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THE LEGISLATIVE POST Audit Committee and its
audit agency, the Legislative Division of Post Au-
dit, are the audit arm of Kansas government. The
programs and activities of State government now
cost about $10 billion a year. As legislators and
administrators try increasingly to allocate tax dol-
lars effectively and make government work more
efficiently, they need information to evaluate the
work of governmental agencies. The audit work
performed by Legislative Post Audit helps provide
that information.

We conduct our audit work in accordance
with applicable government auditing standards
set forth by the U.S. Government Accountability
Office. These standards pertain to the auditor’s
professional qualifications, the quality of the audit
work, and the characteristics of professional and
meaningful reports. The standards also have been
endorsed by the American Institute of Certified
Public Accountants and adopted by the Legisla-
tive Post Audit Committee.

The Legislative Post Audit Committee is
a bipartisan committee comprising five senators
and five representatives. Of the Senate members,
three are appointed by the President of the Sen-
ate and two are appointed by the Senate Minority
Leader. Of the Representatives, three are ap-
pointed by the Speaker of the House and two are
appointed by the Minority Leader.

Audits are performed at the direction of
the Legislative Post Audit Committee. Legisla-

tors or committees should make their requests
for performance audits through the Chairman
or any other member of the Committee. Copies
of all completed performance audits are avail-
able from the Division’s office.
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To.  Members, Legidative Post Audit Committee

Senator Derek Schmidt, Chair Representative John Edmonds, Vice-Chair
Senator Bill Bunten Representative Tom Burroughs
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Senator DaveKerr Representative Frank Miller
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Thisreport containsthefindings, conclusions, and recommendationsfrom our compl eted
performance audit, Tax Enforcement: A K-GOAL Audit Deter mining Whether the Department of
Revenue I's Collecting Delinquent Trust Taxes Owed the Sate..

Thereport a so contai ns appendi ces showing the collection activitiesduring fiscal year 2004 for
the Department of Revenue, and how the collection processisdifferent for casesdepending on arisk
score assigned to the case.

Thereport includes several recommendationsfor the Department of Revenue, and onefor the
House or Senate Taxation Committee. Wewould be happy to discussthese recommendations or any
other itemsinthereport with any legidative committees, individua legidators, or other State officias.

BarbaraJ. Hinton
LegidativePost Auditor
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Get the Big Picture

Read these Sections and Features:

1. Executive Summary - an overview of the questions we
asked and the answers we found.

2. Conclusion and Recommendations - are referenced in
the Executive Summary and appear in a box after each
question in the report.

3. Agency Response - also referenced in the Executive
Summary and is the last Appendix.

Helpful Tools for Getting to the Detail @~

= In most cases, an “At a Glance” description of the agency or
department appears within the first few pages of the main report.

* Side Headings point out key issues and findings.

= Charts/Tables may be found throughout the report, and help provide
a picture of what we found.

= Narrative text boxes can highlight interesting information, or
provide detailed examples of problems we found.

= Appendices may include additional supporting documentation, along

with the audit Scope Statement and Agency Response(s).

Legislative Division of Post Audit
800 SW Jackson Street, Suite 1200, Topeka, KS 66612-2212
Phone: 785-296-3792  E-Mail: lpa@lpa.state.ks.us
Web: www.kslegislature.org/postaudit




EXECUTIVE SUMMARY

LecIsLATIVE DivisioN oF PosTt AupiT

Overview of the State’s Trust Taxes and Delinquent Collection Process

Trust taxes are those taxes businesses collect or withhold on  ................. page 3
behalf of the State. State and local governments levy a variety of taxes
to fund their operations. People pay some of those taxes directly to the
government—including property taxes and income taxes. But many other
taxes, commonly referred to as “trust” taxes, are collected or withheld
directly by businesses, which are then required to send those taxes on to
the State. The largest of these include sales, withholding, and retailer’s
compensating use taxes.

Businesses that are delinquent on trust taxes are referred to - ooevveeeeen. page 4
the Department’s collections process. Those businesses may not file
a return on time, may not remit the amount shown on the returns they do
file, may bounce a check, or some combination of the three. The
Department’s computer flags these cases for referral to the automated tax
collection process, where they receive a series of progressively stringent
computer-generated letters and computer-prompted attempts to call. If
the business still doesn’t pay the delinquent trust taxes it owes, the
Department can issue a tax warrant and take other steps such as bank
levies, till taps, and garnishments.

Department staff handle most of these collection efforts, but if the
debtor has out-of-state assets, can’t be located, or the amount of
delinquent taxes is relatively small, the case may be handed over to a
private collections company the Department contracts with.

Question 1: Does the Department of Revenue Have Effective Procedures in Place
To Identify When Businesses Aren’t Paying the Taxes They Owe?

We focused primarily on the Department’s procedures for page 7
identifying businesses that weren’t registered or filing returns. The
agency has established a number of good practices for identifying
businesses that should be registered with the Department but aren’t, and
for determining when registered businesses aren't filing timely tax returns
or remitting the amount of taxed they owe. However, the Department has
access to other information that it doesn’t always use that could help it
gauge whether those businesses have filed returns and remitted the taxes
they owe.

The Department could use information from other localand page 8
state agencies to help identify unregistered businesses. The
Department makes a “tax-entity” list available on its web site to cities and
counties so that, among other things, they can help identify other
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businesses that are operating in their jurisdictions but aren’t on that list.
Despite the Department’s promotion efforts, only 27% of the counties and
39% of the cities in Kansas that levy sales taxes have accessed that list.
Increasing their use of that list could be a cost-effective way of identifying
more tax evaders.

In addition, because many State agencies license, permit, inspect,
or otherwise regulate some aspect of a variety of businesses, the
Department should try to match its list registered businesses the lists
those agencies maintain. To make this happen, agencies would need to
collect the same identifying numbers for a businesses (such as an FEIN
number) as the Department.

The Department also should develop a more systematic process
for handling the tips it receives from the public or other sources. Such tips
generally are directed to field agents, but aren’t logged in centrally within
the Department, and aren’t tracked or documented so that management
knows whether they were followed-up on, what the field agents found, and
whether those findings might be applicable to other businesses or
situations.

The Department can do more automated cross-checkingto ~ ............... page 10
identify businesses that aren’t registered for all applicable taxes.
The Department performs “tax clearance” checks to help ensure that the
businesses it licenses—motor vehicle dealers and businesses that sell
liquor—are registered for all applicable taxes and are current on all the
taxes they owe before they can be licensed or allowed to operate in
Kansas. It also performs these tax clearance checks for two other
agencies: the Department of Administration for vendors wanting to do
business with the State, and the Kansas Lottery for retailers wanting to sell
lottery tickets. Expanding the number of businesses required to get a tax
clearance check before they can receive a license or permit to operate
would provide a greater incentive for delinquent businesses to pay off their
tax debt.

The Department needs to improve its procedures for .. page 12
determining whether registered businesses are remitting the trust
taxes they owe. The Department has to rely on audits to definitively say
how much an individual or business actually owes in taxes, but it has
access to some internal information for motor vehicle dealers and liquor
retailers that could help it gauge whether those businesses have
significantly under-reported the taxes they owe. For example, the
Department requires motor vehicle dealers to submit monthly reports
showing the amounts of individual sales they made and taxes they
collected. However, it isn’t matching that information against the amount of
sales taxes those dealers actually remit to the State.

Officials within the Division of Motor Vehicles told us the
Department agreed motor vehicle field agents should compare sales tax
returns to the sales reports received from dealers. However, a motor
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vehicle field agent we spoke with said that hasn’t happened. Apparently, a
satisfactory process for sharing information between the Divisions of
Motor Vehicles and Taxation has not been implemented.

Kansas is similar to other states in the ways it identifies
unregistered and delinquent businesses. Like Kansas, Missouri
sends tax-entity reports to its cities and counties. All three states we
reviewed—California, Georgia, and Missouri—also have an automated
system for identifying businesses that don't file returns when they are due,
or that don’t pay the full amount shown on the returns they do file. Some
additional things the Department could do include establishing a hot line for
receiving tips from the public, and making use of the “Dodge Report” to
identify transient employers.

Question 1 Conclusion - page 14

Question 1 Recommendations — -eoeeeeee page 15

Question 2: Arethe Department’s Efforts To Collect UnpaidTaxes Effective?

Most businesses voluntarily remit the trust taxes they owe. page 18
During fiscal year 2004, the Department of Revenue collected more than
$4 billion from the six trust taxes we examined during this audit. New debt
of $191 million was referred for collection activity during the same year.

The longer delinquent taxes remain uncollected, the less likely
they’ll ever be paid. Acting quickly to collect delinquent taxes increases
the likelihood they’ll be paid. Those chances diminish as time goes by
because some businesses may file for bankruptcy or close down. In
addition, the longer a business operates without remitting the taxes owed,
the larger the unpaid balances become, and the more difficult it is to find
the money to pay them.

Department records show that the amount of delinquent trust
taxes owed has grown to $195 million. Although the amount of new
delinquent taxes in any one yeatr is relatively small in comparison to overall
tax collections, over time the estimated amounts of unpaid taxes and their
associated penalties and interest have accumulated to a relative large sum
of money. The balance of unpaid trust taxes, interest, and penalties has
risen from $151 million to $195 million over the past five years.

The total amount of delinquent debt is likely overstated because the
Department didn’t write-off any of the amounts it considered to be
uncollectible during fiscal years 2000 and 2001, and, approximately $73
million of debt is still on the books that businesses have owed for six or
more years. Those figures suggest additional amounts still need to be
written off to make the accounts receivable balance more accurately
reflect the amount of delinquent taxes likely to be collectible. We also
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noted the Department doesn’t have a good system of accounting for the
transactions and adjustments that make up its delinquent tax balance.

The amount the Department has collected from delinquent ... page 20
accounts has increased in recent years. That amount increased from
less than $7 million in fiscal year 2000 to $50 million in fiscal year 2004.
Factors affecting the amounts collected include a halt in most collections
efforts during 2000 and 2001 to implement the new automated system, an
addition of 75 new positions in 2001, and a tax amnesty program during
2003 that collected more than $10 million in delinquent taxes.

Our reviews identified several problems with the Department’'s .............. page 21
effectiveness at collecting delinquent taxes. A good system for
collecting delinquent taxes should include such elements as making quick
contact once a business becomes delinquent, maintaining regular contact
until the debt is resolved, and using legal actions when necessary to bring
a business into compliance. Although the Department clearly has
established a collections process with these principles in mind, we
identified several policies, procedures, or practices that minimize its
effectiveness in collecting delinquent taxes:

® Delinquent accounts are identified immediately, but most don’t enter
the collection system on a timely basis. Some internal processing is
necessary before such accounts are referred to the automated
collections system, but those accounts should be referred as quickly
as possible. Businesses with a known balance due may not be
referred to the collection system for up to 60 days, and some
businesses that don't file a tax return may not be referred for up to 120
days.

® Under current procedures, businesses that don't file a tax return
receive the lowest priority in the Department’s collection efforts. Some
of these businesses may owe nothing or only a small amount because
they’ve gone out of business, but others still are operating and can end
up owing significant amounts of unpaid taxes. Determining whether
businesses that don't file a return still are in operation—and more
aggressively pursing those that are— would appear to be a cost-
effective use of those resources.

® For most of the cases we reviewed, the Department hadn’t taken
prompt action against businesses that were delinquent in filing returns
and paying the trust taxes they owed. We reviewed 40 active cases
involving delinquent trust taxes that had a balance as of the end of
fiscal year 2004. We didn’t review any closed cases. These 40 cases
were on the Department’s books as owing $7.6 million in delinquent
taxes, penalties, and interest as of the end of fiscal year 2004. Most of
these cases fell into the two-year time period when the Department
made no efforts to collect taxes from non-filers. We also noted that,
under the Department’s automated collection system, delinquent
businesses may receive monthly bills, periodic letters, and phone call
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attempts for months or even years before moving forward in the
collections process. For a typical case in our same, it took the
Department more than two years to make a final tax liability
assessment, and more than seven additional months to file a tax
warrant on these cases. Few legal actions can be taken until that tax
warrant is filed. The Department also hadn’t taken aggressive
enforcement actions against most businesses in our sample.

Department officials told us that limited staff resources hampered
their efforts in these areas. Our calculations showed that increasing the
resources devoted to delinquent tax collection efforts would be cost-
effective; almost $627,000 in delinquent taxes was collected for every full-
time employee involved in the delinquent tax collection process during

fiscal year 2004.
Question 2 Conclusion  ............... page 27
Question 2 Recommendations  ............... page 27
APPENDIX A: Scope Statement  ............... page 29
APPENDIX B: Department of Revenue  ............... page 30

Collection Activity — Fiscal Year 2004

APPENDIX C: Collection Process for — ............... page 31
Difference Risk Scores

APPENDIX D: Agency Response  ............... page 32

This audit was conducted by Lisa Hoopes, John Curran and Amy Thompson. Cindy Lash was the audit
manager. If you need any additional information about the audit’s findings, please contact Ms. Hoopes at the
Division’s offices. Our address is: Legislative Division of Post Audit, 800 SW Jackson Street, Suite 1200,
Topeka, Kansas 66612. You also may call us at (785) 296-3792, or contact us via the Internet at
LPA@Ipa.state.ks.us.
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Tax Enforcement: A K-GOAL Audit Deter mining Whether the
Department of RevenuelsCoallecting Delinquent Trust

TaxesOwed the Sate

TheKansas Governmenta OperationsAccountability Law (K-GOAL)
requiresLegidative Post Audit to conduct aperformance audit of
specified State agencieseach year. K-GOA L auditscan help determine
the necessity, propriety, and legality of the operationswereview and
evauate, and canidentify inefficient or ineffectiveoperations. Throughthis
process, the Legidaturecan, inthewordsof theAct, “retain and maintain
appropriateand effective governmenta operations, remediate defective
governmental operations, and terminateinappropriate or obsolete
governmenta operations.”

ThelL egidative Post Audit Committee choseto focusthisaudit onthe
Department of Revenue'seffortsto collect “trust” taxesbusinessescollect
fromtheir customers. Theseincludesalestax, liquor taxes, transient
guest tax, retailer’scompensating usetax, and withhol ding taxesthat are
held from employees pay checks.

L egidative concernsstemmed from aperformance audit weissued inApril
2003 eva uating the Department’ s procedures for ensuring that motor
vehicleded ersareremitting to the State the salestaxesthey collect from
their customers. Among other things, wefound that 4 of 7 small, used
car dedlershipswevisited hadn’t remitted the taxesthey’ d collected for
thetime period wereviewed. Wea so found that 3 of these 4 dealershad
long historiesof not remitting the sal estaxesthey’ d collected, yet the
Department alowed themto continue selling carsand coll ecting taxes.

Thisperformance audit answersthefollowing questions:

1. DoestheDepartment have effective proceduresin placeto
identify when businessesaren’t paying thetaxesthey owe?

2. AretheDepartment’seffortsto collect unpaid taxes effective?

To answer these questions, wereviewed the Department’s practicesfor
identifying bus nesses not registered with the Department to remit trust
taxesand businessesdelinquent in paying thetaxesthey’ reregistered for.
Wea so reviewed the Department’ s practicesto collect delinquent taxes.
We compared the Department’ s practices against best practicesand
procedureswe' d expect the Department to havein place, aswell asto
practicesof other states. Inaddition, we surveyed city and county
officialsontheir effortstoidentify non-registered and businesseswith
ddinquent taxes.
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Wed so reviewed asampl e of the Department’ s open cases of
businesseswith significant amountsof delinquent taxesto seewhether
the Department took timely and adequate actionsto collect from these
businesses. Findly, wereviewed the accountsreceivable balancesfor
the State' strust taxesto see how successful, over time, the
Department’ sefforts have been to decrease the amountsdue.

A copy of the scope statement for thisaudit approved by the Legidative
Post Audit Committeeisincludedin Appendix A.

Inconducting thisaudit, wefollowed al applicable government auditing
standards. Our findingsbegin onpage 7, following abrief overview.
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Overview of the State’'s Trust Taxes and Delinquent Collection Process

Stateand loca governmentslevy avariety of taxestofund their
operations. People pay someof thosetaxesdirectly tothe
government—including property taxesand incometaxesthey oweabove
and beyond theamountstheir employerswithheld. But many other
taxes—commonly referred to as“trust” taxes—are collected directly by
abusiness. Themajor trust taxesin Kansasare shown in Table OV-1.

Trust Taxes Are

Those Taxes Businesses
Collect or Withhold

On Behalf of the Sate

Table OV-1
Kansas Trust Taxes and Amount Remitted in FY 2004
Amount
Type of Where the Tax Remitted in
Trust Tax Requirements Money Goes FY 2004
(in millions)
Businesses are required to charge a 5.3% State 95% of the State’s $2,266
sales tax (plus applicable city /county sales taxes) on | sales tax goes to the
Retail Sales the retail sale of tangible personal property and on State General Fund;
Tax certain services, and to remit it to the State. The 5% goes to the State
State periodically sends the local sales tax moneys Highway Fund
they receive to cities and counties.
Most employers are required to withhold State and State General Fund $1,621
. . federal taxes from their employees’ pay, and to remit
W'th;':)l(dmg it to the Kansas Department of Revenue or the
Internal Revenue Service. The amount withheld
depends on the employee’s income.
This is the same as retail sales tax, except it is levied | The State’s retailer’s $175.5
Retailer’s on tangible personal property bought from an out-of- | compensating use tax
. State retailer. If the property is subject to sales tax in | goes to the State
Compensating : .
Use T another state, the buyer is supposed to pay the General Fund;
se Tax difference between the two states’ tax rates if the 2% goes to the State
other state’s rate is lower than Kansas. Highway Fund
Retailers, micro-breweries, and wineries are required | State General Fund $40.3
Liquor to levy an 8% tax on the sale of liquor to consumers.
Enforcement | Distributors are required to levy this tax when they
Tax sell liquor and cereal malt beverages to clubs,
drinking establishments, and caterers.
Clubs, caterers, drinking establishments, and 25% to State General $28.7
businesses with a temporary liquor license are Fund, 5% for a
. . required to levy a 10% tax on the sale of alcoholic community alcoholism
LéngeD.l'."ank liquor. fund, & 70% to the
xcl X originating city or
county.
Cities and counties impose this tax on sleeping The State’s $21.1
Transient accommodations in any hotel, motel, or similar administration fee
Guest Tax business. The State administers the tax on behalf of | goes to the State
the cities and counties, and retains an administration | General Fund
fee equal to 2% of total taxes collected.
Source: Kansas Tax Facts, 7" edition, Kansas Legislative Research Department and Kansas Department of Revenue Office of
Policy and Research (Amount Remitted)

Businessesthat collect or withhold trust taxesareacting as
fiduciariesfor theSate. They arelegally responsiblefor collecting
and remitting thosetax moneysto the State. Assuch, they must dothe

following
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® register with the Department of Revenue for each applicable trust tax.
This registration establishes the business’ tax account with the
Department so the business can begin filing tax returns.

@ file a return showing the amount actually collected. How often a
business files a return depends on how much it collects. The
frequency may vary from weekly to once a year.

® remit what they owe

Thisaudit focused on the Department’ seffortsto collect delinquent trust
taxes—thosetaxesthat businessesdon’t voluntarily remit to the State
whenthey owethem.

Department of Revenue Tax Collections
AT A GLANCE

38%

Other,
$0.4B,
9%

Total Collected:  $4,230,820,531

Authority: K.S.A. 75-5102 creates the Department of Revenue's Division of Taxation. The Compliance Management and Civil Tax
Enforcement Sections are part of the Division of Taxation.

Staffing: The Department of Revenue's Compliance Management & Civil Tax Enforcement sections have 141 full-time-equivalent
positions, not including the outside collection staff.

Collections: The Department reports it collected $4.2 billion in fiscal year 2004, but it also estimates $191 million in trust taxes were
delinquent, as noted in the pie charts below.

All Taxes Collected, FY2004 Delinquent Trust Taxes, FY2004
Sales, Retailers’
$1.68B, Compensating Employer's

Withholding,

Use, $10.3M, 5%
$64.2M, 34%

Corporate
income,
$0.1B, 3%

Use, $0.2B,

0,

o Other (Retail
Liquor, Liquor
Enforcement,

- Transient Guest),
Individual Sales, 3M. 2%
Income, $113.3M,
$1.98, 59%

45%

Total Delinquent: $191,089,189

Source: Department of Revenue Annual Report, FY2004

Businesses That Are
Delinquent on Their
Taxes Are Referred to the
Department’s Collections
Process

Those businessesmay not fileareturn ontime, may not remit the
amount shown on thereturnsthey dofile, may bounceacheck, or some
combination of thethree. The Department’scomputer flagsthese cases
for referral to the automated tax collection process. AsGraphic OV-1
illustrates, that processisfairly complex. Butinsmpletermsitinvolves
thefollowing:

® aseries of computer-generated letters and computer-prompted
attempts to call businesses to try to get them to voluntarily pay what
they owe. The message in these letters and phone calls is
progressively stringent. The Department will allow delinquent
taxpayers to make payments under a payment plan, so long as they
remain current on taxes owed.
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if the business doesn’t voluntarily comply, the Department can take a
series of administrative and legal actions. Before most of those
actions can be taken, the Department must determine how much the
taxpayer owes (for businesses that didn't file a return), and must file a
tax warrant.

Graphic OV-1
Collection Process for Delinquent Taxes

f
AL

No Return Filed

X Retur Filed Without Full Payment )

Computer flags automatically

<z

Flagged cases referred fo collection process.

Takes up to 60 days i 1

F | Takes up to 60 days

First Notice Sent Qut

Department notifies business of
delinquent tax returns

Department applies penalties and

Time spent depends on taxpayer’s responsiveness and risk of noncompliance
Progressively stronger computer-generated collection letters
Computer-prompted phone calls

interest to delinquent amount
Attempts To Contact Businesses

I_ Setoff Program and |

2

Assessment of Final Liability
Department field agents estimate
the amount of tax, penalties,
and interest owed.

Internal Setoffs
| At various points during a I
case history, a setoff can bé ]
} applied on an account, or a
' balance can be offset by a l

pending refund. |

{}

Issuance of Tax Warrant
Allows legal staff to take appropriate iegal actions, including the following

Garnish
wages

Seize Injunction
fangible or
assets Foreclosure
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Themajor legal remediesthe Department can take are described below:

® Penalty and interest charges. Businesses are charged interest on the
known amount of delinquent tax, and can be charged penalties for failing
to file returns or remit taxes. Penalty and interest amounts are
calculated by the computer system and begin to be applied when the
business becomes delinquent.

® Set offs. Using an internal set-off program, the Department will apply
any refund a business is expected to receive for any tax against the
delinquent amount owed the State. The Department also can send
delinquent accounts to the State’s centralized debt set-off program. This
program matches information from debtors with State payments such as
State employee payroll checks and State payments to vendors.

® Filing tax warrants. The Department can’t pursue most legal actions
until it files a tax warrant, which is a legal judgement issued to protect
and secure the State’s interest in a tax debt. The Department must file a
tax warrant within three years from the date it receives a return without
the proper payment, or from the date it makes a final liability
assessment for businesses that didn’t file a return.

® Garnishing wages. Wages can be held from a debtor’s pay check to
collect the delinquent tax amounts.

® Till taps. The Department’s field agents can make an on-site visit to a
business that operates with a cash register, and remove the cash that's
in the register at the time.

® Seize assets. The Department can seize a business’ liquid (cash) and
tangible (equipment) assets.

® Injunctions. The Department can file a petition with the district court to
prohibit a business from operating. Injunctions are used for sales tax
and withholding tax delinquencies.

® Foreclosure proceedings. Enforcement of a tax lien that allows the
Department to seize and sell the property of the business.

® File claim in bankruptcy court. When a business declares
bankruptcy, the Department is required to stop all collection efforts. A
tax claim is filed on behalf of the Department to secure its interest in the
debt, but no other action occurs until the court resolves the bankruptcy

claim.

Department staff handle most of these collection efforts, but in caseswhere
the debtor has out-of -State assets, can’t belocated or the amount of
delinquent taxesisrdatively small, the case may behanded overtoa
private collectionscompany the Department contractswith.
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Question 1. Does the Department of Revenue Have Effective Procedures in
Place To I dentify When Businesses Aren’t Paying the Taxes They Owe?

ANSWER IN BRIEF: The Department has a number of good procedures for identifying
businesses that should be registered with the Department but
aren't, that are registered for some taxes but not all they should
be, and that don't file returns when they should or don't remit the
taxes they owe.

However, we found the Department could use additional
information from other local and Sate agenciesto try to identify
unregistered businesses, could do more automated cross-
checking, and should be using the information it collects from
motor vehicle dealersto help identify dealers that may not be
paying all the salestaxesthey owe. These and other findings are
discussed in the sections that follow.

We Focused Primarily A number of good practicesexist for trying toidentify when

On the Department’s businessesaren’t paying thetaxesthey owe. Wefocused onwhether
Proceduresfor the Department had established good proceduresin thefollowing

| dentifying Businesses aress.

That Weren't Registered

Or Filing Returns ® identifying businesses that should be registered with the

Department but that aren’t. The procedures in this area cover
two broad scenarios:

» identifying businesses that aren’t registered at all, even
though they are operating and collecting sales or other trust
taxes

» identifying businesses are aren’t registered for all the
trust taxes they should be registered for. Once a business
is registered for at least one tax, the Department can take other
steps to determine whether it should be registered for other
taxes.

@ identifying whether registered businesses are filing tax
returns when they should, and are remitting the amounts they
actually owe. Generally, the Department has to rely on audits to
determine the amount an individual or business actually owed in
taxes. However, the Department has access to other internal
information that can be used to help gauge whether those

businesses have filed returns and remitted the taxes they owe.

Our review of the Department’ s procedures showed that, althoughit
has established anumber of good practicesin each area, the
Department can do moreto hel pidentify businessesthat aren’t paying
thetrust taxesthey owe.
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The Department Could
Use I nformation from
Other Local and

State Agencies To Help
| dentify Unregistered
Businesses

Asdescribed bel ow, the Department uses both itsown staff and city and
county officialstotry toidentify operating businessesthat either areor
should be collecting trust taxes, but that haven't registered with the

Department:

@ Field agents actively search for unregistered businesses. Although most
field agents spend most of their time working with registered businesses
that are delinquent in paying their taxes, they spend 5-10% of their time
looking for unregistered businesses. Their work includes following-up on
tips and canvassing businesses within an area to see whether they're
registered. For example, field agents visit shopping malls at Christmas
season to determine whether all stores are registered for sales and
withholding taxes. In addition, two field agents are assigned to track and
register special events—such as gun shows, fairs, and farmers’ markets—
where vendors may be transient or operate only a few times a year.

@ The Department makes a “tax-entity” list available to cities and counties
so that—among other things—they can help identify other businesses
that are operating and should be on that list. Cities and counties have a
vested interest in ensuring that businesses are registered to pay trust
taxes and are paying all the taxes they owe. In fiscal year 2004, their
share of the sales taxes remitted to the State was more than $550 million.
The Department generates a report that cities and counties can access
over the Internet showing which businesses from their area are registered
and what they owe and remitted in sales tax. A similar report is available
on transient guest tax. Local officials can use this tax-entity list not only
to identify businesses they know are operating but aren’t on the list, but
also to assess whether businesses’ reported sales figures appear to be
reasonable, given what local officials know about them.

Weidentified anumber of other stepsthe Department could taketo increase
itschancesof identifying unregistered businesses.

TheDepartment needstowor k moreactively with city and county
officialsto help identify unregister ed businesses. Salicitingthe help of
citiesand countiesisacost-effectiveway for the Department to identify
unregistered businesses. Despitethe Department’s promotion efforts,
Department records show that only 27% of the counties and 39% of the
citiesin Kansasthat levy salestaxes have accessed the businessreports
posted on the Department’ swebsite.

During thisaudit, we surveyed 90 city and county officialswho have
accessed thesereports. Overal, many of the respondents had positive
comments about thereport and its usefulness. However, of the 53who
responded:

® about one-fourth said they weren’t using the report to try to identify
businesses that aren’t registered for—or might be under-reporting—
the applicable trust taxes. For example, one respondent said its focus
had been on such things as identifying the top taxpayers in their county.
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® comments from several respondents indicated they didn’t know
how to use the reports. One survey respondent asked the Department
to list businesses alphabetically on the report, even though this sorting
process can be easily done using common computer software. Another
respondent wanted the report to be more “user-friendly.” Comments
some other respondents made suggested they didn’t really know how to
use the reports effectively.

® acouple officials indicated they weren’t willing to help ensure tax
compliance. For example, one respondent rhetorically asked, “Is it the
city’s responsibility to identify non-compliance?” Another commented that
the reports were a “whistle blower program,” and that the Department

“should get out and audit.”

We a so noted that city and county officialsthat do regularly usethese
reportsidentify more businesses suspected of tax evasion. For instance,
citiesthat match thetax entity report against their list of busnesseswitha
local occupational or businesslicensetended to refer more suspected
unregistered businessesto the Department. Other citiesthat usethereports
toidentify trendsin taxes collected over timea so refer ahigher number of
bus nessesto the Department than those that don’ t do such asophisticated
typeof andyss.

TheDepartment should try tomatch itslist of registered businesses
againgt liststhat other State agenciesmaintain about businesses
operatingin Kansas. Many State agencieslicense, permit, inspect, or
otherwise regul ate some aspect of avariety of businesses. By running those
agencies’ listsagainst itsown database of taxpayerswhen possible, the
Department could identify and follow-up on businessesthat aren’t
registered with the Department. Tablel-1 showssome of those agencies.

Table I-1

Sources of Information Available Within the State that
The Department of Revenue Could Use To Help Identify Unregistered Businesses

State Agency/Licensing Board Information That Could Be Used

Department of Labor Active businesses that pay unemployment insurance tax

Department of Health and Environment Licensed businesses, including adult care homes, auto repair shops,
hotels and other lodging establishments, child care facilities, dry
cleaners, laundromats, gas stations, restaurants, and wood furniture
manufacturers.

Animal Health Department Licensed businesses, including companion animal dealers and
breeders, pet shops, and livestock dealers.

Wildlife and Parks Department Licensed bait and tackle shops
Board of Cosmetology Licensed hair salons
Department of Agriculture Businesses inspected by the Weights and Measures program.

Licensed pesticide businesses, dairies, and meat processors.

Kansas Corporation Commission Licensed motor carriers

State Fire Marshal Licensed firework stands

Source: “Steps to Success”, Kansas Department of Commerce
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Onedifficulty in matching thisinformationisthat agenciesneed to collect
the sameidentifying numbersfor abus nessesasthe Department.
Although some of these agencieslikely would have employer
identification numbersinthelr databases, otherswould not. Inthese
cases, the Department could try to match up business names, but that
could betime-consuming and not very accurate. Over time, however, it
could work with other agenciesto have them collect businesses
employer identification numberson their gpplication or renewa
materials, and enter those numbersin their databases.

TheDepartment should develop a mor e systematic processfor
handlingthetipsit receivesfrom thepublicor other sources. The
Department receivestips on bus nesses suspected of tax evasionfroma
variety of sources, including the public, citiesand counties, and other
divisonswithinthe Department. Suchtipsgeneraly aredirectedtofield
agents, but aren’ t logged in centrally within the Department, and aren’t
tracked or documented so that management knowswhether they were
followed-up on, what thefield agentsfound, and whether thosefindings
might be applicableto other businessesor situations.

The Department Can Do
MoreAutomated Cross-
Checking To I dentify
Businesses That Aren’t
Registered For All
Applicable Taxes

The Department usesaform of “tax clearance’ to help ensurethat
certain businessesareregistered for all applicabletaxes, and that they
are current on thetaxesthey owe beforethey can belicensed or
allowed to do businesswiththe State. Thosebusinessesfall intotwo
categories, asfollows:

@ Businesses the Department licenses. The Department performs
tax clearances on motor vehicle dealers and businesses that sell
liquor, both of which are required to collect various trust taxes.

Motor vehicle dealers must apply for a license with the Department’s
Division of Motor Vehicles. In January 2004, the Department began
requiring them to be registered for all applicable taxes—and to be
current on those taxes—before being issued a new or renewal
license. The Division of Motor Vehicles sends these dealers’ names
to the Division of Taxation, which looks them up in the Department’s
main computer system to determine whether they are registered for
and current on all sales, withholding, and income taxes. In addition,
during the 2004 legislative session the Department sought and the
Legislature passed legislation allowing the Department to revoke the
license of any licensed dealer who wasn't current on sales and
withholding taxes.

Businesses wanting to sell liquor in Kansas must apply for a liquor
license with the Department’s Division of Alcoholic Beverage Control.
The Department requires these businesses to register for all
applicable business taxes. Atax clearance check similar to the one
performed for motor vehicle dealers also is performed on businesses

10
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renewing their liquor license. However, liquor licensees are required
to be current only on the liquor taxes they owe, not on all taxes. The
Department’s attempt to expand this requirement to all other taxes
failed in the 2004 Legislature.

Businesses for which other State agencies request tax
clearances. Two State agencies voluntarily work with the
Department to ensure that businesses they deal with are registered
and current on all business taxes. The Department of Administration
requires vendors wanting to do business with State agencies to
receive a tax clearance, and the Kansas Lottery does the same with
retailers that apply to sell lottery tickets. The agencies can do this
under their statutory authority to perform background checks. Both
agencies regularly give the Department a listing of businesses to be
checked, and are notified in return whether the tax clearance for each

business was approved or disapproved.

For the agencies described above, Tablel -2

Tax Clearances Per-;glrarlr?elt;zon Vehicle Dealers showsthe number of tax clearances
State Vendors, and Lottery Retailers performec_l an.d dlsapproved. If thetax.
(January to August 2004) d eararl_celsdlgapproved,_theagmcy will deny
thebusinessalicenseor, inthe case of the
# of Tax Department of Administration, not contract
_ Clearances _Number with thebusiness. Two exceptions: whenthe
Type of Business Performed Disapproved businessisin bankruptcy, or the business
Motor Vehicle 3,584 188 agreesto apayment plan with the Department
Dealers © of Revenueto pay off itstax debt.
Liquor 1,542 0 . )
Establishments ® Expandingthenumber of businesses
10 ] required to get atax clearancebefore
State Vendors 274 36 they can receivealicenseor permit to
Lottery Retailers 135 36 operatein Kansaswould providea

Source: Department of Revenue

(a) Represents the motor vehicle dealers from June 2004 to August

greater incentiveto delinquent businesses

2004. The Department didn’t maintain statistics of clearances done topay off their tax debt. The Department
prior fo this. _ N of Administration and theKansas L ottery

(b) Represents liquor establishments renewing their license.

Although the tax clearance for some establishments may have aready have adopted tax clearance programs
initially been disapproved, the businesses subsequently settled their for thebus n&sseﬁthey deal with. Missouri

tax debt (unless they were in bankruptcy or making payments on a . . ..
Department agreed pay plan) in order to receive a license. asohasavoluntary programinwhichcities

and counties can request tax clearancesfor

bus nessesapplying for local businesslicenses.

Tax clearancesareaway of ensuring that businessesareregistered for
all applicabletrust taxes, and of increasing theincentivesfor businesses
to pay thedelinquent taxesthey owe. Expanding their usein Kansas
would requireachangeinlaw to allow agenciesto deny or revoke
licensesor permitsfor tax non-compliance.

TheDepartment isn’t routinely matching businessesthat are
registered for onetax against other taxesin itscomputer
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systems. The Department currently hastwo computer systemsto manage
all thetaxesit collects. Thetaxesthat bringinthemost revenue—including
income, sales, and withholding—are maintained in the newer system

(called AstraTax Processing, or ATPfor short), whilethe smaller taxes—
such asliquor, wastetireexcise, and transent guest—arehandled inthe
older legacy system.

In December 2003, the Department performed aone-time match between
some of the businessestypesregistered inthelegacy system andthe
businessesregistered inthe ATPsystem. That match wasdone as part of
theplanto oneday transfer al taxesonto the ATP computer system, and
was designed to determine whether businesseshad the sameidentifying
numbersinboth systems.

That matchidentified 41 businesses—17 tire companiesand 24 liquor
stores—that were on thelegacy system but not onthe ATPsystem. Asof
thestart of thisaudit, 33 of those businesses either had been enteredinto
theATPsystem, or it was determined they were out of business. The
Department hadn’ t followed up onthe other eight. Whenit subsequently
did, it found that all eight businesses had | egitimate reasonsfor not being
registered for the other taxes—such has having no empl oyeesto pay
withholding tax for, or sdlling al tax-exempt goods (e.g., farm machinery).
At our suggestion, the Department plansto match businessesregistered for
transent guest tax with thoseregistered for salesand withholding taxes.

We a so noted the Department doesn’ t do any matching between taxes
withinthe ATPsystem—for exampl e, to determinewhether businesses
registered for salestaxesa so areregistered for income or withholding
taxes. Attempting to match (and explain thedifferencesfoundfor) al
businessesinthe ATPsystem may not be cost-effective, but targeting
specifictypesof businessespotentially could be. For example, Missouri
discovered that many veterinarianshave begunto sell pet food and other
itemsbut hadn’t registered for salestax. Matching datawithin ATPmay
alow the Department toidentify other smilar Stuations.

The Department Needs
To Improve I ts Procedures
For Determining
Whether Registered

The Department hasto rely on auditsto definitively identify theamount an
individual or businessactually owesintaxes. However, it hasaccessto
other information that can be used to hel p gauge whether those businesses
havefiled returnsor remitted the taxesthey owe. For example:

BusinessesAre

Remitting The Trust ® the Department’s computer system automatically flags registered

Taxes They Owe businesses that don't file returns when they are due, or that don’t pay
the fullamount owed. Businesses that are flagged are formally referred
to the Department’s tax collection system.

® employers submit an annual withholding tax return that summarizes the

withholding payments for the year plus it accompanies the State’s
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copies of the W-2 forms. The Department uses this return to
reconcile employers’ withholding payments made during the year.

@ State law requires liquor wholesalers to report to the Division of
Alcohol Beverage Control on how much they sold to each retail liquor
establishment. This information is then entered into the Department’s
liquor licensing database. The Division of Audit just recently started to
electronically match this sales information from wholesalers to the
amount of sales retailers reported on their tax returns. Retailers that
have purchased much more alcohol than they reported in sales are
referred for an audit.

@ as noted above, the Department posts a report on the Internet that
cities and counties can access showing which businesses from their
area are registered and what their reported sales tax liability is. Local
officials can use this list to help assess whether businesses’ reported
sales figures appear to be reasonable, given what they know about
them.

TheDepartment isn’t usingtheinformation it collectsfrom motor
vehicledealersto help identify dealer sthat may not be payingall
thesalestaxesthey owe. InApril 2003, weissued an audit that
looked at the collection of taxes on motor vehicle sales. Among other
things, wefound the Department wasn'’ t collecting certaininformation—
including sale pricesand taxes collected for the vehiclesdealers sold—
that could help it assesswhether dealerswereremitting thetaxesthey
owed.

Aswerecommended, the Department hasrequired motor vehicle
dedlersto submit monthly reports showing theamountsof individua
salesmade and taxescollected. However unlikewith retail liquor
establishments, the Department isn’t using that informationto matchiit
against theamount of salestaxesthose dealersactually remit tothe
State.

Officidswithinthe Division of Motor Vehiclestold usthe Department
agreed motor vehiclefield agentsshould obtain salestax return
information fromthe Division of Taxation, and comparethat information
tothededers salesreportswhile conducting vehicle dealer ingpections.
However, amotor vehiclefield agent we spokewith said that hasn't
happened. Apparently, thetwo Divisionshaven'timplemented a
processfor sharing theinformation.

Having the Division of Motor Vehicles field agentsperform the match
aspart of their ingpectionswould givethe Department acost-effective
way of identifying whether dedl erswere significantly under-reporting the
taxesthey owed, and of selecting dealersfor audit.
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Kansas Is Similar To
Other Satesin

The Ways It I dentifies
Unregistered

And Delinquent
Businesses

During thisaudit, we contacted official sfrom the Federation of Tax
Adminigtrators, the Multi-State Tax Commission, and from three states
that we heard were doing innovativethingsinidentifying such
businesses—Cadlifornia, Missouri, and Georgia. Thenationa
associationsdidn’t have any best-practiceinformation, but Kansas
effortsfor identifying unregistered and delinquent businessesgenerdly
werein-linewith the other states'.

For example, likeKansas, Missouri sendstax-entity reportstoitscities
and counties. All three states a so have an automated system for
identifying businessesthat don' t filereturnswhenthey aredue, or that
don’t pay thefull amount shown on thereturnsthey dofile. However,
wedid comeacrosssevera practicesthat Kansaspotentialy could
benefit from:

® California uses a 1-800 number to receive tips from the public.
It has established a hot line for reporting tips on a business’
suspected tax evasion. The tips are recorded and followed-up on. At
one time, Kansas had a 1-800 number devoted to receiving tips, but
Department officials said it was discontinued because of a lack of
use. Such a number might be helpful again, however, given that the
Department is planning to post the names of delinquent businesses
with tax warrants issued on them on its Internet website. Officials
from Georgia told us that having the delinquent businesses posted on
their web page increased the number of tips it received from the
public. Having an easy way to pass along tips to the Department
would coincide with this effort.

® Missouriuses third party information to help identify
unregistered businesses. Missouri uses a construction industry
report called the “Dodge Report” to identify transient employers that
may not be remitting withholding tax. Department officials said they
used to receive this report at one time, but due to cost reduction, and
the high expense of the report, it was discontinued.

Conclusion

Businessesthat don’t remit thetrust taxesthey owe should be of
particular concernto State administratorsand policy-makers. Besides
increasing thetax burden on others, these businessesmay be
misappropriating themoneysthey collected or withheld from their
customersor employeesfor their own use. Insuch situations,
businessesarein essence stealing money fromthe Stateand its
citizens

The Department’ scomputer systemsprovideit with timely notification
when registered busi nesses stop paying thetrust taxesthey owe.
However, chalengesremainin systematicaly identifying businessthat
haven't registered for thetrust taxesthey are—or should be—
collecting, aswell asbusinessesthat likely aren’t remitting al thetaxes
they collect. The Department hastaken anumber of important steps

14
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throughitsattemptstoinvolveloca governmentsinidentifying possible
tax evaders, itsuse of tax clearancesfor entitiesit licenses, and internal
cross-checking between taxes, but it can do moreineach area. For
itspart, the Legidature can help by directing State agenciesto
participatein datamatching effortswith the Department, and
supporting broader use of tax clearance requirementsfor trust taxes.

Recommendations 1. Tobetter usecitiesand counties asacost-effective resourcein
identifying busi nesses suspected of not remitting salesor transient
guest taxes, the Department of Revenue should do thefollowing:

a. promotetheuseof itstax entity report among city and county

. track the success of thereport inidentifying non-registered and

c. developand providetraining to city and county officialson how

2. Tohedpidentify businessesoperating inthe Statethat aren’t
registered for al applicabletaxesthe Department should dothe
following:

a. seek thenecessary authority to accessthe businesslicensing

. congder matching tax accountswithinitsATPsystem for select

officias, specifically targeting the membersof the K ansas
Leagueof Municipdities, City Clerks/Municipa Finance
OfficersAssociation, Kansas Government Finance Officers
Association, KansasAssociation of Counties, and the Kansas
County TreasurersAssociation.

delinquent businesses, including the number of tipsreceived,
number of tipsthat proveto bevalid, and the amount of
delinquent taxes collected asaresult. Thisinformation should
be shared with city and county officialsusing thereport.

tomogt effectively usethereport. Thetraining shouldinclude
alist of best practicesof citiesand countiesalready usingthe

report that have been successful inidentifying bus nessesthat

aredelinquent in paying thetaxesthey owe.

and permitting databases of other State agenciesso that
information can be used to match against the Department’ stax
records.

typesof businessesand industriesthat aremorelikely not to
remit salesor withhol ding taxeseven though they should.
Businessesidentified through thematch as possibly not
remitting either tax should befollowed-up on by the
Department’ sfield agent staff.
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3. Tohepensurethat vehicledealersremit al thesalestax they
collect, the Department’ sDivision of Taxation and Motor Vehicles
should work together to implement the Division of Motor
Vehicles proposal to haveitsfield agentsmatch dedlers vehicle
salesinformationtotheir salestax return during inspections.

4. Toensurethat thetipsthe Department receivesabout businesses
suspected of tax evasion areinvestigated and followed-uponina
systematic manner, the Department should do thefollowing:

a. offer and publicize aphone number or web siteto receivetips
from the public on businesses suspected of tax evasion. Tips
recelved should belogged so that they may beassigned for
investigation to Department staff.

b. developwritten proceduresonthe handling of tipswhich
shouldincludedirectionson how tipsareto beinvestigated
and how theresults of thoseinvestigationsarereported to
management staff.

5. Toensurethat businessesregulated by the State areregistered and
current with all applicabletrust taxes, the House or Senate
Taxation Committee should amend Statelaw to give State
agenciestheauthority to deny, suspend, or revokethelicense of
any businessthat isnot registered for all applicable Statetaxesor
that isdelinquent onitstaxes.
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Question 2: Are the Department’s Efforts To Collect

Unpaid Taxes Effective?

ANSWER IN BRIEE: Although most business voluntarily remit the trust taxes they owe,

the amount that becomes delinguent is not insignificant—about
$191 million infiscal year 2004 was referred for collection activity.
Department records show that the total amount of delinquent trust
taxes owed has grown to $195 million, although that amount is
overstated becauseit includes artificially-high estimates and
because the Department has only recently begun to write off some
of its very old, uncollectible debt. The amount collected from
delinquent accounts hasincreased in recent years, but we identified
several problems with the Department’s collection efforts,
including delaysin referring delinquent accountsinto collections,
lack of prompt actions to collect moneys, and lack of aggressive
enforcement actions. Increasing the resources devoted to
delinquent tax collection efforts would be cost-effective; in fiscal
year 2004, the Department collected more than $625,000 in
delinquent taxes per full-time collections employee.

Most Businesses
Voluntarily Remit
The Trust Taxes
They Owe

During fiscal year 2004, the Department of Revenue collected more
than $4 billionfromthe six trust taxeswe examined during thisaudit.
Chart I -1 showsthat about $191 millionin new debt—or 5% of the
total— wasreferred for collection activity that year. Thedelinquency
ratesfor that year ranged from 3.1% for liquor enforcement taxes, to
5.9% for retailer’scompensating usetaxes.

Chart II-1
Total Trust Taxes Collected and New Debt Owed from
Delinquent Taxes, FY 2004

New Debt Owed,
$191 million (4%)

Collected Taxes, )
$4.2 billion

(96%)

Source: Kansas Department of Revenue

The Longer
Delinquent Taxes
Remain Uncollected,
TheLessLikely Itis
They'll Be Paid

When taxesfirst becomedelinquent, acting quickly to collect them
increasesthelikelihood they’ | bepaid. Thosechancesdiminishastime
goeshy. Insomecases, businessesmay filefor bankruptcy or close
down. Inaddition, thelonger abusiness operateswithout remitting the
taxesowed, thelarger the unpai d balancesbecome, and the more
difficultitistofind themoney to pay them.
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Table II-1 A recent Department
Age of Delinquent Sales Taxes in FY 2004 and study showed that the
Amount Collected chancesof collecting
Age of A Amount o ddinquent salestaxes
Delinquent mount Collected during N lvinhalf
Owed Collected dropped nearly inhal
Sales Taxes FY 2004
after thetaxeshad
2003-2004 $35.9 $15.2 42.3% been ddinquent for
2002 $25.2 $6.2 24.4% morethan ayear.
2001 $26.0 546 177 Thisisdemongtrated
: : 2 inTablell-1. A
1996-2000 $58.2 $8.4 14.5% gmilar drop_off was
1991-1995 $8.6 $.5 5.4% truefor withholding
t wdll.
1982-1990 $1.8 $.004 2% axesaswel
Source: “Establishing a New Methodology for Reporting Accounts
Receivable,” Kansas Department of Revenue - Internal Audit

Department Records

Show That the Amount of
Delinquent Trust Taxes

Owed Has Grown to

Although theamount of new delinquent taxesin any oneyear is
relatively small in comparisonto overall tax collectionsthat year, over
timethe estimated amounts of unpaid taxesand their associated
penaltiesand interest have accumulated to arelativelarge sum of
money. The Department’saccountsreceivable records show that the
balance of unpaid trust taxes, interest, and pendtieshasrisen from $151
millionto $195 million over the past five years—an increase of about

That total amount of
delinquent debt likely is

over stated because the
Department didn’t write-off
any of theamountsit
considered to beuncaollectible
duringfiscal year s2000 and
2001. When an agency decidesa
delinquent debt isno longer
collectible, generaly accepted
accounting principlescdl foritto
“writeoff” that amount. Doing so
removesuncollectibledebt from
an agency’ saccounting records,
but doesn’t precludethe State

fromcollecting at alater date.

$195 Million
29%. That informationissummarizedin Chart|1-2.
Chart II-2
Delinquent Trust Taxes Owed, FY 2000 to FY 2004
(In Millions)
$250
$200.0
| $194.5
$200 $186.7
$177.3
$151.0
$150 4
$100 4
$50
FY 2000 FY 2001 FY 2002 FY 2003 FY 2004
(a) Amounts represent the year ending accounts receivable balance for the State's 6 major trust taxes.
Source: Kansas Department of Revenue
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Table II-2

Age of Accounts Receivable for the State’s Trust Taxes

millions)

FY 2004
Less More
than a 1-5 6-10 than 10

Trust Tax year years years years
Sales 2% 60% 29% 9%
Withholding 2% 62% 27% 9%
Liquor Drink 2% 46% 36% 16%
Retailers’ Com- 4% 74% | 16% 6%
pensating Use
Transient Guest 2% 68% 22% 8%
Liquor Enforcement 5% 40% 45% 10%
Total $ Amount (in | §36 | $117.8 | $56.0 | $17.2

Source: Kansas Department of Revenue

TheDepartment didn’ t write off any
uncollectible delinquent taxesin 2000
and 2001. It started doing so againin
2002, whenit wroteoff $36 millionin
salesandretailers compensating use
taxes. AsTablell-2 shows,
however, the Department still has
approximately $73 million of debt on
the booksthat businesses have owed
for six or moreyears. Thosefigures
suggest additiona amountsstill need
to bewritten off to makethe accounts
receivable baancemore accurately
reflect theamount of delinquent taxes
likely to becollectible.

Wealso noted the Department doesn’t have a good system for
accountingfor thetransactionsand adjustmentsthat makeup its
delinquent tax balance. Inany year, an accountsreceivable balance
isdetermined by abeginning baance, theamount of new debt that
comesin, theamount of debt collected, theamount written off, and the
amount abated, forgiven, or otherwise adjusted during theyear. What's
leftistheending baance.

-

Profile 11-1
Not All of the Delinquent Tax Balance Is Collectible

For fiscal year 2004, the Department of Revenue’s accounts receivable balance shows that
businesses owe a total of $195 million in delinquent trust taxes. That balance always will be
somewhat overstated because it includes both estimates of taxes due, and amounts that
ultimately are deemed to be uncollectible.

When a business doesn't file a tax return, the Department doesn’t know how much in taxes it
actually owes. In those cases, the Department has to estimate the amount owed. Those
estimates typically are set at 125% of the highest amount the business could owe, based on
how frequently it's required to file a return. The Department deliberately makes those estimates
high to try to induce business owners to file returns proving they don’t really owe that much.
These estimates, along with the penalty and interest amounts associated with them, will tend to
inflate the amounts some businesses actually owe and the amounts the Department reasonably
can expect to collect.

In addition, accounts receivable balances always will include some amount of money that may
never be collected because the business shuts down or is unable to pay. When an agency
decides a delinquent debt is no longer collectible, generally accepted accounting principles say
those amounts should be “written off.” Doing so removes uncollectible debt from an agency’s
accounting records—to make it as accurate a depiction as possible of the amount of debt that's
potentially collectible—but doesn’t cancel the debtor’s legal obligation or preclude the State
\from collecting at a later date.

~

)
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For the delinquent trust taxeswereviewed, the Department couldn’ t
reconcileitsbeginning and ending balances. Itscollectionsarebeing
recorded inthe automated collections system, whichisn't an accounting
system. Asaresult, Department officialstold us, not al transactionsare
recorded in that system, and those that are can be overridden and may
not be entered consistently. After severa weeksand considerable
effort, the Department was ableto come closeto reconciling three of
thetrust taxeswewerereviewing for fiscal year 2004, but still had to
useseverd milliondollarsinfiguresnot fully detailed inthecollection
system to makethebaancesfully reconcile. Officidssaidthe
transactions supporting thesefigures could be obtained fromthe
accounting system, althoughit would bealengthy process.

The Amount the
Department Has
Collected from
Delinquent Accounts
HasIncreased in
Recent Years

AsChart | 1-3 shows, theamount of delinquent taxes collected has
increased over thepast fiveyears, bothintermsof actual dollarsand as
apercent of the average delinquent balance over the period.

Chart 1I-3
Amount of Delinquent Trust Taxes Collected Compared to
Amount Owed, FY 2000 to FY 2004
$250 (In Millions)

Percentage of Amount Collected to Amount Owed in Parentheses

$200
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$50 4

$0

FY 2000 FY 2001 FY 2002 FY 2003 FY 2004
B Amount Owed & Collection Amount

Source: Kansas Department of Revenue

Inreviewing thesefigures, we noted thefollowing:

@ The percent of the delinquent balance collected in 2001 and 2002 is
somewhat understated. If the Department had written off the
delinquent taxes it considered to be uncollectible in 2000 and 2001
like it should have, the amounts shown as owed on the chart would
have been smaller, and the percent collected would have been greater.

@ The dollar amounts collected in 2000 and 2001 were relatively low
because the Department wasn'’t carrying out many collection activities
at that time. Department officials told us most of its collection efforts
were put on hold while it was converting to a new computer system.

@ The big increase in the amounts collected during fiscal year 2003 can
be attributed in part to a big increase in staff devoted to the
collections effort. The 2001 Legislature authorized 75 new positions
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in response to the Department’s promise that those staff would allow it
to collect $49 million in additional delinquent taxes—including income
tax and other taxes not reviewed in this audit.

@ Part of the amount collected during fiscal year 2004 was due to a tax
amnesty program. Beginning in October 2003 and running for two
months, the Department of Revenue offered a tax amnesty program that
allowed delinquent taxpayers to forego penalties and interest on past-
due accounts if they voluntarily paid the taxes they owed. Department
officials told us this program netted $8 million in delinquent sales taxes
and $2.3 million in delinquent withholding taxes.

Our Reviews Identified
Several Problems With
The Department’s
Effectiveness at
Collecting

Delinquent Taxes

During thisaudit wereviewed the coll ections system the Department has
established, the policiesand proceduresit has adopted for carrying out
that system, and asample of 40 delinquent accountsthat had abalance
dueat theend of fiscal year 2004. Our samplefocuswason active cases
with larger balancesdue. That'sbecause our April 2003 performance
audit of motor vehicletaxeshad shown that somevehicledeaerswith
chronic historiesof delinquenciesand large delinquent balanceshad been
allowed to continue operating for yearswithout any strong enforcement
action being taken against them.

Inthisaudit, wewanted tolook at smilar casesinvolving other types of
businesses and trust taxesto see how quickly those cases had moved
through the collections process, and whether the Department had taken
appropriately aggressive enforcement actionsagainst businessesthat didn’t
voluntarily remit thetrust taxesthey owed. Profilell-2 providesmore
information about our sampleof cases.

/

During This Audit We Reviewed 40 Delinquent Accounts That Had a
Our file sample was randomly selected from three groups—cases with very large balances, cases with
moderate balances, and cases specifically delinquent on liquor taxes—and included the following:
8 cases with a balance greater than $500,000
29 cases with a balance between $10,000 and $500,000

3 liquor tax cases with balances greater than $3,000

Altogether, these delinquent accounts totaled $7.6 million at the end of fiscal year 2004, including

Profile 1l-2 \

Balance Due at the End of Fiscal Year 2004

penalties and interest that had been assessed on the amounts owed or estimated. Most cases involved
businesses that hadn't filed returns. Although many of these cases had been delinquent for some time,
11 came into the Department’s collection system in 2002 or later.

The Department has collected about $460,000 on these 40 delinquent accounts since 1998. Delinquent
businesses paid more than $400,000 voluntarily. The remaining $60,000 was collected from bank levies
and till taps, with most of that amount ($53,000) coming from a single bank levy.

As described in the text, our focus in this audit was on active cases with larger balances due. It didn't
include closed cases where the Department had successfully collected the delinquent amounts owed.
Department staff were able to provide a list of all the collection activities taken in fiscal year 2004 relating

Q all tax types, not just the six trust taxes. That information is summarized in Appendix B. /
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A good system for collecting delinquent taxes should include such
elements asmaking quick contact once abus nessbecomesdelinquent,
maintaining regular contact until the debt isresolved, and usinglegal
actionswhen necessary to bring abusinessinto compliance. Althoughthe
Department clearly has established acollections processwith these
principlesin mind, weidentified severa policies, procedures, or practices
that minimizeitseffectivenessin collecting delinquent taxes.

/ Profile 11-3 \

The Department Did Just About Everything Right in One Case in Our Sample

In July 2000, a club filed tax returns but didn’t send in the full amount of sales and withholding taxes
owed. Over the next 1%z years it continued to either file without payment or not file returns for sales,
withholding and liquor taxes. This case was referred to the Department’s automated collection
system in March 2002. In June 2002 the business paid its delinquent liquor tax in full, along with
penalty and interest. This amounted to almost $7,500. The club still owed delinquent amounts for
sales and withholding taxes. The business filed a petition to have all of the remaining tax debt abated,
which was denied in July.

In August the Department sent “pre-seizure” letter to the club and “officer demand” letter to the club
owner. In September it filed a tax warrant for $21,400 on the known debt, and prepared a proposed
tax liability assessment for those periods where a return hadn’t been filed. Just five days after a tax
warrant was filed, field agents went to the club and did a “till tap”—taking all the money that was in
the cash register. That action netted the Department around $2,600 to apply to the delinquent tax.

In October 2002, the Department issued a $12,000 final tax liability assessment for the sales and
withholding taxes the club owner hadn’t filed a return for by that time. In January 2003, the
Department discovered the business had closed. By March 2003, the Department had made a final
tax liability assessment of almost $4,000 for all the tax periods the club hadn't filed for or that hadn’t
been assessed previously. In July 2003, the Department referred this delinquent account to a third-
party collection agency. There is no indication in the case file of any money recovered by the third-

\party collection agency. /

Under the Department’sprocedur es, delinquent accountsare
identified immediately, but most don’t enter thecollection system
on atimely basis. Thesooner abusinessisnotified that itisdelinquent,
themorelikely itisthat debt will becollected. Although someinternal
processing may be necessary before such accountsarereferred tothe
automated collections system, those accounts should bereferred as
quickly aspossible. That may not always happen:

® Businesses with a known balalnce due may wait up to 60 days to
enter the collection system. Delinquent accounts can enter the
collection system at various times. Cases within the legacy system
can enter collections in two days; however, some cases with appeal
rights don’t enter for 60 days. In general, cases enter the system
between 46-60 days after becoming delinquent, although some can be
manually entered sooner by Department staff.
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® Some businesses that don't file a tax return may not be referred
to the collections process for up to 120 days. Beginning in fiscal
year 2005, the Department decided it would only refer non-filers to its
automated collections system once every quarter. Officials told us this
delay has been built in because some returns actually may have been
filed, but are being held up somewhere within the Department—such as
in data entry or on a worklist. Before this change, the delay was up to
60 days. Officials said the new policy would save on printing and
postage costs for sending out delinquency notices. Although some
delay may be warranted, even 60 days for internal processing appears to

be a very long time.

Under the Department’scurrent procedures, businessesthat don’t
fileatax returnreceivethelowest priority intheDepartment’s
collectionsefforts. Department officialstold us someof those
businesses may owenothing or only avery small amount, and going after
known debt amountsfirst isthe best use of their resources. Whilesome
businessesthat don'’t fileareturn have gone out of business, otherstill are
inbusi nessand may end up owing significant amounts of unpaid taxes.

Inour sample, for exampleavacuum repair shop stopped filing returnsfor
salesand employee withhol ding taxesin February 2000. Thiswasat the
start of thetwo year period when the Department was not trying to collect
from businessesthat failed to filereturns. 1n December 2003, the
Department madeafinal liability assessment which totaled morethan
$800,000including penaltiesand interest. Thisbusinessiscurrently in
operation, and the notesin the casefile state that the businessowner was
“cavalier” about thewholesituation, and wondered how long it would take
for the Department to catch up with him.

We recogni ze the Department haslimited staff resources, but determining
whether businessesthat don’t fileareturn till arein business—and more
aggressively pursuing thosethat are—woul d appear to be acost-effective
useof thoseresources.

For most casesin our sample, the Department hadn’t taken prompt
action against businessesthat weredelinquent in filingreturnsand
payingthetrust taxesthey owed. For our 40 delinquent accounts,
here’ swhat we saw:

@® Between 2000 and 2001, the Department made no collection
efforts on businesses that hadn’t filed a tax return. Further,
businesses that missed filing a tax return in 2000 weren’t even referred
to the collections process until late 2001 or 2002. This situation
occurred during the two-year period while the new computerized tax
collection system was being implemented. Department officials told us
they needed to focus their limited resources on developing and preparing
for the new system at the time. Profile 1l-4 on the next page describes
an account that was affected by this policy.
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/ Profile 11-4 \

During a Two-Year Period, the Department Didn’'t Take Any Collection Actions Against
Delinquent Businesses That Hadn't Filed a Return

A gas station stopped filing returns for sales and employee withholding taxes in February 1998.
Between then and 2001, the Department’s computerized collections system sent out 13 tax bills,
but the business owner never responded. Normally even more tax bills might have been sent out,
but between 2000 and 2001, the Department wasn’t taking any collection actions against
businesses that were delinquent in filing returns.

The Department didn’'t make a final liability assessment until January 2002. That assessment
was for nearly $500,000, which included estimated taxes, penalty, and interest for both trust
taxes. The Department filed a tax warrant in February 2003, more than a year later. Atax warrant
has to be filed before the Department can take any of the legal enforcement remedies available to
it.

The Department was finally able to get ahold of the business owner in March 2003. There weren't
any notes in the file regarding what transpired from the phone call. According to Department
officials, the gas station closed in 2001, and it is unlikely that much of the debt would be

\collected. /

® Many cases in our sample churned within the automated tax
collection system for years. The Department’s collections system
is designed to automatically generate monthly tax bills, periodic
letters, and prompts to staff to make telephone calls to businesses
that are delinquent in filing returns or paying their taxes. Appendix C
shows the differences in the collection process for cases that have a
balance due and an assigned risk score. However, that system
allows businesses to stay in this collections cycle for months or even
years. We saw that happen with our sample of cases. In one case,
for example, a business has been in this collections cycle for more
than three years, has received 20 tax bills and 18 letters, but has
made only a few payments. Overall, the 40 businesses in our sample
received atotal of 734 computer-generated tax bills and 162 letters
from the time their cases were opened through August 2004.

® For atypical case in our sample, it took 2.2 years for the
Department to assess a final tax liability. Until it makes a final
assessment, the Department can't file a warrant and take the more
aggressive enforcement actions available to it. That final liability
calculation is based on estimates when the business fails to respond
to Department’s collection efforts. The business owner then has 60
days to appeal the final assessment by filing original returns.

As Table 11-3 shows, for the cases we reviewed it took between 7.4
months and six years for the Department to make a final assessment.
Such delays reduce the chances of collecting the overdue amounts. For
three of the cases in our sample, the Department didn’t assess a final tax
liability until after it knew they were closed. Once a business is closed,
the Department can no longer recover moneys through such enforcement
actions as bank levies or till taps.
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Table II-3

Typical Amount
Enforcement Actions for Cases Reviewed

of Time To Initiate

Department officials told us the
computer had been set to
automatically issue a final tax

Filing of a T Firet Leaal Acti liability assessment after 999
iling of a Tax irst Legal Action Py ,
Making A Final Warrant After Taken After Tax days, if field staff hadn’t been able
Assessment (a) Final Assessment Warrant to do one before that. They told
Sample Type us the current field staff of 24
Number | Number | Number [ Number | Number [ Number Idh tobe at | t doubled
of Days | of Cases | of Days | of Cases | of Days | of Cases WOU avetobe a eastdouple
in order to make final
Balance Over . .
assessments at the optimal time,
$500,000 1,196 7 301 4 7 1 P
(8 cases) about three months after the
taxpayer stops filing returns.
Balance Between
$10,000 and . .
$500,000 806 20 219 8 129 4 For a typlcal case in our
(29 cases) sample, it took 7.4 months for
Li the Department to file a tax
iquor Cases N .
With a Balance o 0 warrant once it had assessed a
528 1 185 1 actions . Y -
Over $3,000 final tax liability. Filing a tax
(3 cases) warrant secures the Department’s
Total claim to the debt and allows it to
806 28 221 13 7 5 initiate more aggressive collection
40 cases actions. Department officials told
Range for All 7.4 months to 1 month to 1 day to us this process could be delayed
Cases 6 years 2 years 1 year by up to four months while waiting
(a) Days until final assessment is measured from the date the case entered collections. for a business to appeal the final
(b) Tax warrants filed on seven cases were excluded from the analysis because the cases had a tax assessment, or for an officer
known balance and didn’t require a final assessment. to appeal his or her responsibility
Source: LPA File Review for the business’ debt.

TheDepartment hadn’t taken aggr essive enfor cement actions
against most businessesin our sample. Throughitscomputer-
automated tax collection process, the Department hopesthat delinquent
taxpayerswill voluntarily comeinto compliance. However, when
ddlinquent taxpayersaren’ t responsiveto those automated collection
efforts, the Department needsto take stronger and timely enforcement
actionstotry to recover theamountsowed. Inour 40 sample cases, it
didn’'t often do that, asfollows:

® Businesses continued in the automated collection cycle even
when they generally didn’t respond to bills or letters, or broke
promises to pay. As noted above, cases often churned within the
automated collection system for years before being moved forward to
other enforcement actions. That occurred even though most
businesses continued to add more delinquent debt. In addition, five of
the six businesses that set up payment plans with the Department
defaulted on them. Because businesses can break three payment
plans before they are moved forward for legal action, these businesses
stayed in the automated system and continued to receive monthly bills
and periodic letters. Profile II-5 on the next page describes one case
involving a broken payment plan.
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® The Department issued tax warrants for only 20 of the 40 cases
in our sample. Filing a tax warrant is the essential first step for
pursuing other legal actions. For three cases in our sample that we
could tell were closed, warrants weren'tissued until after businesses
had been closed for up to six months. For two other cases, a tax
warrant has yet to be filed, and the Department was aware the
businesses had closed five months and 1% years ago.

® The Department initiated legal enforcement actions in only 12
of our 40 sample cases. In 10 cases, the Department performed
bank levies and till taps that netted a total of $60,000. Other actions
taken included referring accounts to an outside collection agency,
making a demand on an escrow bond, and filing a claim to secure the
State’s interest in a bankruptcy case.

Department officials told us enforcement actions often are difficult to
execute because of a lack of financial information, or the fact that a
business has no assets or has closed. If the Department’s collection
efforts in these cases had been more timely, however, it may be able
to minimize these problems.

/ Profile 1I-5 \

A Business That Breaks a Payment Plan Can Continue in the Automated Collection System For Years
Without More Aggressive Enforcement Action Being Taken

An amusement company became delinquent in September 1999 when it sent in a tax return but didn’t
send in the full amount of taxes it owed. The Department referred this amusement company to its
automated collections system in January 2001, which over the next nine months sent four tax bills and
three letters. The Department finally was able to contact the business in September 2001, and the
business agreed to a payment plan for the remaining $32 it owed. Prior to the plan, the company had
made a $288 payment. Under the plan, the business was required to remit all future returns and taxes
owed. The following month, the amusement company didn’t file its tax return, and broke the payment plan.
Under Department policy, a business can break three payment plans before it is moved forward for legal
action.

For the next 1% years, the company didn't file any returns. The Department sent monthly bills and had
some additional phone contact with the company owner during this time. In April 2003, more than two
years after the company had entered collections, the Department issued a final tax liability assessment of
almost $12,000 for all returns not filed. It hasn't yet filed a tax warrant against this company, and nothing in

\the case file indicates the business has closed.

/

Increasing the Resources  Based on Department recorsfor fiscal year 2004, we cal cul ated that

Devoted to Delinquent amost $627,000 was collected for every full-timeemployeeinvolvedin
Tax Collection Efforts collecting delinquent accountsfor al typesof taxes (not just trust taxes),
Would Be Cost-Effective and almost $15 for every dollar spent by the collectionsunit asawhole.

We used thetotal expendituresand staffing associated with the

Compliance Management and Civil Tax Enforcement unit to calculate

thesedollar figures.

During thisaudit, Department staff repeatedly pointed to alack of

resourcesasthereasonwhy it took solong to do thingslikeissuing final
assessments, or matching vehiclesaesinformation with vehiclededers
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tax returns. Because quick action can often makethedifference
between collecting money and not being about to collect, it isimportant
that thisfunction be adequately staffed to handletheworkload it has.

A report presented to the L egid ative Budget Committeein September
2004 showed that the Department had underspent its State General
Fund appropriation for fiscal year 2004 by $2.5 million, of which $1.5
millionwasfor sdariesand wages. The Department’sbudget director
indicated thesefundswereleft over becausethere had been nointernal
request toincreasethe number of collectionsfield staff, and the
Department wasbeing very conservativewithitsfundsbecauseit didn’t
want to havetolay off staff if therewere additional budget cuts

Thebudget director a so said salary moneyswere underspent mostly
from holding open vacant positionsin the Division of Motor Vehicles, as
well asclerical positionsthat processed paper tax returns. Hesaid
collectionswas one of three areas—along with audit and el ectronic
filing—that had high priority for filling vacancieswhen they occurred.

Conclusion

Although most businessesremit thetrust taxesthey oweto the
Department ontime, theamount of delinquent trust taxesthat remains
unpaid continuesto grow. Thelonger delinquent taxesremain
uncollected, thelesslikely the Department will be ableto collect them.
That'swhy it'sessentia for the Department to taketimely and
vigorousactionsagaingt businessesthat don’t voluntarily pay thetrust
taxesthey have collected fromtheir customersor withheld fromtheir
employeeswithin areasonable period of time. The current process—
whichalowsvery lengthy timesbeforethe Department movesto
involuntary collection efforts—provideslittleincentivefor busnesses
intent on evading taxesto do otherwise. 1t also contributesto the
estimated delinquent tax balance owed being gresatly overstated. The
Department may need additional staff resourcesto be ableto respond
more quickly to tax non-compliance.

Recommendations 1. ToprovidetheLegidatureanditself with more completeand

accurateinformation about delinquent taxes owed to the State, the
Department of Revenue should do thefollowing:

a. takean aggressive stance on writing off old debt that isnot
likely to be collected. Writing off doesnot precludethe State
from collecting those moneys should they becomeavailableat
alater date; it smply removesuncollectible debt fromthe
Department’saccounting records.

PERFORMANCE AUDIT REPORT
Legidative Division of Post Audit
October 2004

27



b. extenditsdetailed reconciliationsof delinquent taxesto al tax
types, sothat interested parties can seein detail what is
happening with delinquent taxes.

2. Becausethe Department standsabetter chance of collecting
ddlinquent taxesthemorequickly it acts, the Department should
take anumber of stepsto speed up itsprocesses, asfollows:

a. reducetheamount of timean account waitsto enter
collectionsafter itisidentified asddinquent. Excluding
accountsthat have appeal rights, the Department should
attempt to reduce this period to amaximum of 30 daysfor
both accountsthat have abalance due and accountsfor which
noreturnwasfiled.

b. quickly determining whether businessesthat didn’t fileareturn
aredtill in operation and, regardless of whether thebusinessis
openor closed, makeatimely assessment of fina ligbility (the
Department hasindicated anidea would bewithin 3-4
monthsof faluretofile). Doing sowould avoidinflating the
accountsreceivablebalancewith unredlistic estimatesfor
closed businesses, and would allow the Department to take
moretimely legal actionsagainst the ownersof those
businesses.

c. reducetheamount of timeallowedfor strictly voluntary
compliance. Businessesthat continueto operatewitha
balance due ontrust taxes, or who don't filereturnsfor those
taxes, should be subject to atax warrant much sooner than
they areunder the current system (for example, within6- 8
months), so the Department cantakeitsother legal actions,
such astill taps, bank levies, and garnishments, at atimewhen
they aremost likely to producerevenue.

d. determinetheadditional staff resourcesneeded to process
ddlinquent taxesin an activeand timely manner, and makea
request to the 2005 L egidaturefor thoseresources.
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APPENDIX A
Scope Statement

This appendix contains the scope statement approved by the Legidlative Post Audit
Committee for this audit on April 27, 2004. The audit was requested by Representative John
Edmonds.

Tax Enforcement: Determining Whether the Department of Revenue
I's Collecting the Taxes Owed the State

In April 2003 we issued a performance audit evaluating the Department of Revenue's
procedures for ensuring that motor vehicle dealers are remitting to the State the sales taxes they
collect from their customers. Among other things, we found that 4 of 7 small, used car dealerships
we visited hadn’'t remitted the taxes they’d collected for the time period we reviewed. We aso
found that 3 of these 4 dealers had long histories of not remitting the sales taxes they’ d collected,
yet the Department allowed them to continue selling cars and collecting taxes. One of these dealers
sold more than 500 vehicles during the past 5 years without filing sales tax returns, and owes the
Department nearly $500,000 in taxes, penalties, and interest since 1997.

Division of Taxation records also show there's currently about $7 million in accounts
receivable for about 500 vehicle dealers. Welooked at a sample of 11 deal erships with some of the
largest accounts receivable, and found that 7 of them had reported selling anywhere from 1 to 900
vehicles during 2002. These 7 deders owe the State from $22,000 to $436,000 in taxes they
collected from their customers.

These findings have raised legislative questions about whether similar weaknesses exist in
the Department’s efforts to collect sales or “trust” taxes that other businesses collect from their
customers. A performance audit in this area would address the following questions:

1 Doesthe Department have effective proceduresin place to identify when individuals
or businesses aren’'t paying the taxes they owe? To answer this question, we would
select a sample of taxes that bring in the most money for the Department, and interview
Department staff to determine what steps they take to identify businesses or individuals
who likely owe those taxes but havefailed to pay them. Wewould test those proceduresto
determine whether they were working as described. We also would find out from other
states or officials from organizations like the Multi-State Tax Compact what types of
procedures states generally useto identify failureto pay taxes, and assesswhether there are
additional techniques the Department should employ.

2. AretheDepartment’seffortsto collect unpaid taxeseffective? To answer thisquestion,
we would interview Department officials and review any written procedures to identify
what stepsits staff are supposed to take when they haveidentified businessesor individuals
that owe taxes to the Department. We would compare the steps the Department says it
takes to good collection practices and to requirements for due process, and identify any
weaknesses that may be present. For several types of taxes, we would review a sample of
businesses or individuals that have collected and owe “trust” taxes to the Department to
determine whether the Department followed its procedures and whether those procedures
appeared to be effective in collecting the taxes owed. Wewould perform other testwork as
needed.

Estimated timeto Complete: 12-14 weeks
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APPENDIX B
Department of Revenue Collection Activity - Fiscal Year 2004

The cases reviewed during this audit included only active cases with large
balances. This appendix containsinformation provided by the Department
of Revenue regarding all collection activities, including number of cases
closed, during fiscal year 2004. The information relatesto all casesand all
tax types, not just the six trust taxes reviewed in this audit.

2004 Fiscal Year

Activity Data Extract - ASTRA Tax Management (ACM)
The details provided in this report are directly extracted from the ASTRA Tax

Management (ACM) system (does not include Legacy tax types not part of ACM). This
extract is a snapshot of all case histories between July 01, 2003 and June 30, 2004, fiscal

year 2004. Each detail is not attributable to any specific area of Compliance

Enforcement, tax type, or ACM location code. Volumes are only measured in the form
of counts of observation. To establish the beginning count of cases we took the ending
count minus the opened cases plus the closed cases (ending ~opened + closed). Some

of the observations below only address activity at a TAP level rather than case level,
These are noted as such.

Case Closure FY 2004

Case Count at July 01, 2003 197.669
Cases Opened in FY 2004 159.593
Cases Closed in FY 2004 198,169
Case Count at June 30, 2004 159,093

Accounts Receivable Recovery FY 2004
Compliance Enforcement Recovery Amount $95,291,180

Collection Activity

New Case Referral to Debtor Setoff 79,680
New Case Referral to Treasury Offset * 10,797
Field Staff Visit (Case Level) 2,131
tegal Action Inifiated on a Case level 12,566
Case Skiptraced 19,664
Return Filed by Taxpayer (from non-filer process) 111,756
Successful Setoff Through Debtor Setoff ** - 9.519
Successful Offset Through Treasury Offset ** 6,568
Case Level Customer Contact

Outgoing Call and contact with Taxpayer 167,697
Incoming Call from Taxpayer * 207,916
Letter Sent to Taxpayer 440,731
Case notes Entered/Recording Action 138,727
Letter Received from Taxpayer 15,100
Office Visit by Taxpayer o KDOR 781
Case Activity

TAP Debt Adjustments 294,319
Case Demographic Data Changed 469,133
Payment Posted to a TAP 302,458
New TAP Received by ACM 374,342
Case Level Legal Action Released 14,770
Abatements (TAP Adjustment and Write Off) 167,125
Internal Offsets (TAP Level) 20,185
Internal Offsets Applied 72,287
Tax Assessments (TAP Level) 236,787
Correspondence Reviewed 47,961

*Figures established using intermnal reports.
** Observations only, not related directly to TAP or Case.
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APPENDIX D

Agency Response

On September 27, 2004, we provided copies of the draft audit report to the
Department of Revenue. Itsresponseisincluded as this Appendix.

In their written response, agency officialsindicated they intend to implement
most of the report’s recommendations, with some exceptions:

® Question 1, Recommendation 1 (d) — The Department contends the tax entity
report availableto cities and countiesis straightforward and does not require
further training.

® Question 2, Recommendation 2 (a) — The Department believesits current
approach ismore efficient. Officials said it savestime and costs involved with
billing some accounts that would otherwise self cure, given an additional 30
days, and it also gives the Department time to use computer editsto ensure
that billings and letters are based on accurate information.
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JOAN WAGNON, SECRETARY KATHLEEN SEBELIUS. GOVERNOR

DEPARTMENT OF REVENUE

OFFICE OF THE SECRETARY
October 4, 2004 ED} ECEIVE 1
Ms. Barbara Hinton, ‘JME 0CT -4 2004
Legislative Post Auditor l
Legislative Division of Post Audit T LEGISLATIVE DIVISION
800 SW Jackson, Suite 1300 OF POST AUDIT

Topeka, Kansas 66612
Dear Ms. Hinton:

Thank you for the opportunity to respond to the draft audit report, Tax Enforcement: Determining
Whether the Department of Revenue is Collecting the Taxes Owed the State.

Collecting taxes is a difficult, complex, and frustrating function of government. Fortunately, the
vast majority of Kansans pay their tax liability willingly and accurately. Yet with the numbers so
large, even the small percentage owed by delinquent taxpayers can be a substantial sum. While
we will never reach 100% compliance, we will not waver from our stated mission--to collect
taxes fairly, cheerfully, accurately, and efficiently.

Beginning two years ago, we refocused the agency priorities on collecting overdue taxes. Since
that time, we’ve recognized a substantial increase in collections of delinquent taxes, exceeding
$195 million in fiscal years 2003 and 2004 combined.

As recognized in the report, adding new positions to our Collections function was a big help. To
use these positions effectively, we employ sound collection practices and operations. We
regularly share best practice ideas with other states, and we believe our methodologies compare
favorably. Our fully-automated collection system allows us to make efficient use of collection
personnel.

Focusing attention on Appendix B in the report, it’s important for the reader to appreciate the
volume of collection activities performed by the Collection staff. During FY2004, we made
almost 158,000 collection telephone calls and sent 440,000 collection letters to taxpayers. By
identifying and contacting non-filers, we received 111, 756 additional tax returns than we might
not have otherwise received. As a result of these and other collection activities, we successfully
closed over 198,000 cases, and collected over $95 million in FY2004.

DOCKING STATE OFFICE BUILDING, 915 SW HARRISON ST., TOPEKA, KS 66612-1588
Voice 785-296-3081 Fax 785-296-7928  http://www ksrevenue.org/
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To answer audit question 1, yes, the Department of Revenue has effective procedures in place to
identify when businesses aren’t paying the taxes they owe. When a registered business fails to
file a tax return, that business is automatically referred to our collection process. That being said,
we are always looking for ways to improve.

Specifically, we want to do more to find those businesses that are operating illegally, without
properly registering with KDOR and remitting appropriate taxes. Unfortunately, tips, hotlines,
and tax entity reports offer limited success. As pointed out in your report, we need statutory
changes that would a) require state agencies to provide their licensee information to the
Department of Revenue in a way that facilitates computer matching and b) require State agencies
to deny, suspend, or revoke the license of any unregistered or delinquent taxpayer.

We have seen the success of this type of effort within our own Vehicle Dealer Licensing
program. Beginning this year, no Vehicle Dealer is allowed to retain a valid license if they are
delinquent in remitting taxes. This threat of license revocation is a powerful collection tool.
Applying this practice in cooperation with State licensing agencies dramatically enhances our
ability to identify non-filers and reduce the losses from those businesses who unlawfully
confiscate tax collections for their own use. This could work in a similar fashion if
municipalities would require retailer licenses.

As to Question 2, our efforts to collect unpaid taxes are effective, but greater effectiveness could
be attained. We endorse the suggestion of acting more quickly and forcefully. However, we
find ourselves constrained not by philosophy and procedure, but by resources. Our computer
system effectively prioritizes delinquent accounts, focusing on high-risk and high-dollar
deficiencies. But the frequency of collection tasks could be increased and the referral of cases
could be expedited. With more field personnel, we could perform more on-site visits to
determine whether non-filing businesses are still in operation. With more office collectors and
attorneys, we could hasten the billing and telephone collection processes, so that accounts would
move more quickly to hard core status and to the pursuit of assets through the court system.

Thank you for the analyses and recommendations contained in the audit report. This is an
important issue, and we look forward to working with the Legislature to ensure that tax
collections continue to increase and that tax compliance is both encouraged and assured.

Detailed Response to Recommendations.
Recommendation 1-1.

a. The Department of Revenue agrees that cities and counties can be helpful in this regard. We
very much appreciate the cities and counties that currently act as effective partners in
identifying non-filers and non-registrants. We have promoted this program and will continue
to do so. Local governments are aware of the potential benefits. Based on their own priorities
and resources, some simply choose not to participate.

b. Using this report provides an additional control over non-registrants. As it is designed to do,
it is effective in isolated cases, identifying businesses that local government officials are
aware of, that are not listed on the tax entity report. We will review the potential for
summarizing the revenues gained through this process.
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c. We disagree. Increasing local tax revenues by collecting taxes due is the best incentive to
encourage participation. There would be tremendous difficulties in attempting to calculate
and segregate penalty and interest between the state and local units of government.

d. The report is straightforward and does not require further training.

Recommendation 1-2.

a. During the last two years, KDOR has worked to encourage state licensing agencies to share
lists of licensees for use in matching programs to identify non-filers. We are currently
working with ten different licensing agencies, including the Board of Accountancy, the Board
of Cosmetology, the Dental Board and the Board of Nursing just to name a few. We would
support a statutory change that would require agencies to share lists of licensees and to
capture FEIN numbers, which provides an improvement over matching by name.

In 2004, the Department of Revenue supported HB 2776 and SB 468, which contained the
aforementioned requirement. The bills were tabled and assigned to an interim committee for
review.

Ideally, the legislature would require all entities licensed by the State to remain current in
filing and paying state taxes as a condition of retaining their license. Failure to abide by the
tax laws should result in automatic license forfeiture. Such a requirement would do more to
improve the effectiveness of collection efforts than any change in practice or procedure that
KDOR might undertake.

b. KDOR already sends a consolidated tax bill to taxpayers and routinely offsets tax
delinquencies against any pending refunds from other taxes. The exceptions are for minor
taxes maintained on legacy accounting systems. We are planning to facilitate the required
file matching as soon as programming priorities permit us to do so.

Recommendation 1-3.

In 2004, KDOR began requiring Motor Vehicle Dealers to remain current on all taxes as a
condition of licensure. Now, delinquencies are dealt with swiftly and decisively, so that overdue
taxes in this industry represent a very small problem. Dealer Licensing Inspectors have expanded
their role in tax compliance. The inspector now compares total revenues from vehicle sales as
reported on the Vehicle Sales report to the sales tax return for reasonableness. We believe this is
a more cost-effective practice than capturing the detailed auto sales information from the reports
of all dealers in the state.

Recommendation 1-4.
a. KDOR discontinued its 1-800 phone number due to the cost of maintaining and manning this
service. We plan to explore including a “tip” option on our website as a lower-cost

alternative.

b. We’ll develop a process for logging tips to document that all are worked and track results for
evaluation by management.

Recommendation 1-5.

We agree wholeheartedly with this recommendation, as noted in our response to
Recommendation 1-2.
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Recommendation 2-1.

a. KDOR follows the statutory write-off practice as prescribed. However, this practice alone
does not improve the accuracy of accounts receivable valuation and reporting, which is the
intent of the recommendation. To be eligible for statutory write-off, an account must meet
strict criteria, such as expiration of the statute of limitations, insolvency of the taxpayer,
and/or anticipated collection costs exceeding the amount due. Every year, KDOR sends a
voluminous list to the Board of Tax Appeals for approval of the write-off. In the interim,
collection personnel code the accounts as “Uncollectable,” to facilitate accurate valuation of
accounts receivable and to discontinue collection activities for specific accounts.

Unfortunately, this process leaves most accounts on the books and valued at 100% of the tax
assessment plus accumulated penalties and interest. This creates a substantial over-valuation
of assets.

Instead, KDOR has developed an improved process for estimating the collectability of the
accounts receivable for each tax type, taking into account the age of the accounts and the tax
type. This practice, which is the approach favored by the Financial Accounting Standards
Advisory Board, results in a more accurate estimate of accounts receivable values. Using this
methodology, KDOR recently revalued its June 30, 2004 accounts receivable total from $262
million to $123 million.

b. We agree with the intent of this recommendation. Achieving it will depend on our ability to
shift I.T. resources from other priorities.

Recommendation 2-2.

a. We disagree. On the surface, initiating collection actions sooner for overdue or non-filing
accounts seems obvious. However, we believe our current approach is more efficient. We
mail non-filer letters once each quarter. This saves time and costs involved with billing some
accounts that would otherwise self cure, given an additional 30 days. It also gives us time to
use computer edits to ensure that billings and letters are based on accurate information.
Currently, we prioritize and throttle the number of accounts entering collections so that we
can manage the billing process and the incoming telephone calls that billings generate. We
will certainly evaluate this recommendation carefully from a cost-benefit viewpoint and
make a change if it appears beneficial.

b. Before making this change, we need to conduct further study to be certain that devoting
additional resources to non-filers is likely to generate greater collections than working on
those with a documented debt. In September 2004, we referred 20,000 non-filed accounts
into our collection system (accounts are now referred on a quarterly basis). Additional field
positions would need to be authorized, hired, trained, and managed, as well, to provide on-
site visits to non-filing businesses.

c. We agree with the intent of advancing tax cases more quickly toward the filing of a tax
warrant, for active cases. However, increasing the intensity on some accounts would
necessitate either targeting fewer accounts or acquiring additional collection and attorney
staff.

d. We agree. We continue to pursue any automated approach that improves our efficiency and
effectiveness.
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e. We agree. We intend to study this issue carefully and ask for the budgetary authority to
expand collection staff for those positions that can best support our collection strategies.
!/ Sm(ﬁrely,

\don r;(/ w b

/Segretary
§ /

V
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