NetFile Report Summary

I. Introduction

The purpose of the NetFile Report is to:

=  Frame the NetFile public policy issues.

=  Present an analysis of the issues surrounding the IRS’s Free File Alliance.

= Present an analysis of the issues surrounding FTB’s deployment of the NetFile Program.
=  Make a recommendation regarding the future disposition of the NetFile program.

This summary provides a brief overview of the items shown above.

IL. NetFile Public Policy Issues

Certain issues consistently surface during NetFile discussions with the private sector, within written
documents, and during public testimony. These public policy issues can be framed as:

= Tax preparation: What is tax preparation? Is NetFile equivalent to tax preparation?
Based on recent discussions with members of the tax software industry, industry representatives define
tax preparation as any type of application that does math calculations of any kind, including providing
an automated “tax look-up” function.

In contrast, the previous Board has defined simple math calculations and tax look-up as good customer
service and providing a service equivalent to those services offered in 21 other states.

= Privacy: Who has access to taxpayer data? Is taxpayer data being shared? Are taxpayers giving
their “meaningful consent” when they allow commercial software vendors access to their data?

Some consumer advocates and taxpayers believe that their tax data should be available only to the
government. They do not want a third party to have access to their data during the filing process.
They prefer a direct-to-government solution.

Recently, Senate Bill 1 was signed into law. This law reflects the growing concern of Californians
regarding the privacy of their information. It prevents law firms, banks, insurance companies,
brokerages and a range of other companies that collect personal consumer data from sharing that
information with affiliates or third parties.

I11. Analysis of the Issues

A. Customer Service

FTB receives over six million calls through its toll-free tax information lines each year. Several million of
these calls are handled by the FTB’s interactive voice response system. During fiscal year 2002/03, FTB’s
customer service representatives answered 2.2 million calls. During the first two weeks of April, FTB
receives approximately 30,000 calls each day. On April 15, 2003, FTB’s customer service representatives
answered a record number of calls: 38,155.

FTB has received about 40 calls related to the NetFile program since its implementation. Scaled to
eventual NetFile volume projections, this is a customer service obligation that FTB can absorb with
minimal impact.
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B. FTB Costing Methodology

FTB is required to follow guidelines and requirements set forth by the Department of Finance (DOF) to
calculate the cost of projects. The guidelines set forth by the DOF follow GAAP (Generally Accepted
Accounting Principles) with the exception of including calculations for depreciation and managerial
overhead.

FTB completes an economic analysis for each technology project that it undertakes. The analysis captures
the incremental costs to develop and maintain a proposed project. The analysis also includes a comparison
of the program resources required before and after project implementation. However, the assessment of
program resources is used only to calculate net project benefits. Program resources and managerial
overhead are not included in the total project cost, as the department would pay these fixed cost resources
despite the project’s existence.

C. System Architecture, Capacity, and Outage

Architecture

FTB deployed the NetFile project relatively quickly by leveraging infrastructure that has been established
over the past ten years, including the FTB Website, network, database, e-file system, Direct Filing Portal,
and security architecture.

Capacity

FTB’s goal is to follow industry best practices in this area, with the understanding that industry best
practices continue to evolve and that we will need to perpetually revisit capacity planning as we gather
actual statistics about NetFile and FTB Website usage. FTB’s capacity estimates will be certified through
load testing. Actual results will be monitored throughout the filing season and capacity adjustments made
as necessary.

Outage

Should an outage occur, FTB would immediately invoke the System Collapse and Recovery Plan with all
the attendant contingency plans. FTB developed this plan for the initial release of NetFile and FTB staff is
in the process of updating the plan for 2004. The plan, based on risk analysis, addresses all types of
outages, outages due to disaster, server failure, over capacity, intrusion, national red alert, etc. Contingency
plans provide guidance in taking quick action to provide an appropriate approach to the outage. Included in
the 2004 plan will be a communication plan to promptly notify appropriate parties, in the event such is
needed.

D. Protecting Taxpayer Data

FTB is required by law to protect the confidentiality of tax return information and taxpayers’ privacy.
FTB’s Chief Information Security Officer, the Office of Privacy and Information Security, the Employee
Relations and Worksite Security Bureau, and the Disclosure Office are tasked with overseeing FTB’s
privacy, security, and disclosure protection efforts, which include measures to protect, detect, and react.
They are responsible to and work closely with FTB senior management and the executive officer to
develop and implement privacy and security measures.

E. Various Approaches to Free e-file

Based on efforts made by both the private sector and government, it is apparent that there is agreement that
“free e-file” should be made available to at least some taxpayers. There is not agreement on “how” to

make free e-file available.

Over the past few years, three free e-file models have emerged.
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Iv.

Citizen-to-government e-file
This is government—sponsored free e-file. The taxpayer’s return is transmitted directly to
government.

Free File Alliance
This is private sector sponsored free e-file. First, the taxpayer’s return is transmitted to a
commercial e-file provider, and then the return is transmitted to government.'

The Free File Alliance opened the door to e-file to more taxpayers than ever before. Industry and
the IRS work together to promote the program and its benefits.

Memorandum of Agreement Program

This program features agreements between the private sector and government regarding private
sector free e-file offers. Government prominently features the free e-file offers on its Website.
This program provides taxpayers access to various commercial free e-file offers on the
government Website.

As cited in the Department of the Treasury, Final Audit Report, the IRS chose the Free File Alliance model
versus developing their own free e-file program due to time and resource shortages. In contrast, when the
three-member Board directed FTB staff to develop a free e-file program, FTB staff was able to build upon a
decade of foundational e-commerce projects, thus enabling the efficient and effective deployment of the
NetFile program.

Additionally, FTB works with the private sector to feature their free e-file offers on the FTB Website
through the Memorandum of Agreement Program.

Recommendation

There are several potential actions that can be taken regarding FTB’s NetFile program. Following is an
overview of those actions, in order of FTB staff preference.

1.

Status quo

FTB would proceed with the NetFile program as previously directed. FTB would continue its
Memorandum of Agreement Program, thus providing the private sector the opportunity to feature
their free e-file offers on the FTB Website.

Retain current NetFile program but limit future NetFile enhancements to form-based, fillable and
e-filable forms

This would entail filling the form out online (with automatic math and tax look-up), and e-filing to
FTB upon completion. FTB would continue its Memorandum of Agreement Program, thus
providing the private sector the opportunity to feature their free e-file offers on the FTB Website.

Retain current NetFile program but discontinue further expansion and enhancements

FTB would limit the NetFile target audience to those taxpayers who are currently eligible. FTB
would not add significant enhancements to the program. FTB would continue its Memorandum of
Agreement Program, thus providing the private sector the opportunity to feature their free e-file
offers on the FTB Website.

Discontinue the NetFile program and establish a Free File Alliance.
FTB would discontinue the NetFile program for the 2004 process year. FTB would begin the
process to establish a Free File Alliance.

' In some cases, some providers collect certain taxpayer data from the tax return.
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FTB staff recommends # 1. Status quo, continuing with free, direct, citizen-to-government e-file for all
taxpayers.

The following table shows an overview of the pros and cons associated with each potential action.

Potential Actions

Pros Cons

Status Quo — Previous A. Consistent with previous direction A. Issues of competition with
Direction. B. Continues to offer all taxpayers the Industry remain
Keep MOA Program. choice of free, simple, citizen-to- B. Industry may pull all free
government e-filing offerings
C. Allows State to recover sunk costs
D. Maintains successful MOA program
2. Retain current NetFile; limit A. Continues to offer taxpayers choice | A. Departs from previous board direction
future enhancements to fillable, | B. Limits future costs B. Limits ease-of-use functions (forms-
e-filable forms. C. Allows State to recover sunk costs based is less user friendly)
Keep MOA Program. D. Enhancements will still provide an C. Limited issues of competition with
e-file format that covers all eligible Industry remain
filers D. Industry may pull all free offerings
E. Maintains successful MOA program
3. Retain current NetFile; stop A. Offers choice to majority of A. Departs from previous board direction
further development. taxpayers (simplest returns) B. Will not reach all eligible filers
Keep MOA Program. B. Stops future one-time expenditures C. Limited issues of competition with
C. Allows State to recover sunk costs industry remain
D. Maintains successful MOA program | D. Time and resources used to add Child
E. Leaves market segments open to and Dependents Care Credit lost
Industry E. Industry may pull all free offerings
F. State spends only maintenance costs
going forward
4. Take down NetFile; establish A. Meets Industry objectives on non- A. Reverses previous board direction
Free File Alliance. competition B. Removes free, citizen-to-government
Discontinue MOA Program. B. Maintains emphasis of e-file growth choice for taxpayers
and free e-file C. NetFile investment wasted; could
C. State spends no money for NetFile create negative perceptions in tight
going forward budget times
D. Commercial privacy issues still persist
E. Given mixed results of federal Free
File Alliance, it may not be any better
than current MOA program
F. Cost to administer Free File Alliance
program unknown
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I. Introduction

This report is in response to a request from the Controller. At the April 29, 2003 meeting of the Board,
the Controller requested a comprehensive report on the NetFile Program and the IRS’ approach to free e-
file, the Free File Alliance.

A. Purpose of Report
The purpose of this report is to:

= Frame the NetFile public policy issues.

= Present an analysis of the issues surrounding the IRS’s Free File Alliance.

= Present an analysis of the issues surrounding FTB’s deployment of the NetFile Program
» Make a recommendation regarding the future disposition of the NetFile program.

Research and analysis for this report includes written input from the private sector on these
issues', various government reports, congressional testimony, media reports, California law, and
FTB’s internal policies and procedures.

B. Overview of Three-Member Board Direction Regarding e-file
Following is an overview of significant Board discussions and decisions regarding e-file.
September 1999

FTB Memorandum of Agreement Program established’

Dr. Connell challenged the e-file Industry to provide free e-file to California taxpayers who were
eligible to file the 540 2EZ tax return. The e-file private sector responded positively to this
challenge. Consequently, FTB staff established the Memorandum of Agreement Program. These
agreements with the e-file private sector document the terms and conditions of the free e-file
offers.

Internet e-file pilot project approved

The Board approved the development and deployment of an Internet e-file pilot project. At that
time, Member B. Timothy Gage stated, “...we need to understand what the government can do to
provide a basic level of functionality with respect to e-filing....” In October 1999, the Internet
e-file pilot project was discontinued due to a court action.

Regarding the deployment of an FTB Internet e-file program, Jean Alexander, representing Johan
Klehs, Board of Equalization, stated, “Now we’re in the electronic age. Why shouldn’t the
Franchise Tax Board, in a simple program --- as simple as possible --- make it possible for a
taxpayer to file in the simplest and easiest way electronically?”

' See Attachments 12, 13 and 14: Request for Input List, Letter Requesting Input, and Input from Respondents
% See Section VII for a discussion of the Memorandum of Agreement Program
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November 1999

Direct Filing Portal established

The Board directed FTB staff to develop an Internet Filing option. In response, FTB staff
developed and deployed the “FTB Direct Filing Portal.” The purpose of this program is to
provide taxpayers a direct-to-government e-file experience using e-file private sector software.
The FTB hosts and promotes the DFP program on the FTB Website while private sector software
developers develop tax software that provides a “direct connection” to FTB. Only one
commercial e-file provider has developed a truly direct-to-FTB e-file product. This product
became available late in the 2002 filing season.

March 2002

Downloadable 540 2EZ initiated

The three-member Board directed the FTB staff to develop a “downloadable” 540 2EZ tax return.
This was implemented in September 2002 but had no math or tax look-up functionality.

October 2002

Calculating and tax look-up approved for the Downloadable 540 2EZ

The Board voted unanimously to add a calculating function and “tax look-up” function to the
downloadable 540 2EZ, which had been implemented in the prior month.

When questioned by a private sector representative about adding the calculating function to the
540 2EZ, Dr. Connell responded, “Yes, I really debated, myself, Scott, about the calculator for
many, many hours...But I really feel very strongly that we—this, to me, is about customer
service...l wanted my legacy to be one of customer service; and I wanted my legacy to be one of,
you know, equal access to the services that we had at the FTB.”

As the discussion progressed, Member Chiang stated, “you can’t put the taxpayers of the State of
California and those of us in tax administration in a position where we look --- we just don’t offer
equivalent services provided by other states.”

November 2002

Free, direct electronic filing program approved

The Board directed staff to develop and deploy a “free, direct electronic filing” program. In
response to the Board’s direction, staff developed and deployed the NetFile Program in April
2003.

C. NetFile Public Policy Issues

Certain issues consistently surface during NetFile discussions with the private sector, within
written documents, and during public testimony. These public policy issues can be framed as:

»  Tax preparation: What is tax preparation? Is NetFile equivalent to tax preparation?

September 2003
Page 4



NetFile Report
Franchise Tax Board

I1.

Based on recent discussions with members of the tax software industry, industry
representatives define tax preparation as any type of application that does math calculations
of any kind, including providing an automated “tax look-up” function.

In contrast, the previous Board has defined simple math calculations and tax look-up as
good customer service and providing a service equivalent to those services offered in 21
other states.

Is NetFile competing with Industry e-file products?’

Privacy: Who has access to taxpayer data? Is taxpayer data being shared? Are taxpayers
giving their “meaningful consent” when they allow commercial software vendors access to
their data?

Some consumer advocates and taxpayers believe that their tax data should be available only
to the government. They do not want a third party to have access to their data during the
filing process. They prefer a direct-to-government solution.

Recently, Senate Bill 1 was signed into law. This law reflects the growing concern of
Californians regarding the privacy of their information. It prevents law firms, banks,
insurance companies, brokerages and a range of other companies that collect personal
consumer data from sharing that information with affiliates or third parties.

IRS Free File Alliance

Overview of the Free File Alliance Program

The Free File Alliance is described at the IRS Website as “online tax preparation and electronic
filing through a partnership agreement between the IRS and the Free File Alliance, LLC. In other
words, you can e-file... free”. An IRS spokesperson commented that, “Our objective with this
program is to help many more people take advantage of e-filing with all of its benefits.”

The Free File Alliance opened the door to e-file to more taxpayers than ever before. Industry and
the IRS worked together to promote the program and its benefits, as reflected in the following
excerpts from Industry press releases. A release from Intuit, makers of TurboTax, stated:

“The Alliance will offer tens of millions of taxpayers all the benefits of filing
electronically: simplicity and saved time in their tax preparation; software, like
TurboTax, that works with them to provide every opportunity for exemptions they may be
entitled to; and more accurate and secure tax return filing. There will also be faster
refund distribution by the IRS through electronic filing: people who once filed on paper
and waited 8 weeks for a refund can now file for free online and see their refund check in
as little as 10 days. To access these benefits, taxpayers need to go to the IRS web site.””

A release from H&R Block, said, in part:

% Senator John Burton commented on the issue in a letter to the Board in November 2002. He wrote:

“...But certainly, the state is not going to put the private tax preparation software companies out of business. These
companies undoubtedly will always have a corner on the market of providing tax advice to taxpayers, in addition to
tax preparation.

* From an Intuit press release dated January 16, 2003.
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“Taxpayers win because many will enjoy the benefits of e-filing for the first time, said
Betsy Stephens, H&R Block’s vice president of product strategy. The IRS wins because it
will boost the number of e-filed returns, and H&R Block wins because it will introduce
new users to our online tax program.””

In its first year of operations about 2% (2.78 million) of those taxpayers eligible actually
chose to use the Free File option.

B. How the IRS Free File Program Works

The IRS Website provides taxpayers step-by-step instructions on how to use the Free File
program, as shown below.

Step 1 Determine Your Eligibility:

You must first determine your eligibility for using a particular company. You have two

options:

1. Review the complete list of companies and their descriptions of services or;

2. Fill-out a brief questionnaire designed to assist you in narrowing your selection of a
company.

Step 2 Link to Free Service:

After choosing a company, click on the company's Start Now link, which will send you
directly to the company's web site. You then can begin the preparation of your tax return.

Step 3 Prepare and File Income Tax Return:

The company's software will prepare and e-file your income tax returns using proprietary
processes and systems. Electronically filed returns will be transmitted by the company to
the IRS using the established e-file system, which uses secure telephone lines. An
acknowledgment file, notifying you that the return has been either accepted or rejected
will be sent via email from the company.

C. Overview of the Department of the Treasury Audit Report on the Free File Alliance

After one filing season of operation, the Department of the Treasury issued an audit report titled:
“Improvements Are Needed to Insure Individual Taxpayers Have an Easy No-Cost Option to e-
file their Tax Returns”® The Final Audit Report was released in August 2003. It provides an
overview of the Free File Alliance Program, in addition to discussion of various recommended
improvements that the IRS should make to the program. The Department of the Treasury,
Inspector General for Tax Administration, prepared the report.

The impetus for an IRS free e-file program began with the President’s Fiscal Year 2003 budget.
It included a proposal for “an easy, no cost option for taxpayers to file their tax returns online.”

5 From an H&R Block press release dated January 16, 2003.

® Information is from Department of the Treasury, Final Audit Report-Improvements Are Needed to Ensure Individual
Taxpayers Have an Easy, No-Cost Option to e-file Their Tax Returns, August 14, 2003. See Attachment 10 for full
report.
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Following that, the Office of Management and Budget recommended “EZ Tax Filing,” “whereby
the IRS provided taxpayers free online tax return preparation and filing services....”

The IRS chose to partner with the private sector rather than develop and deploy its own free e-file
program. The final audit report cites three key reasons for this decision by the IRS:

1. IRS desire to quickly implement a free file program
2. Lack of immediate resources
3. Industry urging the IRS not to compete with it

D. IRS Free File Program Issues

The Final Audit Report cited several issues that the IRS should address to improve the Free File
Alliance Program, including:

1. The group of taxpayers eligible was not consistent.

The Free File Alliance partnership agreement provides that at least 60% of taxpayers
nationwide will be eligible for free e-file. During the past filing season, the percent eligible
fluctuated from about 60% of taxpayers to over 90% due to the changing offers of the Free
File Alliance members.

2. Taxpayers were not always provided with timely and accurate participation information.

The terms of the Free File Alliance agreement allow the e-file Industry to change their
offerings during the filing season. The IRS did not always alert taxpayers to changes to the
offerings. This could result in taxpayers being unaware of an offering that they could qualify
for, or cause them to proceed with an offer that may no longer be free to them.

3. The IRS was limited in its ability to independently monitor and measure the success of the
Program.

The Final Audit Report recommended monitoring of the Free File Alliance Websites to
assure compliance with key provisions in the Free File Agreement, including privacy,
security, and customer service.

For example, regarding customer service, “Some companies were charging $14.95 for
telephone assistance, and others limited their customer service to frequently asked questions.
One company was charging $2.95 for re-filing a tax return that was rejected by the IRS
because of an error.” The IRS is working with the Free File Alliance members to correct
these issues and is considering hiring an outside contractor to monitor, throughout the filing
season, members’ compliance with the Free File Agreement. The costs to administer the Free
File program are not available.”

E. Stakeholder Comments Regarding the Free File Alliance

The reaction from stakeholders to the IRS’s Free File Alliance program has been varied, as shown
below.

" The information from the Final Audit Report is directly quoted or paraphrased from the report.
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Doug Farry, Intuit Senior Manager, Corporate Affairs, expressed their support of the FFA at
the April 29 meeting of the Franchise Tax Board. He said, regarding the FFA that “...there’s zero
cost...There’s no product development. There’s no engineering. There’s no customer service
calls. No tax questions. All of that is handled by private industry.”®

Jason Mahler, CCIA, stated that “A variety of states...have witnessed a dramatic rise in e-filing
through their participation in this partnership known as the Free File Alliance.”

A recent report from the National Taxpayer Advocate listed the following concerns (excerpted
from the report).

Companies appear to be marketing to taxpavers without their meaningful consent.
“Products are being marketed to taxpayers, in some instances, without the taxpayer’s
meaningful consent. Section 7216 of the Internal Revenue Code and its implementing
regulations provide some specific rules relative to consent where a tax return preparer,
which includes software companies, solicits other business unrelated to the IRS. In,
essence, the consent must be in writing, secured in advance, and must be meaningful.
Generally, a consumer’s consent is only considered meaningful if the marketing company
provides adequate disclosure regarding the nature of the “consent” it is seeking.”

IRS appears to be endorsing products.

“The IRS needs renewed focus on disclaimers and procedures that clearly prohibit any
government endorsement of the many products and services offered by companies
participating in the Free File Alliance”.

Free File is not available to all taxpayers.

Insufficient data to evaluate the program.

“IRS does not have sufficient data to evaluate whether the Free File program is meeting
its objectives. For example, the IRS states that approximately 2.7 million taxpayers filed
through Free File. However, the IRS did not require Free File members to provide the
SSNs of taxpayers who filed through Free File (which would enable the IRS to determine
whether they are first-time e-filers). Thus, the IRS currently has no way to determine how
many of these taxpayers would have filed electronically using different methods and how
many taxpayers are new filers whom Free File brought into the e-filing system.””

In May, the General Accounting Office reported on IRS modernization efforts, including the
IRS e-file Program. The GAO regarded the FFA as less than successful. Following is an excerpt
from testimony given on May 20, 2003.

The (e-file) increase to an estimated 53 million returns represented the smallest
percentage increase in the last 9 years. The current growth rate will not allow IRS to
achieve its goal to have 80 percent of all tax returns filed electronically by 2007.

8 The FTB handles hundreds of customer service calls that are due to commercial software issues. Understandably,
when taxpayers have a problem with their tax return, they call the FTB. They do not always call their software
company first. This may be because they are not aware that the issue they are dealing with involves their software,
or they may be trying to avoid the cost of a customer service call.

° Bulleted text is quoted from The National Taxpayer Advocate’s Report to Congress, Fiscal Year 2004 Objectives,

June 30, 2003
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Instead, based on current growth rates, IRS will achieve about 61 percent of all
individual returns by 2007.

This year, like every other year since the initiation of electronic filing, IRS has taken
actions to alleviate impediments to electronic filing and encourage taxpayers to file
electronically. IRS entered into an agreement with the Free File Alliance, a consortium
of 17 tax preparation companies, to offer free on-line tax preparation and filing services
for at least 60 percent of all taxpayers. However, as of April 16, 2003, only about 2.7
million taxpayers file via the Free File Alliance consortium, and IRS estimated that only
about 1 million were new electronic filers. Slower growth in electronic filing will reduce
IRS’s ability to shift resources out of paper return processing.”

Earlier this year, several leading consumers groups (NCLC, CFA, US PIRG, and Consumers
Union) issued a joint letter stating,

F.

“Instead of entering into this Agreement, which is of limited benefit and exposes
taxpayers to the risks of usurious tax refund loans'', we urge the IRS to provide e-filing
on its own website. We also urge the IRS to provide more free tax preparation services to

low-income taxpayers.”

Comparison of IRS and FTB e-file Program Volumes and Growth

Overall, the IRS e-file Program showed a 13% increase over last year. The IRS’ online e-file
program realized an increase of about 27% over last year. The FTB e-file Program total volumes
increased by about 20%. FTB online e-file volume increased by 19%. The following tables show
the detail regarding IRS and FTB e-file volumes.

Table 1: Comparison of IRS and FTB Total e-file Growth

2002 vs. 2003

2002 2003 Growth Growth as

Total e-file Total e-file Percentage
IRS 42,375,000 48,400,000 6 million 13%
FTB 3,115,000 3,732,000 617,000 20%

° GAO Testimony, Before Congressional Committees, May 20, 2003, IRS MODERNIZATION, Continued Progress
Necessary for Improving Service to Taxpayers and Ensuring Compliance, GAO-03-796T

! These loans are referred to as “refund anticipations loans”. Typically they are very high interest with APRs ranging
from 67% to as much as 700%. They are secured by the taxpayer’s refund.
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Table 2: Comparison of IRS and FTB Online e-file Growth

2002 vs. 2003

2002 2003 Growth Growth as

Online e-file Online e-file Percentage
IRS 9,353,000 11,866,000 2.5 million 27%
FTB 718,000 852,000 134,000 19%

Table 3: Comparison of IRS and FTB Practitioner e-file Growth

2002 vs. 2003

2002 2003 Growth Growth as

Practitioner e-file Practitioner e-file Percentage
IRS 33,022,000 36,534,000 3.5 million 11%
FTB 2,397,000 2,880,000 483,000 19%

Mandatory e-file

The approved California State Budget for 2003-2004 includes a provision making e-file
mandatory for returns prepared by tax practitioners who prepare more than 100 returns. The FTB
anticipates up to 4 million additional e-file returns due to this mandate.

For the 2003 filing season, FTB received about 3.7 million e-file returns of a total 14.2 million
personal income tax returns filed. During the 2004 filing season, FTB could potentially receive
over 8 million e-file returns, about 55% of all personal income tax returns.

1L NetFile Program Overview
A. Background

The NetFile Program was established in response to a motion made and adopted at the November
26, 2002 meeting of the Franchise Tax Board. At that time, the three-member Board directed
staff “to make the following California income tax returns available for free, direct electronic
filing for the 2002 tax year filing season, or as soon as possible thereafter: The 540 2EZ Direct,
previously approved by the Board, all 540A4s; and all 540s, including those with schedules or a
federal 1040 to be attached as practicable, meaning, forms used by no less than 125,000
California taxpayers.”

Consistent with direction from the Board, FTB staff developed and deployed the NetFile
Program. NetFile is aimed at taxpayers who prefer a free, “no frills”, government-operated e-file
option. NetFile does not attempt to sell the taxpayer additional products, and does not expose
their tax data to a nongovernment third party. It does not include tax advice features.

B. How NetFile Works

Currently, NetFile provides the functionality to create and e-file all returns meeting the criteria
for the Form 540 2EZ (over 4 million), the majority of the returns meeting the criteria for the
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Form 540A (over 1 million)', and a very limited number of those meeting the Form 540
criteria, ' totaling about 5.7 million returns eligible for the NetFile Program.

NetFile uses a “formless” approach for tax return filing. In other words, taxpayers do not need to
select a form type, such as Form 540A, before beginning the NetFile process. On a screen-by-
screen basis, generally divided by filing subject (name/address, dependents, income, expenses,
tax due/overpaid), taxpayers use a combination of check boxes and data fields to enter their tax
return information. They use “Back” and “Continue” buttons to move among screens, and rely
on the NetFile Program to perform math computations and to compute their final liability or
overpayment amount. Taxpayers are able to complete a NetFile return in 30 minutes, or less,
based on a recent FTB survey of NetFile users. For the convenience of taxpayers, the final,
printable tax return that NetFile provides to taxpayers is a traditional FTB tax form, as taxpayers
would expect.

NetFile is a single-session process; taxpayers are not allowed to save their data and come back
later to complete their return. It does not provide tax advice, such as a “deduction finder.”
Rather, it presents the tax booklet instructions in pop-up instructional windows and enforces
standard e-filing edits as well as the instructional edits (e.g., letters cannot be entered in a numeric
field, forms must be minimally completed, the taxpayer must qualify to claim the nonrefundable
renter’s credit).

C. NetFile Volumes

NetFile was implemented on April 13, 2003 when a link was added to FTB’s site. Within 2.5
days over 10,000 taxpayers took advantage of the NetFile application. This volume of traffic
indicates that some taxpayers are interested in Government providing a free and confidential e-
file service. Taxpayers learned about NetFile primarily by visiting the FTB’s Website or the
State of California’s Website. The FTB Website provides information on all e-filing options
available for California returns, including NetFile. Taxpayers may compare and choose from any
of the options. To date 13,205 taxpayers have filed returns using NetFile. In a recent NetFile
survey'*, 70 percent of the respondents stated this was the first year they had e-filed their
California tax return, with 84 percent stating they would likely use NetFile again next year.
These results indicate that FTB will meet one of the core objectives of NetFile, that of bringing in
more new e-filers. "

Currently, FTB staff is adding the Child and Dependent Care Credit form to the NetFile program,
making another 700,000 taxpayers eligible to use NetFile. This will increase the total taxpayers
eligible to NetFile to about 6.4 million.

D. NetFile Survey Results

In April, FTB conducted a survey'® of NetFile users to collect data regarding their experience
with NetFile. FTB mailed 830 surveys to a random sample of NetFile users. Two hundred and

"2 Functionality is provided for all Form 540A taxpayers with the exception of those claiming Child and Dependent
Care Credit and/or those whose income levels require consideration of the alternative minimum tax calculation.

13 Functionality is provided for the 540 taxpayers meeting the same tax situations as described for the 540A but
includes those with additional income from lottery winnings.

' See below for further discussion of the survey results.

'S See Attachments 1 and 2: NetFile Flow Chart: Taxpayer Experience and Representative Screen Shots from the
NetFile Program.

'® See Attachment 4: 2003 NetFile Survey
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sixty-eight taxpayers returned their surveys, representing a 33% response rate. Following is an
overview of the responses.

* The majority of respondents stated that they would likely use NetFile again next year. Those
who had a refund or zero-balance return were slightly more likely than those who had a
balance due return.

*  Approximately three-fourths of the respondents completed their returns in less than 30
minutes. In order to determine if it would be necessary to extend the timeout'’ period and to
evaluate the flow of the service, the survey respondents were asked to identify how long it
took them to complete their return using NetFile. Excluding the undecided responses, over a
quarter of the respondents (28%) stated it took them less than 15 minutes to complete their
returns using NetFile. Forty-five percent said it took them 15-29 minutes and 21% said it
took them 30-44 minutes. Collectively, this means that 73% of the respondents completed
their returns in less than 30 minutes and 94% completed their returns in less than 45 minutes.

Positive written comments from survey respondents included the following:
= “Very convenient. Keep it going.”

»  “A great service! Worked quickly even at “the last minute”! I highly recommend it to
anyone with a relatively simple return-for others, it’s at least worth a try!”

’

v “[ hope you have this available next year too.’

v “e-filing should be free for everybody so that more people will choose it over paper
filing.”

»  “I'would have filed federal online but it’s not free. I already had done my taxes but they
want you to use a service.”

= “I'will start filing my federal return electronically as soon as I can do that directly too.”
Suggestions and complaints from survey respondents included the following:
= “Accessing pin # could be easier took too long to get”.

v “It would be helpful if [ could save, exit the program, then return later to complete.”

»  “Itwasn’t clear that you could only declare your misc. income if said no to the question
about wages and tips.”

Based on survey results and other input from NetFile users, it appears that NetFile is a successful program
which taxpayers find beneficial.

' The timeout period is 20 minutes of inactivity per web page.
September 2003
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Iv.

Various Approaches to Free e-file: FTB and Other States
A. FTB Memorandum of Agreement Program

In 1999, FTB initiated the Memorandum of Agreement Program. FTB collaborates with
commercial online filing companies to attract taxpayers to e-file. In essence, the MOA program
enables such a company to benefit from Web traffic sent via hyperlinks from FTB’s Website to
the commercial Website. FTB’s MOA program is very similar to the IRS’s Free File Alliance
approach.

Important features of FTB’s MOA program include:

»  Availability to all interested companies.

* No financial reimbursements apply; all MOAs are non-monetary in nature.

= FTB or participants may unilaterally terminate upon 15 days written notice.

=  Participants hold FTB harmless for claims or causes of action by third parties.

Important terms and conditions that apply to FTB’s MOA program include:

»  Technical requirements such as that the product maintain an 80 percent acceptance rate for
submissions to FTB.

= Customer service requirements such as that the company notify FTB within specified
timeframes if their Website or systems go offline.

»  Privacy and confidentiality requirements including that the company clearly inform taxpayers
of the cost for using their online filing service and that the company conform to the state
privacy and disclosure mandates.

FTB is committed to featuring the private sector free offers prominently on the FTB Website. In
fact, the “free offers” page is just one click from the FTB Homepage. In addition, promotional
language provided by the private sector participants is posted on the FTB Website, similar to the
IRS Free File alliance approach.'®

Currently, there are nine private sector companies that offer free e-file products to California
taxpayers.

B. Other States’ Free File Alliance Programs

Eight states have established Free File Alliance programs. The states are Arizona, Georgia,
Idaho, Massachusetts, Michigan, Mississippi, New York and Rhode Island.”

Based on information from these states and information from the Federation of Tax
Administrators, one of the states listed above closed their direct online filing program due to the
Free File Alliance. The reason given was that certain software companies indicated that they
would not support the state’s 2-D bar code efforts unless the state closed their direct filing
program. The state believed that the immediate savings associated with 2-D bar code outweighed

'® See Attachment 10: FTB Website Screen Shots for placement of hyperlinks.

'9 States continue to consider plans for the next filing season. Additional states may develop their own direct
programs and still others may join the Free File Alliance. Therefore these numbers may change. For additional
information, see Attachment 12: Other States: Free Internet e-file and Free File Alliance
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the benefits of a direct file program. The other states had decided not to pursue their own direct
filing programs based on resource issues.

Last filing season, Free File Alliance states experienced increases in the number of e-filers
ranging from 22% to 150%. These states are at varying points in the online e-file “product life
cycle.” This life cycle variance may account for the differences in increases to volumes. Some
states may be currently experiencing large increases because their programs are relatively new
compared to the IRS’s and the FTB’s online e-file programs, which have been in place for nearly
ten years.

C. Other States’ Direct e-file Programs

There is a nationwide trend toward establishing direct citizen-to-government e-file programs by
state revenue departments. Currently, there are 21 states that offer direct, citizen-to-government
e-file programs, similar to FTB’s NetFile program.

FTB staff contacted representatives of other states via telephone and e-mail regarding the
disposition of their direct e-file programs. This research indicates that these programs will
continue in the future. In previous years, two states closed their direct filing programs:

Oklahoma and Vermont. Oklahoma closed because they were working through an outside vendor
and were paying a “per return” fee that became too high for them. Vermont closed their program
due to vendor performance issues. Neither state has announced a commitment to the Free File
Alliance at this time.

Customer Service
A. FTB Customer Service

FTB’s Taxpayer Services Center is responsible for responding to taxpayers’ inquiries received by
telephone, written correspondence, or non-confidential Internet e-mail.

FTB’s customer service objectives are to resolve problems at the first point of contact, respond to
correspondence within 21 days of receipt, and answer e-mail within two working days of receipt.
The primary goal of the Taxpayer Services Center is to provide high quality, "one and done"
customer service.

The Taxpayer Services Center has approximately 250 customer service representatives providing
toll-free telephone assistance to taxpayers. FTB’s Taxpayer Services Center efficiently handles
over six million calls per year. Customer service representatives provide assistance to taxpayers
regarding the Personal Income Tax, Business Entity, and Homeowner & Renter Assistance
programs. In addition, customer service representatives answer approximately 375,000 pieces of
general correspondence annually. To help meet the needs of all Californians, customer services
are available in English, Spanish, Russian and many other languages.

FTB’s call center performance is measured using industry-wide metrics. These performance
measures include answering all calls within two minutes at least 80% of the time, returning all
calls within two business days, and maintaining a customer service call quality rating of 97% or
better, based on nine customer service performance factors.

FTB receives over six million calls through its toll-free tax information lines each year. Several
million of these calls are handled by the FTB’s interactive voice response system. During fiscal
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year 2002/03, FTB’s customer service representatives answered 2.2 million calls. During the first
two weeks of April, FTB receives approximately 30,000 calls every day. On April 15, 2003,
FTB’s customer service representatives answered a record number of calls: 38,155.

FTB has received about 40 calls related to the NetFile program since its implementation.
FTB Costing Methodology

The information in this section is provided in response to questions from the private sector
regarding the costing methodology that FTB uses to cost its projects. As discussed below, FTB
strictly adheres to the guidelines set forth by the Department of Finance (DOF).

As a matter of courtesy to the private sector, FTB has used various costing models in this report
to cost the NetFile project. These models do not adhere to State requirements and therefore
cannot be used by FTB for official NetFile costing purposes. These models are provided for
information and comparison purposes only. The costing models are shown in Section VII.

FTB is required to follow guidelines and requirements set forth by the DOF to calculate the cost
of projects. The guidelines set forth by the DOF follow GAAP (Generally Accepted Accounting
Principles) with the exception of including calculations for depreciation and managerial overhead.

FTB completes an economic analysis for each technology project that it undertakes. The analysis
captures the incremental costs to develop and maintain a proposed project. The analysis also
includes a comparison of the program resources required before and after project implementation.
However, the assessment of program resources is used only to calculate net project benefits.
Program resources and fixed managerial overhead are not included in the total project cost, as the
department would pay these fixed cost resources despite the project’s existence.

The following tables provide an overview of the elements in a typical project costing.

Table 1: Project Elements Defined as One-Time Costs

System planning System development Project management

System acquisition System analysis System design

System construction System testing/conversion System installation

Project oversight Facility modifications resulting Equipment purchased specifically

from project for the project (one-time acquisition
expense)

Table 2: Project Elements Defined as Continuing Costs

Ongoing system Ongoing system operation =  Hardware lease/maintenance
maintenance functions, such as =  Software

= Database admin. maintenance/licenses
» Internet/browser support = Telecommunications
= Application support =  Any ongoing facility
= IT Help desk support expenses specifically
= Computer operations required by the project
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Table 3: Project Elements Defined as Staff Costs

| Salary and wages | Benefits | Standard allocation for OE&E

Table 4: Project Elements that are NOT included as a Cost

Conducting a feasibility Completing a feasibility study Equipment already in place that

study report serves as the infrastructure on which
the new project is built

Depreciation Fixed managerial overhead

VII. NetFile Project Costing

For purposes of information and comparison, FTB calculated NetFile project costs using various
costing models. In addition, a table is provided reflecting potential costs for a project similar to
NetFile (excerpted from an article provided by the Citizens Against Government Waste) and a
table showing FTB expenditures for e-commerce projects over the past decade.

A. DOF requirements costing model: $367,046
B. DOF Plus Overhead (11.75% plus admin benefits) Model: $406,158
C. Private sector model: $575,512
D. Citizens Against Government Waste (CAGW) Estimate $34,000,000

It is valuable to note that over the past decade FTB’s core electronic commerce infrastructure
projects (including maintenance) cost approximately $8.1 million.

The four costing models, and the calculated costs for NetFile per each model, are shown below.

A. DOF Requirements Model’’
Actual Project Costs (FY 2002/2003 and July 2003)

Personnel Years Personal Services OE&E Totals
Development costs (one-time): 3.7 $300,650 $46,269 $346,919
Maintenance costs (on-going): .1 $7.801 $968 38,769
Totals 3.8 $308,451 $47,237 $355,688

Personnel Years Personal Services OE&E Totals
Staff Training 2 $5,823 $903 $6,726
Marketing . $3.761 $871 $4,632
Totals 3 39,584 $1,774 $11,358
Actual costs grand total 4.1 $318,035 $49,011 $367,046

20 Departmental overhead is not included in project cost except as captured in the operating expense and equipment
(OE&E) allocated to each staff position. Staff OE&E includes, but is not limited to, minor equipment (including
personal computers) software, modular furniture, software maintenance, printing, communications, telephone service,
telecommunication supplies, travel, training, reprographic supplies, facilities (includes utilities, janitorial services,
security, and waste removal service--does not include rent, recurring maintenance, facility planning, repairs,
alterations, and facility goods).

! Refer to Section Ill, Tables 1, 2, 3, and 4 for details on elements included in each category.

September 2003
Page 16



NetFile Report
Franchise Tax Board

B. DOF Plus Overhead (11.75% plus admin benefits) Model
Actual Project Costs (FY 2002/2003 and July 2003)
Personnel Years Personal Services OE&E Totals
Development costs (one-time): 3.7 $300,650 $46,269 $346,919
Maintenance costs (on-going): A $7,801 $968 $8,769
Overhead (11.75%) 447 $37.989 $37,989
Totals 4.247 $346,440 $47,237 $393,677
Personnel Years Personal Services OE&E Totals
Staff Training 2 $5,823 $903 36,726
Marketing A $3,761 $871 $4,632
Overhead (11.75%) .035 $1,123 $1,123
Totals 335 $10,707 $1,774 $12,481
Actual costs grand total 4.582 $357,147 $49,011 $406,158
September 2003
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C. Private Sector Model

Intuit provided FTB an example of a costing model that might be used by them when costing a
project. For information and comparison purposes only, FTB calculated the costs of the NetFile
project using this model. The primary differences between the project costing model provided by
Intuit and the project costing requirements of the DOF appear to be that the Intuit model includes:

»  Costs associated with management overhead.

= Costs associated with previously purchased infrastructure equipment.

= Costs associated with the project’s portion of the infrastructure’s ongoing resources.

Private Sector Mode

IZZ

Model Provided by Intuit

. . Year 1 Year 2 Year 3

Major Categories Start-Up Maintenance | Growth Maintenance Growth
1. User Registration $ 10,274 $ 635 $ 159 $ 549 $ 137
2. User Interface $ 252,282 $ 7938| $ 1,985 $ 6,858 $1,714
3. Calculations $ 40,405 $12,066| $ 3,016 $10,423| $2,606
4. e-filing $ 17,343 $ 1,587 $ 397 $ 1,371 $ 343
5. Scalability $ 53,078 $ 318 $ 79 $ 274 $ 69
6. Infrastructure $ 25,451 $ 8,358| $ 2,089 $ 8,600/ $2,150
7. Security $ 6,859 $ 619 $§ 155 $ 637 $ 159
8. Bus. Continuity Planning $ 4,996 $ 318/ $ 79 $ 274 $ 69
9. Operations $ 24,441 $ 1,587 $ 397 $ 1371 $ 343
10. Technical Support $ 6,686 $ 4762 $ 1,191 $ 4,114 $1,029
11. Management $ 133,697 $ 2540 $ 635 $ 2,194 $ 549

TOTAL|  $ 575,512 $40,728 $10,182 $36,665 $9,168

The costs shown above are as of July 31, 2003.

2 The year two and three estimates are based on the Feasibility Study Report (FSR) (Year 2 $36,749 & Year 3
$31,456). An additional 8% was added to the FSR estimated cost to account for managerial overhead expense
resulting in Yr. 2 & 3 costs of respectively, $39,689 and $34,287. The cost estimates were then broken into the
following percentages: User Reg (2%); User Interface (25%); Calculations (38%); e-filing (5%); Scalability (1%);
Business Continuity (1%); Operations (5%); Technical Support (15%); Management (8%). Estimates for
Infrastructure and Security are based on NetFile projected numbers and the amount of Information Technology (IT)
hours listed on FTB’s IT Baseline for fiscal year 2001-2002 for support of Electronic Data Security and Network
Infrastructure. See Attachment 5 for additional detail.
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D. Citizens Against Government Waste (CAGW) Cost Categories

The following table shows the estimated costs for developing a program similar to the NetFile
Program, based on CAGW’s calculations. *

Citizens Against Government Waste Model

Expense Description Yearly Cost
Category
Data Center Internet servers, connectivity and related equipment $12,600,000
Engineering Design, configuration, and operational assets $ 9,000,000
Tax Development Creation and refinement of online tax forms and instructions $ 2,000,000
Technical Support Customer service representatives, FAQs, telephone service centers, etc. $ 4,400,000
Marketing Mailings, advertisements and related promotional activities $ 4,000,000
Administration Overhead and management costs $ 2,000,000
TOTAL PER YEAR: $34,000,000

% This model was taken from an article entitled, California’s Franchise Tax Board as H&R Block — A Costly Gamble
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The following table reflects the costs incurred by FTB over the past decade for core electronic commerce
projects. These projects provide the foundation for FTB to effectively and efficiently deploy additional e-
government programs, such as NetFile.

FTB’s Core Electronic Commerce (ECOM) Infrastructure Projects

Year
Implemented

Project

Development Maintenance

Costs

Costs

1993
