total cost of publications (including distribution) 
associated with Canada’s transition to a GST was about US $6 per business 
that registered. 

Canada’s other major efforts included developing advisory programs for 
preselected industries, particularly small businesses affected by complex 
tax accounting rules or those that were seen as potentially noncompliant. 
Revenue Canada interviewed businesses by telephone and followed up 
with some on-site visits. In all, about 130,000 contacts were made. Canada 
phased out its advisory program  visits about 3 months after the GST went 
into effect. 

Private trade and professional groups significantly aided Canada’s 
transition to a GST. Since Revenue Canada’s mandate did not include 
educating the general public or publishing general education pamphlets, 
the Retail Council of Canada issued a point-of-sale educational pamphlet 
in 14 versions-l for each province and bilingual when appropriate. The 
council distributed 12 m illion of these pamphlets to retailers for 
dissemination at cash registers throughout Canada. It also held 60 
seminars for members; 6,000 retailers attended them . 

Media advertising could also be used to alert taxpayers to a forthcom ing 
VAT. Canada spent about US $10 m illion on radio and television advertising 
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(no free air time  was available). About one-third of that cost was because 
legislative approval for the tax occurred only shortly before the tax’s 
scheduled implementation, and taxpayers needed to be alerted to its 
provisions very quickly. We  made no estimate of media advertising costs, 
because IRS uses free television tune donated by the Advertising Council. 

Transitioning to a VAT in the United States could be helped by the general 
public’s familiarity with retail sales taxes. It is reasonable to expect that 
most consumers may have or could readily acquire a general concept of 
the mechanics of a VAT. Education efforts may, then, be better targeted 
toward businesses and preparers than toward the general public. The 1934 
Treasury report discussed why an intensive public information campaign 
would be necessary to prevent resistance to a VAT based on inaccurate or 
inadequate data. At that time , IRS expected its taxpayer education 
campaign would include fact sheets, press conferences and briefings, 
news releases, and meetings with business-related organizations such as 
chambers of commerce. 

Taxpayer Sewices Begin 
Duking Transition  

Tr#ning o f Existing 
Ta frpayer Services 
Pei-sonnel 

The taxpayer services staff would be in the forefront of transition in the 
event of a new tax. Educating the public and responding to taxpayers’ 
inquiries would be a ma jor function of taxpayer services staff during the 
transition period. Our cost estimate of $260 m illion for telephone 
assistance services during the transition, shown in table 6.1, was about 
10 percent more than the annual telephone assistance charges-taxpayer 
services staff costs and line usage charges-for the basic VAT. About $1 
m illion for installation of telephone lines was included as a start-up cost 
incurred during the transition period. We  estimated publications costs by 
mu ltiplying the annual VAT publications costs estimate by a factor of 4 to 
include ma jor explanatory documents and other publications as necessary. l 

All existing taxpayer services staff would need training to prepare them to 
educate the public and respond to taxpayers’ concerns about the VAT. In 
1984, IRS estimated that existing taxpayer services personnel would require 
2 or3 days of ~~~training.Assuming 2 days of training forasimple VATZUI~ 
3 days of training for a more complex VAT, the staff training costs would 
range between $2.4 m illion and $3.6 m illion. (See app. IV, table lV.7.) 

Rdgistration of 
Btisinesses 

The registration of businesses is an important transition issue. Under the 
basic VAT scenario discussed in chapter 3, every individual or business in 
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the United States that would pay a VAT or receive refunds from a VAT would 
be required to register. This would include corporations; partnerships; sole 
proprietors of businesses; farmers; nonprofit organizations; and any 
organization or person engaged in taxable activities, including importers 
and exporters. 

The initial registration process would support several key tax 
administration and enforcement objectives. Registration would identify 
businesses for assignment of a VAT identification number that could be a 
verified current Employer Identification Number (EIN).~ Businesses that 
export products or services would be identified to give IRS a,n initial 
indication that these businesses might request refunds. Registration would 
also be a mechanism to educate businesses on the procedures required for 
compliance with the VAT. Another benefit of early registration of 
businesses would be that tax administrators would be able to estimate a 
business’ tax liability for those businesses required to make estimated 
payments. A~ustments then could be made after the first filing. Lastly, 
registration would also give IRS the unique opportunity to revamp and 
perfect the Standard Industrial Classification (SIC) codes contained in its 
files. IRS files presently do not contain complete data showing each of the 
subsidiary industries a particular business may encompass. According to 
IRS and state offWJs, erroneous or missing SIC numbers reduce the 
usefulness of the information for audit identification purposes. 

Existing IRS tax files could provide the basis for initial identification of 
businesses for the VAT. Corporations and partnerships could be identified 
using the Business Master File (BMF), and sole proprietors and farmers 
could be identit?ed using information from the Individual Master Files. 
Businesses should be required to register for the VAT in advance of the 
effective date of the VAT to allow time for the information to be compiled 
and verified. The timing of the registration would have to be such that the 
information would not be obsolete (e.g., firms going out of business) by 
the effective date of the VAT. 

Both New Zealand and Canada emphasized the importance of getting 
businesses registered for the tax. New Zealand allowed about a year from 
the time the application forms were first issued shortly after the passage of 
the law. In Canada, on the other hand, the late adoption of the law 
necessitated the use of anticipatory language in its education campaign. 
Separate registration packets were sent to small and larger businesses, 
and a large media campaign was used to reach businesses that were not on 

%ach taxpayer should have only one taxpayer identification number. 
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the master list of probable GST businesses. The Canadian registration effort 
required 600 people, and the data entry was contracted out to staff 
working in double shifts. Follow-up was an important component of the 
registration efforts. Reminders were sent if no response was received 6 
weeks after the initial mailing, a second notice was sent 4 weeks later, and 
telephone contact was made by the district office 2 weeks after that. Even 
then, about one-third of the 1.6 million Canadian businesses that were 
registered for the GST 6 months into the tax had not registered before the 
start of the tax. The retail sector was the last to register. 

Canada spent approximately US $14 per taxpayer on the initial GST 
registration program during 1990. This program included taxpayer 
contacts, registration, and follow-up. New York State carried out a pilot 
project to re-register business taxpayers during that same year. On the 
basis of this pilot, re-registration of all businesses within the state was 
estimated to cost about $40 per business. New York’s program was 
planned for the purposes of updating and adding information, collecting 
outstanding liabilities, and identifying nonregistrants. On the basis of 
Canada’s experience, we estimated U.S. registration costs to be 
approximately $16 per taxpayer in 1996. If the New York experience were 
used as the basis for our cost estimates, however, the estimated basic VAT 
registration costs would increase from $399 million to $976 million. 

Once businesses have registered, the registration program must be 
ongoing to ensure that (1) new businesses register, (2) companies no 
longer in business de-register, and (3) tax administration records are 
current. New York officials estimated that initial registration costs would 
be about four times the cost of renewal. For the U.S. VAT, many of the 
registrations may be handled more like renewals, since IRS has current 
BMm with a great deal of information, lowering the costs somewhat. The 
second year after the GST implementation, Revenue Canada planned b 
staffing to be about one-fourth of that during the initial registration effort. 

Basinesses Will Need 
Ti(ne to Make record-keeping methods, including, in the case of retailers, their cash 

registers; and (2) repricing their goods. 
Acjjustments During - 
Trhnsition 
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Record-Keeping Methods 
and Equipment May Need 
Adjustment 

Many businesses in the United States have computerized record-keeping 
and should be able to a@.mt it to accommodate the VAT. The Small 
Business Administration estimated that in 1989,36 percent of small 
businesses (those with fewer than five employees) used computers. 
Businesses may also have to @ust their cash registers to accommodate 
both a VAT and a sales tax, and time would be needed for conversion. The 
Retail Council of Canada estimated that half of its independent retailers (a 
group of primarily medium-sized and small firms) had to convert (or 
reprogram ) their old cash registers to accommodate the new tax, and 
some businesses required new cash registers. The Canadian government 
provided an allowance of $1,000 to businesses to help with necessary 
equipment purchases. The Retail Council reported that 6 months into the 
GST, it had few complaints about the paperwork burden or the mechanics 
of the tax. 

Repricing of Products Whether the pricing of goods or services at the retail level is inclusive or 
exclusive of the VAT is a matter that must be addressed. Although it would 
not make a difference from  a tax administration standpoint, it could make 
a difference with consumers, especially if the method used is not clear. 
Initially, Canadian businesses thought it would be better to explicitly state 
the tax at the register, as U.S. retail sales taxes are handled. Six months 
after implementation, however, because of consumer confusion, many 
businesses were switching to including the tax in the price of the good or 
service. New Zealand gave businesses the option, and businesses have 
been moving toward using the tax-inclusive price. According to New 
Zealand tax officials, consumers seem to prefer paying the VAT as a part of 
the price. If goods sold at the retail level were inclusive of the VAT, many 
retailers, especially the smaller ones such as small grocery owners, could 
find repricing goods to be a form idable task. A  New Zealand official told 
us that implementing their GST on a weekday rather than a weekend left 
too little time for retailers to change the prices of their goods. 

Cust/oms Would Incur 
start/-up costs 

We estimated transition costs for Customs to be approximately $2 m illion 
in 1996. Customs would need time and resources for installing and leasing 
a data communications line (see ch. 3) and developing software in 
advance of implementing the VAT. Although we assumed that Customs’ 
current processor would have enough capacity to accommodate the VAT, 
additional disk storage, workstations, and supplies would be needed. On 
the basis of Customs’ projections of staff for the ACES, we estimated the 
staffing to be one management staff at grade GS-14, eight staff at GS-13, 
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and seven at GS-12. The cost items shown in table 6.2 were included in our 
estimate. 

Table 0.2: Estimated Cwtomr’ 
Tranrltlon Cost8 for the Bark VAT Costs in thousands of 1995 dollars 

Item 
Staff (16 staff-years) 

cost 
$877 

Additional disk storaae 826 
Telecommunications installation and other costs 
Tatal 

257 
Sl .Qm 

Source: GAO estimates. See app. II. 

Agency Comments 
and Our Evaluation 

IRS stated that a minimum of 24 months from the date of actual enactment 
of a VAT would be needed to plan for implementation. We suggest that a 
minimum of 18 to 24 months would be necessary for implementing the VAT 
on the basis of recent experiences of Canada and New Zealand. IRS could 
plan more effectively for implementation in 24 months than in 18 months. 
Less than 18 months could create many problems for both IRS and the 
taxpayer. While we would hope Congress would allow ms sufficient time 
to implement the VAT, IRS and any potential participants in a VAT system 
should begin coordinating and planning for a VAT well in advance of the 
passage of legislation, as Canada did. 

IRS is also concerned that if significant new computer systems or 
equipment are needed, a 2-year implementation period would not allow 
enough lead time for procurement. Our assumption that a 2-year 
implementation time frame is feasible is based on IRS’ acquisition plan to 
bring in additional computer hardware capacity by 1996 (CSMhTIA 
acquisition), which will serve as a bridge until new/additional hardware is 4 
acquired. The returns processing for a VAT the size and design of the basic 
VAT, which utilizes a transmitter and a cash concentrator, could be 
accommodated with this added capacity. As Customs stated, new 
procedures for electronic transfer of data and verification of exports 
would need to be carefully worked out between Customs and IRS. 
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Appendix I 

Number of Businesses Required to File 

Business taxpayers included in a VAT system could include corporations, 
partnerships, sole proprietorships (including farmers), nonprofit 
organizations, and governments. Many taxpayers would be omitted and 
the IRS costs reduced if thresholds were established. For purposes of cost 
estimation, we established scenarios for thresholds of $26,000 and 
$100,000 in addition to no threshold. Other threshold levels could serve 
equally well. 

We used IRS data for the number of businesses that would fall within the 
VAT compiled from Statistics of Income (SOI) 1987 Business Master Files 
data on the distribution of taxpayers by receipts categories. We compiled 
the number of returns within each receipts category for corporations, 
partnerships, sole proprietorships, and farmers within major gross receipts 
categories. Table I. 1 shows the number of business taxpayers within mdor 
gross receipts categories in 1987. 

Table 1.1: Number of Returnr Flied In 1987, by Type of Taxpayer Wlthin Major Groro Recelptr Categorierr 
Number of taxpayers in thousands 

Total number All Nonfarm role 
Grow recelptr of return8 corporation8 Partnerships proprietors 
Under $10,000 10,604 684 1,113 6,713 
$lO,ODO-$24,999 2,489 193 79 2,194 
$25,opo-$49,999 1,829 245 75 1,496 

Farmers 
2,094 

23 
13 

$50,~$99,999 1,596 353 102 1,136 5 
$lOO.boO-$249,999 1,680 649 130 899 2 
$25O,boO-$499,999 908 526 70 312 a 
$500,@-$999,999 528 387 40 101 a 
$1 ,OOQ,ooO-$4,999,999 524 452 32 40 a 
$5,oob,ooo-$9,999,999 73 68 4 1 a A 
Over $lO,OOO,OOO 

Total 

73 68 4 1 a 

20,304 3,625 1,650 12,892 2,137 
Note: Detail may not add to total due to rounding; all figures are estimates based on samples. 

*Less than 0.5 

Source: IRS, Statistics of Income. 
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Number of Bdneuer Required to File 

Estimated Number of 
Taxpayers in 1995 

The IRS Research Division projects the number and type of returns it 
expects to be filed in future years for audit purposes based on the 
definitions of the Examination Division. These IF@ projections of returns 
filed were the basis for our estimates of the total numbers for corporations 
and partnerships for 1996. However, because of the Examination 
Division’s unique definitions for nonfarm sole proprietors and farmers’ 
returns, numbers for those sectors were not directly comparable between 
actual data, based on the SOI definition, and projected data, based on the 
examination definition. We, therefore, adjusted the examination definition 
data to conform with the SOI definition so that the projected number of 
returns was comparable with IRS’ SOI returns data. Specifically, 
ad@stments were made in the number of sole proprietors and farmers 
with less than $26,000 and less than $100,000 in gross receipts annually. 
We based our adjustments on 1987 returns data from IRS’ computer tapes 
to estimate the number of businesses in those categories that would file a 
VAT return in 1996. IRS projections for 1996 are shown in table 1.2. 

Table 1.2: IRS’ ProJectIons for Number 
of Returns to Be Flied In 1995, by Type 
of Taxpayer 

Numbers of taxpayers in thousands 
Total number of Nonfarm sole 
returns Corporations Partnershlpo proprietors Farmers 
14,796.4 4‘781.9 1,695.6 7,496.2 822.7 
Source: IRS, Statistics of Income Projections, Fall 1991, Table 2, United States. 

The number of taxpayers that would be filing under a VAT, including those 
that would not show up under the current income tax structure, is shown 
for major sectors at various gross receipts levels in table 1.3. These are 
sole proprietors and farmers with less than $26,000 in annual gross 
receipts. We estimated the number of taxpayers below the $26,000 and 
$100,000 thresholds by applying the 1987 returns’ distribution to these 
categories for corporations and partnerships. 
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Nwnber of Btuln- Required to File 

Table 1.3: Number of Returns to Be Flied In 1995, lncludlng Adjustments to IRS’ Prolectlons, by Type of Taxpayer and 
Bualners’ Gross Recelots Level 
Numbers of returns in thousands 

Type of taxpayer 
Corporationsa 

Gross receipts 
less than 

$25,000 
1.157.2 

Gross receipts 
less than 
$1 owoo 

1.946.2 

Gross receipts 
more than 

$25,000 

3.624.7 

Gross receipts 
more than Total number of 

$100,000 returns 
2.835.7 4.781.9 

Partnerships0 1,225.g 1,407.3 469.7 288.3 1,695.6 

Nonfarm sole proprietorsb 10,931.o 14,052.l 5,126.7 2,005.6 16,057.7 

Farmersb 1,070.5 1,583.a 822.7 309.4 1,893.2 
Total 14.384.6 18.989.4 10.043.8 5.439.0 24.428.4 

Note: The number of taxpayers represented by the number of returns may be somewhat 
overstated, because taxpayers may file more than one income tax schedule. However, the 
numbers are the closest approxlmations we could find, and we assume that returns equal 
taxpayers for our purposes. 

Sources: WS, Statistics of Income Projections, Fall 1991, Table 2, United States. bAdjustments 
made by GAO to the IRS estimates. 

Wesholds for 
Taxation 

For the alternative designs discussed in chapter 4, we selected $26,000 and 
$100,000 ss thresholds for businesses that would be included in the VAT. A 
business below these receipts levels would not be required to pay or to file 
a return. These thresholds were picked to show the cost differences from  
exempting very small businesses from  the tax. 

Either of these thresholds would elim inate a substantial number of 
taxpayers with very little revenue loss. In 1987, business taxpayers under 
the $26,000 threshold accounted for 64.6 percent of the returns and only 
0.7 percent of the gross receipts. Taxpayers under the $100,000 threshold 
accounted for 81.4 percent of the returns and 2.6 percent of the gross a 
receipts. Table I.4 shows the percentage distributions of gross receipts 
reported by business taxpayers in 1987. 
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Table 1.4: Porcentsge Dletrlbutlons of Grore Recelpto In 1987, by Type of Taxpayer Within Major C&ore Recalptr Categories 
Nonfarm sole 

Annual groar recelpte Corporetlone Pertnerehlpe proprletore Farmers Total 
Under $10,000 0.0 0.1 3.6 20.8 0.2 
$lO,OOO-$24,999 0.0 0.3 6.0 18.2 0.4 
$25,ooo-$49,999 0.1 0.7 0.9 21.0 0.7 
$5o,ooo-$99,999 0.3 1.8 13.5 15.3 1.2 
$lOO,OOO-$249,999 1.3 5.2 23.7 16.7 2.9 
$25O,ooo-$499,999 2.2 5.9 17.7 1.7 3.4 
$5oo,ooo-$999,999 3.2 6.8 11.4 2.8 3.9 
$1 ,OoO,OOO-$4,999,999 11.2 15.8 11.9 2.7 11.5 
$5,ooo,ooo-$Q,QQ9,Q99 506 6.7 1.5 0.3 5.4 
Over $l:o,OOO,OoO 75.9 56.8 1.9 0.4 70.4 
Total 09.8 100.1 100.1 99.9 100.0 

Note: Columns may not add to 100 percent due to founding. 

Source: IRS, Statistics of Income. 

Additional Taxpayers 
Included in the Basic 

hthe basic VAT. 

VAT 
Voluntary Filers For businesses that fall below the $26,000 and $100,000 thresholds of 

annual gross receipts, voluntary participation in the VAT system would be 
permitted. The experience of other countries indicates that many 
taxpayers that do not meet the requirement for mandatory registration 
nonetheless choose to be included in the tax system. The reasons some 
businesses voluntarily participate in a VAT are discussed in chapter 4. 

We estimated the potential number of voluntary filers on the basis of the 
proportion of voluntary filers in Canada’s, the United Kingdom’s, and New 
k,hmd’s VAT systems. The representation of voluntary filers in the 
VAT-paying population of these countries is detailed in table 1.6. 
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Nnmber of Budnewer Required to File 

Tabls 1.5: Voluntary Fllero as a 
Psrcsntage of 1991 Value-Added 
Taxpayers 

Threshold for 
Number of VAT Peroent 

Country 
mandatory flllng 

taxpayers voluntary (approxlmats US $) 
Canada 1,737,741 22 $25,000 
United Kingdom0 1,994,980 9 61,OOC 
New Zealand 357,000 17 13,000 

Wefore 1992, the United Kingdom’s threshold was $36,000; in 1967, 12.6 percent of United 
Kingdom registrants were voluntary. 

Source: Correspondence from Revenue Canada, United Kingdom Customs and Excise, and New 
Zealand Inland Revenue. 

Lacking actual U.S. experience of business behavior under a VAT system, 
we approximated the number of voluntary filers by assuming that 
16 percent of businesses with less than $26,000 annual gross receipts and 
30 percent of businesses with between $26,000 and $100,900 annual gross 
receipts would register voluntarily. Table I.6 details our estimates of the 
potential number of mandatory and voluntary filers, 

Table 1.6: Estlmated Number of 
Volur)tary VAT Reglrtmnta In 1995 Numbers in thousands 

Voluntary registrants 
$25,Oclo $1 cMl,ooo Total 

Business’ gross receipts threshold threshold reglstrants 
Less than $25,000 2,158 2,158 14,384 

$25,000- $100,000 0 1,381 4,605 

Over $100,000 0 0 5,439 
Total 2,158 $539 24,428 

Source: GAO estimates based on percentage of voluntary VAT registrants in the United Klngdom, 
New Zealand, and Canada. A 

The total number of taxpayers estimated for each threshold is detailed in 
table 1.7. If the registration threshold for a US. VAT were set at $26,000, 
18 percent of the estimated total number of taxpayers would register 
voluntarily. If the registration threshold were set at $100,000,39 percent of 
the estimated total number of taxpayers would register voluntarily. 

Table 11.7: Total Number of VAT 
Taxpqyers, lncludlng Voluntary, In 
1995 for Three Threshplds None 

24,428,400 

Reglstratlon threshold 
$25,000 $100,000 

12,201,500 8,978,lOO 
(Table notes on next page) 
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Source: GAO eetlmates. 

The example of the United Kingdom, which has both the highest threshold 
and the lowest voluntary participation of the three countries, appears to 
contradict our assumption that voluntaty participation increases as the 
threshold is raised. However, Canada’s percentage of vohmtaty registrants 
supports our assumption for the $26,QQQ threshold, and, given the 
sophisticated and competitive business environment of the United States, 
we believe that voluntary participation in the tax system would be high 
among businesses under that level of gross receipts. 

Nonprofit 6rganizations 
and Governments 

As discussed in chapter 6, many countries exempt nonprofit organixations 
or governments or both from the VAT, freeing them from the burden of 
collecting tax and remitting the revenue to the government. While an 
exempt entity does not incur the costs of complying with the tax, neither 
does it receive a rebate on the VAT paid on its purchases of goods and 
services. As a result, an exempt entity must pay the tax itself without 
receiving an accompanying credit. 

Table 1.8 shows data for nonprofit charitable organixations In the United 
States in 1986. While these data do not indicate how much of the revenue 
would be taxable, the levels of receipts and expenditures are such that the 
amount of refunds, at least, may be significant. However, because 
nonprofit charitable orgamxations represent relatively small numbers, we 
have excluded them from the calculations. 
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Nnmbar of Budn- Eaqulrad to File 

Table 1.8: Number of Rsturno Filed and 
Revenuer and Expense, of Nonprofit 
Charitable Organlzatlona In 1988 

Millions of 1988 dollars 

Total number of return8 flied 113,072 
Total revenue $292.500 

Program service revenue 187.900 
Contributions, gifts, and grants 
Dues and assessments 

80,100 
3.71x1 

Total expeneeo s263.500 
Program service expenses 221,900 
Fund-raising services 2,500 
Management and general expenses 38,200 

Note: Numbers do not add to total because of miscellaneous revenues and expenses that have 
not been included: reporting year was 1988. 

Source: IRS, Compendium of Studies of Tax-Exempt Organizations, 1974-87, “Nonprofit 
Charitable Organizations: Highlights of Tax Year 1988 Data,” C 
(7-91), pp, 167-168. 

ecella Hllgert, Publication 1416 

Governmental units are likely to come under the VAT for the same reason 
that nonprofit charitable organizations do, that is, for refund requests. 
Here again, because there are so few of them in relation to the VAT 
population, we excluded them from our costing alternatives. The number 
of governmental units in the United States is shown in table 1.9. 

TabId I.& Number of Qovernmental 
Unltr~ In 1987 

1 

Level of government Number of unlts 
Federal 1 
State 50 
Local, total 83,186 

County 3,042 
Municipal 19,200 
Township and town 16,691 
School district 14,721 
Special district 29,532 

Total 83,237 
Source: U.S. Bureau of the Census, Census of Governments, 1987, Vol. I, No. 1, Government 
Organlzatlon. 
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Finmcia.l Services As explained in chapter 1, businesses engaged in financial services are 
exempted from the basic VAT because of the diffhulty in assessing the 
amount of value that is added. Nevertheless, we included financial service 
businesses in the total number of taxpayers, because most of these 
businesses could have other business receipts or exports to report. 
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Appendix II 

Returns Processing Costs 

The costa for processing a VAT depend on the assumptions chosen and the 
use of available technology. Particulars, such as the form for iiling the VAT 
and the filing frequency, are important to the efficiency of the processing. 

ProCeasing of the basic VAT was bssed on the capabilities of systems 
discussed in rns’ TSM Design Master Plan, which allows electronic filing of 
returns and electronic paymentq paper processing of returns and 
payments is used for small business taxpayers. Our scenario combined 
electronic filing of tax returns and payments into a single transaction. 
Single-transaction filing is currently being piloted by the Federal Reserve 
Bank. 

Form for Filing the 
VAT 

We reviewed numerous forms for filing the VAT, including forms from New 
Zealand and the United Kingdom, and a sample form from IMF. We 
designed the VAT form shown in figure ILL, which is intended to include a 
rnhimal amount of necessary information and fields for filing a simple VAT. 
It is expected that the fields with calculated totals would not be picked up, 
either during the data entry process or with electronic transmission of 
data, since they could be automatically recalculated more economically 
than stored. Figure II.2 shows the forms for VATS with exemptions; the 
form in figure II.3 includes both exemptions and multiple rates. 
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i$ure 11.1: Sample Form for a Single-Rate VAT With No Exemptlone 

Tu Period: AMnflr..(/I Texpyer ID No.: 

SIC code: Telephone No.: { I. - 

Ffnn: 
Address: 

Total saba d&g thb pefbd 
Mhws: Zero-rabd expotte - 
neidmmiksaks s 

VAT due on net domestk #abs at .XX rate 
Plus: Tex IbNfy for Imder&c&Ifatlone 

&om bet period 
VAT iklr#yly 

Total purchasea during thb perkd 

Minus: VAT p&l on ImpMe 
Mlnue: VAT p&l on purchases 
Minus: Tax credit lbr adjustmenta 

on purchases horn brt perkd 
VATaWb 

-- 
-- 

. 
= - P) 

VAT IWUiy - VATwed& (ti) 

Mlnus: Cred/f canbd &ward (If any) 

lvII VAT 

Penahbs due 
br late fl/ing 
lor bte p8yment 

Totrl VAT 

+ 
+- 

It total VAT IS poeltlve, VAT owed = . 
Payment enc/owd . 

/I foral VAT Is negative, VAT credit = . 
If cred/f Is not to be canbd forward, check here [ J. 
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lgure 11.2: Sample Form for a Single-Rate VAT Wlth Exemptlona 

Tax P&d: A&m.Nr.(JJ 

SECCdO: 

Phlll: 
AddtWS: 

-) 

IW sabs during thlr prrkd 
Minus: zblvMedrxporfr . 
N/nu8: Exempt8a/8e8 l - 
mfdmaufk~ * 

VAT due on nef dome8fk u&8 at .XX nb _ 
P&s: Tax /bbMy for mMde&raf&ms 

nwnb8fp8rkd +- 

VAT- 0 -w 

Total jnmhaaa8 durfng thb prrkd 
Anmunf of pulcha8e8 that wfe: 

used In non-exempt u&8 
-8 

Nlnus: VAT/N on lmlportr 
Wnu8: VAT@d on /xmhaaes usd h 

nonaxunpf Saks 
Y/IWS: TU a@dU for adjWmnnia on 
pmha8es &cm b8t pulod 

VATcndlta 

VATlWfNy- VATcm&s(b&) 

Mnu8: cmdncaNbd fonvald(nRly) 

lyll VAT 

Penaltb8 due 
for Iat0 f//kg 
for bte paymonl 

Toed VAT 

t 
t 

litotal VATbpo8ltlve, VATowodr . 
Papnfrnclorrd . 
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gure 11.3: Sample Form for a VAT Wlth Exemptlow and Multlple Rate8 

M/iw: VAT pa/d on Impott 
Mnu~: Total VAT p/d on purchurr of mn+xIIIy)1 goodr 
VATpr# on putchaus 
ar .xX1 fare er.xxznre at .xxs rilre- 

Mnus: Tax credit for ad/ur/menh on 
purchas01 nom bl prkd 

VAT- 

VATfWNfy- VAlaedUa@b~ 

~/tlUS: cndn C8Nbd lonvud (n My) 

MYAT 
PutaMm due 

for /are n//q 
for lair paymrnt 

Totd VAT 

/f total VAT /a /wsltlvr, VAT owed E . 
btl)TIlMlfMlC/O8Od . 

If total VAT Is negative, VAT wed/f = . 
If wed/f Is nor to k caMd forward, ch& hem [ I. 
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Filing Fkequency We estimated the number of returns to be filed by defining the threshold 
and the number of businesses above that level. This number was adjusted 
for the number of times each business would file a return and the number 
of payments each would make during the year. Annual filing and payment 
frequencies were established for businesses with annual gross receipts 
less than $26,000. All others would flle and pay monthly. These frequencies 
were chosen to reduce the burden and ease the administration and 
taxpayer compliance. As explained in chapter 2, these frequencies do not 
follow the current RD system for Forms 940 and 941, because of threshold 
and timing differences between employment and value-added taxes. 
Although it might be useful for ease of complisnce to coordinate business 
taxes through filing and payment schedules of VAT and employment taxes, 
unless schedules for monthly closing of books and payroll payments 
coincide, the tax overlap could be confusing to taxpayers. The number of 
returns to be filed is shown in table II. 1. 
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fable II.1 : Ertlmated Total Number of 
Returns Per Year Wlth Barlc VAT for 
Three Thresholds 

Includes voluntary filers 

Exomptlon 
threshold 
None 

Number of 
taxpayer8 

(In mllllons) 
24.4 

More than $25,000 12.2 

Number of 
taxpayers 
(In mllllonr) by 
payment 
frequency and 
gross receipt8 
level 

14.4 Annual payment 
(all taxpayers 
less than 
$25,000) 

10.0 Monthly payment 
(all taxpayers 
more than 
$25,000) 

2.2 Annual payment 

Total number 
of return8 

(in mllllono) 
134.4 

(volufitaj 
taxpayers less 
than $25,000) 

10.0 Monthly payment 
(ail taxpayers 
more than 
$25,CW 

3.6 Annual payment 

122.2 

More than $100,000 9.0 66.4 
(voluntary 
taxpayers less 
than $100,000) 

5.4 Monthly payment 
(all taxpayers 
more than 
$100,ooo) 

Source: QAO estimates (see app. I). 

Filibg Assumptions I 
Bas* VAT For the basic VAT, we assumed that all businesses with less than $26,000 in 

annual gross receipts (14.4 million) would file and pay annually with paper 
forms. For businesses with more than $26,000 in gross receipts 
(10 million), monthly filing and payment by electronic means were 
assumed under the basic VAT. 
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$26,OOO=Threshold VAT For the $26,000 threshold, we assumed that half of the voluntary filers 
would file and pay annually with paper forms; the other half of the 
voluntary filers would pay annually electronically. All other taxpayers 
would file and pay monthly electronically. 

$lOO,OOO-Threshold VAT For the $100,000 threshold, we assumed that all taxpayers with over 
$100,000 annual gross receipts (6.4 million) would file and pay monthly 
electronically. Only the voluntary filers would pay electronically, annually. 

For all scenarios, we assumed that filing and payment would be done 
together. 

To estimate the costs for processing paper returns, we used IRS’ costs to 
process a VAT in today’s environment of paper processing. We assumed 
that a paper-processed.vAT would look very much like an employment tax 
(Form !341), and we based the costs data on the data contained in IRS’ 
Costing Reference for Service Center Processing.’ 

Prckedures for Paper The mu system is used to remit most business tax payments to the 

Processing government. VAT payments would be made with a similar system. If a VAT 
were to be implemented, returns processing for businesses with less than 
$26,000 in annual gross receipts would closely resemble the existing IRS 
procedures for FTDS.~ 

Wnder a VAT, taxpayer registration is required. Registration enables DRS to 
maintain current taxpayer information, such as an identification number 
and address. Registered taxpayers would mail tax returns to 1 of IREI’ 10 
service centers where the returns would be keyed in for sorting and 
editing. Return information would be transcribed for processing on service a 
center mainframe computers, corrected as necessary by error resolution 
units, and sent to the Martinsburg Computer Center where the information 
would be posted to taxpayers’ master file accounts. Payment coupons 
would be mailed to a service center where they would be scanned into the 
computer for sorting and editing. If a taxpayer were entitled to a refund, 

‘Department of the Treasury, Internal Revenue Service, Coettng Reference for Service Center 
Processing, Document 6746, Rev. 10-88. 

Wnder the current system, paymenta are made with accompanying deposit coupons through tlnanclal 
hstltutiona. Payments are processed and summarized on AOCe, which are then forwarded to both IRS 
and FRB. FRB completes a net settlement of accounts witi depository banks and forwards deposit 
data to Treasury. For a VAT, IRS, upon receipt of the payment coupons and AOCs, would claeslfy the 
payments (as a VAT) and credit the appropriate taxpayers’ accounts. 
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IRS would post a credit or forward a refund authorization to FMS for 
disbursement by refund check. As previously mentioned, the schedule of 
payments would not follow the FTD system. 

Costs of Paper 
Processing 

A 
Processing coots for filing would include the costs of providing taxpayers 
with the returns for fihng, registering taxpayers, processing the returns, 
and processing the payments. For registration, we assumed a 26percent 
rate for new registrants and changes annually, based on data from Canada, 
with over 30 percent change, California with 40 percent, and Wisconsin 
with about 8 percent. Table II.2 shows that costs for processing paper 
returns and payments for the basic VAT would be about $36 million. For the 
$26,000 threshold VAT, we assumed that 60 percent of all taxpayers with 
annual gross receipts under $100,000 would file paper returns and pay 
with checks. No paper returns would be used under the $lOO,OOMhreshold 
VAT scenario. 

Table 11.2: Estimated Annual RecurrIng Costs for Paper Flllng and Paying of the Basic VAT 
Costs in millions of 1995 dollars 

Number of 
taxpayers 

(paper f;; Number of cost of cost to cost to 
returns malllng process process 

Threshold (mllllonr) Filing (milllon8) returns payments returns 
None 14.4 Annual 14.4 $3.34 $1.49 $29.67 

More than $25,000 l.lb Annual 1.1 0.03 0.11 2.27 
Note: There would be no paper filers with a $100,000 threshold. 

Cost’ of 
refunds 
(paper) 

$1.88 
1.44 

Total 
$36.38 

3.85 

‘Cost includes IRS and FMS costs. 

gstimates shown include half of the projected voluntary taxpayers with annual gross receipts 
under $25,000, because the others would be expected to pay electronically. 

Source: GAO estimates based on costs for processing Form 941 and Form 1120 refunds from the 
De;t.,;f &e Treasury, IRS, Costing Reference Manual for Service Center Processing, Dot. 6746, 

. -a 

IMF and IRS believe filing and payment should be done more often than the 
annual filing and payment frequency we used for the basic VAT. The 
disadvantages of annual filing and payment are that (1) small businesses 
might use the tax money for current expenses and have trouble meeting 
their tax obligations months later, and (2) the high turnover of small 
businesses may make infrequent tax collection problematic. 
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Appendix xx 
Returna ProceMing coet4 

Procedures for 
Electronic Processing 

Returns processing costs for the basic VAT escalate if a quarterly filing and 
payment frequency is assumed for businesses with less than $25,000 gross 
receipts. We estimated that total paper processing costs would be 
$166.6 million for small taxpayers paying and filing quarterly. This is an 
increase of $122 million and more than quadruples paper returns 
processing costs of $34.6 shown here? 

We also calculated the costs for quarterly payment and annual filing. This 
scenario runs counter to the principle of filing and paying together 
established throughout the report, but it would ease the taxpayer and 
administrative burden of dealing with quarterly returns. If small taxpayers 
paid estimated taxes quarterly and filed annually, the paper returns 
processing costs would increase to $67.6 million, an increase of 
$33 million (excluding refund payments), or almost 60 percent higher than 
with annual payment. 

For making the cost assumptions, we designed a scenario with IRS 
receiving the tax information from the Federal Reserve Bank (FRB) system, 
which will serve as the central processor or cash concentrator. Other 
scenarios could be chosen, and the associated costs would differ. 

Our processing design took into consideration the IRS TSM program, which 
calls for two computer centers to maintain the account indices and receive 
information returns. Therefore, costs for two computer centers were 
included in the estimates. 

F'RB is now testing its Electronic Federal Tax Deposit Concept, which is a 
response to FMS’ request for electronic tax deposits. In the last 2 years, 
state governments have successfully utilized third-party concentrators for 
the payment of business taxes, various sales taxes, and excise taxes. In the 4 
FRB design, the government serves as the cash concentrator rather than 
contracting with a third party for a network. 

Retyms Processing Under our VAT scenario, 1 day before the tax due date, the taxpayer would 
Assjunptions Are Based on inform a Federal Reserve bank, either through a computer link or a 
FRY Concept touch-tone phone, of its tax liability (or credit). The taxpayer would enter 

the system using the business’ EIN and personal identification number 
(PIN). After the identification number was verified, the taxpayer would 

mew figures represent processing costs only and do not include costs of administering refund 
payments. 
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enter pertinent tax information through a touch-tone telephone or a 
taxpayer’s computer file: tax period, total sales, VAT liability, total 
purchases, credits, and total VAT to be paid or the credit or refund due. 

The information would then be associated with data (such as the 
taxpayer% address and depository institution) in the FRB’S file. The FRB 
would post the charges to the depository institution’s account and send to 
Treasury an accounting of the amount of funds it would collect the 
following day. 

On the next day (i.e., the tax due date), the FRB would notify the depository 
institution of the debit. The depository institution would sweep the 
taxpayer’s account of the amount of the VAT payment, and the FRB would 
pick up the funds through its night cycle process. 

The FRB would transmit to IRS (via bulk file transfer) a complete record of 
the transaction, including the taxpayer identification data and the VAT data. 
In addition, the FRB would have an on-line database for IRS to query to 
ensure it had the latest data for the particular taxpayer. 

FMS Would Handle Refund Refunds would be handled in the same way as business tax refunds are 
Payments currently handled; that is, the data are received by IRS, which then 

authorizes the credit or refund. The VAT refund transaction would be 
handled through Treasury’s FW, which would issue the paper check or 
electronic funds transfer. 

we assumed that a taxpayer filing a paper return would receive any refund 
due by means of a paper check, and a taxpayer filing a return 
electronically would receive the refund either electronically directly into 
the authorized bank account or by check. On the basis of international A 
experience and the smaller proportion of U.S. businesses that are 
exporters, we made the assumption that 16 percent of the returns would 
be due refunds. Although we assumed that a refund would be paid 
whenever claimed, there could be a mechanism for carrying forward 
refund credits for a period of time to simplify the refund process. Table 
II.3 shows the FMS costs for processing refunds. 
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Table 11.3: Estimated Annual Recurring FMS Costs for Processing Refunds 
Costs in thousands of 1995 dollars 

Cost per refund 

Na threshold More than $25,000 More than $100,000 
Number Number Number 

(mIlllone) coct ~mlllions~ Cost (mIllIons) cost 
Paper processing 

Electronic processing 
Total FMS coats 

$0.358 2.16 

0.057 18.0 
20.16 

N/A = not applicable 

$875 0.165 $67 N/A N/A 
1,161 18.16 1,172 10.26 $662 

$2,030 18.33 $1,239 10.26 $662 

Source: GAO estimates. 

Co&s of Electronic 
Processing 

Costs were estimated for electronic filing and paying the VAT for the three 
threshold scenarios. Here again, the assumptions chosen were intended to 
be reasonable but not definitive. The assumptions that the costs were 
based on are shown in table 11.4. 

Table 11.4: Assumptlons for Electronic 
Returns Processing Cost Estimates Threshold 

More than More than 
Assumption None $25,000 $100,000 
Number of FRB processing sites 2 2 2 

I Returns per site per month 5 million 5.04 million 2.85 million 

Transactions (calls) per day 250,000 252,300 143,000 

Number of lined 1,400 1,400 800 

Number of calls per line per 18-hour 
day 360 360 360 

Number of voice response units (VW) 
@ 48 lines per VRU 30 30 18 b 

Costs for 800 of these lines (assumed to be the minimum number of lines needed to start up the 
system) are considered capital costs-they are omitted from ongoing costs and included in the 
transition costs. 

Source: GAO estimates based on data from the Federal Reserve Bank and IRS TeleFile 
telecommunications consultant. 

The cost assumptions on which electronic returns-processing cost 
estimates were based are shown in table 11.6. We calculated registration 
costs based on a &percent rate of change. A variety of sources was used 
for the cost per unit data, and other data could be substituted. 
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Table 11.5: Estimated Annual Recurring 
Costs for Electronic Returne 
Processing 

- 

Costs in thousands of 1995 dollars 
Threshold 

cost More than More than 
Item per unlt None $25,000 $100,000 
Line usage $146.70 

/day/line $52,358 $52,386 $28,168 
Automated Clearing House $25.53 

charges (including error) I1 ,000 
transactions 3,064 3,092 1,746 

Annual lease of $81,500 
communications lkies (4) /year/line 326 326 326 

Registration- database 
maintenance $1.63 4,075 4,523 3,668 

Total $59,823 $60,327 $33,908 
Note: Figures in tables 3.2 and 4.2 show registration costs, which include these electronic 
database maintenance costs. These estimates assume 20 la-hour work days per month. 

Source: GAO estimates based on Federal Reserve Bank, PACS Manual, 1991; IRS, Costin 
--+ Reference Manual for Service Center Processing, 1988; and IRS’ Telel-lie telecommun cations 

consultant. 

for Paper Processing 
there would be few implementation costs for processing paper VAT returns. 
However, additional hardware costs for IRS to process the VAT returns were 
included to cover the scanners to handle the increased workload. 

In” 
fo: 
Pr 

@lementation Costs that would be located at the two FRB sites and large-scale mainframes for Slectronic 
:essing 

the two IRS Computer Centers (Martinsburg and Detroit). Hardware sizing 
was based on gross estimates and not on sizing and capacity studies. The b 
FRB machines would serve primarily as transaction processors for 
processing the VAT and incorporating the data into the accounts. FRB would 
send the data to IRIS which would incorporate them into the current posting 
and analysis runs of the master files. Additional mainframe disk storage 
costs and magnetic media costs were estimated. 

The FRB sites would use voice response systems to receive the phone calls 
from taxpayers, then prompt the automated menu. The taxpayer, after 
establishing its identity, would input data The capacity of the voice 
response system would be increased with six additional workstations per 
site, requiring both hardware and networking additions. Also, additional 
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telephone lines would be needed for the voice response system at the two 
sites. The communications processor would prepare the data to be 
transferred between the FXB site and nrs via the telecommunications lines. 
The number of phone lines needed for the voice response system depends 
on the number of transactions. Table II.6 shows the components of the 
estimated hardware costs that would be incurred during the transition 
phase of the VAT. 

Table 11.6: Estimated Costs of Hardware for IRS and FRB 
Costs in thousands of 1995 dollars 

Item 

Costs for base Costs that vary by threshold level 
Implementation More than More than 

FRB cost IRS cost None $25,000 $100,000 
Mainframe computers (2 small-scale, peripherals) 
Mainframe computers (2 large-scale) 
Workstations (6 per site) 
Communications orocessors 

3,698a 
8,415a 

125 
849 

Magnetic media 226 113 
Printer 27 27 
Scanners for paper processing (10) 328 
Voice response units 

18 for implementation 1,600 
12 additional 1,066 1,066 (b) 

Telephone lines (4 and multiplexers) 91 91 
Telephone line installation (800- number lines) 188 141 141 t4 

Totals costs $6,100 $9,823 $1,207 $1,207 lb) 
alncludes software needed to operate machines. FRB has plans to consolidate its ADP operations 
to two sites. 

blncluded in capital costs. 

Source: GAO estimates based on data on previous IRS project, DataPro Reference Manual, IRS 
TeleFile telecommunications consultant. 

Cohputer Systems 
Staiff Required for 
Imfilementation of a 
VA?? v 

On the basis of the stx&?mg of current software development projects, we 
estimated a total of 316 staff-years would be required for implementation 
of a VAT processing system, assuming the paper and electronic processing 
scenarios we have outlined.4 Over one-third of the staff-years would be 
needed at the FRB sites. Table II.7 shows an estimated number of staff and 
their duties. 

‘The 316 staff-yeans include 16 staff-yeam for Customs implementation. 
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Table 11.7: Estimated Staff Required for 
Returns Procerrlng Durlng 
lmplementatlon of a VAT 

Staff rerpon4blllty FRB ‘IRS Total 
Software development 86 129 215 
Hardware interface and support 12 32 44 
Quality review and testing 6 17 23 
Returns processing 0 7 7 
Project management (to ensure 

integration with IRS 
modernization) 0 10 10 

Total 104 195 299 

Source: GAO estimates based on IRS’ current staffing and data from IRS program analysts. 

Table II.8 shows the estimated costs for the staff based on IRS’ current 
staffing levels and salaries. We assumed that consultants would be needed 
for implementation only. At the FRB sites, con~ult&n~ would assist in the 
voice response system and networking to ensure responsiveness; at IRS, 
they would assist in systems development and telecommunications receipt 
of the data. An additional transition cost for IRS would be the creation of 
the cross-reference EIN file. This file would be needed for compliance 
processing to be effective. The cross-reference file would associate 
subsidiaries with the parent corporation and would identify multiple EINS 
for the same corporation. Costs for training, supplies, and travel are 
included, as well. Because the processing system would probably require 
intensive maintenance for the frost few years of operation, it was estlmated 
that after the system has been thoroughly tested and refined through 
several years of use, about 76 percent of the 299 staffyears, or 224, would 
be needed for system maintenance. The recurring costs were estimated to 
be $10.7 million. 

Table 11.8: Estimated Staffing and 
Mlacellaneous Costs for Systems 
Imple+entatlon 

/ 
I 
I 
/ 

b 
Costs in thousands of 1995 dollars 
Item FRB IRS Total 
Staff 5,176 7,841 13,017 
Consultant fees 1,698 1,698 3,396 
Training 183 226 409 
Travel 453 113 566 
Supplies 226 113 339 
Cross-reference EIN file 0 5,094 5,094 
Total $7,736 $1$,005 $22,821 

Source: GAO estimates based on staff costs shown in table 11.7 and IRS Business Master Files 
Information Returns Program Cost Estimate, 10/31/90. 
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Customs’ Role in VAT We assumed that in addition to establishing an automated system for 
identifying exports (discussed in ch. 3), Customs would supply IRS with 
information regarding businesses’ imports and exports by means of 
reporting documents. IRS, in turn, would use this information to ensure 
that the proper amount of VAT is paid. The information from Customs also 
would assist in compliance processing for IRS. 

Customs would extract the appropriate information from its Automated 
Commercial System (~ctiCustims) and the Automated Commercial 
Export System (ACES) that Customs has under development. The data 
would consist of company name, VAT identification number, amount of 
goods imported or exported, and value of the goods. 

Customs would develop software within ACES that would download 
information on each taxpayer’s identification code. This software would 
be used to create a file that would be uploaded to IRS through a 
telecommunications link. Additionally, Customs may collect VAT; therefore, 
software would be developed to transfer the data to FRB. On the basis of 
the staffing figures for the Customs’ ACES, we estimated staff-years for 
development of the linkage to be 10 computer specialists, 3 ACES 
specialists, 2 telecommunications specialists, and 1 manager; these staff 
would be GS levels 12 through 14. After implementation, we assumed that 
eight technical specialists (GS-13) would be needed to maintain the 
system. 

We assumed that there would be enough capacity on the processor to 
complete the search and create the file, but additional hardware could be 
needed if the processor does not have this capacity. Additional storage 
costs and telecommunications costs were included. Because there 
currently are no lines between the Customs data processing center (in 
Newington, VA) and the IRS data processing center (in Martinsburg, WV), 4 
we included the cost of installing and leasing a communications line 
between these points. A communications line from Customs to FXB to 
transfer data is also needed. 

The cost estimates, shown in table II.9, included the cost of extracting the 
information for IRS, based on the number of possible exporters (size of the 
database) and frequency of runs (monthly), plus the telecommunications 
costs. 

Page120 GA0/GGD-93-78VATAdmini1drationCosta 



AppendIs II 
Ratnm8 Proeeulng Cod 

Table 11.0: Estimated Costs for 
custom8 Information Trader to IRS Costs in thousands of 1995 dollars 

Item 
Staff costs 

8 technical 
15 technical, 1 manager 

Telecommunications: 
Line lease 
Line Installation 

Additional disk storage 
Work stations, magnetic media/supplies, 

printer 
Maintenance and supplies 
Total 

Recurrlng lmplementatlon 
costto costs 

$457 NIA 
N/A $877 

102 N/A 
N/A 147 
N/A 826 

N/A 87 
24 23 

$583 $1,060 

N/A=Not applicable. 

Source: GAO estimates based on Customs’ staffing in Automated Customs System Reference 
Documentation, DataPro and IRS’ current telecommunications costs. 
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Audit Program Costs 

Our estimates of the audit resources that a VAT would require were based 
on our analysis of various tax administrations, including federal, state, and 
foreign authorities. In developing our estimates, we adapted the 
experiences of VAT administrations in other countries to a U.S. context and 
those of state sales tax administrations to a nationwide context. We also 
examined IRS’ current examina tion programs to determine the extent to 
which they could be expanded or modified to encompass a VAT. The 
estimated costs and components of the VAT audit program are detailed in 
tables 111.6, III.7, and III.& 

This appendix examines functions and programs relevant to our audit 
estimates. It provides a background on the requirements and strategies of 
audit enforcement for various taxes and on how these apply to an audit 
program for a U.S. VAT. Also addressed are some of the variables affecting 
an examination program, including business size, the characteristics of a 
tax, and the composition of the taxpaying population. 

IRS Examination 
Strategy 

The IRS examination strategy is to maintain a minimum degree of audit 
coverage for all classes of taxpayers, This strategy reflects IRS’ belief that 
having some presence in a large number of classes of taxpayers is 
desirable for its indirect effect of encouraging compliance among the 
general population of taxpayers. The distribution of IRS’ 1990 corporate 
audit coverage is detailed in table IILL1 The data indicate that while a 
minimum audit coverage was maintained for all classes of corporate 
taxpayers, the largest taxpayers received the most frequent audit 
examinations. 

Table III.1 : IRS’ 1000 Corporate Audit 
Cowage 

/ 

Taxpayer’s gross assets Percent audited annually 
Under $1 million 1.82 4 

$1 million - $50 million 7.22 

$50 million - $100 million 33.79 
Over $100 million 59.12 
Corporate total 2.50 

Source: Commissioner of Internal Revenue, testimony before Senate Committee on Governmental 
Affairs, April 17, 1991. 

%ome experta believe that an employment tax audit program ie a closer parallel to a VAT audit 
program than the corporate income tax program. However, 88 discussed later in this appendix, IRS 
devotee relatively few exam reeources to the employment tax. 
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IRS Uses Statistical Risk 
Analysis to Select Cases 
for Audit 

To select candidates for audit, IRS employs a statistical procedure that 
assigns tax returns to different classes according to how they score on an 
initial review. The result of this procedure is known as the DIF score, or 
Discriminant Function score. The intent is to discriminate between cases 
with the highest potential for examination yield and those likely to result 
in little or no change upon examination. Similar procedures are used by 
state sales tax administrations, and some variant of DIF scoring would 
undoubtedly be a component of a VAT audit program. 

Approximately 12 percent of all federal tax returns filed in 1988 were 
classified as potential low-yield, low-compliance cases. In fiscal year 1988, 
IRS completed examinations of about 122,000 returns from these classes 
for an average yield per hour of $100 to $300. This contrasts with an 
average of $1,300 per hour for IRS corporate audits. Although the yield 
from examinations of low-compliance taxpayers is small relative to the 
yield from corporate examinations, IRS considers them to be effective in 
strengthening overall taxpayer compliance. 

Allocation of IRS Audit 
Resources Within 
Corporate Audit Programs 

In addition to coverage of all classes of taxpayers, Ii2s relies on several 
special audit programs to target certain classes of taxpayers that offer 
potentially very high yield examina tions. One example is the Coordinated 
Examination Program (CEP), which encompasses almost 1,600 of the 
largest corporate taxpayers. Should even a small percentage of the correct 
tax liability of large corporations be underreported, the amount of revenue 
at risk can still be substantial. Large corporations, therefore, tend to 
receive very close audit coverage. In fiscal year 1990, the average yield per 
CEP audit-hour amounted to $4,480. Despite the small number of 
corporations examined (1,461 in fiscal year 1988), CEP examinations result 
in 48 percent of all rrzs-recommended audit adjustments. 4 
The allocation of IRs staff-years to the direct examination of corporate 
taxpayers by gross asset levels is shown in table 111.2. To examine returns 
of nearly all 1,677 corporations in the CEP inventory, IRS allocated 1,669 
auditor staff-years, equal to 40 percent of all staff-years devoted directly to 
corporate audits in 1990. 
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Table 111.2: IRS Planned Allocatlon of 
Direct Examlnatlon Staff Yearr to 
Corporate Taxpayers, PY 1991 Corporate assets Staff-year8 

CEP 1,559.33 

Percent of 
staff-years 

40.9 
Corporate 2,248.92 59.1 

No balance sheet 78.41 3.48 
Under $250,000 449.14 19.97 
$250,000 - $999,999 215.88 9.59 
$1,000,000 - $4,999,999 359.14 15.96 
$5,000,000 - $9,999,999 261.09 11.60 
$10.000.000 - $49.999.999 334.81 14.88 
$50,000,000 - $99,999,999 142.49 6.33 
$100,000,000 - $249,999,999 153.47 6.82 
$250,000,000 and over 254.49 11.31 

Total coroorate and CEP 3.808.25 100.0 
Source: IRS, Office of Examination Planning and Research. 

Allocation of Audit 
Resources W ithin State 
Sales Tax Audit Programs 

In estimating the audit resources required to administer a VAT, it is helpful 
to examine state sales tax administrations. Both value-added and sales 
taxes are consumption-type taxes, and audit enforcement of both taxes is 
heavily reliant on examination of transaction records such as invoices. 

State sales tax administrations, like IRS, assign a significant share of audit 
resources to examinin g large corporate taxpayers. One difference between 
the two taxes is that the largest taxpayers under a retail sales tax are large 
retailers, while the largest taxpayers under the VAT are likely to be 
manufacturers. Table III.3 outlines California’s allocation of audit time by 
percentage of the sales tax base. California devotes an average of 4 
44 percent of audit time to the largest 6 percent of sales taxpayers, which 
account for 70 percent of the revenue from that tax. In Texas, 32 percent 
of audit time is allocated to taxpayers with more than $2.36 million in 
income. These taxpayers represent only 1 percent of accounts but are the 
source of 66 percent of that state’s tax revenue. 
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Table 111.3: Average Length of 
Callfornla Sales lax Audltr by 
Percentage of lax Base 

Percent of Average hour8 Percent of total 
Percent of taxpayers tax base per audlt audlt hours 
5 70 97 44 
37 25 41 46 
58 5 35 5 
inn 100 9!Y 

Vbmaining 5 percent of audit hours are for miscellaneous accounts. 

Source: California Board of Equalization, 1991 

Illinois provides a detailed example of how audit resources are deployed 
by a sales tax administration. Table III.4 shows Illinois’ planned sales tax 
audit production for fiscal year 1991. Of the 3,128 audits planned for that 
year, 17 percent were audits of large taxpayers with more than $10,000 in 
monthly tax payments. These large case audits required the most 
experienced auditors (revenue agent III) and were allocated 36 percent of 
planned audit time. Middle-sized companies with monthly tax payments 
between $1,000 and $Q,QQ9 represented 26 percent of the planned audit 
caseload and required a proportional 29 percent of audit hours. Nonfilers 
and small taxpayers with less than $999 monthly tax payments were the 
target23 of the re maining 67 percent of audits and were allocated 36 percent 
of auditor time. 

Table 111.4: Illlnolo Sale8 Tax Audlt Forecast, PY 1991 
Audit Percent of Comoleted Averaae hours Auditor 

Average monthly tax payments 
Nonfiler’ 

hours 
32,499 

total hours 
9.5 

iiudlts 
486 

her audit level 
67 I 

$0 - $499 74,727 21.9 1,046 71 I 
&999 18,712 5.5 228 82 I 
I : $4,999 66,137 19.9 616 111 II 

$500- 
iizk 
$5,OOC -- 
$lO,OC 
$25,OC 

I i $9,999 
d - $24,999 
Kj - $49,999 
‘5p,oca 

I / 
/ 

Y 

27,475 8.0 217 127 II 
44,060 12.9 280 157 III 
28,636 8.4 124 231 III 
47,483 13.9 131 362 III 

341,729 100.0 3,1 28a 
aThe 3,128 audits represent 1.4 percent audit coverage of Illinois’ 222,513 sales taxpayers. 

Source: Illinois Department of Revenue, 1990. 

Over $ 
Total 
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Allocation of Audit The United Kingdom’s Customs and Excise (C&E), which is responsible for 
Resources Within the vm administration, employs special e xamination groups known as Large 
United Kingdom’s VAT 
Audit Program 

Trader Control Units (LTCU). These units are similar to IRS’ CEP and are 
responsible for examining some of the United Kingdom’s largest 
corporations. c&E currently allocates 204 of its examination staff (out of a 
total of 4,273) to LTCUS. The LTCUS provide examination coverage of 124 
corporate groups with a varying number of corporations in each group. As 
shown in table lll.6, C&E’s fiscal year 1992 audits of the 2,904 largest 
corporations required 4.3 percent of all audit hours, ln the same year 
another 6 percent of taxpayers were classified as high-priority cases and 
accounted for 44.6 percent of all audit hours. 

TabI; 111.5: United Klngdom Cuetomr and Exclw Audit Dlrtrlbutlon, FY 1992 
Number of Percent of 

Case tvDe taxoaverr taxoavers 
Percent Average hours 
audited ier audit 

Percent of all 
audlt hours 

Large trader 2,904 0.2 100 36.0 4.3 
High priority 85,271 5.0 100 12.5 44.5 
Medium risk 373,690 21.5 8 9.0 11.2 
Low risk 889,877 51.0 0 N/A 0 
New ‘registers 386,539 22.3 338 7.5 39.9 
Tota( 1,737,281 

N/A = Not Applicable 

This reflects the planned audit rate for new registrants, not the number actually audited. 

Source: United Kingdom Customs and Excise, 1992. 

C&E assigns audit priority according to a number of factors, including 
business volume and growth, type of business, and past compliance 
performance, The policy that guides C&E auditors is to analyze a few risk & 
areas in the taxpayer’s account with each audit, the aim being to examine 
all risk areas over a number of audits. Note that the percentage of audit 
time allocated to examina tions of the largest 2,904 corporations is 
substantially less than IRS’ CEP devotes to the 1,600 taxpayers in its 
inventory. 

Exbe and Employment 
T&Audits y 

Excise and employment taxes share a characteristic with value-added and 
sales taxes; they are collected by someone other than the party on whom 
the tax is imposed. The incidence of these taxes is on the consumer, or, in 
the case of employment taxes, the employee. These taxes, however, are 
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collected and remitted by businesses, which are legally responsible for 
these collections. 

IRs-admin&ered excise taxes are also similar to a VAT in that they are 
consumption taxes. As indicated in table 3.4 of chapter 3, the average 
hours per excise tax audit is less than 10 percent of that for corporate tax 
audits and only half of that for the United Kingdom’s VAT. The excise tax, 
however, is not comparable to other forms of consumption taxation and 
does not offer a reliable estimate of VAT audit requirements. By definition, 
an excise tax is a tax on a specific product type (for example, liquor or 
firearms). Since the tax is based on the physical unit rather than valuation, 
an excise tax does not significantly vary among transactions; hence, there 
is much less detail for auditors to contend with than there is with taxes 
affecting many different types of products. 

Employment taxes consist of income tax and Social Security payments 
that are withheld by employers from employee salaries as well as 
unemployment taxes paid by employers. IRS examinations of employment 
tax returns are the result of two processes, package audits of all tax types 
and regular employment tax examinations. Various groups within the 
Examination Division are responsible for conducting the examinations. 
IRS’ overall employment tax examination program is small. For example, 
during fiscal year 1992, revenue agents spent only 164 staff-years on 
employment tax examinations. As a result, this program does not offer a 
reliable measure for the resource requirements of a VAT audit program. 

Value-Added Tax and Sales 
Tax Auditors Use Similar 
Methods, but Examination 
Strat&y Differs 

VAT and sales tax auditors employ much the same examination methods 
and possess similar qualifications. However, the allocation of audit 
resources differs between value-added and sales tax audit programs. 
Because state sales taxes apply only to the retail level, sales tax 
administrations allocate a large percentage of audit time to examinations 
of large retail concerns, such as supermarkets and department stores: 

Because of the way the VAT is structured, with all levels of production and 
merchandising subject to the tax, tax liability does not concentrate in large 
retail outlets to the degree that occurs with sales taxes. A VAT audit 
administration needs to examine a wide range of taxpayers to ensure tax 
compliance among the numerous producers, distributors, and suppliers 
below the retail level. For this task to be accomplished with an affordable 
level of audit staffmg, VAT audits need to be completed in less time than the 
average sales tax audit. 

Page 127 GAWGGD-92-78 VAT Admix&&ration Costs 



Appendix III 
Audit Program &&a 

The longer amount oftime, relative to the VAT, required to audit state sales 
taxpayers is the result of several conditions. One condition is that the sales 
tax auditor is faced with the task of distinguishing between numerous 
taxable and nontaxable transactions. At one level, this demands the 
normal differentiation between in-state sales of goods to which the tax 
applies and in-state sales of goods that are not taxable. Because of the 
numerous exemptions from  state sales taxes generally, the task can be 
time-consuming. It is, however, necessary because the bulk of all taxpayer 
errors detected in sales tax audits relate to exempt sales. Should a VAT be 
adopted that contains multiple rates or numerous exemptions for goods 
and services, these same tsxpayer errors could be expected to occur. 

At another level, sales tax auditors need to distinguish between intrastate 
and interstate transactions. Interstate transactions may or may not be 
taxable depending upon the identity and locus of the parties to a 
transaction and the type of product sold. W ith the exception of the export 
tax credit, which is generally verifiable by invoice and customs records, 
the VAT auditor does not have to account for transactions between 
taxpayers in different tax jurisdictions. This represents a signiilcant time 
saving for auditors. 

Seqective Sampling of 
Records to Indicate 
Nokompliance Is Primary 
Au@  Technique 

For both value-added and sales taxes, auditors rely primarily on selective 
sampling of records to indicate the degree of taxpayer compliance. In 
selective sampling, only a portion of business records are examined, such 
as those for a particular month. If these records support the information 
provided on tax returns, overall compliance can be assumed and no 
further examina tion is necessary, When selected samples reveal that there 
may be problems with the accuracy of a taxpayer’s reporting, a more 
thorough audit can be undertaken. 

Selective sampling enables the tax administration to avoid prolonging 
unproductive audits and to concentrate on cases with a higher probability 
of noncompliance. However, even selective sampling can be 
time-consuming in audits of large businesses; the amount of time required 
for audits increases in proportion to the size of the business. As indicated 
in table III.4, Illinois’ audits of large sales taxpayers require an average of 
five times the number of hours as for those of the smallest sales taxpayers. 

Page 128 GAWGGD.22-78 VAT Admhbtratlon Costa 



Effectiveness of Selective Aa an examination technique, selective sampling is less reliable when a 
Sampling Is Reduced When value-added (or sales) tax does not apply uniformly to all transactions. 
Tax Is Not Uniform for All This occurs when product exemptions or rate variations are significant 
Transactions features of the tax. To determine the correct tax liability, transactions to 

which no tax or a different rate of tax applied must be accounted for. 
Invoicea must be examined more thoroughly to ensure that the actual 
distribution of a business’ taxable, lower-taxed, and nontaxable sales and 
purchases is accurately reflected in its tax returns. Nonuniform tax 
treatment almost invariably results in more lengthy audits than does a 
uniform tax, because the increased complexity of business records 
reduces the effectiveness of selective sampling as a barometer of tax 
compliance. 

Audit Selection and 
Information Matching 

A technique for enhancing the accuracy of audit selection and 
strengthening taxpayer compliance is to match information on returns 
with data on sales and purchases made by individual businesses. IRS 
currently ensures compliance with the individual income tax by matching 
information returns against tax returns. 

A document matching program for a VAT would require registered 
businesses to prepare year-end summarr ‘es of all taxable transactions 
completed with other registered taxpayers The summary would detail the 
dollar volume of their taxable sales to each registered customer and their 
taxable purchases from each registered supplier. The purpose of these 
summaries would be to obtain information on business volume from 
sources other than tax returns or taxpayer audits. 

Once IRS had consolidated this information, it could check the volume of 
sales and purchases claimed on tax returns against the volume reported on 
the summaries. Taxpayers whose returns indicated a volume of sales or b 
purchases not supported by information provided by their customers and 
suppliers would then presumably be at some risk of receiving a visit from 
an auditor. 

The weakness of such a system is its reliance on the accuracy of 
information reported on the s ummaries, particularly correct identification 
of purchasers and suppliers. South Korea developed an information 
matching program for its VAT that proved to be extremely inefficient and 
costly. These problems stemmed from the effort required to screen and 
correct data as well as the large amount of computer processing needed to 
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match sales and purchase information to individual taxpayers, which 
reduced computer capacity available for other purposes. 

The feasibility of 81). information matching program  for a VAT would 
depend on the technology and computer capacity available to IRS, the cost 
of processing the information returns, and the degree of compliance 
burden to businesses. IRS budget data show a cost of 20 cents for each 
information return processed for the individual income tax, and IRS has 
estimated a cost of 26 cents per return for a business document matching 
program . Should the majority of taxpayer returns and information 
sumaries be filed electronically, elim inating the need for manual entry of 
data, it may be cost-effkient for IRS to employ an information matching 
program  for a VAT. However, the issue of an additional compliance burden 
to businesses would still remain. 

Estimate of Audit 
costs assumptions about (1) the number of business taxpayers and the size of 

their gross receipts, (2) the percent of taxpayers audited annually and the 
amount of time required to complete audits, and (3) the qualifications and 
experience of auditors. 

Projected Number and 
Business Volume of 1995 
Taxpayers 

The estimated number and size of business taxpayers was based on our 
projections of business expansion by 1996. These projections were 
supported by data obtained from  IRS’ SOI branch and IRS’ Research Division. 
Based on these data, the projected number of businesses with annual 
gross receipts below $26,000 in 1996 will be approximately 14 m illion. The 
number of businesses with annuti gross receipts between $26,000 and 
$100,000 in 1996 will be approximately 4.6 m illion. In total, businesses with 
annual gross receipts below $100,000 will number 19 m illion out of an b 
estimated total of 24 m illion U.S. businesses in 1996. 

The distribution by business volume of the remaining 6.4 m illion 
businesses (those with annual gross receipts above $100,000) was based 
on the distribution compiled by the SOI branch for all business taxpayers in 
1987. For example, 24 percent of business taxpayers with gross receipts in 
excess of $100,000 in 1987 recorded gross receipts of between $260,000 
and $499,999 for that year. Applying this same percentage to 1996, we 
estimated that 1.3 m illion businesses (24 percent of businesses with gross 
receipts in excess of $100,000 in 1996) will record gross receipts within 
this same range. This calculation does not take infiation into account: 
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assuming no business growth and a 4-percent annual rate of inflation, a 
business grossing $260,000 in 1987 would take in $340,009 in 1996, and one 
grossing $600,000 in 1987 would take in $880,000 in 1996. If we were to 
ac#ust the categories to account for migration caused by inflation, 
substituting, for example, the category $340,000-$880,000 for that of 
$260,000-$600,090, the relative distribution of businesses along the scale 
would remain the same. Therefore, for the sake of simplicity, we used the 
same dollar figures for all years. 

Audit Coverage by Level of The audit coverage we propose would result in an overall annual audit 
Gros$ Receipts frequency of 7.8 percent (rounded to 8 percent) of a population of 24.4 

million taxpayers. We believe the proposed 8percent audit coverage is a 
good target, because it approximates the audit coverage of other 
countries’ VAT administxations. 

Len 

The frequency of audit under a VAT, as with other taxes, varies according to 
the size of businesses. Based on our research, a bpercent annual audit 
coverage of businesses with less than $26,000 in gross receipts would be a 
cost-effective level of enforcement for that category of taxpayer. At the 
highest end, we estimate that 100 percent of all businesses with gross 
receipts above $100 million would have their VAT returns audited annually. 
The progressive increase in the level of audit coverage we propose is 
consistent with two objectives: (1) costeffective examinations of 
taxpayers according to size of business and prospective audit yield; and 
(2) the maintenance of an effective, yet economical, level of enforcement 
for all taxpayers. The allocation of audit resources and their estimated 
costs for the basic VAT system is detailed in table III.6. 

of Audit The average length per audit varies according to the size of the business b 
I being audited. Our estimates ranged between an average of 4 hours per , 
I audit for taxpayers with annual gross receipts below $26,000 to an average 
I / of 80 hours per audit of taxpayers with annual gross receipts above 
/ / $100 million. These numbers are reasonable, given data supplied by the 
I I United Kingdom’s Q&E, whose VAT audits range between 4 hours to being 

nearly continuous in length. With the distribution in audit hours we have 
selected, the average length per audit comes to 9.2 hours for the basic VAT 
system. This average is comparable to the average hours per GST audit by 
New Zealand (ch. 3, table 3.4). The particular numbers of hours that we 
estimated for audits of taxpayers at different levels of gross receipts were, 
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to some degree, arbitrarily selected, but the average of 9.2 hours per audit 
that resulted from  our proposed distribution is reasonable. 

Table 111.6: Allocatlon and Costa of Audit Resources for Baalc VAT 
Percent 

Number of audlted Audltr Hours Examiner Other staff Total staff costs 
Grose receipts taxpayers’ annually (thousandr) per audlt staff years years (1995 dollars) 
Under$25,000 14,000,000 5.0 720.0 4 2,760 764 $195,391,815 
$25,000 - $99,999 4,600,OOO 75 345.0 6 1,904 549 140,437,867 
$100,000-$249,999 2,400,OOO 10.0 240.0 8 1,840 509 133,966,149 
$249ioOO * $499,999 1,300,OOO 12.5 162.5 10 1,557 431 113,382,808 
$5001ooo - $999,999 750,000 15,o 112.5 12 1,294 358 94,194,948 
$1,Oq0,000 - $4,999,999 750,000 25.0 187.5 16 2,875 795 223,512,395 
$5,000,ooo - $9,999,999 100,000 50.0 50.0 24 1,150 318 91,685,534 
$10,000,000 - $99,999,999 100,000 75.0 75.0 40 2,875 795 243,316,598 
0ver$100,000,000 10,000 100.0 10.0 80 767 212 67,101,438 
Totals 24,410,OOO 7.8 1,902.5 9.4 17,101 4,734 $1,303,461,243 

ONumbers differ from estimatedtotalof 24,428,OOOtaxpayers due to rounding. 

Source: GAO estimates. 

Audit Staff Costs Since an audit program ’s single biggest cost factor is personnel, salary 
levels of auditors have a significant impact on cost estimates. The staff 
level of IRS revenue agents ranges from  GS13 to GSll and below. We 
chose to use these same levels for VAT auditors. However, we believed that 
more lower level auditors could be employed to enforce a VAT than are 
currently employed to enforce the corporate income tax. 

The 1991 distribution by grade of IRS technical audit staff assigned to 
corporate income tax enforcement is 28 percent GS-13,20 percent GS-12, 
and 40 percent GS11 and below. An additional 11 percent of the technical 
audit staff are managers. We retained the 11 percent representation of 
managers, but for the basic VAT we assumed that 20 percent of the 
technical staff would be GS13,28 percent GS12, and 41 percent GS-11 
and below. This m ix of higher, m iddle, and lower grade auditors, in our 
opinion, would meet the distinct staff needs of a VAT examination program . 
W ith the two other thresholds of 12 m illion and 9 m illion taxpayers, the 
proportion of higher grade auditors would increase marginally. To 
demonstrate the effects of staff levels on costs, we considered an 
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ahxnative assumptionfor staffingthe basic VAT~~~~~~KUII. Staffcosts 
can be reduced by 6 percent to $1.26 billion if GS13s constitute only 
10 percent of staff, GS-12s 26 percent, and GSlls and below, the 
remainder. 

We derived the number of auditon by dividing the estimated number of 
audit hours shown in table III.6 by 1,043.6, which is 60 percent of the 2,087 
annual hours that are the basis of federal salaries. The SO-percent figure 
was used because that is the percentage of time that 1~9 calculates is 
available to its revenue agents for direct examinations; the remaining 
60 percent is allocated to training, leave, and other activities. 

We estimated that 12 percent of all examination staff would be support 
personnel. For our approximation of staff support, we began with the 
estimate contained in the 1984 Treasury report on a VAT, which predicted 
that 17 percent of all examination staff- years would be support staff-years. 
The qualitative improvements in office automation that have occurred 
since that date would, in our estimation, reduce the proportion of support 
staff required by the enforcement function. 

Management staff were calculated at GS-14, currently the most 
predominant staff level for managers in IRS tax enforcement. StafT support 
was calculated at GS-6, midway between levels GS-6 and GS7, which 
comprise the bulk of lower level stafiing in IRS enforcement. All levels are 
calculated at Step 6 per the advice of the Office of Personnel Management 
contained in Office of Management and Budget (OMB) Circular A-76 
(Revised). Salary levels were calculated by multiplying GS salary levels 
(nonspecial rate) effective January 13,1991, by the February 28,1991, 
OMB-SpeciFed pay raise assumptions for the years 1992,1993,1994, and 
1996. ‘I’he salary multiplier for government-supplied benefits is 1.2966 per 
OMB Circular A-76 (Revised) and includes retirement, health, and fringe A 
benefits. 

Aud& Costs for Alternate 
Thr&sholds 

The effects of the two alternate thresholds of $26,000 and $100,000 on the 
allocation and costs of audit resources are detailed in tables III.7 and III.3 
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Table 111.7: Allocetlon and Coot@ of Audit Rerourcw-$25,000 Throrhold 
Percent 

Number of audited Audlt8 Hour8 Examlner Other staff Total staff costs 
Gross recelptr taxpayer@ annually (thouaand8) per audit ataff year8 years (1995 dollars) 
Under $25,000 2,200,OOO 5.0 110.0 4 422 117 $29,851,527 
$25,000 - $99,999 4,600,OOO 7.5 345.0 6 1,984 549 140,437,867 
$100,ooo - $249,999 2,400,OOO 10.0 240.0 8 1,840 509 133,966,149 
$250.000 - $499.999 1.300.000 12.5 162.5 10 1,557 431 113,382,808 . 
$500,~000 - a9991999 750,000 15.0 112.5 12 1,294 358 94,194,948 
$1 ,OwxMI - $4,999,999 750,000 25.0 187.5 16 2,875 795 223,512,395 
$5,000,000 - $9,999,999 100,000 50.0 50.0 24 1,150 318 91,685,534 
$10.000.000 - $99.999999 100.000 75.0 75.0 40 - ~.~~~.~ . , 2,875 795 243,316,598 

Over ~lOO,OOO,OoO 10,000 100.0 10.0 80 767 212 67,101,438 

Totals $1,137,920,956 12,210,000 10.6 11292.5 11.9 14,763 4,087 
bNumbers differ from estimated total of 12,202,OOO taxpayers due to rounding. 

Source: GAO estimates. 

Table 111.8: Allocatlon and Cortr of Audlt Resources-$l00,000 Threshold 
Percent 

Number of audited Audlts Hours Examlner Other staff Total staff costs 
Gross recelptr taxpayer@ annually (thousands) per audit staff years year8 (1995 dollars) 
Under $25,000 2,200,OOO 5.0 110.0 4 422 117 $29,851,527 
$25,000 - $99,999 1,400,ooo 7.5 105.0 6 604 168 $42,741,959 
$ 100,kxlO - $249,999 2,400,OOO 10.0 240.0 8 1,840 509 $133,966,149 
$25O,OOO - $499,999 1,300,OOO 12.5 162.5 10 1,557 431 $113,382,808 
$500,1000 - $999,999 750,000 15.0 112.5 12 1,294 358 $94,194,948 
$1 ,ocQooO - $4,999,999 750,000 25.0 187.5 16 2,875 795 $223,512,395 

$5,m,ooo - $9,999,999 100,000 50.0 50.0 24 1,150 318 $91,685,534 

$10.000.000 _ _,_/ - _,_-_ - $99999.999 _-.,...,. ~~ 100.000 75.0 75.0 40 2,875 795 $243,316,598 
Over $lOO,OOO,OOO 10,000 100.0 10.0 80 767 212 $67,101,438 
Total / 

j 9,010,000 11.7 1,052.5 13 13,383 3,704 $1,040,170,557 
I LNumbers differ from estimated total of 8,978,OOO taxpayers due to rounding. 

Source: GAO estimates. 
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Appendix IV 

Taxpayer Services’ Costs 

We estimated costs for taxpayer services in three general categories: staff, 
publications, and telephone assistance. These categories appeared to be 
the areas where the most additional costs would be incurred if public 
service time were used for advertising. A stmunary of these costs appears 
in table NJ. 

Table IV.1 : Estlmated Annual 
Recurrlng Costs for Taxpayer Servlcer 
for Three Thresholds 

Costs in millions of 1995 dollars 
Threshold 

No More than More than 
threshold $25,000 $100,000 

Staff 161.1 51.9 32.2 
Telephone usage 34.5 18.3 12.2 
Publications 14.8 7.4 5.5 
Total 
Note: Simple VAT assumed for all threshold levels. 

Source: GAO estlmates. 

$210.4 $77.6 $49.9 

Co&3 for Staff Current IRS staffing levels show the large role that “Other” positions have 
played in the IRS taxpayer services function. In addition to the other 
full-time permanent positions, there were temporary employees who 
traditionally worked early in the year during the income tax season. In 
recent years IRS has been trying to retain more of the temporary employees 
as year-round personnel. Table IV.2 indicates a shift among the taxpayer 
services personnel categories; we used the distribution planned for 1993. 

Table IV.2: Current Levels of IRS 
Taxpayer Senrlces Staff Number of Number of 

Taxpayer servlces posltlons In Percent of posltlons In Percent of A 
personnel 1991 total In 1991 1993 total In 1993 
Taxpayer Service 

Specialists 1,437 16.6 1,897 23.0 
Taxpayer Service 

Representatives 2,563 29.7 3,099 37.5 
Other (full-time, 

part-time, temporary, 
WAE, or permanent) 4,631 53.7 3,258 39.5 

Total 8,631 100.0 8,254. 100.0 

‘Total excludes 100 Tax Law Specialists in the 1993 IRS staffing estimate. 

Source: IRS budget document for 1993. 
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In IRS about 7 percent of the 116,000 average positions (realized in 
1991) were taxpayer services staff. This contrasts with Canada’s ongoing 
taxpayer education staff for its GST, which is between 600 and 600, or 
about 11 percent of the 4,700 to 6,200 GST employees.’ During the Canadian 
transition to the GST, 1,600 staff worked primarily on taxpayer education. 

To make assumptions about U.S. staff levels, we looked at the ratio of 
taxpayer services personnel to the number of taxpayers in Canada and a 
few states. (See table IV.3.) The wide variations in the ratios between the 
taxing authorities may result from the relative degree of tax complexity, 
emphasis on taxpayer services, and/or funding levels. 

table IV.3 Ratio of Taxpayer Services 
Personnel to Taxpayers Number of Number of 

taxpayer taxpayers per 
services Number of taxpayer service 

Taxing authority personnel taxpayers person 
IRS (all taxes) 7,449 113,320,413 15,213 
Canada - GST 550 1,737,741 3,160 
Texas - RST 52 450,000 8,654 
Tennessee - RST 39 146,021 3,744 
Illinois - FIST 30 222,000 7,400 
Nebraska - RST 20 70,524 3,526 
Massachusetts - RST 8 212,850 26,606 
Note: GST is a goods and services tax, and RST is a retail sales tax. 

Source: Interviews wlth and correspondence from appropriate tax administrators. 

The following assumptions for taxpayer services personnel levels reflect 
the varying degree of taxpayer services required depending on the size of 
business and the complexity of the tax. For example, under a complex tax, 
we estimated that 1 taxpayer services person would be required for every 
2,000 taxpayers with less than $26,000 annual gross receipts. Under a 
simple VAT, for taxpayers with gross receipts in excess of $100,000, we 
judgmentally selected a ratio of 1 taxpayer services person for every 
10,000 taxpayers. The assumptions for each gross receipts level are shown 
in table lV.4. 

‘In New Zealand, the GST taxpayer services staff are totally integrated with other taxes, and no 
estimates of staffiig levels could be obtained. 
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Table IV.4: Estlmated Ratlo of 
Taxpayer Services Personnel to VAT 
Taxpayers by Buslnebr Or088 
Recelptr and Tax Complexity 

Busln88s88’ level of gross recelptr 
Less than $25,000 

$25,000 to $100,000 
More than $100,000 

Source: GAO estimates. 

Simple VAT Complex VAT 
1:4,000 1:2,000 
1:6,000 1:4,000 

1:10,000 1:8,ooO 

According to these assumptions, for 24.4 million taxpayers with the basic 
VAT, an additional 4,600 taxpayer services staff would be required for the 
basic (simple) VAT, while a complex tax would require about 8,026 
additional taxpayer services staff. (See table IV.6.) The ratio of taxpayers 
per taxpayer services person for the simple VAT is 6,422, and for the 
complex VAT, 3,040; both ratios fall well within the ranges shown in table 
IV.3. If threshold levels existed, the number of personnel required for 
taxpayer services could decrease significantly. 

Table IV.5: Estimated Number of 
Addltlonal Taxpayer Servlcecr 
Personnel Requlred Under Simple and 
Complex Value-Added Taxes for Basic 
VAT and Two Thresholds 

I 
, 

Threshold 
No threshold 

More than $25,000 

Number of 
taxpayers 

24.4 million 
12.2 million 

Simple 
VAT 

4,500 
(basic VAT) 

1,450 

Complex 
VAT 

8,025 
1,925 

More than $100,000 9 million 

Source: GAO estimates based on ratios shown in Table IV.4. 

900 1,125 

We assumed that the taxpayer services workload could be integrated in 
the existing IRS function, and additional staff would be dedicated to 
providing information on all taxes. The grade levels of additional taxpayer 
services personnel are assumed to be approximately the same as current 4 
IRS staff levels, Table IV.6 shows how the staff might be distributed among 
the IRS staff levels and the associated costs. 
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Table IV.6: Eatlmatod Level and Personnel Coat8 of Taxwver Servlcor Staff for Basic VAT In 1995 
Costs in millions of 1995 dollars 

Threshold and Item 
Percent of total personnel 
Average annual salary and benefits 
No threshold 

Number of positions 
Personnel costs 

Tupayer Service Taxpayer Service Other (full-tlmo, 
Total’ speclrllote Repre8entatlver permanent) 

100 23 38 39 
$38,938 $31,341 $39,479 

4,500 1,035 1,710 1,755 
$161.1 $38.2 $53.6 $69.3 

More than $25,000 threshold 
Number of positions 
Personnel costs 

1,450 333 551 566 
$51.9 $12.3 $17.3 $22.3 

More than $100.000 threshold 
Number of positions 
Personnel costs 

900 207 342 
$32.2 $7.6 $10.7 

@Distribution Is same as estimated for 1993. 

Source: GAO estimates based on current IRS staffing and salary levels. 

In 1984, IRS estimated that existing taxpayer services personnel would 
require 2 or 3 days of VAT training. We assumed 2 days of training for a 
simple VAT and 3 days of training for a more complex VAT. Table IV.7 shows 
the estimated costs, based on 1993 staffing levels, of providing VAT @dning 
to taxpayer service personnel; these are included as transition costs (ch. 
0 

Tablet IV.7: Costs of Tralnlng Current 
IRS Tbxpayer Servicer Personnel Costs in thousands of 1995 dollars 

1993 A 
Number of Dally salary Total coet Total cost 

Personnel type employees 81 beneflts 2 Days 3 Days 
Tax Law Specialist 100 $207 $41.4 $62.1 
Taxpayer Service 

Representative 3,100 142 880.4 1,320.6 
Taxpayer Service Specialist 1,900 120 456.0 684.0 
Other (full- and part-time) 3,260 151 984.5 1,476.a 
Total 8,360 $2,362.3 $3,543.5 
Source: GAO estimates based on projections of IRS staffing in 1992 Budget document and 
current salary levels (inflated). 
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Telephone Services’ $ 
costs Canadian taxpayers’ inquiries about the new os+r averaged 2.2 calls per 

taxpayer during the first year of operation. In the U.S. inquiries about the 
long-established employment tax averaged .21 calls per taxpayer. 
Taxpayers’ unfamiliarity with the new GUT and the relative complexity of it, 
as compared with the U.S. employment tax, may account for the 
difference. 

Table IV.& Number of Taxpayer 
Servicer telephone Call8 Per Taxpeyer 
Recorded Annually 

Taxing authorlty Calls per taxpayer 
IRS (all taxes) .328 
IRS (employment taxes) -21 
Canada (GST, only) 2.2 
Texas 2.2 
New York .53 
Massachusetts .14 
Illinois $27 

1Calls (including toll-free and TeleTax) per return filed for all types of taxes. 

Source: Interviews and correspondence with approprlate tax administrators. 

From these data we judgmentally selected the assumption for the basic VAT 
that each small business taxpayer would make an annual average of 1.7 
calls during the transition period and 1 call after the frost year. (See table 
lV.9.) A more complex VAT, with multiple rates or exemptions, might 
generate 2 calls per small business taxpayer during the transition period 
and 1.2 calls after that. 

Table 1v.Q: Estimated Number of Call8 
Annually Per VAT Taxpeyer for 
Taxpajler Servlcer 

/ 

Burlneree# level of gross 
recelptr 
Less than $25,000 
$25,000-$100,000 
More than $100,000 
Source: GAO estimates. 

Simple Complex 
VAT- VAT- 

tronsltlon tronsltlon 
1.7 2.0 

1.45 1.7 
1.0 1.2 

Simple 
VAT- 

ongolng 
1.0 
-85 

96 

Complex 
VAT- A 

ongolng 
1.2 
1.0 

.7 

We reviewed the experiences of states to determine the number of calls 
received per line and the length of the calls and found a wide variation in 
the number of calls received per line. (See table IV.10.) The IRS averaged 
about 3,600 calls per line during the peak-load 17-week income tax filing 
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season, or about 40 per day for the 86 business days. This equates to over 
10,000 calls per line for a full year, which was the assumption selected for 
an ongoing (recurring) call load for the basic (simple) VAT. The states we 
contacted reported that the length of calls averaged 2 to 3 minutes after 
call queuing ended. 

Table IV.10: Average Number of Taxpayer Servicer Call8 Per Hour on WI-Number Lines 
Average 

Number of Calls per line mlnutes per 
Taxlng authorlty Type of tax llnea Calls per year per year call’ 
Internal Revenue Service I ncomeb 17,860,OOO 

(800-number) (17-week filing 3,427 (17-week 
5,212 season) filing season) 3.5 

New York Sales 
(800-number) 15 375,000 25,000 3 

Mass$chusetts Sales 
(Toll number) 12 30,000 2,500 2 

Texas Sales 
(8OGnumber) 1OOC 1 million 10,000 3 

Illinois Sales 
(800-number) (+8 seasof$ 60,000 1,579 4-5 

Note: Data for Canada are unavailable. 

‘Call queuing Is excluded from the times shown here, except for Illinois. 
New York - average length of call is 6 minutes (3 of which Is call queuing) 
Massachusetts -average length Is 2 minutes 
Texas - average length is 4.5 minutes (1.5 of which is call queuing) 
IRS - average length of call during a 1 -week period is 3.5 minutes; 2.5 minutes additional is call 
queuing. 

blRS data are ‘flllng season” data and would be likely to be income tax inquiries. 

cLlnes allocated to Taxpayer Information and Collections. 

Source: lntervlews and correspondence with appropriate tax administrators. 

For the basic VAT design with no threshold, we estimated 2,030 new 
80fkuunber lines would be required to handle the calls beyond IRS' 
currently installed 800-number lines, based on the estimated call load and 
call length. (See table IV. 11 J If a VAT were more complex, we estimated 
2,930 additional lines might be required for the same number of taxpayers, 
assuming more and longer calls. The number of calls regarding the VAT 
were estimated to range from 6.4 million for a simple VAT with the $100,000 
threshold level to 23.4 million for a complex VAT with everyone taxed. 

Page 140 GAWGGD-99-79 VAT Adminietratlon Coats 



-- 
Table IV.1 1: Estlmated Addltlonal Telephone Linrr Required Annually for Simple (Basic) and Complex VAT 

Simple VAT- 
Number of Slmpie VAT- Number of Ilneo Complex VAT- 
taxpayer0 Number of calls (010,000 call:l~ Number of calls 

Threshold (In millions) (In mllllonr) (In mllllonr) 
No threshold 24.4 20.3 2,030 23.4 

Complex VAT- 
Number of lines 

(08,000 call;l,,; 

2,930 
More than $25,000 12.2 8.1 810 a.8 1,100 
More than $100,000 9.0 5.4 540 5.6 700 

Source: GAO estimates. 

During the transition period, the number of calls per taxpayer would be 
expected to be considerably higher, as shown in table IV.9. We assumed 
that a slightly longer length of call for a complex VAT or during the 
transition to the VAT would reduce the calls per line per year to 8,000. Line 
installation for the VAT would occur during the transition period, and the 
cost is included in transition costs. This would be about $1 million for the 
basic VAT. Because of the expected heavier call load during transition, 
more lines would be installed for this period than would be retained after 
the tax is established. 

Table IV.12: Estimated lnstallatlon Costs for Addltlonal Telephone Lines Requlred During Transltlon for Slmple (Basic) and 
Complex VAT 
Costs in thousands of 1995 dollars 

Slmple VAT Complex VAT 
Number of tax Number of Number of 

ayero calls Number of cost of calls Number of cost of 
Threshold (In mllllons) (In mllllons) Ilne8 lines (in mllllons) lines lines 
None 24.4 34.4 4,300 $1,007.6 37.8 4,730 $1,108.3 
More than $25,000 12.2 13.6 1,700 $398.3 14.4 1,800 $421.8 4 
More ttian $100,000 9.0 9.0 1,125 $263,6 10.8 1,350 $316.3 

Source: GAO estimates based on call load and telephone line estimates and line installation 
charges from IRS Telefile telecommunications consultant. 

Usage charges for the various numbers of taxpayers and types of VAT are 
shown in table IV. 13. At a charge of $7.20 per houq2 the annual usage 
charges for the basic VAT would be $30.6 million. Inflated to 1996 dollars, 
the usage charges for the basic VAT are $34.6 million. 

we used $7.20 per hour 88 an average current charge. 
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Table IV.1 3: Annual Wage Charger for 
Telephone Liner for Simple (Basic) and 
Complex VAT 

Numbers in millions 

Threehold 
None 

Simple VAT Telephone ““VX Telephone 
- Number line wage Number of llne wage 

of IIn charge8 liner charges 
2,030 $34.5 2,930 $49.9 

More than $25,000 810 $13.8 1,100 $18.7 
More than $100,000 540 $9.2 700 $11.9 

Note: Telephone line usage is based on a-hour days and 261 working days per year. 

Source: GAO estimates based on data from table IV.12 and IRS TeleFlle telecommunications 
consultant. 

Another vehicle for information dissemination is an electronic inquiry 
system, such as an electronic bulletin board with a database of questions 
and answers. Canada’s experience indicates that this is an expensive 
service, however, and it is unclear whether its cost is justified by its 
usefulness. 

Major Publications 
Co$ts 

similar to those in other countries. Revenue Canada developed three types 
of publications for use during transition to the GST and for ongoing 
education: 

(1) A registration booklet and kit, nontechnical, were developed that 
included a U-page pamphlet designed to persuade and assist businesses in 
registering for GsT. The kits were sent to all 1.7 million potential taxpayers. 

(2) Thirty separate guides in layman’s language were developed to 
comprehensively explain the GST to business sectors, such as farmers, 
fmhermen, charities, hotels, retailers, etc. 

(3) Memoranda and technical information bulletins, which were 
issue-specific technical documents, were directed only to professional tax 
preparers. 

In addition to revising and reprinting these existing publications as 
warranted, Revenue Canada planned to publish 96 additional publications, 
mostly routine memoranda and technical information bulletins for tax 
professionals, during the second year of GST operations. The newsletter, 
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initiated during the first year of the tax to attempt to keep taxpayers 
informed of changes and new developments, was considered useful 
enough to merit continued publishing and mailing to 2 million taxpayers. 

The number of documents necessary for a U.S. VAT would be directly 
affected by the complexity of the tax. VAT publications could include (1) a 
major technical document similar to the current Circular E, which, 
explains the employment tax to taxpayers; (2) sector guides to explain the 
tax to businessmen in various specific sectors; (3) registration forms; 
(4) returns (if used) and directions for filling out the returns or filing 
electronically; and (6) technical bulletins. 

Many current publications, such as Publication 334 (guide for small 
businesses), Publication 17 (section for partnerships and sole proprietors), 
Publications 633,642,641, and 633 (all of which provide guidance to 
businesses), could be amended to include VAT information, and little 
additional publications cost would be incurred. 

A major publication would be IRS’ counterpart to the Canadian Guide for 
Small Business, Publications costs in 1991 for IRS’ Circular E (Publication 
16-Employer’s Tax Guide), which is somewhat larger than the Canadian 
GST Guide for Small Business, were approximately $770,000 for printing 
9.3 million copies and $1 million for direct mailing to approximately 
6.7 million taxpayers (2 mailings for each business on the mailing list). We 
asswned the VAT costs per taxpayer would be approximately the same as 
those for IRS Circular E-8.3 cents per copy to print and 16.1 cents per 
copy to mail. All IRS taxpayer information publications are printed on 
newsprint, and forms are done on more expensive paper stock. Inflating 
these figures to the number of VAT taxpayers with a basic VAT, the total 
costs for a guide similar to Canada’s would be approximately 
$12.9 million---%.6 million for printing and $7.4 million for mailing. 

Other documents, such as memoranda and technical information bulletins, 
would be needed with a complex VAT. They would cover the basic 
legislation and regulations and questions pertaining to these and would be 
published by IRS’ Office of Chief Counsel. Relatively inexpensive to print, 
they could be issued routinely to tax professionals and others as 
necessary, and their mailing costs would probably be more significant than 
the printing costs. This type of document could be transmitted 
electronically to taxpayers who were properly equipped. Because there 
are so many unknowns about these documents, such as the frequency and 
size, which would be dependent on the complexity of the tax and other 
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taxpayer education services, we did not make any estimate of number or 
cost. 

With a basic VAT, sector guides that clarify the way the tax would apply to 
the different kinds of business, such as manufacturers, retailers, services, 
and farmers, probably would not be necessary. These guides could be 
necessary if the VAT were more complex, but since they are much smaller 
and less technical than the Guide for Small Business, they would be less 
expensive to print. Mailing could be a larger cost factor, however. 

Publications development would require an additional one or two GS-13 
staff members, according to an IRS offkial. Printing and mailing services 
are contracted by IRS with the U.S. Government Printing Of&e. 
Publications costs included in our estimate are shown in table IV.14. 

Table IV.14: Annual Recurrlng Costs 
for Publlcatlons Costs in millions of 1995 dollars 

Item 

More than 
No threshold More than $25,000 $100,000 

Numbell Costs Number Costs Numbell Costs 
Registration/ 

informational materials 67.3 $14.7 33.7 $7.3 24.8 $5.4 

Printed 67.3 6.3 33.7 3.2 24.8 2.3 

Mailed 48.8 8.3 24.4 4.2 18.0 3.1 
Staff 2 FTE 0.1 2 FFE 0.1 2 FTE 0.1 

Total $14.5 $7.4 $5.5 

Note: Detail may not add to total due to rounding. 

1Number of printed and mailed items in millions. 

Source: GAO estimates based on current IRS data and discussions with Revenue Canada 
officials. 

For transition costs, we applied a factor of four times the total cost (with 
no threshold) to cover printing and mailing two to three copies of the 
major publication and additional minor publications. 
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Appendix V 

Comments F’rom the Internal Revenue 
Service 

DEPARTMENT OF THE TREASURY 
INTERNAL REVENUE SERVICE 

WASHINGTON. D.C. 20224 

ml 0 8 1993 

Mr. Richard L. Fogel 
Assistant Comptroller General 
United States General Accounting Office 
Washington, DC 20548 

Dear Wr. Fogel: 

We appreciate the opportunity to review your draft report 
entitled "Value-Added Taxr Administrative Costs Vary with 
Complexity and Number of Businessesn (Report). The GAO has 
undertaken a comprehensive review of the potential administrative 
concerns of implementing a Value-Added Tax (VAT) in the United 
States. On the whole, it appears to be a very balanced 
presentation. 

We concur with the GAO that it is imperative to keep any VAT 
legielation as simple as possible, GAO projects a substantial 
increase in the administrative and compliance costs associated 
with the more complex VAT given any exemptions, multiple ratings 
or other exceptions. We believe even these increases are 
understated. 

A number of other concerns merit further attention. First, 
because we have no prior experience administering this type of 
tax, we have no experience from which to gauge the validity of 
many of the assumptions. For example, the Report assumes that 
examinations will take an average of nine hours and this was the 
baeis for projecting total Examination staffing. To the extent 
the nine hour assumption is valid, the projected staffing would 
appear to be valid. On the other hand, if the VAT examinations 
of the largest corporations, including multinational 
corporations, approximate the difficulty of examining transfer 
pricing issues, the estimated average time is substantially 
understated. Even more important, because the Congress has not 
yet considered specific VAT alternatives, many of the 
asaumptiona, while generally credible, may not apply to any VAT 
ultimately enacted. 

Second, there are so many variables, we caution against 
reliance on the staffing and cost estimates included in the 
Report. For example, we are particularly concerned that there 
was very little discuesion of the difficulty of administering a 
VAT on services. Also, in a number of critical areas, staffing, 
costs and target effective dates may be too optimistic. 
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Service 

See comment 1. 
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Mr. Richard L. Fogel 

Third, we are concerned that GAO's projections of filers is 
understated to the extent that non-profit organizations decide to 
register to claim credits for taxes paid. Exemption from a VAT 
does not exempt an organization from the requirement to pay the 
tax on products it purchases; it simply exempts them from paying 
over tax on products they sell. Since many of these 
organizations have minimal sales, the effect of an exemption 
from a VAT is the loss of a refund of taxes paid on purchases. 
For this reason, most VAT legislation permits these organizations 
voluntarily to register to participate in the VAT. We estimate 
that there are more than one million exempt organizations on our 
master file. 
churches, 

Many othera that are tax exempt, including 
are not included. To the extent these organizations 

register to claim refunds of VAT taxes paid, IRS' processing, 
aesistance, and compliance costs would increase. For the same 
reasons, while there would be some decrease in administrative 
costs if the VAT rules exempt small businesses, we do not believe 
the savings would be as substantial as projected in the Report. 
Many of these businesses would also register to receive a refund 
of tax paid. Moreover, to the extent unregietered businesses 
avoid paying the tax altogether, any savings in our 
administrative costs would be offset by increased enforcement 
COBtS. 

Fourth, because of the magnitude of the necessary 
implementation actions, we believe that a minimum of 24 months 
from the date of actual enactment would be needed to plan for 
effective implementation. There also needs to be adequate lead 
time, after enactment and before implementation, to educate 
taxpayers on this new tax. 

Fifth, if only upgrades or enhancements to existing computer 
and processing systems are required, it may be possible to make 
the necessary acquisitions during the two-year implementation 
period. However, if significant new computer systema or 
equipment are required, it would take additional lead time to 
acquire such equipment. The primary determinants of this need 
will be the size and composition of the taxpayer population, the 
frequency, method and timing of the filing requirements, the 
requirements to file electronically and the ability of the 
Service to place its future processing system on-line in advance 
of VAT registration and filing requirements. At this time, most 
of these factors are either unknown or have not been resolved. 

Similarly, to bring on board the number of additional 
projected staff in such a short time frame and to acquire space, 
equipment, and supplies would be problematic if not impossible. 
Even assuming some kind of excepted hiring authority, we 
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Mr. Richard L. Fogel 

anticipate difficulty in accommodating such a massive influx of 
new rtaff without substantial disruption of oux current programs. 

Sixth, another area not fully addreosed in this Report, and 
which aould have substantial impact on our administrative costs, 
is whether there will be modifications to the existing federal 
tax struoture. For example, it is not clear whether credits or 
offsets to income and employment tax liabilities are anticipated. 
This example is just one of many rules which must be explicit in 
deeigning computer systems and compliance programs. 

Seventh, successful implementation of a VAT is ae much a 
faator of planning and preparation by governmental agencies as by 
the taxpayer community. To achieve this, extensive consultation 
with stakeholders, such as industry groups, tax practitioners, 
software developers, affected federal agencies and state 

overnmente will be needed in developing the mechanics of VAT 
%I plementation. 

Enclosed are our specific comments to the various sections 
of the Report. These comments address IRS functional and eupport 
staffing assumptions, the filing and proceasing of returns, the 
impact of a VAT on nonprofit organizations, and various 
assumptions dealing with the Collection and Examination 
functions. 

Thank you for the opportunity to comment on your Report. 

Best regards. 

&ichael P. Dolan 
Acting commis8ioner 

Enclosure 
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The following are GAO’S comments on IRS’ letter dated February 8,1993. 

GAOComments 1. IRS expressed concern that our estimate of 100,000 nonprofit 
organizations included in VAT taxpayers is understated. Although our 
estimate was based on the number of returns now being filed under the 
corporate income tax, we agree there could be as many as a million 
nonprofit taxpayers, as IRS states. It is difilcult to estimate how many 
nonprofits would enter a VAT system to file for refunds, whether or not 
they have VAT sales to report. Organizations would have to weight the 
benefits of obtaining refunds against the compliance costs of such items as 
bookkeeping. 

If 1 million nonprofit organizations enter the VAT system under a basic VAT, 
900,000 would be added to the approximately 100,000 included in the 
report. Table V. 1 shows our estimate of costs if all 300,000 nonprofit 
organizations were small businesses (less than $26,000 annual gross 
receipts). Under the basic VAT, the rate of refunds is assumed to be 
16 percent. However, if the nonprofits enter the system primarily for the 
purpose of obtaining refunds, the refund rate would escalate. Therefore, in 
addition to the lbpercent rate of refund, we made an estimate using a 
SO-percent rate of refund. Including the 300,000 additional nonproflts 
would increase the costs by about $3 million over the $129 million total 
costs for returns processing shown in the report. The additional costs 
would accrue only to the basic VAT and not to the other threshold levels in 
which businesses with less than $26,000 annual gross receipts are not 
taxed, except as those businesses chose to file voluntarily. 

Table V.l: Costs for 000,000 Additional Nonprofit Organizations 
Costs in thousands of dollars 

, 
Returns 

VAT Sbenarlo 
Payments 

processing Mailing processing Registration 
Basic VAT -15% rate of 

refunids $1,854.2 $201 .o $590.9 $366.8 

1, 

Refunds 
IRS FMS Total 

$62.7 $54.7 $3,130.3 
Basic VAT -50% rate of 

refunbs $1,854.2 $201 .o $590.9 $366.8 $208.8 $182.4 $3,404.1 
Source: GAO estimates. 

We agree that the group of voluntary small business filers may have an 
over-representation of refund recipients. However, we have no data on 
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how significant the amount of refunds would be. Thus, we did not adjust 
our estimates of revenue losses to account for increased refunds. Small 
businesses that do not choose to register would still be paying the VAT on 
goods purchased. This point is discussed in ch, 4, pp. 61-62. 

2. Hiring massive numbers of new staff and acquiring space and equipment 
could, according to IRK, create diftlculties. We agree that this situation 
would present a management challenge to IRS. 

3. Since we did not make any assumptions regarding the manner in which 
perceived regressivity would be offset, we made no allowance for 
modifications in the existing federal income tax system. If Congress 
decided to expand refundable tax credits to a larger population, the 
number of eligible recipients could increase sigmficantly, and additional 
resources may be needed to cover administrative costs. 



Appendix VI 

Comments From the U.S. Customs Service 

DEPARTMENTOFTHETREASURY 
U.S. CUSTOMS SERVICE 

WASWINSTON. D.C. 

ENT-l-CO:TO:E:CS RLB 

Mm Wary Phillips 
U.S. General Accounting Office 
Washington, D.C. 20548 

Dear Ms Phillips: 

On December 17, 1992, representatives from the Generol 
Accounting Office (GAO) provided a briefing to U.S. Customs 
regarding administrative costs associated with the implementation 
of a Value Added Tax (VAT) on businesses. At the close of the 
meeting, Customs was requested to provide a written response to 
GAO indicating our concerns about implementing a VAT and how it 
will affect Customs operations. 

We understand that GAO plans to issue the VAT report in the 
near future. The report is aimed at providing guidance to 
Congress should it decide to review the feasibility of 
implementing a VAT. We also understand that the report will be 
made available to the public. 

We are currently in the process of surveying the various 
offices within the Office of Commercial Operations, as well as 
our Regional and District offices, for their opinions regarding 
the VAT report. This will enable Customs to provide GAO with a 
comprehensive assessment on the full range of issues associated 
with the implementation of the VAT. Though it will not be 
possible to provide the results of the survey to GAO before the 
report is scheduled to be released, we, nevertheless, would like 
to offer some preliminary comments on the subject. 

0 The VAT will be assessed on the Customs value of imported 
goods. Customs will assess the tax and collect it. Unless 
the proposals contain exemptions to cover certain types of 
importations, the VAT will be levied on goods which enter 
the U.S. duty free, or assessed against merchandise having 
little value. Parameters should be established which would 
exempt certain transactions from the VAT, e.g. low value 
shipments, passengers who declare less than $400 in value of 
articles acquired abroad, etc. Otherwise, new procedures 
will need to be established for situationswhere we do not 
currently concentrate our efforts. 

4 
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0 We suggest that, if implemented, the program by handled in 
an automated environment. A manual eystem that relies on 
paper documents would be difficult to manage. The Customs 
Automated COa!m%rCial System (ACS) currently processes 
approximately 92 percent of U.S. import transactions. The 
automation of export transactions is not as highly developed 
as that for imports. The Automated Export System is 
currently being developed and the approximate cost is 
anticipated to be $38 million over the next five years. 

0 The relationship between the VAT and drawback (Customs 
refund program) needs to be considered in light of the 
current regulations and procedures. The VAT will not only 
be refunded upon the exportation of goods that were 
previously imported, but also on goods of domestic origin. 
A linkage between Customs and some other designated agency 
would be required to verify claims for these refunds. 

0 We suggest that protests of VAT assessments and refunds be 
handled by an agency other than Customs. This will maintain 
the integrity of the collection and refund processes, as 
well as provide the necessary internal control mechanisms. 
The Customs export data could be used for verification of 
claims. However, discussions will have to take place on 
this issue because Customs is currently prevented from 
releasing business proprietary information by the Trade 
Secrets Act. 

0 It is appreciated that the analysis of the role of Customs 
at this stage must necessarily be based on generalizations 
and assumptions. Customs valuation procedures, as well as 
the operational impact on this agency, will have to be 
considered in more detail. In addition, new regulations and 
procedures would have to be created for the collection of 
the VAT on services. 

0 Many Customs administrations throughout the world are 
responsible for collecting VAT and other taxes and have 
devoted substantial resources in this effort. At the 
appropriate time in the future, U.S. Customs would be 
pleased to consult with these administrations to draw upon 
their experiences in administering this type of program. 
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The Customs Service apprecPates the opportunity to comment 
on this new proposed tax policy. We appreciate the information 
that GAO has provided regarding this program and request that we 
be kept informed of any developments in the future that may 
affect our role in the implementation and collection of this tax. 

Sincerely, 

P Commissioner 
Office of Commercial Operations 

A 
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Comments From the International Monetary 
Fund 

INTERNATIONAL MONETARY FUND 
WASHINGTON. D. C. 20431 

November 25. 1992 

Dssr Mr. Fogel: 

Thank you for the opportunity to review and comment on the report 
entitled, “Value-Added Tax: Administrative Costs Vary with Complexity and 
Number of Businsssss.” It is obvious that GAO staff spent a great deal of 
time snd effort In preparing this comprehensive document. I agree with the 
overall premises of the draft report that more tax rates, more exemptions 
with respect to specific goods, and more taxpayers will raise administrative 
COEts. However, certain basic issues have not been adequately addressed. 

The report’s estimates of administrative cost assume that 24.4 million 
businesses will be subject to the value-added tax (VAT). The rationale 
given is that Congress may want to apply the VAT to JJJJ businesses. 
Howaver. faw countries attempt to register all businesses under the VAT. 
The European Economic Community, with a population of about 345 million, 
collects VAT revenues equal to 7.3 percent of GDP &/ from only 
17.5 mfllion businesses. 2/ Why should the U.S., with a population of 
250 million, consider placing a VAT on 24.4 million businesses to collect, 
according to CBO estimates, less than 2.0 percent of GDP in VAT revenue? A 
well-designed VAT should contain a sales threshold, above which businesses 
must register and below which businesses may register only if they so 
desire. Since the report states that only 3 percent of the potential 
revenue would be lost if the number of taxpayers is reduced to 9 million, it 
makes sense for the report to emphasize the soundness of setting an 
appropriate threshold. Reducing the number of taxpayers not only cuts 
administrative costs, but also allows the tax administration to focus on the 
more productive work of promoting voluntary compliance (through adequate 
enforcement) among taxpayers with revenue significance. Note also that 
exempting small traders does not completely remove them from the VAT since 
they must generally pay VAT on their purchases. In addition, studies have 
shown that VAT compliance costs are relatively higher for smaller businesses 
than for larger ones. 

u &weighted average. 
2/ The number of taxpayers would be smaller if Italy had not chosen to 

tax all businesses (5 million). 

4 
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Audit covQla&Q 

There is an apparent contradiction between the executive summary, which 
states that the majority of audits would be focused on large taxpayers, and 
the body of the report, which states that audits of a wide distribution of 
taxpayers may help to deter non-compliance of all taxpayers. Our experience 
ie that a wide distribution of audits is necessary. However, these audits 
should be based on specific selection criteria, such as the mark-up ratio 
which is the ratio of salee to purchases, Ranking tAxpAybrs by this ratio 
and selecting for audit from those who have a mark-up ratio less than one 
improves the probability of positive audit findings. 

VAT audits should be isaua oriented, rather than comprshensiva. The 
reason, which the report should emphasize, is that independent issue- 
oriented audits can be performed in a relatively short timeframe and allow 
broader coverage of taxpayers. 

We have found also that the t ime-fACtOr is more important in VAT audits 
than income tax audits, which often review several prior years of filings. 
If VAT audits are not timely, the amount of revenue involved grows quickly 
and the possibility increases that the government will not be able to 
recover the additional revenue assessed. The time factor plus an i5sue- 
oriented audit strategy are the main reasons for having VAT audits separated 
from Income tax audits. It should be noted that VAT is a monthly or 
quarterly tax, while the Income tax is an annual tax. 

A major burden is placed on tax administration by separate filing and 
payment processes. The administration must spend many resources, which 
could have been used more productively, trying to match payments with 
returns. The report is not clear on what is being proposed, but if the 
costs of administering a VAT are to be kept at A minimum, filing and payment 
should be done simultaneously, even before electronic filing is fully 
implemented. 

The report states that the biggest disadvantages of zero-rating are the 
revenue loss that would ensue and the sharing of tax advantages by the poor 
and wealthy alike. However, the report overlooks another important 
disadvantage: zero-rating creates an additional burden on VAT 
administration by increasing the number of refunds. Refunds should be kept 
to a minimum because tax administration resources are diverted away from the 
more important objective of foetering voluntary compliance. 
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This summarizes my  major comments on the draft report. Furthor 
comments of a more detailed nature will be provided orally to your 8taff. 

Sincerely yours, 

Mr. Richard L. Fogel 
AAAiAtAnC COIUptrOllAr General 
General Government Division 
U.S. General Accounting Office 
Washington, D.C. 20548 

cc: Mr. Tanzi 
Mr. Taft 
Mrs. Ter-Ulnassian 
Mr. Silvani 
Mr. Vehorn 
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Major Contributors to This Report - 

General Government Thomas McCool, Assistant Director, Tax Policy and Administration 

Division, Washington, 
Issues 

DLL - 
Lynda Willis, Assistant Director 
J&n Hutton, Assignment Manager 
Mary Phillips, Evaluator-in-Charge 
Galen van Rensselaer, Evaluator 
Patricia McGuire, Technical Specialist 

Cincinnati Regional 
Office 

Robert Lidman, Issue Area Manager 
George Buerger, Evaluator 
Michael Enriquez, Evaluator 

Ktisas City Regional Ronda Price, Evaluator 

Office 

San Fhncisco 
Regional Office 

Ralph Block, Issue Area Manager 
Louis Roberts, Evaluator 

a 
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