TREASURY INSPECTOR GENERAL FOR TAX ADMINISTRATION

Processes Do Not Ensure That Taxpayers Filing an
Incorrect Form 1120 Series Tax Return
Are Appropriately * % * 2% * %% x

September 29, 2020

Reference Number: 2020-40-052

TIGTACommunications@tigta.treas.gov | www.treasury.gov/tigta | 202-622-6500

This report has cleared the Treasury Inspector General for Tax Administration disclosure review process and information
determined to be restricted from public release has been redacted from this document.

Redaction Legend:
2 = Law Enforcement Techniques/Procedures and Guidelines for Law Enforcement Investigations or Prosecutions

To report fraud, waste, or abuse, please call us at 1-800-366-4484



mailto:TIGTACommunications@tigta.treas.gov
http://www.treasury.gov/tigta

HIGHLIGHTS: Processes Do Not Ensure That Taxpayers
Filing an Incorrect Form 1120 Series Tax Return
Are Appropriately *****2%*% %%

Final Audit Report issued on September 29, 2020

Reference Number 2020-40-052

,,*‘@ASUR P

S

%
*% g Ko N
o

<

W{?fﬂ EOR,‘P&'

D \!()mg‘,;% .

&)

Why TIGTA Did This Audit

In September 2004, TIGTA
reported that the IRS did not
develop procedures to calculate
and ********x for taxpayers

that filed unprocessable

Forms 1120-S, U.S. Income Tax
Return for an S Corporation, or
provide the staffing needed to
correct unprocessable

Forms 1120-S compliance issues.
Although IRS management took
actions to address our prior
recommendations, they have not
provided the necessary resources
to address the erroneous

Forms 1120, U.S. Corporation
Income Tax Return, and 1120-S
filings using their Statutory
Notice of Deficiency procedures
and apprOprlatety *******2******

*******2*******

Impact on Taxpayers

Taxpayers that file an incorrect
Form 1120 series tax return and
do not reply to IRS
correspondence are not taxed
fairly and consistently.

What TIGTA Found

The IRS will remove Form 1120-S tax returns from processing if the
taxpayer's account does not note a Form 1120-S filing requirement.
The IRS will also remove Form 1120 tax returns from processing if a
Form 1120-S filing requirement is present on the taxpayer's account.
The IRS considers these types of filings as having an unpostable
condition, Le, the return cannot be processed. Unpostable returns
are sent to tax examiners for review and correspondence with the
taxpayer to determine which Form 1120 should have been filed.

TIGTA identified that due to the lack of corrective action on previous
findings, taxpayers can submit unprocessable Forms 1120/1120-S
and *xxxxrxgrkkxkk - For those taxpayers that do not respond to tax
examiner correspondence, the taxpayer’'s Form 1120-S return will be
converted to a Form 1120. However, when the IRS converts the
return, no subsequent actions are being taken to address ******x**
Frrkxkkxkk  TIGTA's analysis of Processing Year 2018 Forms 1120-S
identified 48,044 return filings that were converted to a Form 1120,
and TIGTA estimated that the RS ******#kkrbkkpriikiraikirts almost
$156 million in corporate tax associated with an estimated

$447 million in net reported ***2*** Similarly, TIGTA identified 6,897
Form 1120 return filings that were converted to a Form 1120-S in
which $29 million in reported corporate **#***xxwkswss

In addition, taxpayers did not always receive Letter 3853C,
Unpostable 310 - Forms 17120/7120-S Filing Requirement Mismatch,
notifying them to timely file or update their S Corporation Election.
TIGTA's review of the tax accounts of 38,406 taxpayers that
submitted an unprocessable Forms 1120 or 1120-S in Processing
Year 2018 identified 2,290 taxpayers that did not receive

Letter 3853C because tax examiners did not manually input the
request into the IRS's computer system to send out the letter.

Finally, taxpayer filing requirements are not always updated. TIGTA
identified 1,588 taxpayer accounts that were not correctly updated to
remove the Form 1120-S filing requirement because internal
guidelines were not added to instruct tax examiners to verify and
manually update the taxpayer's account with the correct filing
requirement where needed.

What TIGTA Recommended

TIGTA made five recommendations to improve the IRS's processes to
ensure that taxpayers that elect S Corporation status file correct tax
returns and are appropriately *****2***** |RS management agreed
with three recommendations. The IRS disagreed with TIGTA's
methodology used to identify incorrectly filed Forms 1120-S and
1120 returns, and stated that it already had processes and
procedures in place to address incorrect S Corporation tax returns.
Due to the lack of sufficient corrective action, the IRS is not
adequately addressing erroneously filed Forms 1120 and 1120-S and
appropriately ***xxrkkrkirkiohs Aol .
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MEMORANDUM FOR: COMMISSIONER OF INTERNAL REVENUE

FROM: Michael E. McKenney
Deputy Inspector General for Audit

SUBJECT: Final Audit Report — Processes Do Not Ensure That Taxpayers
Filing an Incorrect Form 1120 Series Tax Return Are
Appropriately ******2x*x*x*x (Aydit # 201940016)

This report presents the results of our review to assess the Internal Revenue Service's processes
to ensure correct tax return filings and payments based on corporate elections. This review is
included in our Fiscal Year 2020 Annual Audit Plan and addresses the major management and
performance challenge of /mproving Tax Reporting and Payment Compliance.

Management's complete response to the draft report is included as Appendix V.

Copies of this report are also being sent to the Internal Revenue Service managers affected by
the report recommendations. If you have any questions, please contact me or Russell P. Martin,
Assistant Inspector General for Audit (Returns Processing and Account Services).
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Background

S Corporation elections are governed by Subchapter S of the Internal Revenue Code (I.R.C)
Section (§8) 1362. Where Subchapter S is silent, Subchapter C of the I.R.C. generally applies. An
electing S Corporation is a domestic business entity that has made an election under §1362(a) to
be treated as a corporation for Federal tax purposes. In actual form, such an entity may be a
State-chartered corporation or an unincorporated entity, such as a limited liability company.
The major advantage of filing as an S Corporation is that S Corporations generally pay no
entity-level Federal taxes on their income. Instead, the income and deductions of the entity
flow through to the shareholders who are responsible for their appropriate share of the entity’s
Federal income tax liability, similar to a partnership. Other than the specific limitations imposed
by Subchapter S on, for example, the number and the type of owners as well as the number of
classes of stock (see requirements in the next section), S Corporations share all of the attributes
of any similar domestic business entity formed under the laws of its applicable jurisdiction.

S Corporation election eligibility requirements

A corporation can elect S Corporation status by completing Form 2553, Election by a Small
Business Corporation.” An S Corporation election can be made at any time during the prior year
or on or before the 15th day of the third month of the taxable year. To make an S Corporation
Election, the Form 2553 must be signed by a corporate officer, accompanied by the written
consent of all the corporation’s shareholders, and meet the following general requirements:

e Be a domestic, for-profit corporation.
e Have only allowable shareholders.

o Shareholders may be individuals, certain trusts,? estates, Employee Stock Ownership
Plans, and I.R.C. § 501(c)(3) organizations, Le, charities.

o Shareholders may not be partnerships, for-profit corporations, or nonresident aliens.
e Have no more than 100 shareholders.
e Have only one class of stock, e.g., no preferred stock or special profit/loss allocations.

e Cannot be an ineligible corporation, iLe, certain financial institutions, insurance
companies, or domestic international sales corporations.

Once the Form 2553 is approved, the corporation will file Form 1120-S, U.S. Income Tax Return
for an S Corporation, whereas corporations that do not make an S Corporation Election
generally file Form 1120, U.S. Corporation Income Tax Return. Figure 1 shows the volumes of
Forms 1120 and 1120-S for Processing Year (PY)3 2018.

' See Appendix IV for a copy of Form 2553.
2 Five types of trusts are permitted as shareholders under I.R.C. § 1361(c)(2)(A).
3 The calendar year in which the IRS processes the tax return or document.
Page 1
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Figure 1: Forms 1120/1120-S Processed in PY 2018

Forms 1120 Forms 1120-S

1,791,753 5,134,888

Source: Treasury Inspector General for Tax Administration
analysis of the Business Master File (BMF)* as of
December 31, 20178.

Processing of Forms 2553

Forms 2553 are received by fax, mail, or filed with a Form 1120-S, and are processed by

the Internal Revenue Service (IRS) at sites in Kansas City, Missouri; Cincinnati, Ohio;® and,
Ogden, Utah. For those taxpayers that submit their Forms 2553 with a filed Form 1120-S, the
IRS separates and processes the Forms 2553 apart from the tax return.® Once received by the
IRS, the Forms 2553 are assigned to tax examiners in the IRS’s Entity Department to be
processed. Tax examiners review the Form 2553 to ensure that it contains a live signature of a
corporate officer or an individual who is authorized to sign documents on behalf of the
corporation. Tax examiners then use an automated tool to input information from the

Form 2553 into the IRS’s Integrated Data Retrieval System (IDRS).” The IDRS is used to
determine if the:

e Corporation’s name, address, and Employer Identification Number® are valid and match
what the IRS has on file.

e Corporation is an ineligible corporation. This verification is completed by researching
the taxpayer’s name, e.g., does the corporation’s name contain the words “Insurance” or
“Finance,” Employer Identification Number, and other entity information such as the
location of the corporation, e, domestic or international, as well as State department
data.

e Corporation has only allowable shareholders. This verification is completed by
researching the taxpayer's name, Taxpayer Identification Numbers,® and other entity
information to determine if the shareholders are partnerships, for-profit corporations, or
nonresident aliens, as well as State department data.

4 The IRS database that consists of Federal tax-related transactions and accounts for businesses. These include
employment taxes, income taxes on businesses, and excise taxes.
> As of June 17, 2019, the IRS officially stopped accepting tax returns at the Cincinnati Tax Processing Center,
including Forms 2553.
6 If the Form 2553 has not been processed by the time the Form 1120-S is processed, the Form 1120-S will be
removed from processing, Le, the return will go unpostable, to allow time for the Form 2553 to process. IRS
guidance allows the IRS to hold an unposted Form 1120-S return for 60 days to allow time for an attached Form 2553
to be processed or for a Form 2553 to be submitted by the taxpayer.
"IRS computer system capable of retrieving or updating stored information. It works in conjunction with a taxpayer's
account records.
8 A unique nine-digit number used to identify a taxpayer's business account.
9 A nine-digit number assigned to taxpayers for identification purposes. Depending upon the nature of the taxpayer,
the Taxpayer Identification Number is either an Employer Identification Number, a Social Security Number, or an
Individual Taxpayer Identification Number.

Page 2
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The IRS's internal guidelines state that if tax examiners cannot process a Form 2553, they must
first try to contact that taxpayer via telephone. If they are unable to make contact with the
taxpayer, then they will send either Letter 312C, S Corporation Election (F2553), Revocation, or
Termination Incomplete for Processing and/or Not Timely Filed, or Letter 6800sce, Request for
Missing Information to Complete Your Formy/Election, along with Form 2553 to the taxpayer for
completion. However, if tax examiners identify an unallowable shareholder, the Form 2553 is
denied. For denied forms, the tax examiner updates the taxpayer's tax account notating that the
Form 2553 was denied and the taxpayer is sent Letter 326C, S Corporation Election
(F8869)/(F2553) Rejected/Revoked, to notify them that the Form 2553 was denied with an
explanation for the denial. Forms 2553 are retained locally for one year and then sent to the
Federal Records Center for storage.

For approved Forms 2553, tax examiners notate the taxpayer's account that an approved

S Corporation Election is on file with the IRS, ie, hereafter referred to as an approved

S Corporation Election. The taxpayer’s account is also systemically updated to reflect the
requirement to file a Form 1120-S annually. For PY 2018, the IRS approved 509,877 and denied
1,465 S Corporation Election requests.

Identification of Forms 1120-S and 1120 that are inconsistent with filing requirements

The IRS will remove Form 1120-S tax returns from processing if the taxpayer’s account does not
note a Form 1120-S filing requirement. The IRS will also remove Form 1120 tax returns from
processing if a Form 1120-S filing requirement is present on the taxpayer's account. The IRS
considers these types of filings as having an unpostable condition, ie, the return cannot be
processed. Unpostable returns are sent to tax examiners on the IRS’s Entity Unpostables team
for review. One of the first steps taken by the tax examiner is to determine whether a

Form 2553 was submitted and/or processed, or if a Form 2553 has been received and is still
waiting to be processed. The tax examiner will also determine if some other action was taken to
explain the type of return that was filed, such as the taxpayer has submitted a final return that
would terminate the S Corporation Election. If no explanation can be identified and the

Form 2553 is not on file, the tax examiner will correspond with the taxpayer in an attempt to
correct the problem. For example, the tax examiner will send Letter 3853C, Unpostable 370 -
Forms 1120/1120-S Filing Requirement Mismatch, to taxpayers that have a Form 1120 series
filing requirement but do not file the correct tax return, ie, when the taxpayer files a

Form 1120-S but has a Form 1120 filing requirement and vice versa,. In Calendar Year 2018, the
IRS issued 81,418 Letters 3853C.

Results of Review

In September 2004, we reported that the IRS did not develop procedures to ****x*kxxkkirkrx
Frxekkkxxk for taxpayers that filed unprocessable Forms 1120-S. We also reported that the IRS
did not provide the staffing needed to address compliance issues related to unprocessable
Forms 1120-S. We recommended that IRS management:

10 Treasury Inspector General for Tax Administration, Ref. No. 2004-30-172, /ncreased Attention Is Needed to Reduce
Taxpayer Burden and Ensure Fair and Consistent Tax Treatment When Filing Small Business Corporate Tax Returns
(Sept. 2004).
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e Clarify its internal guidelines to assign responsibility for determining and assessing the
correct taxes and issuing Statutory Notices of Deficiency' when Forms 1120-S are
converted to Forms 1120 because there is no valid S Corporation Election on file.

e Clarify the requirement to use Statutory Notice of Deficiency procedures on
Forms 1120-S that were converted to Forms 1120.

In response, IRS management took the following corrective actions:

e Developed processes and procedures to ensure clear and consistent guidelines for
handling unprocessable Forms 1120-S. This included updating internal guidelines for
requiring Tax Processing functions to use Statutory Notice of Deficiency procedures on
Forms 1120-S converted to Forms 1120.

e Assigned responsibility to the IRS’s Small Business/Self-Employed Division’s Examination
function for assessing correct taxes and issuing Statutory Notices of Deficiency for
S Corporations and their shareholders when their returns are converted.

e Reviewed a random sample of returns involving invalid S Corporation Elections and their
shareholders to determine strategies for committing the necessary resources to ensure
that taxpayers are fairly and consistently taxed. Although IRS management planned to
review 9,000 returns, a lower number of returns was ultimately reviewed. As a result of
these reviews, the IRS granted some taxpayers valid S Corporation Elections or made
adjustments to the associated shareholder tax returns. We asked management to
provide us with information pertaining to results of the reviews they conducted;
however, because these reviews were completed so long ago, management was unable
to locate the results.

Although IRS management took actions to address our prior concerns, they have not provided
the necessary resources to address the erroneous Forms 1120 and 1120-S using their Statutory
Notice of Deficiency procedures and appropriately *******xxkkxpirxkkrriirs* |n addition, our
review found that taxpayers did not always receive required Letters 3853C, and that some tax
accounts were not updated to reflect the correct tax return filing requirement.

Due to the Lack of Corrective Action, Taxpayers Can Submit Unprocessable
Forms 1120/1120-S and * * * * * k k& * &% %%

Our review of PY 2018 Forms 1120-S identified 48,044 return filings that were converted to a
Form 1120 because there was no associated S Corporation election on file. When the IRS
converts these returns, it ****x*xxki oo original information reported on the

Form 1120-S to the Form 1120. Dollar amounts reported by the taxpayer on the tax return *2*

................................................... 2******************************************** We

" A notice of deficiency, also called a "statutory notice of deficiency" or "90 day letter," is a legal notice in which the
IRS Commissioner determines the taxpayer's tax deficiency. I.R.C. § 6212 and § 6213 require that the IRS issue a
notice of deficiency before assessing additional income tax, estate tax, gift tax, and certain excise taxes unless the
taxpayer agrees to the additional assessment.

Page 4
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estimate that the IRS *****kkxakikipiiiiriiiixss glmost $156 million' in corporate tax associated
with an estimated $447 million in net reported income.™

This occurred because the IRS's internal guidelines state that if the taxpayer does not respond to
Letter 3853C within 60 days,™ the taxpayer’'s Form 1120-S return will be converted to a

Form 1120. However, when the IRS converts the return, no subsequent actions are being taken
*******************2*******************I even though the IRS pFEVLOUSly agreed to develop
strategies to ensure that unprocessable Forms 1120-S and their related shareholders are taxed
fairly and consistently.

Because the IRS is not taking action to address taxpayers that file an incorrect Form 1120 series
tax return, these taxpayers’ tax accounts make it appear that they *****¥xkkki Phckasieiaeiiieiais s
FRrxkkRRRERE @ven though an incorrect return was filed. Of greater concern is that this process
allows these taxpayers to ******x*:xxxkxxkx* due, which means that taxpayers are being treated
inconsistently. These taxpayers 2 **** because the income that is reported on the
erroneously filed Form 1120-S s ****xkkktkiiiktkkiiiiik) kit ikttt when the return

is converted to a Form 1120. Furthermore, the IRS does not have a process in place *****2*****
*************************************************2**************************************************

*************************************************2**************************************************

The following hypothetical example shows how this kol IR QRIS A SIS

Taxpayer A files a Form 1120-S without having an approved S Corporation Election.
Taxpayer A reports $200,000 in ordinary income on the Form 1120-S. The IRS identifies
the return as unpostable and send’s Taxpayer A Letter 3853C advising the filer that it
does not have an approved S Corporation Election on file. Taxpayer A does not respond
to the IRS within the required 60-day time frame. The IRS then converts the

Form 1120-S to a Form 1120. However, due to the IRS’s conversion procedures, the
$200,000 of ordinary income that Taxpayer A originally reported on the Form 1120-S *2*
HAREARRAAAAS D HARRRAAARE 0N the $200,000 in reported income. In addition, the IRS does not
haV&' aprocess ll? p[ace 7(-7(-7(-7(-7(-7(-7(-7(-7(-7(-7(-7(-7(-7(-7(-27(-7(-7(-*****7(-;(-;(-***************7('7('7('7('*********************
**********>('*****>('***********************2*******>('*******************************************

******>('>('>('>('>('*****************************2****************************

We also identified that a similar situation exists when a taxpayer files a Form 1120 but has an
approved S Corporation Election, and does not respond to the IRS’s correspondence or is
unable to substantiate their Form 1120 filing requirement. When the IRS converts the

Form 1120 to a Form 1120-S, the shareholder’s individual tax returns are ****=*x#*x* Picklaaksbiakbia
items of income, loss, deductions, etc, and the information on the Form 1120, which includes
the reported income tax, ********p*xxkkxkx — Similar to a Form 1120-S conversion, the IRS updates
the taxpayer’s account to show that ******xkrxxkkxkiikirkiirkirirrir*, even though an incorrect
return was filed. Our review of 6,897 Forms 1120 converted to a Form 1120-S identified more
than $29 million in reported corporate income tax ********kkgxxtdikiiiir from the Forms 1120."
Further, the individual shareholders associated with these return filings ******* Pkl

12 See Appendix Ill which provides our sampling criteria and details on our projections.
13 See Appendix Ill which provides our sampling criteria and details on our projections.
14 The letter states 30 days, but additional time is given to allow Forms 2553 to process.
15 See Appendix IIl which provides our sampling criteria and details on our projections.
Page 5
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*************************************************2**************************************************

*******2*******

The IRS is not using deficiency processes and procedures to address erroneous
Forms 1120 and 1120-S filings

When we brought the previous concerns to management’s attention, management stated that
their processes and procedures are consistent with an Office of Chief Counsel opinion dated
May 20, 1999. In this opinion, the Office of Chief Counsel stated that when a taxpayer files a
Form 1120-S without an approved S Corporation Election, “it constitutes a return
notwithstanding that the form is unpostable.” The opinion further stated that tax examiners
working these returns *****xxkitiixkixgxkirkirkirkixsr* even when it appears there is taxable
income, because the IRS is required to follow its deficiency procedures. However, management
stated that they do not have the staffing to examine each of these returns and issue a Statutory
Notice of Deficiency as recommended by Office of Chief Counsel.

Management also noted that prior examinations of taxpayers that filed a Form 1120-S without
having an approved S Corporation Election were unproductive, and that the number of

Forms 1120-S converted to a Form 1120 represents less than 1 percent of the total population
of Form 1120-S tax returns filed in PY 2018. Furthermore, management stated that its
Automated Underreporter process will identify individual shareholders who do not report
items from their Schedule K-1 (Form 1120-S) on their Forms 1040. IRS guidance provides that
when there is a mismatch between the Form 1040 and a third-party information return,

e.g., Form W-2, Wage and Tax Statement, etc, they may be selected for further review and
contacted to resolve the discrepancy. When we asked management to provide information
supporting their statements, management indicated that they did not have any formal
reports/statistics that support their position.

7
noncompliance

Our analysis of the IRS's PYs 2016 through 2018 data on converted returns identified:

e 17,729 taxpayers that submitted 38,914 Forms 1120-S converted by the IRS to
Forms 1120 in two of the three processing years.

e 3,871 taxpayers that submitted 12,096 Forms 1120-S converted by the IRS to Forms 1120
in all three processing years.

IRS management reviewed a random sample of 17 of the 12,096 converted returns'® and found
that in six cases, the corporation filed a Form 1120-S without an approved S Corporation
EleCthI’l, and the SharehOlderS """""""""" 2************************************************
least one of the three processing years reviewed. This means that the IRS is ****** Rk Q Rk ARk kA ok
FrrkkxRRQFxERRERY the income that was originally reported by the S Corporation. For the
remaining 11 cases, taxpayers reported as required.

16 The converted returns for PYs 2016, 2017, and 2018 were identified by personnel in the IRS's Wage and Investment
Division, and we identified the taxpayers whose tax returns were converted in two or three processing years.

Page 6
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Management explained that the IRS revised its internal guidelines on April 11, 2019, to have IRS
employees contact the taxpayer's paid return preparer, where applicable, to address incomplete
Forms 2553 prior to sending the taxpayer a letter. In addition, management also stated that
even though the IRS corresponds with the taxpayers to ensure that they provide the required
Form 2553, about 80 percent of the time taxpayers do not respond. Management explained
that they believe taxpayers are not responding to the letter because ******xxkixxkkkkiikiikkk ki
FrxkrxxRRxx filling Forms 1120-S without a valid S Corporation Election. However, the IRS cannot
currently *x#xrrkkkkiioiikokkkkktkktk kot PAceieisieiioitioiisiieiisiiaiieiaitais . The lack of
sufficient action to address these erroneous filings is problematic *****x*kikkrxs PAciehaisieiieiieiiioi

The Commissioner, Small Business/Self-Employed Division, should:

Recommendation 1: Review the 48,044 incorrectly filed Forms 1120-S and the
6,897 Forms 1120 returns we identified and refer those with potential tax adjustments to the
Examination function to be addressed using its deficiency procedures.

Management’s Response: The IRS disagreed with this recommendation. IRS
management concluded that TIGTA's results are an inaccurate representation of true
compliance risk because the methodology used to identify the incorrect returns was
flawed. Due to limited resources, the IRS does not plan to take any additional actions on
these returns.

Office of Audit Comment: The methodology we used was shared, reviewed,
and concurred to by IRS management, and included identifying all PY 2018
taxpayer accounts with an Audit Code 4 and in which either a Form 1120 or
Form 1120-S posted. We disagree with management’s assertion that our results
provide an inaccurate representation of the “true compliance risk.” As our report
notes, the compliance risk is the fact that 54,941 filers submitted incorrect tax
returns in PY 2018 with *****x*xxxxkixiix on the part of the IRS to address the
erroneous Forms 1120 and 1120-S and appropriately ******xkkxkip ik
**2** In fact, as our report details, 21,600 taxpayers *****xxkkitkipdkitiithirtik
Form 1120-S return for the three processing years we analyzed. Each of these
taxpayers received a notification of their incorrect filing and took no action to
respond to the IRS. Moreover, these 21,600 filers *******krxgxkkxkkxkrx incorrect
returns. The fact I'emalnS that ******************2********************** by the IRS
to address this noncompliance even though the IRS previously agreed to develop
strategies to ensure that corporations that submit unprocessable Forms 1120-S
and their related shareholders are taxed fairly and consistently.

Recommendation 2: Develop processes and procedures to refer incorrectly filed Forms 1120-S
or 1120 tax returns with tax implications and where the taxpayer does not timely respond to the
Examination function to be addressed using deficiency procedures.

Management’s Response: The IRS disagreed with this recommendation. IRS
management stated that they already have processes and procedures in place to identify
and address an incorrect filing related to a corporation’s S-election via the “audit code 4"
indicator. These returns are currently available for examination and, if selected, could be
subject to deficiency procedures. Additionally, IRS records demonstrate that
assessments for this issue have been made as part of examinations during the period we
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reviewed. During the years covered by our audit, the IRS assessed $2.5 million in tax
related to S corporations without a valid election during the course of examinations.

Office of Audit Comment: Once these types of returns are identified, the IRS
does not have adequate processes and procedures to evaluate these returns to
determine if a referral to examination is warranted. In addition, management
implies that the $2.5 million in assessments were the result of IRS examinations
to address the incorrect filings. This figure actually results from an analysis we
conducted after management informed us that they did not have any
examination statistics to provide on audits performed to address incorrect return
filings. We did not include the results of this analysis in our report because we
could not determine whether the tax assessments were the result of an IRS
examination addressing the conversion of a Form 1120-S to a Form 1120.

Legislative Recommendation 3: In coordination with the Department of Treasury’s Office of
Tax Policy, develop a legislative change request to grant the IRS the ******kkkikxgxkkkkkkxkix
Rk R, taxpayers that do not respond to the IRS's correspondence regarding incorrect
Forms 1120 or 1120-S.

Management’s Response: The IRS agreed with this recommendation. IRS management
plans to share our report and this specific recommendation with the Department of
Treasury's Office of Tax Policy and stated its willingness to support the Department of
the Treasury if it determines to proceed with a legislative proposal.

Taxpayer Filing Requirements Are Not Always Updated

Our review identified 1,588 taxpayer accounts that were not correctly updated to remove the
Form 1120-S filing requirement. When filing requirements are not correctly updated, taxpayers
that file correctly can have their electronically filed (e-filed) returns needlessly rejected or their
paper returns not able to be processed. Taxpayers will then need to either correspond with the
IRS or refile their tax return, creating taxpayer burden. In addition, this also results in the IRS
expending resources needlessly to resolve these cases. The 1,588 taxpayer tax accounts
included:

e 1,390 taxpayer accounts that incorrectly reflected a Form 1120-S filing requirement when
they did not have an approved S Corporation Election. We provided IRS management
with our exceptions, and they reviewed a sample of 57 taxpayer accounts. Management
found that the filing requirements associated with the tax accounts we identified were
not correctly updated because internal guidelines were not added to instruct tax
examiners to verify and manually update the taxpayer's account with the correct filing
requirement where needed.

e 198 taxpayer accounts that incorrectly had a Form 1120-S filing requirement even
though the S Corporation Election was denied. IRS management agreed with our results
and stated that these taxpayer accounts were subsequently merged with another
account. However, tax examiners did not accurately update the filing requirement when
the S Corporation Election was denied or reversed. For these 198 accounts, we
determined that 82 taxpayers incorrectly filed 89 Forms 1120-S in PY 2018 that were not
identified by the IRS as unpostable for review.
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On February 13, 2020, IRS management updated their internal guidelines providing instructions
to tax examiners to verify and update filing requirements, as needed, when an S Corporation
Election is denied or reversed.

The Commissioner, Wage and Investment Division, should:

Recommendation 4: Remove the Form 1120-S filing requirement from the 1,588 accounts we
identified.

Management’s Response: The IRS agreed with this recommendation. IRS management
is reviewing the 1,588 accounts and plans to remove the Form 1120-S filing requirement
or correct the account, as applicable.

Taxpayers Did Not Always Receive Letter 3853C Notifying Them to Timely File
or Update Their S Corporation Election

Our review of the tax accounts of 38,406 taxpayers that submitted a Form 1120 or1120-S in

PY 2018 that was unprocessable identified 2,290 taxpayers that did not receive Letter 3853C as
required. We provided the results of our analysis to IRS management who reviewed a sample of
45 taxpayer accounts and identified five (11 percent) accounts for which Letter 3853C should
have been sent but was not. They stated that tax examiners likely did not manually input the
request into the IRS’'s computer system to send out the letter when resolving the unpostable
condition.

When taxpayers submit unprocessable Forms 1120 or 1120-S, Letter 3853C is sent notifying
them to timely file or update their S Corporation Election within 30 days. Taxpayers who do not
receive this letter will not know that they must respond within 60 days or their returns will be
converted. In addition, these taxpayers will continue to submit unprocessable forms until they
are otherwise notified that the IRS requires taxpayer action to resolve S Corporation Election
issues.

The Commissioner, Wage and Investment Division, should:

Recommendation 5: Develop processes and procedures to ensure that all taxpayers that
submit an unprocessable Form 1120 or 1120-S that becomes unpostable because of an
incorrect filing requirement receive Letter 3853C, as required.

Management’s Response: The IRS agreed with this recommendation and has updated
its guidelines, clarifying what letters are to be used.
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Appendix |
Detailed Objective, Scope, and Methodology

Our overall objective was to assess the IRS’s processes to ensure correct tax return filings and
payments based on corporate elections. To accomplish our objective, we:

e Evaluated the IRS's processes and procedures for updating filing requirements based
on changes to S Corporation Elections by identifying IRS processes for placing and
updating filing requirements on taxpayer accounts, and determining if taxpayers had a
Form 1120-S filing requirement although the S Corporation Election had been denied,
reversed, or terminated and quantified the results.

¢ Quantified the impact of any programming changes on taxpayers when submitting
returns for which the filing requirement had not been updated.

e Evaluated the IRS's processes and procedures for ensuring that correct taxes are
assessed for S Corporations, C Corporations, and their shareholders when Forms 1120 or
1120-S are converted, and for ensuring that related entities are fairly and consistently
taxed.

e Reviewed the IRS's procedures for converting Forms 1120 and 1120-S tax returns with
incorrect filing requirements and met with IRS management to further our
understanding.

e For those Forms 1120 and 1120-S tax returns that were converted in PY 2018, identified
the taxpayers, obtained the originally submitted electronic returns, took a random
sample' of paper returns, and determined whether tax was due or a loss was claimed.
We used this information to quantify the amount of lost tax revenue.

e With the assistance of the Treasury Inspector General for Tax Administration’s contracted
statistician, developed all sampling plans and projections.

¢ Quantified the number of taxpayers in PY 2018 that did not respond to Letter 3853C.

e Quantified the number of taxpayers that did not receive Letter 3853C in PY 2018 as
required.

Performance of This Review

This review was performed in the IRS Wage and Investment Division’s Submission Processing
offices in Kansas City, Missouri, and Ogden, Utah; the Small Business/Self-Employed Division’s
Examination office in Cincinnati, Ohio; and the Office of Chief Counsel in Washington, D.C,,
during the period of October 2018 through March 2020. We conducted this performance audit
in accordance with generally accepted government auditing standards. Those standards require
that we plan and perform the audit to obtain sufficient, appropriate evidence to provide a
reasonable basis for our findings and conclusions based on our audit objective. We believe that
the evidence obtained provides a reasonable basis for our findings and conclusions based on
our audit objective.

' See Appendix IIl which provides our sampling criteria.
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Major contributors to the report were Russell P. Martin, Assistant Inspector General for Audit
(Returns Processing and Account Services); Diana M. Tengesdal, Director; Nikole L. Smith, Audit
Manager; Doug Barneck, Lead Auditor; and Ken Carlson, Senior Auditor.

Validity and Reliability of Data From Computer-Based Systems

During this review, we relied on data from the Modernized Tax Return Database (MTRDB)? to
identify the original dollar amounts submitted on Forms 1120-S and 1120. We also relied on
data from the IRS’s BMF and Business Return Transaction File? to identify taxpayers with

Form 1120-S and 1120 filing requirements and valid S Corporation Elections to determine if the
taxpayer's account reflected the correct filing requirement, and to identify taxpayers whose
Forms 1120-S or 1120 were converted in PY 2018 and also had a subsequent tax assessment.
Further, we relied on data from a list of those taxpayers that received Letter 3853C during

PY 2018 and the Generalized Unpostable Framework* file for Unpostable Code 310 with Reason
Codes 3 and 4. We validated the results of the MTRDB data by matching a sample of

Forms 1120-S and 1120 that were converted in PY 2018 to the Employee User Portal (EUP).> We
confirmed the validity of the BMF and Business Return Transaction File data by matching
samples of returns to the IDRS and the EUP. We validated the Letter 3853C file by electronically
testing the data for outliers and, where available, confirming notations in the IDRS that a letter
was sent. We validated the Generalized Unpostable Framework file by matching a sample of tax
accounts with Unpostable Code 310 and Reason Codes 3 or 4 to the IDRS and the EUP. As a
result of our testing, we determined that the data were sufficiently reliable for the purposes of
this report.

Internal Controls Methodology

Internal controls relate to management'’s plans, methods, and procedures used to meet their
mission, goals, and objectives. Internal controls include the processes and procedures for
planning, organizing, directing, and controlling program operations. They include the systems
for measuring, reporting, and monitoring program performance. We determined that the
following internal controls were relevant to our audit objective: IRS policies and procedures for
approving S Corporation Election requests and updating taxpayers’ accounts with the correct
filing requirement, and IRS policies and procedures for notifying taxpayers and, where
applicable, converting Forms 1120-S and 1120 when the form filed does not match the filing
requirement the IRS has on record and the taxpayers do not respond to Letter 3853C. We
accomplished this by interviewing IRS management, and reviewing the Internal Revenue
Manual, relevant I.R.C. sections, and Letters 3853C.

2 The MTRDB is the legal repository for original e-filed returns received by the IRS through the Modernized e-File
system.
3 The Business Return Transaction File contains transcribed tax return data from corporations, partnerships, trusts,
exempt organizations, and other business entities. The data represent the tax return as originally processed by the
IRS and reflect any math error corrections but not all adjustments.
4 The Generalized Unpostable Framework application consists of a group of batch programs and real-time command
codes used to correct transactions that do not meet Master File posting criteria. It controls, validates, and corrects
transactions through the Generalized Mainline Framework system.
> The EUP allows IRS employees to access business applications and data, e.g., e-Services and Modernized e-file, via
an intranet portal.
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Appendix I

Outcome Measures

This appendix presents detailed information on the measurable impact that our recommended
corrective actions will have on tax administration. These benefits will be incorporated into our
Semiannual Report to Congress.

Type and Value of Outcome Measure:

e Increased Revenue — Potential; $156 million of corporate tax on $447 million in net
reported income on 48,044 Form 1120-S tax returns that were converted to Forms 1120
in PY 2018 (see Recommendation 1).

Methodology Used to Measure the Reported Benefit:

Our review of Forms 1120-S converted to a Form 1120 in PY 2018 identified 48,044 tax returns
with an Audit Code 4 and for which a Form 1120 had posted to the IRS's Business Return
Transaction File. In order to calculate the net reported income and potential corporate tax, we
took the following steps:

e |dentified 15,234 Forms 1120-S that, based on the document locator number, were
paper-filed in PY 2018. We reviewed a random stratified sample? of 94 of the
15,234 paper Forms 1120-S and captured the original tax return information from the
paper Form 1120-S and Schedule K, Shareholders’ Pro Rata Share ltems. We used a
random stratified sample because time constraints prohibited us from reviewing all
15,234 paper Forms 1120-S received in PY 2018.

e Totaled the net income for the 94 sampled paper-filed Forms 1120-S to arrive at net
income of $1,450,082. We used this information to calculate the potential corporate tax
based on the net reported ordinary and separately stated items of income and loss that
FRkERk kR R Rk kekkkx {f the taxpayer had submitted a Form 1120. Tax for the
94 sampled returns totaled $472,606.

e Sent the results of our sample to our contracted statistician to project on the reported
ordinary and separately stated items of income and loss reported on Form 1120-S and
our calculation of corporate tax. We estimate 15,234 Forms 1120-S with $73,623,6123 in

T A unique number assigned to every tax return to assist in controlling, identifying, and locating the return.

2 Our sample was selected using a 95 percent confidence interval, 5 percent error rate, and +5 percent precision
factor.

3 When projecting the results of our statistical sample, we are 95 percent confident that the actual total amount of
$73,623,612 corporate 2 for paper Form 1120-S returns converted to Forms 1120 in PY 2018
is between $29,854,619 and $117,392,605 (where $29,854,619 and $117,392,605 represent the lower and upper range,
respectively).
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Corporate ****xxkkkikiiriii) kirkkkrkiirkiix* the entity level for these taxpayers on
$237,774,349% of income.

e Identified 12,313 returns that had location codes of 87, 85, or 43 meaning the return was
originally paper. We did not separately review returns with these location codes as we
reviewed 15,234 paper Forms 1120-S.

e Matched the remaining 18,186 Forms 1120-S to the MTRDB and determined that these
e-filed returns should have reported $81,938,415 of corporate tax on reported net
ordinary and separately stated income and losses of $209,260,289 million.

e |dentified 2,311 electronic Forms 1120-S that did not match to the MTRDB.

e Totaled the results from the 15,234 paper-filed returns, 18,186 e-filed returns that
matched to the MTRDB, 12,313 paper-to-paper conversions, and 2,311 e-filed returns
not matching to the MTRDB to arrive at 48,044 returns with potential corporate tax of
$155,562,027 million.

We estimate that 11,800 returns of the 48,044 Forms 1120-S returns reported losses. We found
that 6,963 were e-filed returns and an estimated 4,837 were paper-filed returns.>

Management’s Response: The IRS disagreed with this outcome measure stating that it
fails to account for S corporation shareholders who ******rtkkkikiikg xakkkkthidihdkihkrrrk
Fhkkk Rk Q kel x when thelr corporation files a Form 1120-S, even
when the corporation does not have a valid S Corporation Election. The potential
increase in "Corporate tax” of $156 million fails to account for the ****###xxkkg kit
IRk Ikl on the associated individual income tax returns. Also, the
outcome measure fails to account for the opportunity cost of diverting examination
resources away from areas of more significant noncompliance and from more productive

cases.

Office of Audit Comment: The outcome measure is the amount of corporate
tax owed by filers that the IRS identifies as filing an incorrect return. For each
of the returns we identified, the IRS converted the return from a Form 1120-S
to a Form 1120 and ***************2********************‘ The IRS'S dlsagreement
is based on a review of 17 randomly selected cases from the 3,871 taxpayers
that ***xxkkxskiksiipikirkixsiirx* Forms 1120-S that were then converted to a
Form 1120. For 11 of these cases, the IRS found that shareholders *****#*2**¥xxxx
********************2*****************************‘ For the I'emalnlng S'.X cases,
FRRRR kR Rk Rk Rk RR* by the associated shareholders for at least one of the
three years reviewed. Furthermore, no *****¥ikkikkkiihd kxkkxkkrkkrkix these

17 cases. The true amount of increased revenue can only be ultimately
determined by having a process in place to address these types of incorrect

4 The $237,774,349 is based on ordinary income and losses plus separately stated items of income and loss reported
on Form 1120-S, Schedule K, which would be includable in taxable income for a C Corporation. When projecting the
results of our statistical sample, we are 95 percent confident that the actual total amount is between $56,005,259 and
$419,543,439 (where $56,005,259 and $419,543,439 represent the lower and upper range, respectively).

> We based our review on a statistically valid sample of 94 of 15,234 paper Forms 1120-S converted to Forms 1120 in
PY 2018. Our sample was selected using a 95 percent confidence interval, 5 percent error rate, and + 5 percent

precision factor.
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filings (including for those filers ******xxkkxtikisiinkixkikrrkirrkirrtsr) which the
IRS failed to implement.

Type and Value of Outcome Measure:

e Increased Revenue — Potential; $29 million of corporate tax *******kkipxkkikkkitt from
6,897 Forms 1120 converted to a Form 1120-S in PY 2018 (see Recommendation 1).

Methodology Used to Measure the Reported Benefit:

Our review of Forms 1120 converted to a Form 1120-S in PY 2018 identified 6,897 tax returns
with an Audit Code 4 and for which a Form 1120-S had posted to the IRS’s Business Return
Transaction File. In order to calculate the net reported income and potential corporate tax, we
took the following steps:

e Identified 3,699 Forms 1120 that, based on the document locator number, were
paper-filed in PY 2018. We reviewed a random stratified sample® of 31 of the
3,699 paper-filed Forms 1120 and captured the total tax reported. We used a
random stratified sample because time constraints prohibited us from reviewing all
3,699 paper-filed Forms 1120 received in PY 2018.

e Totaled the tax reported for 31 sampled paper-filed Forms 1120-S to arrive at total tax
reported of $369,041.

e Sent the results of our sample to our contracted statistician to project on the total tax
reported. We estimate 3,699 Forms 1120 reported $28,245,503 million” in corporate
lncome taX 7\'7\'7\'7\'7\'7\'****7\'**2************** paper Forms 1 120

e Identified 2,713 returns that had a location code of 87, 85, or 43 meaning the return was
originally paper-filed. We did not separately review returns with these location codes as
we reviewed 3,699 paper Forms 1120.

e Matched the remaining 301 Forms 1120 to the MTRDB and determined that these e-filed
returns reported $945,814 of corporate income tax.

e |dentified 184 electronic Forms 1120 that did not match the MTRDB.

e Totaled the results of the 3,699 paper-filed returns, 2,713 paper-to-paper conversions,
301 e-filed returns, and 184 e-filed returns not matching to the MTRDB to arrive at
6,897 returns with $29,191,317 million of corporate tax.

We estimate that 2,376 of the 6,897 Forms 1120 returns reported losses. We found that 126
were e-filed returns and an estimated 2,250 were paper-filed returns.®

6 Our sample was selected using a 95 percent confidence interval, 5 percent error rate, and +5 percent precision
factor.
" The $28,245,503 million in total corporate tax reported on Form 1120 is based on our review of statistically valid
sample of 31 of 3,699 paper Forms 1120 converted to Forms 1120-S in PY 2018. When projecting the results of our
statistical sample based on an Empirical Likelihood Confidence Interval, we are 95 percent confident that the actual
total amount is between $1,876,780 and $113,942,537 (where the$1,876,780 and $113,942,537 represent the lower
and upper range, respectively).
8 We based our review on a statistically valid sample of 31 of 3,699 paper Forms 1120 converted to Forms 1120-S in
PY 2018. Our sample was selected using a 95 percent confidence interval, 5 percent error rate, and + 5 percent
precision factor.
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Management’s Response: The IRS disagreed with this outcome measure, stating that it
is not useful to assess the compliance risk. IRS management believes a sample of

31 paper-filed Forms 1120 is too small to provide a precise estimate for a dollar value
with a wide range of outcomes. As a result, the confidence interval around the potential
corporate tax is very wide and cannot aid in compliance decision-making.

Office of Audit Comment: This information could assist the IRS in its decision-
making process. The intent of the sample and estimate is to provide

the IRS the potential scope of the problem. As noted in our report, our contract
statistician assisted with developing our sampling plans and providing the
projected total tax reported ********p*rxkxx* from paper-filed Forms 1120.

Type and Value of Qutcome Measure:

e Taxpayer Burden — Potential, 1,588 taxpayer accounts with Form 1120-S filing
requirements that either did not have a valid S Corporation Election or the election had
been reversed or denied (see Recommendation 4).

Methodology Used to Measure the Reported Benefit:

To identify the 1,588 taxpayer accounts, we queried the IRS’s BMF for all taxpayer accounts with
a Form 1120-S annual filing requirement. We then queried the BMF for taxpayer accounts with
any S Corporation transaction code. We filtered out accounts without an active S Corporation
Election or an approved S Corporation Election that was not the last transaction on the
taxpayer’s account, e, no S Corporation Election was present on the account or it had been
reversed or denied. We matched our results of taxpayer accounts with the Form 1120-S filing
requirements to those without an active S Corporation Election and identified 1,588 taxpayer
accounts with a Form 1120-S filing requirement but for which an S Corporation Election was
either not present on the account, had been reversed, or had been denied.

Type and Value of OQutcome Measure:

e Taxpayer Rights and Entitlements — Potential, 2,290 taxpayers that did not receive
Letter 3853C stating that their Form 1120-S would be converted if they did not timely
file or update their S Corporation Election (see Recommendation 5).

Methodology Used to Measure the Reported Benefit

To determine if a taxpayer did not receive Letter 3853C, we queried a data extract of the
Generalized Unpostable File provided by the IRS for taxpayer accounts notated with Unpostable
Code 310 with Reason Code 4 in PY 2018, indicating that a Form 1120-S was sent to the Entity
Unpostables team for resolution. We matched our results to the BMF to identify accounts with
Transaction Code 971 and Action Code 375 in PY 2018, meaning the Entity Unpostables team
notated that the taxpayer would receive Letter 3853C. We then matched these records to the
list of taxpayers that received Letter 3853C in Calendar Year 2018 and identified 2,290 taxpayers
whose accounts notated that they would receive Letter 3853C but were not on the Calendar
Year 2018 Letter 3853C file for the same time period.
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Appendix I

Random Sampling Criteria and Projection Details

In our report, we identified 48,044 Forms 1120-S return filings that were converted to a

Form 1120 in PY 2018. For these 48,044 Forms 1120-S, the IRS ***#*#xkikxx sl almost
$156 million in corporate tax associated with an estimated $447 million in reported income.
The following are additional details with respect to these figures, including random sampling
criteria, point estimates, and upper/lower ranges for projections:

e Of the 48,044 returns, we estimate that 11,800 returns reported losses and were
determined to have a $0 effect on the total corporate income tax calculation.

o The 11,800 returns include an estimate of 4,837 paper Forms 1120-S. We based our
review on a statistically valid sample of 94 of 15,234 paper Forms 1120-S converted
to Forms 1120 in PY 2018. Our sample was selected using a 95 percent confidence
interval, 5 percent error rate, and + 5 percent precision factor. When projecting the
results of our statistical sample, we are 95 percent confident that the actual total
amount is between 3,260 and 6,414 (where 3,260 and 6,414 represent the lower and
upper range, respectively).

e The $156 million includes an estimate of $73,623,612 in corporate tax based on our
review of a statistically valid sample of 94 of 15,234 paper Forms 1120-S converted to
Forms 1120 in PY 2018. When projecting the results of our statistical sample, we are
95 percent confident that the actual total amount is between $29,854,619 and
$117,392,605 (where $29,854,619 and $117,392,605 represent the lower and upper
range, respectively).

e The $447 million includes an estimate of $237,774,349 in ordinary income and losses
plus separately stated items of income and loss reported on paper Forms 1120-S,
Schedule K, which would be includable in taxable income for a C Corporation.
Separately stated items include, for example, capital gains/losses, interest income/losses,
investment income/losses, rental income/losses, and other separately reportable gains
and losses. Our estimate is based on our review of a statistically valid sample of 94 of
15,234 paper Forms 1120-S converted to Forms 1120 in PY 2018. When projecting the
results of our statistical sample, we are 95 percent confident that the actual total amount
is between $56,005,259 and $419,543,439 (where $56,005,259 and $419,543,439
represent the lower and upper range, respectively).

Our reports also identified 6,897 Forms 1120 converted to a Form 1120-S in PY 2018. For these
6,897 Forms 1120, we identified more than $29 million in reported corporate income tax **2**
FrxkkxkkxQrxkxkkxx from the Forms 1120. The following are additional details with respect to
these figures, including random sampling criteria, point estimates, and upper/lower ranges for
projections:

e Of the 6,897 returns, we estimate that 2,376 reported losses and were determined to
have a $0 effect on the total corporate income tax.

o The 2,376 returns includes an estimate of 2,250 paper Forms 1120. We based our
review on a statistically valid sample of 31 of 3,699 paper Forms 1120 converted to
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Forms 1120-S in PY 2018. Our sample was selected using a 95 percent confidence
interval, 5 percent error rate, and + 5 percent precision factor. When projecting the
results of our statistical sample, we are 95 percent confident that the actual total
amount is between 1,499 and 3,001 (where 1,499 and 3,001 represent the lower and
upper range, respectively).

e The $29 million includes an estimate of $28,245,503 in total corporate tax reported on
Forms 1120 from our review of a statistically valid sample of 31 of 3,699 paper
Forms 1120 converted to Forms 1120-S in PY 2018. Our sample was selected using a
95 percent confidence interval, 5 percent error rate, and + 5 percent precision factor.
When projecting the results of our statistical sample based on an Empirical Likelihood
Confidence Interval, we are 95 percent confident that the actual total amount is between
$1,876,780 and $113,942,537 (where $1,876,780 and $113,942,537 represent the lower
and upper range, respectively).
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Appendix IV

Form 2553, Election by a Small Business Corporation

2553 Electlon by a Small Business Corporatlon
Farm [Under section 1362 of the Intemal Revenue Code)
(Fiow. Daoamibar 2017 [Including a late election filed pursuant to Rev. Proc. 20H3-30) OME No. 15850123
Dopartmant of tha Trassury * ¥ou can fax this form to the IRS. See separate Instructions.
Infarmal Figvenus Sarios * G0 to wwwirs. goviFonm2553 for Instructions and the letest information.

Mote: This election to be an 5 corporation can be accepted only i all the tests are met undar Who Msy Bect in the instructions, all
shareholders have signed the consent statement, an officer has signed below, and the exact name and address of the corporation
{esntity} and other required form information have been provided.

LA Eleciion Information

Namea [5e2 INSIUCToNS) A Empioyer kentimcation number
Lm FTIDET, SIrest, and room of S0te Ne. 1 & P.O. DoX, 596 INSTctions. B Deie Incorporeted
Print ‘Cify Of 10w, SISIE Of provinGs, COUniry, and ZIF of forelgn posial code T State of INCorporabon
D Gheck the applicable Doajes) if the coporation (entity), aier apphying for the EIN shown in A 8bove, changed its [ |namecr [ | eddress
E  HBleclion is to be effective for tax year beginning jmonth, day, year) (see instructions) . . . =

Caution: A corporation (entity) making the election for its first tax year in existence will mua]ryarmenha
beginning date of & short tax year that begins on a date other than Janusry 1.

F  Selected tex year
(1) O Calendsr year
(2} [ Fi=scal year ending (month and day) e
(3 O s2-53-wesk year ending with reference to the month of December
4] O s2-53-wesk year ending with reference to the month of
H box (2) or (4] is checkaed, complate Part 11

G I more than 100 shareholders are listed for item J (see page 2), check this box if treating members of a family as one
shareholder resulis in no more than 100 shareholders (see test 2 under Who May Elect in the instructions) » [
Mame and title of officer or legal representetive whom the IRS may call for more information | Telephone number of officer or legal
representative

[l If this 5 corporation election is being filed late, | declare | had reasonable cause for not filing Form 2553 timely. I this late
election is being made by an entity eligible to elect to be treated as a corporation, | declare | also had reasonable causs for niot
filing an entity classification election timely and the representations listad in Part IV are true. Sea below for my explanation of the
reasons the election or elections were not made on time and a description of my diligent actions to comact the mistake upon its
discovery. See instructions.

Undar panaities of perjury, | declars Mat | have examined this election, Including accomparnying documeants, end, to the bast of my
Sign | 'owiage ana beller, Mme election contains ail 1he reievent facs rElatng o Me slection, and SUCh 13015 Are Tue, COMect, and compists.

Here

bmum it Tt
For Paperwork Reduction Act Motice, see separate Instructions. Cat. No. 1508 Form 2053 (Fev. 12-2M7)
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Fonm 2553 [, 12-2017) Paga 2
MNamsa Empioyer ldentification numier

N Eleciion Information [confinued) Note: i you need more rows, use additional copies of page 2.

K
Shareholders Consent Statement
Unider penalties of parjury, | deciars that |
consent to e election of the above-named

fentity) to be en S corporation
undar saction 1236823) and that | have
examined this consent statement, Inciuding

BCccompanying documents, and, to the best L

of my knowledge end bellaf, the slection Stock owned or
conteins all the relevant fects relating to the | PEMCENLE0S O OWNSEMEmD
election, end such tacts are fnue, comect, {see Instrections)

and compiete. | undarstand my consent is

bindling and may not be witndrewn aftar the
corporation jentity) has mede a valid
election. T seeiing rellet Tor a ate Med

election, | also deciars under panalties of

perjury fhat | have reported my Income on el M
affactad retums consistent with fe S Soclal securtty
J m-pmumeiecﬂmrumemmrm number or H
Mame and addrass of each tha election should nave been filad {see Numibar of amployer | Sharsholder's
sharshaidar or fonmear sharenoider peginning aate entered on ine B) end far all | ghares or |dentifcation | tex year ends
required to consent to the alacion. e percantage | Dateds) numiber (see | (month and
{see Insiructions) Signature Data__ |of ownership| acquired | Instnuctions) day}

Form SO0 [Rev. 12-2017)
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Form 2553 [Fow. £2-2047} Page 3
Mama Empioyer ldentifcation numiber

Il Zelection of Fiscal Tax Year [sea instructions]

Note: All corporations using this part must complete item O and item P, O, or R.

0 Check the applicable box fo indicate whether the corporation is:
1. O A new corporation adopting the tax year enterad in fem F, Part L
2 [ An existing corporation retaining the tax year entered in item F, Part |.
3 O An existing corporation changing to the tax year entered in item F, Part |

P  Complets item P if the corporation is using the automatic approval provisions of Rev. Proc. 2006-46, 2008-45 |.A.B. 858, io
request (1) a natural business year (as defined in section 5.07 of Rev. Proc. 2006-46) or (2) a year that satisfies the ownership
tax year test (as defined in section 5.08 of Rev. Proc. 2006-48). Check the applicable box below to indicate the representation
statement the corporation is making.
1. Matural Business Year = [] | represent that the corporation is adopting, retaining. or changing to a tax year that qualifiss
as its natural business year (g5 defined in section 5.07 of Rev. Proc. 2006-4E) and has attached a statement showing
separataly for each month the gross receipts for the most recent 47 months. See instructions. | also represent that the
corporation is not preciuded by saction 4.02 of Rev. Proc. 2006-46 from obtaining automatic approval of such adoption,
retention, or change in tax year.
2. Ownership Tax Year & [] | represant that shareholders (as desacribed in section 5.08 of Rev. Proc. 200&-48) holding more
than halff of the shares of the stock (as of the first day of the tax year to which the request relates) of the corporation have the
same tax year or are concumently changing to the tax year that the corporation adopts, retains, or changes to per itemn F, Part
I, and that such tex year satisfies the requirement of section 4.01(3) of Rev. Proc. 2006-46. | also represent that the corporation
i= not preciuded by section 4.02 of Rev. Proc. 2006-46 from obtaming automatic approval of such adoption, retention, or
change in tax year.

Node: i you dio not use #em P and the corporation wants a fiscal tax year, complete either item O or R below. ftem O i= used to

request a fiscal tax year based on a business purpose and to make a back-up saction 444 election. em R is used to make a regular

section 444 election.

Q@ Business Purpose—To request a fiscal tax year based on a business purposs, check box (1. See instructions for details
including payment of a user fee. You may also check box 02 andfor box O3,
1. Check hera » [] if the fiscal year entered in item F, Part |, is requested under the prior approval provisions of Rev. Proc.
2002-30, 2002-22 | R.B. 104&. Attach to Form 2553 a statement describing the relevant facts and circumstances and, if
applicable, the gross receipis from sales and services necessary to establish a business purpose. See the instructions for
details regarding the grose receipts from sales and services. If the IRS proposes fo disapprove the requested fiscal year, do
wou want a conference with the IRS National Offica?

Oves [JMo

2. Check hera = [] o show that the corporation intends to make a back-up section 444 slection in the event the
corporation’s business puarpose request is not approved by the IRS. Ses instructions for more information.

3. Check here = [] o show that the corporation agrees to adopt or change to a tax year ending December 31 f necessary
for the IRS to accept this election for 5 corporation status in the event (1) the corporation’s business purpose request is not
approved and the corporation makes a back-up section 444 elaction, but is ulimately mot qualified to make a saction 444
election, or (2) the corporation’s  business purposs request is not approved and the corporation did not make a8 back-up
R  Section 444 Election—To make a section 444 election, check box R . You may also check box A2.

1. Check hera = [] o show that the corporation will make, if qualified, a section 444 election to have the fiscal tax year
shown in itern F, Part |. To make the election, you must complete Form 8716, Election To Have a Tax Year Other Than a
Raquired Tax Year, and sither attach it to Form 2553 or file it separately.

2 Check hera = [] o show that the corporation agress to adopt or change to a tax year ending December 31 if necessary
for the IRS to accept this election for 5 corporation status in the event the corporation is ultimately not qualified to make a

Form 2003 (Rov. 12-20M7)
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Form 2553 (Rav. 12-2017) Page 4
MNams Empioyer identifcation numiber

Gualified Subchapter S Trust (@55T) Blection Under Section 1361(d}[2)* Mote: If you are making mora than
one (ISET elaction, use additional copies of page 4.

Income beneficiany’s name and aodress Social securty number
Trust's name end addness Empioyer identifcation numibsr
Diate on which stock of the corporation was transferred to the trust (month, day, year) . . . . >

In udarhmtmlmadmtobaammmmaqﬂf)mgshadﬂdarufﬂmsmrmmforwfﬂﬂ-mFumEEEﬂﬂ
filed, | harsby maks the election under section 1361 (dj2). Under penalties of perjury, | certify that the trust mests the definitional
requirements of section 1361(d)}3) and that all other information provided in Part [l is true, comect, and complete.

‘Snafure of Noome banaliciary or Sgralurs and fha of kgal representalive or othar qUANcd person making e ckection Dula
"Use Part lll to maks the QS5T election only if stock of the corporation has been transfemrad to the trust on or before the date on
which the corporation makes its election to be an 5 corporation. The QSST election must be made and filed separately if stock of the
mpumtlnnﬂtmsfarmdmlhamﬂtdhrﬂiachta on which the corporation makes the 5 election.

3 g Representations [seo insrUchions]

Ifah:laariiyc:lmslﬁc:ﬂhnn slaction was intended to be effective on the same date that the 5 corporation election was intended to be
effective, relief for a late § corporation election must also inclede the following representations.

1 The requesting entity iz an =ligible entity as defined in Regulations section 304 7701 -3(a);
2 The requesting entity intended to be classified as & corporation es of the effective date of the 5 conporation status;

3 The requesting entity fails to gualify 85 8 corporation solely because Form 8832, Entity Classification Election, was not timely
filed under Ragulations section 301.7704 -3{ci 1)), or Form BB32 was not deemed to have bean filed under Regulations saction
3070 -He I HCE

4 Tharequmhngamiylﬂmmﬂymmﬁmmhnnmthaaﬁedmdatauﬂh&ﬁmmmnamauhﬁb-a-:'.eusatha
5 corporation election was not timely filed pursuant fo section 1362(b); and

Ba The requesting entity timely filed all required federal tax retums and information retums consistent with its requested
classification as an 5 corporation for all of the years the entity intended to be an 5 corporation and no inconsistent tax or
information retums. have been filed by or with respect to the entity during any of the tax years, or

b The requesting entity has not filed a federal tax or information retum fior the first year in which the election was intended to ba
affective because the due date has not passed for that year's federal tax or information retum.

Form 200 (Rov. 12-2017)
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AppendixV

Management’s Response to the Draft Report

DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
WASHINGSTON, DC 20224

COMMISSIONER
SMALL BUSINESS/SELF-EMPLOYED DIVISION

July 23, 2020

MEMORANDUM FOR MICHAEL E. McKENNEY
DEPUTY INSPECTOR GENERAL FOR AUDIT

FROM: Eric C. Hylton /s/ Eric C. Hylton
Commissioner, Small Business/Self-Employed Division

SUBJECT: Draft Report — Processes Do Not Ensure Taxpayers Filing an
Incorrect Form 1120 Series Tax Return Are Appropriately
Rk (Audit # 201940016)

Thank you for the opportunity to review and comment on the above subject draft audit
report. As you noted, we have taken actions in response to your prior report to address
concerns around corporate tax returns (Forms 1120 and 1120-S) that are not filed
consistently with the S corporation election status on file with the IRS. We have
developed processes and procedures to ensure clear and consistent guidelines for
handling unprocessable Forms 1120-S. In addition, Internal Revenue Code § 1362(f)
allows the IRS to provide administrative relief to taxpayers who do not have a valid S
election, and we have issued revenue procedures that provide relief to taxpayers
seeking to make a late S election. This relief is very broad and favorable to taxpayers.

We are pleased to note your estimates confirm over 99% of S corporation filers are filing
consistent with their S-election status. Unfortunately, TIGTA’s analysis of the remaining
returns filed is incomplete and unsound and does not allow a conclusion of the risk to be
drawn. Of the less-than-one percent of filers who TIGTA identified as filing
inconsistently with their S-election status, many reported losses, and we cannot issue
notices of deficiency in those situations. Specifically, TIGTA estimates 25% of the S
corporation filings and 35% of the C corporation filings they identified reported a loss.

Moreover, where the taxpayer did not report a loss, in many instances, its shareholders

2 on their individual tax returns. Our review
of a random sampling of unpostable Forms 1120-S found that in 65% of cases the
shareholder 2 from the Form 1120-S. If we

examine a corporation that is converted from a Form 1120-S to a Form 1120 and
propose an assessment, we must abate the tax on the individual shareholders’ Forms
1040. Generally, then, examination of these types of unpostable Forms 1120-S do not
result in any net tax collected. It follows that undertaking actions to address all of the
returns identified by TIGTA, as TIGTA recommends, may burden taxpayers by merely
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2 and would not be a
prudent use of limited IRS compliance resources.

Because it fails to account for those instances where there is no net tax, TIGTA’s
estimate of a potential increase in “Corporate tax” of $156 million in TY 2018 is
significantly overstated. Moreover, TIGTA’s methodology and small sample size
resulted in a range of over $300 million for possible corporate income, so it is difficult to
determine the actual scope of the compliance risk.

The IRS can, and does, examine S election noncompliance when appropriate and in the
government’s interest. During the years covered by the TIGTA audit, the IRS assessed
$2,521,239 in tax related to S corporations without a valid election during the course of
examinations.

Lastly, many taxpayers who fall within the scope of this TIGTA audit would qualify for
late election relief under Rev. Proc. 2013-30 if they timely responded to the Letter
3853C (Unpostable 310, Forms 1120/1120-S Filing Requirement Mismatch). As noted
in the report, the IRS issued 81,418 letters in calendar year 2018. This indicates the
compliance risk associated with invalid S elections may be de minimis.

Attached is a detailed response to address your recommendations. If you have any
questions, please contact me or Scott Irick, Director, Examination Operations, Small
Business/Self-Employed Division.

Attachment
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Attachment

RECOMMENDATION 1:

The Commissioner, Small Business/Self-Employed Division, should review the 48,044
incorrectly filed Forms 1120-S andthe 6,897 Forms 1120 returns we identified and refer
those with potential tax adjustments to the Examination function to be addressed using
its deficiency procedures.

PLANNED CORRECTIVE ACTION:

Based on the reasons cited in the narrative of ourletter, the methodology used to
identify these returnsis flawed, which leads usto conclude the results are an inaccurate
representation of true compliance risk. Due to our limited resources and the need to
focus those resources on the most productive work, we will nottake any additional
actionson these returns.

IMPLEMENTATION DATE:
N/A

RESPONSIBLE OFFICIAL :
N/A

CORRECTIVE ACTION MONITORING PLAN:
N/A

RECOMMENDATION 2: The Commissioner, Small Business/Self-Employed Division,
should develop processes and proceduresto refer incorrectly filed Forms 1120-S or
1120 tax returns with tax implications and where the taxpayer does not timely respond
to the Examination function to be addressed using its deficiency procedures.

PLANNED CORRECTIVE ACTION:

The IRS already has processes and proceduresin place to identify and address an
incorrect filing related to a corporation’s S-election via the "auditcode 4" indicator.
These returnsare currently available for examination and, if selected, could be subject
to deficiency procedures. IRS records demonstrate that assessments for thisissue have
been made as part of examinations during the period TIGTA reviewed. Duringthe years
covered by the TIGTA audit, the IRS assessed $2,521,239 in tax related to S
corporations withouta valid election during the course of examinations.

IMPLEMENTATION DATE:
N/A

RESPONSIBLE OFFICIAL :
N/A
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CORRECTIVE ACTION MONITORING PLAN:
N/A

RECOMMENDATION 3:

In coordination with the Department of Treasury’s Office of Tax Policy, develop a
legislative change request to grant the IRS the ability At
taxpayers who do not respond to the IRS’s correspondence regarding incorrect Forms
1120 or 1120-S.

PLANNED CORRECTIVE ACTION:

The IRS does not formally propose legislation. We will share TIGTA'’s report and this
specific recommendation with the Department of Treasury’s Office of Tax Policy and
state our willingness to support Treasury if it determines to proceed with a legislative
proposal.

IMPLEMENTATION DATE:
January 15, 2021

RESPONSIBLE OFFICIAL:
Director, Exam Quality and Technical Support, Small Business/Self-Employed Division

CORRECTIVE ACTION MONITORING PLAN:
IRS will monitor this corrective action as part of our internal management system of
controls.

RECOMMENDATION 4:
The Commissioner, Wage and Investment Division, should remove the Form 1120-S
filing requirement from the 1,588 accounts we identified.

PLANNED CORRECTIVE ACTION:
The 1,588 accounts are being reviewed and the Form 1120-S filing requirements will be
removed, or the account will be corrected, as applicable.

IMPLEMENTATION DATE:
December 15, 2020

RESPONSIBLE OFFICIAL:
Director, Submission Processing, Customer Account Services, Wage and Investment
Division
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CORRECTIVE ACTION MONITORING PLAN:
IRS will monitor this corrective action as part of our internal management system of
controls.

RECOMMENDATION 5:

The Commissioner, Wage and Investment Division, should develop processes and
procedures to ensure that all taxpayers that submit an unprocessable Form 1120 or
1120-S that become unpostable because of an incorrect filing requirement receive
Letter 3853C, as required.

PLANNED CORRECTIVE ACTION:

Internal Revenue Manual (IRM) 3.13.222, BMF Entity Unpostable Correction
Procedures, was updated on May 6, 2020, clarifying what letters are to be used. IRM
3.13.222 was updated with IRM Procedural Update 20U0586.

IMPLEMENTATION DATE:
Implemented

RESPONSIBLE OFFICIAL:
Director, Submission Processing, Customer Account Services, Wage and Investment
Division

CORRECTIVE ACTION MONITORING PLAN:
N/A

OUTCOME MEASURE 1:

Increased Revenue — Potential; $156 million of corporate tax on $447 million in net
reported income on 48,044 Form 1120-S tax returns that were converted to Forms 1120
in Processing Year (PY) 2018.

IRS RESPONSE:
TIGTA’s analysis significantly overstates the measurable benefits on tax administration,
because it fails to account for S corporation shareholders who 2

2 when their corporation files a
Form 1120-S even when the corporation does not have a valid S election. The potential
increase in “Corporate tax” of $156 million fails to account for the necessary ******2******

2 ***** on the associated individual income tax returns. Our review of
a random sampling of unpostable Forms 1120-S found that in 65% of cases the
shareholder 2 from the Form 1120-S. As a

result, the net potential increase of revenue would be significantly smaller than $156
million. TIGTA’s methodology and small sample size resulted in a range of over $300
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million for possible corporate income, so it is difficult to determine the actual scope of
the compliance risk. Also, the outcome measure fails to account for the opportunity cost
of diverting examination resources away from areas of more significant non-compliance
and from more productive cases.

OUTCOME MEASURE 2:
Increased Revenue — Potential; $29 million of corporate tax 2 from
6,897 Forms 1120 converted to a Form 1120-S in PY 2018.

IRS RESPONSE:

This outcome measure is not useful to assess the compliance risk. A sample of 31
paper-filed Forms 1120 is too small to provide a precise estimate for a dollar value with
a wide range of outcomes. As a result, the confidence interval around the potential
corporate tax is very wide and cannot aid in compliance decision making.

OUTCOME MEASURE 3:

Taxpayer Burden — Potential, 1,588 taxpayer accounts with Form 1120-S filing
requirements that either did not have a valid S Corporation Election or the election had
been reversed or denied.

IRS RESPONSE:
We agree with this outcome measure.

OUTCOME MEASURE 4:

Taxpayer Rights and Entitlements — Potential, 2,290 taxpayers that did not receive
Letter 3853C stating that their Form 1120-S would be converted if they did not timely file
or update their S Corporation Election.

IRS RESPONSE:
We agree with this outcome measure.
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BMF
e-file(d)
EUP
IDRS
LR.C.
RS
MTRDB
PY

Abbreviations

Business Master File
Electronically filed

Employee User Portal

Integrated Data Retrieval System
Internal Revenue Code

Internal Revenue Service
Modernized Tax Return Database

Processing Year

Appendix VI
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