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Conclusion

This document is addressed to states that are currently a partner with the IRS in Joint 1040 E-File, and that are therefore interested in implementing the new program IRS has launched, Fed-State Modernized e-File (MeF).

The Fed-State MeF programs are comprised of FS1120 (corporate), FS1065 (partnership), and FS1040 (personal).

Current Personal Income Tax Electronic Filing 

Fed-State Joint E-file is a legacy system begun in 1991 under which a taxpayer (or his representative) prepares a federal income tax return and a state income tax return electronically, and then sends them together (packaged separately) to the IRS. The IRS then splits off the state package and forwards it to the state. In this way the IRS serves as the state’s “network”, and the sender only has to manage communications with one receiver. Currently 37 states participate in Fed-State E-file; 13 of that number have mandates requiring practitioners to e-file. In the aggregate, more than half of all state returns are received electronically today.

Upcoming Personal Income Tax Transition to Modernized E-File

Modernized e-File (MeF) is a system that, over the last six years, IRS has built to replace the current legacy e-file system.  Modernized e-File is the new enterprise architecture for e-filing.

MeF currently accepts electronically filed corporate returns (1120, 1120S), partnership (1065, 1065B), exempt organizations forms (990, 990EZ, 990PF, 1120-POL) and extensions forms (7004 and 8868). Initially, the MeF system was implemented for business form types. It was also designed to be scalable and will now extend to the 1040-Personal Income tax family of forms. 

As of January 2012, legacy IRS Fed-State 1040 - Personal Income tax e-file will be discontinued.  What this means is that if you have not migrated to the MeF format by 2012, you will have to rely on some independent, non Fed-State method for receiving individual electronic returns. States currently receive the majority of their state returns through the Fed-State program. 

If your State wishes to continue receiving state returns electronically through the IRS (and not revert to paper processing), it must move to the Modernized e-File Fed/State program.

Current State Development of MeF Capability

As noted, the IRS began about six years ago to develop Modernized e-file initiatives, and currently have implemented its 1120 and 1065 programs. These have a Fed-State feature; 10 states are now receiving Fed-State 1120 e-file returns (FS1120), and 3 states are receiving Fed-State 1065 (FS1065) returns.

There are two current approaches to transitioning to MeF. Some states are preferring to become involved now in developing for FS1120/1065 (since the technologies are basically the same as those for 1040-Personal Income tax) and some investments can be leveraged when the time comes for implementation of individual income tax. 

Other states are moving to FS1040 first, and may have a bit more time to acquaint themselves with any unique issues surrounding implementation of that program. Either is valid, but again it is important to get started.


The good news is that many issues regarding operation of a Modernized eFile program have been researched, tested, and settled over the last three years during the conduct of the Fed-State 1120 and 1065 programs. But there is still much to do to assure that individual income tax, one of your most important e-file programs, is transitioned smoothly.
Financial Commitment

There are at least three components in the funding needed by each state for successful transition to Fed-State MeF:

• Participation in Fed-State MeF standards development with other states and industry. This extremely important step ensures that there is as much consistency in MeF approach among the states as possible, providing your partners in the e-file effort – the tax software developers that service this market, like Intuit and H&R Block –  the opportunity to leverage effort and help ease a rapid MeF transition for the millions of taxpayers and thousands of tax practitioners that they serve.


• Support of a joint resource contracted by the Federation of Tax Administrators (on behalf of all Fed-State participant states) devoted to original development, continuing maintenance and web publication of developed Fed-State MeF standards, tools, and education, benefiting all states and software developers and delivering a solid base on which to continue to enhance e-file opportunities and grow the number of e-filers.

• Devotion of internal or state-contracted resources to necessary development tasks, including:

· Any necessary training for business and technical staff

· Building a communications gateway

· Developing state-specific components of the standard XML format for the state return

· Defining state business rules

· Publishing state technology and business specifications for use by the software development industry

· Developing a back-end processing system

· Creating a viewing system

· Complete administrative duties (MOU with IRS, participation conditions, etc.)
· Testing with IRS and tax software development partners
Additional information on these topics may be found on the www.statemef.com website at:  http://www.statemef.com/downloads/help/ModernizedFedState101.pdf
 
Standards Participation
FTA has been involved, and has encouraged the participation of the states in, national standards efforts since 1989 across a variety of technologies: payments, EDI (electronic data interchange), 2-D barcoding, and now XML (eXtensible Markup Language, the lingua franca of Fed-State MeF). 

Participation in national standards meetings is required for implementation of Fed-State MeF.  Without your participation, the states and their important partners will end up with a hodgepodge of differing technical and business requirements, frustrating the goal of consistent implementation for the state jurisdictions and slowing the rate of adoption of e-file. 

The organization that hosts standards meetings is a part of the American National Standards Association, through its Accredited Standards Committee X12 (X12 denotes business data exchange), and its Government Subcommittee’s workgroup, called TIGERS.

Decisions concerning technology standards for the MeF program, including state data formats, communications protocols between the IRS and states, and security technologies are all presented, discussed, and refined at ASC X12/TIGERS sessions. Both a business and a technical person should attend.

Membership. Membership in ANSI/ASC X12 enables your staff to attend the three meetings during the year (those sponsored by ASC X12) of the TIGERS electronic standards group. There are three additional “interim” meetings of TIGERS each year that are sponsored by FTA itself.

Meetings and Fees. As noted, TIGERS meets six times annually. Each participating entity pays its own way and FTA contributes resources to support TIGERS as appropriate, including staff time. (FTA is also a member of ASC X12, as are 35 states.) 

       
Any individual representing an ASC X12 non-member organization wishing to attend ASC X12 Trimester work sessions must pay a registration fee, currently $895 per meeting. There is no registration fee when annual ASC X12 membership dues are paid, and the annual membership fee for states is $1775 annually. (Contact the Data Interchange Standards Association, Secretariat for ASC X12, for further details on how to become a member through www.X12.org.)
TIGERS meets during the X12 “Trimester” sessions (generally the first full week of February, June, and the last week of September). TIGERS also meets in between each of these sessions (TIGERS Interim meetings). Generally the interim meetings are hosted by FTA and are held in March, in August following the FTA Annual Technology Conference, and December. There is a moderate FTA registration fee (under $100 per attendee) to attend and participate in the Interim TIGERS meetings.

The meeting costs described do not include transportation, lodging or meals. Total cost of membership/registration fees (assuming membership in ASC X12)  plus travel for two people on an annual basis is estimated at under $20,000 per state.
 
Joint State Funding

In addition to a state’s implementation costs, a fee is paid by the state to FTA to underwrite the development and continuing technical maintenance of Fed-State electronic filing technology standards, so that resources for these efforts can be made available for support on an ongoing basis. [At its March 2005 meeting, the FTA Board of Trustees passed a resolution establishing a policy regarding financial support for the development and implementation of joint Federal and State (FedState) electronic filing projects. See FTA Bulletin 23/05, May 23, 2005]

These services include:

· Support for the development of collaborative resources such as common naming conventions and data types, common XML schemas, and explanatory educational documents,

· Support for ongoing maintenance of these standardized resources, including change control,  and 

· Publication of these resources on www.statemef.com, a website maintained by the FTA joint contractor for the use of the states and industry to assist in fostering communication and consistency among all parties involved in Fed-State Modernization efforts.

Fees. To pay for these services on a joint basis, FTA requests payment of an established amount from each state at the time it determines to enter into participation in each FedState Electronic Filing Program under development; upon joining, the state also assumes a commitment to pay annual maintenance costs.  Given the national scope of this effort, to date the costs have been modest:

	FedState MeF State Funding Tiers
	

	
	
	
	

	
	Tier 1
	Tier 2
	Tier 3

	Initial Year
	
	
	

	1120
	$1,500
	$2,000
	$2,500

	1065
	$1,000
	$1,500
	$2,000

	1040
	$2,800
	$3,700
	$4,600

	
	
	
	

	Annual Maintenance
	
	

	1120
	$1,100
	$1,500
	$1,900

	1065
	$900
	$1,400
	$1,800

	1040
	TBD
	TBD
	TBD


In recouping the modest cost of these programs among the states, FTA apportioned the charge by grouping the states by their contribution to the FTA dues base (Tiers 1, 2 and 3). You will note that the cost to a state for services during 1040 Modernization are higher than those for the business programs; the work anticipated to effectively address the income tax arena is regarded as more complex (in part due to variations across states) than that of the programs already launched. 

However, due to recent changes in the approach to central development and maintenance, it is possible that individual state 1040 Modernization costs will moderate to a lower level in the future.
 
Internal Resources
FTA does not have information on the specific internal costs incurred by states in the deployment of MeF capabilities, but is aware that states that have deployed Fed-State 1120 and 1065 are willing to share this data (as well as project plans, etc.) with others. Contacts can be provided.

In summary, it is important to respond to the recent FTA Bulletin request (FTA Bulletin B-18/07, June 25, 2007) affirming your state’s commitment to develop its Personal Income tax MeF capability, as it signifies that your state is willing to commit to the special joint-state funding, the necessary travel and participation in joint-development modernized e-file standards meetings, and development of internal capabilities to build a Modernized Fed-State Personal Income tax program. 

Getting a significant number of (if not all) states involved is critical during this phase of the development effort in order to be as certain as possible that all states’ needs will be met.
Transition Risk Factors

In any transition, there are a number of considerations driving the decision to move to the proposed-state from the current-state. 

States now involved in the Fed-State Personal Income Tax E-File program that wish to continue to do so do not have an option regarding Modernization: they must move with IRS and that transition must be completed before January 2012. The Service is planning a 2-year transition, but is targeting an August 2009 rollout (rather than January 2010) to avoid the pressure of a filing-season launch and to allow additional time for testing.

This means that in terms of having a full processing season to work out any external and internal issues, if you began in Fiscal Year 08 to be ready for implementation in August 2009 you would have 25 months to the beginning of the 2010 processing season to plan, execute, and implement the nine development tasks listed previously in this document.  Delaying commencement of development until Fiscal Year 09 would provide only 13 months’ time for these tasks.

The following outlines a few of the considerations in choosing to move forward with FS1040 MeF.

Implement Now
Committing to implementing this capability now and becoming ready for the initial August 2009 IRS rollout would enable the agency to ensure that it has ample time to engage in problem resolution and the back and forth testing that is required for successful implementation. 

Be mindful that you face the task of testing the new technologies with every tax software developer you currently work with, as they themselves become ready (for they must also transition to MeF, and without doubt all of them will not be ready when IRS opens the system in August 2009, or in January 2010). 

Note that a number of the technologies used in Modernized e-File, although potentially not completely unfamiliar to your business and IT personnel, may be deployed for the first time in your e-file operation. Addressing this may involve training of personnel, acquisition of hardware and software, and/or contracting with outside resources to facilitate the migration.

Thus it may be possible to reduce the level of risk to existing personal income tax e-filing programs that you count on to work in the day-to-day administration of your agency, if you become a part of Personal Income tax MeF as soon as it is possible for you to do so.

On the other hand, earlier deployment means that the state will have to maintain and operate two separate e-file environments (the legacy Joint Fed-State e-file for those vendors that have not yet transitioned to the new technologies and the new MeF system for those that are ready) for a longer time.  

Implement Later
If your state is actively involved in the Fed-State 1120 and 1065 programs, you may have already accomplished some of the tasks involved in deployment of 1040–Personal Income tax MeF, such as building a communications gateway to the IRS. Thus your specific list of tasks to be accomplished may be shorter than a state without any experience with MeF.

In addition, developing a back-end processing system will be simpler for Personal Income tax, since it will only be necessary to develop the new interfaces to the system already in place (unless changes are desired to take advantage of the improved service opportunities made possible by the newer technologies used in the MeF system). 

Other tasks (in common with other states) such as defining state business rules are also familiar, having already been addressed in your existing 1040–Personal Income tax program. 

For states with a larger population and thus e-file market than most, or simply those with a deeper e-file market penetration, as a revenue matter the tax software developers will likely be very interested in ensuring that the jurisdiction is serviced by their MeF-modernized product, and will make them a priority. So it is probable that they will be ready to move with those states to MeF, whenever they transition, now or later.

Conclusion

Each state must make its own decision regarding the timing of the migration to Personal Income tax Modernized E-File. Its criteria for making the choice may differ from others based on its finances, IT infrastructure and business-function readiness, personnel resources, market factors, etc.

Again, in order to be a part of Fed-State e-File Modernization, you should respond positively to FTA Bulletin B-18/07. If you choose to do that at a later time, please inform us of that decision.

Please feel free to contact me as you have additional questions. 

Jonathan Lyon

FTA
202-624-5894

Jonathan.Lyon@taxadmin.org
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