S. HrG. 108-703

BRIDGING THE TAX GAP

HEARING

BEFORE THE

COMMITTEE ON FINANCE
UNITED STATES SENATE

ONE HUNDRED EIGHTH CONGRESS
SECOND SESSION

JULY 21, 2004

&R

Printed for the use of the Committee on Finance

U.S. GOVERNMENT PRINTING OFFICE
95-484—PDF WASHINGTON : 2004

For sale by the Superintendent of Documents, U.S. Government Printing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512—-1800; DC area (202) 512—-1800
Fax: (202) 512-2250 Mail: Stop SSOP, Washington, DC 20402-0001



COMMITTEE ON FINANCE
CHARLES E. GRASSLEY, Iowa, Chairman

ORRIN G. HATCH, Utah MAX BAUCUS, Montana

DON NICKLES, Oklahoma JOHN D. ROCKEFELLER IV, West Virginia
TRENT LOTT, Mississippi TOM DASCHLE, South Dakota

OLYMPIA J. SNOWE, Maine JOHN BREAUX, Louisiana

JON KYL, Arizona KENT CONRAD, North Dakota

CRAIG THOMAS, Wyoming BOB GRAHAM, Florida

RICK SANTORUM, Pennsylvania JAMES M. JEFFORDS (I), Vermont

BILL FRIST, Tennessee JEFF BINGAMAN, New Mexico

GORDON SMITH, Oregon JOHN F. KERRY, Massachusetts

JIM BUNNING, Kentucky BLANCHE L. LINCOLN, Arkansas

KoLAN Davis, Staff Director and Chief Counsel
RUSSELL SULLIVAN, Democratic Staff Director

(1)



CONTENTS

OPENING STATEMENTS

Grassley, Hon. Charles E., a U.S. Senator from Iowa, chairman, Committee

on Finance
Baucus, Hon. Max, a U.S. Senator from Montana ........ .
Conrad, Hon. Kent, a U.S. Senator from North Dakota ............ccccceeveeivieencnneenns

AGENCY WITNESSES

Wagner, Hon. Raymond T., Jr., member, IRS Oversight Board, U.S. Depart-
ment of the Treasury, Washington, DC ..........c.ccoooiiiiiiiiiiniiiieiicecieecriee s
Brostek, Mike, Director, Strategic Issues, Government Accountability Office,
Washington, DC ......coooiiiiiiiii ettt et sbe e
Gardiner, Pamela J., Acting Inspector General, Treasury Inspector General
for Tax Administration, Washington, DC .........c..ccccoiiieeiiiiecciieeceeeeee e
Everson, Hon. Mark, Commissioner, Internal Revenue Service, Washington,
DIC ettt sttt et e e e bt et e ae et enaeennenee
Olson, Nina E., National Taxpayer Advocate, Taxpayer Advocate Service,
Washington, DC .....ccoooiiiiiiiie ettt e s
Godici, Nick, Commissioner for Patents, U.S. Department of Commerce,
Washington, DC ..ot re e et e e eavee e e aveeeeanaeeenes

WITNESSES

Bankman, Joseph, Ralph M. Parsons Professor of Law and Business, Stanford
Law School, Stanford, CA .........ooooiiiieiiiecee ettt e eeeree e eanes
Brown, Dale, taxpayer who engaged in an offshore tax shelter, Incline, NV,
accompanied by Steven Wilson, Esq.
Mr. ABC, an anonymous WItIeSS .........cccecceerveeiuieniieenueeniueenieeeteeseessseessessseesineenns
M(I)\Ir"sg{enthau, Robert M., District Attorney of New York County, New York,

Langsea, Debbie, manager, California Franchise Tax Board, Sacramento, CA .

ALPHABETICAL LISTING AND APPENDIX MATERIAL

Mr. ABC:

TESTIIMIONLY ..eeievvieeeiiieeeitte ettt ee st eeete e e et ee e beeeesaaeeessteeensseeesnsssesesseeesnsseeennnses

Prepared statement ...........cccoooviiiieciiiiiiiiie e e
Bankman, Joseph:

TESTIIMIONLY ..eeievrieeeiiieeeitte ettt ee sttt e et e e e sttt e e beeeesabeeessbeeensseeesnssteeesseeesnnseeennnnes

Prepared statement ...........ccccooeviiiieiiiiicciiceceeee e
Baucus, Hon. Max:

Opening StatemMent .........cccceeeviiiiiiiiiiieieeeeee e s

Prepared statement ...........cccoociiiieiiiiiieeceeee e e e
Brostek, Mike:

TESTIIMIONLY ..eeievrieeeiiieeeiite ettt e ettt e e te e e st ee e beeeesaaeeessbeeensseeesnssteessseeesnnseeennnnes

Prepared statement ...........cccooeiiiieiiiieciiieeceeee e e e
Brown, Dale:

TESTITMIONY ..eeievrieeeiiieeeiite ettt ee it e e et e e e stree e beeeesabeeessbeeensseeesnnsteeessaeesnsseeennnnes

Prepared statement ...........ccccooeiiiieeiiiieciiceceeee e e
Conrad, Hon. Kent:

Opening StatemMent .........cccceviiiiiiiiiiieiee et es

(I1D)

31
35
37

10

11
13

33
34



Everson, Hon. Mark:
TESTIMONLY ..eeiietiiiiitieeeitee ettt ettt et e e et e e e abte e st eeeabeeesabeeesnnees
Prepared statement ...........ccccoeeviiiiriiiiiiiiiieeeeeee e
Responses to questions from Senators Baucus and Rockefeller

Gardiner, Pamela J.:

TESTIIMIONY ..eeieerieeeiiieeeieieenieeee sttt eetee e st ee e beeeesabeeesseeeenssteesasstasssseeesnsseeennnnes

Prepared statement ...........cccoooeciiiieciiiiceeceee e e
Godici, Nick:

Testimony ........ccceeeveeenne

Prepared statement ..

Grassley, Hon. Charles E.:
Opening StatemMent ..........cccoeveiiiiiiiiiiieeieeeee et e e s
Prepared statement ...........cccoooeviiiieiiiieciie e e e

Langsea, Debbie:

TESTITMONLY ..eeievrieeeiiieeeiteeeniteeerteeeete e e sttt e e beeeesabeeeesseeensseeesssssesessaeesnsseeennnnes
Prepared statement w/attachment ...........cccccceeeiiiieiiiiieciieeeceeecee s

Morgenthau, Robert M:

Testimony ...........
Prepared statment ....

Olson, Nina E.:

TESTITMONLY ..eeievrieeeiiieeeiiieeniteee et e eteeesttee e beeeesabeeessteeessseeesnssseessseeesnsseeennnnes
Prepared statement w/attachment ...........ccccceeeiiiieiiiiieciieccceeecee e

Rockefeller, Hon. John D., IV:

Prepared statement ...........cccoovciiiieiiiiiiiiieeeee e

Wagner, Hon. Raymond T., Jr.:

TESEIMONLY ..eeieitiiiiiiieeeit ettt ettt et e e e bt e e et e e st eessbeeesabeeeenaees
Prepared statement

Page
31
145
155
185
37
194
1
204

34
205

33
293

35
303

368

369



BRIDGING THE TAX GAP

WEDNESDAY, JULY 21, 2004

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 10:40 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Charles E.
Grassley (chairman of the committee) presiding.

Also present: Senators Thomas, Baucus, Conrad, and Lincoln.

OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S.
SENATOR FROM IOWA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The hearing will come to order.

This hearing is to consider what still is a very serious subject:
the tax gap and ways to close the tax gap.

As members of the Finance Committee know, that gap is the dif-
ference between the amount of tax due and owing versus the
amount actually collected.

Due to a number of factors, especially the war and increased
spending, our Nation is looking at deficits. At the same time, the
administration and many in Congress do not want to increase the
tax burden on the vast majority of honest citizens who pay their
fair share of taxes.

Therefore, we must look at ways of dealing with the tax gap to
bring revenues to the Treasury and fairness to the Tax Code.

This is even more important as we look to the fall, where we will
hopefully have conferences concluding on several issues, each of
them with a significant demand for possible new revenue raisers.

In addressing the problem of the tax gap, we have to recognize
that we have finite resources and that we are not going to place
a heavy burden on honest taxpayers. We must retain the balance,
and a proper balance, of service and enforcement, coupled with the
respective taxpayers’ rights. To achieve that, it is clear that we
have to work smarter and more efficiently. We have to target lim-
ited resources where they do the most good.

This hearing provides the Finance Committee that opportunity to
consider both what the IRS is doing to address the tax gap, and
also learn about new ideas and innovations that are being imple-
mented, or could be implemented, at the State level that are being
proposed by witnesses today.

I now turn to one of the most consistent members of the com-
mittee on this issue of tax gaps because he has spoken out on it
so many times, particularly as he questions people who are being
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appointed to the Treasury Department and the IRS, Senator Bau-
cus.

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA

Senator BAucUS. Thank you very much, Mr. Chairman. I appre-
ciate your holding this hearing. As always, you are persistent and
do not let a little thing like an evacuation get in the way here, and
I deeply appreciate it.

One of the strongest features of our democracy is our system of
collecting income taxes through individual self-assessment. Presi-
dent Franklin D. Roosevelt referred to this point, and I am going
to quote him.

He said, “In 1776, the fight was for democracy and taxation. In
1936, that is still the fight. Taxes, after all, are the dues that we
pay for the privileges of membership in organized society. As soci-
ety becomes more civilized, a government is called on to assume
more obligations to its citizens.

The privileges of membership in a civilized society have vastly
increased in modern times, and I am afraid we have many who still
do not recognize their advantages. They want to avoid paying their
dues.”

I think those words remain as true today as they were in 1936.
It is easy, of course, to bash the Federal Government. It is easy to
bash the IRS. It is easy to bash. That is why it is important for
public officials, I think, to take the high road and remind taxpayers
of why we pay taxes.

There is a reason. The easy way is to be critical and say that
that is taxpayers’ money, and it is, and that the IRS is being very
abusive in trying to collect taxes, and sometimes it is abusive.

But the main point is, we have got to strike a balance here. We
do pay dues for civilized society, and at the same time we want an
IRS that is efficient and fair.

After all, people are the employers, and the IRS, as well as us
here in this committee, are the employees, and as we are here to
serve people, we just have to help make sure the service is the best
as it can possibly be.

The dues we pay for privileges of membership in civilized society
provide many benefits. For example, education for our children, po-
lice and fire protection, safe and efficient highways.

Our Nation’s parks are available for not only ourselves, but for
generations to come. The elderly through Medicare, and Social Se-
curity, for example. They help take care, as I said earlier, of our
children.

It does not mean that taxpayers should pay more than they owe.
As stated by the great jurist, Learned Hand, “If anyone may ar-
range his affairs so that his taxes shall be as low as possible, he
is not bound to choose the pattern which best pays the Treasury.”
There is clearly a balance that we must strike, and unfortunately
we are now not in that balance.

Over the past 3 years, we in the United States have been on a
destructive fiscal path, as we all know. As a result, our Federal
budget has gone from the largest surplus in our Nation’s history
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to the largest deficit in our Nation’s history. This year’s deficit will
likely top $400 billion.

But if that sea of red ink is not bad enough, it is even more dis-
turbing when you consider that a growing percentage of Americans
do not believe that paying taxes is their civic duty.

In 1999, 81 percent of Americans agreed that it is their civic duty
to pay taxes. In 2002, just a few years later, only 72 percent, a de-
cline of almost 10 percent, agreed with that statement. Last year,
the group fell to just 68 percent of the population. Obviously, a dis-
turbing trend.

But it is also very clear that more people believe that cheating
is acceptable. This mind-set undermines our Nation’s democracy.
While honest Americans are doing their part, a number of others
are trying to get by without doing theirs, and that is what this
hearing about.

Some call it the tax gap, the difference between the amount of
the taxes that taxpayers owe the government and the amount of
taxes that taxpayers voluntarily and timely pay.

This is not about raising taxes, it is about enforcing tax laws on
the books. This is about collecting the taxes that are owed, espe-
cially to the Treasury, under the existing Code.

The IRS Office of Research estimates a gross tax gap of $300 bil-
lion for taxable year 2001, and only about $55 billion of this will
ever be recouped, in part because the IRS does not currently have
the resources to ensure that everyone pays what they owe, leaving
a net tax gap of $245 billion.

Those figures are based on the IRS’s current estimate of an over-
all taxpayer noncompliance rate of 15 percent. Playing this out, if
we have just a 1 percentage point swing in voluntary compliance,
we could change revenues and reduce the deficit each year by more
than $20 billion.

Moreover, the tax gap exacerbates the long-run imbalance of the
Social Security Trust Fund. In 2001, sole proprietors under-re-
ported their income by amounts that reduced Social Security pay-
roll taxes by about $40 billion.

The Social Security actuary tells us that if we could reduce this
tax gap by even 20 percent, we could reduce the 25-year actuarial
imbalance of Social Security by over 5 percent. This would push
back the date that the Social Security Trust Fund exhausts by 1
year, and this would help stave off an increase in payroll taxes or
a cut in benefits.

In the same vein, the Medicare actuary tells us that Medicare’s
75-year actuarial imbalance would be reduced by almost 3 percent,
and its exhaustion date would be pushed back 1 year, from 2019
to 2020.

It is just common sense for us to set a goal, a benchmark of
where we should be on tax compliance. In April, I proposed that
we shoot for at least a 90 percent tax compliance rate by the end
of the decade. That means that by 2010, at least 90 percent of
Americans will be filing their taxes and paying their dues. I do not
think that is too much to ask.

As we face a Federal deficit of over $400 billion, the government
has got to do a better job and we need a plan. Any organization
worth its salt has a plan, has dates, has names of people respon-
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sible and has data estimates and benchmarks. I do not think the
IRS has that, astoundingly. At least, I am not aware of it.

I have pushed very, very hard for names, data, and dates, just
a good old business plan. We need a plan, and we do not have a
plan that I am aware of. I hope this hearing will show that we are
at least beginning to get a plan and some dates, and some end
points so we can get a better handle on this problem

As we face a Federal deficit of over $400 billion, the government
has just got to do better. I am also concerned that the IRS does
not have the resources it needs to enforce the tax laws.

The IRS’s fiscal year 2005 budget request does not account for
mandatory pay raises, unbudgeted mandatory expenses such as
rent increases and postage, and the inability of the IRS to achieve
its projected savings from internal productivity growth.

Just last week, the House Appropriations Subcommittee on
Transportation, Treasury, and Independent Agencies reduced the
administration’s budget request for the IRS, incredibly, by $382
million.

I am concerned that the IRS will not have adequate funding to
increase enforcement initiatives and maintain its taxpayer service
at the same time. At some point, the IRS could no longer do more
with less, and I believe we have reached that point.

It is not just a question of resources, though. We need to ensure
that the IRS modernizes the computer systems and improves its re-
search so that it operates smarter and more efficiently.

We must also pass, and have on the President’s desk for signa-
ture, tax shelter, Enron-related corporate governance and sim-
plification legislation that the Senate has passed many times.

Not only will that help reduce the gap, but it sends a very strong
signal to the world and to the community that we are serious about
closing loopholes and the Congress is serious about addressing this
problem. The failure to enact that legislation, I believe, also sends
an equally strong signal in the wrong direction that we are not se-
rious.

There is clearly no silver bullet to close this tax gap. Neverthe-
less, increasing IRS resources, ensuring a smarter, more efficient,
more responsive IRS and a more cooperative Congress, working to-
gether, will go a long way toward closing the gap. I very much hope
that this hearing marks a signal date and event where we are fi-
nally beginning to do something about it.

Thank you, Mr. Chairman.

The CHAIRMAN. You bet.

Our first witness is Mr. Ray Wagner, member of the IRS Over-
sight Board, and chairs the Board’s Human Capital Committee;
then Mr. Michael Brostek, Director of Strategic Issues, Government
Accountability Office; Pamela Gardiner, Acting Inspector General,
Tax Administration, Treasury; Mr. Joseph Bankman, Professor of
Law and Business at Stanford Law School; and Mr. Dale Brown,
a taxpayer who is awaiting sentencing for his participation in an
offshore tax shelter. Then we have an anonymous witness, con-
fidential, we are going to refer to as Mr. ABC.

All of you will have your total longer statement placed in the
record. Because of getting started late, it is all the more important
that we stay to five minutes, if you can.
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I do not want to cut somebody off in the middle of a sentence or
a thought, but if you can complete the thought you are on when
the red light goes on, we would appreciate it very much.

Mr. Wagner?

STATEMENT OF HON. RAYMOND T. WAGNER, JR., MEMBER, IRS
OVERSIGHT BOARD, U.S. DEPARTMENT OF THE TREASURY,
WASHINGTON, DC

Mr. WAGNER. Thank you, Mr. Chairman, Senator Baucus, mem-
bers of the committee. Thank you for the opportunity to present the
Oversight Board’s view on the tax gap.

As you know, the tax gap is most recently estimated to be ap-
proximately $311 billion. However, that figure is based on data and
models more than 15 years old. Given the sea change of taxpayer
demographics and behavior since then, the tax gap could be much
higher. For example, from 1990 to 2001, the number of individual
taxpayers with the adjusted gross incomes over $1 million grew by
215 percent.

At the same time, the Tax Code is more complex and more read-
ily exploited. We have seen a flood of abusive tax avoidance
schemes and an erosion of both taxpayer attitudes towards compli-
ance and professional standards. All of these contribute to the na-
tional disgrace we call the tax gap.

The tax gap is not just a statistic. Its consequences are all too
real and unjust. Honest taxpayers must bear the financial burden
of those who do not pay what they owe. Further, we need the extra
revenues that closing the tax gap would provide. The tax gap un-
dermines confidence in the fairness of our tax administration sys-
tem and fuels noncompliance.

Mr. Chairman, the tax gap was not created overnight, nor can
it be solved in a single year. It can be attacked, however, by fol-
lowing a multi-year strategic plan offered by the board today.

I will discuss the four complementary parts. First, the board
must improve the IRS effectiveness. The board recently approved
the IRS’s new 5-year strategic plan. Its major theme is service plus
enforcement equals compliance.

The board fully endorses this approach and believes that the IRS
can achieve the goals that this theme represents through its peo-
ple, processes, and technology. Commissioner Everson will present
a description of this plan, I am sure.

However, I will touch upon the Business Systems Modernization
component for a moment. The board has been deeply concerned at
the pattern of delays and cost overruns that have plagued the BSN
program from its inception.

We applaud the Commissioner’s efforts to bring discipline and ac-
countability to BSN, and his actions closely track with the board
and others that recommended to get it back on track. Clearly, we
cannot allow Business Systems Modernization to fail if we are to
address the tax gap appropriately.

The second component of our plan is to provide appropriate addi-
tional resources. The board believes that funding for our tax sys-
tem should be strengthened, not merely maintained at current lev-
els.
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In a special report on the IRS 2005 budget, the board argued for
reinvesting in the IRS and called for a pragmatic budget that re-
flects the complex world in which the IRS must operate.

We also need to reevaluate the criteria used to appropriate fund-
ing to the IRS to take into account the return on investment real-
ized from the application of additional funding. The IRS is
outmanned and outgunned when it comes to enforcing tax laws.

Unscrupulous tax professionals exploit this weakness. We have
gotten to the sad point where you can drive an armored car
through the tax gap because the IRS does not have the resources
to go after known tax cheating.

The numbers speak for themselves. In 2002, the IRS was able to
pursue only 18 percent of the known cases of abusive shelters, leav-
ing an estimated $447 million on the table. There is only one
chance in four that the IRS will go after someone who does not file
a return. I could go on and on.

Mr. Chairman, the IRS is not turning a blind eye toward tax
cheating, but we would be blind not to recognize that it cannot do
its job without the necessary funding.

The third component of the plan is to measure results. The na-
tional research program will provide a solid estimate of voluntary
compliance. The NRP will provide accurate baseline measurements
from which the IRS can begin to set long-term goals or tax system
compliance to help close the tax gap.

Establishing long-term goals can be a very powerful tool in ener-
gizing the organization. Take e-filing, for example. Although the 80
percent goal may not be fully realized by 2007, its positive impact
has been undeniable.

Long-term compliance goals can similarly energize the IRS and
the tax community to work to close the tax gap. Recently, Senator
Baucus, as you alluded and mentioned, you proposed that the IRS
raise voluntary compliance to 90 percent by the year 2010.

We applaud the spirit of this proposal and we will need to exer-
cise caution in setting that specific numeric goal until we know
what voluntary compliance is today.

The fourth, and final, component of the plan is to simplify the
tax administration system. The costly, confusing and debilitating
complexity of the Tax Code directly feeds the tax gap.

Rather than tinkering at the margins, the board strongly encour-
ages Congress and the administration to explore fundamental ways
to simplify our Tax Code, thereby easing the enormous burden and
cost of administration for the IRS and taxpayers alike.

Mr. Chairman, in conclusion, the tax gap is an affront to all hon-
est taxpayers. It saps our Nation of precious resources when it
needs them most. It is an enormous problem, but in time it can be
solved through the strategic approach I have outlined today.

However, the IRS cannot do it alone. This is a shared responsi-
bility. The ultimate success in closing the tax gap rests in all of our
hands.

Thank you.

The CHAIRMAN. Thank you for your testimony.

4 [The prepared statement of Mr. Wagner appears in the appen-
ix.]
The CHAIRMAN. Now we go to Mr. Brostek.
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STATEMENT OF MIKE BROSTEK, DIRECTOR, STRATEGIC
ISSUES, GOVERNMENT ACCOUNTABILITY OFFICE, WASH-
INGTON, DC

Mr. BROSTEK. Mr. Chairman, Senator Baucus, and members of
the committee, I am pleased to participate in today’s hearing.

In addressing the tax gap, IRS uses many strategies, including
obtaining corroborating information from others and analyzing
data from taxpayers themselves. Just as IRS sometimes obtains
corroborating information, some Federal agencies obtain tax data
from IRS to use in ensuring that benefits are properly awarded to
applicants.

Related to obtaining corroborating information from others, my
testimony covers the extent to which IRS and Citizenship and Im-
migration Services within the Department of Homeland Security
share data.

Related to analyzing information obtained from taxpayers, my
testimony provides information on the characteristics of taxpayers
that came forward under IRS’s offshore voluntary compliance ini-
tiative.

Currently, IRS and CIS do not share data. IRS may benefit from
using immigration information to select taxpayers that appear to
be non-compliant and follow them up with enforcement actions. For
example, IRS could benefit if CIS data helped to identify taxpayers
who failed to file returns or who under-report their income.

Regarding non-filing, we found that from 1997 through 2004,
about 20,000 businesses and organizations nationwide applying to
sponsor immigrant workers were unknown to IRS. They were not
in any of their data systems.

For under-reporting, we found 10 organizations in a small sam-
ple of immigration applications that reported, as a group, over half
a million dollars more income to CIS than to IRS.

Although we do not know whether these businesses reported ac-
curately to either CIS or IRS, discrepancies like these can help IRS
select firms and individuals for enforcement.

IRS may also benefit if immigration applicants were required to
be current on their tax obligations before applying for immigration
benefits, because in that case taxpayers would need to come to IRS
to have their tax issues resolved.

Regarding the number of potentially non-compliant taxpayers
who might come to IRS under such a rule, we found, for instance,
that about 19,000 businesses nationwide—again, from 1997
through 2004—had unpaid tax assessments at the time that they
applied to sponsor immigrants, with total assessments totaling $5.6
billion as of December, 2003.

CIS may also benefit from IRS’s information. IRS data may help
CIS officials identify those businesses and organizations that may
not be able to pay wages or may not be legitimate businesses when
they apply to sponsor immigrant workers, two factors relevant to
decisions on immigration eligibility.

As shown in the chart, we found about 68,000 businesses and or-
ganizations nationwide had not filed one or more tax returns at the
time they applied to sponsor an immigrant worker. In addition,
about 20,000 were unknown to IRS.
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Especially for smaller businesses, failure to file a return may in-
dicate that a business is struggling financially and cannot support
the workers it is attempting to bring into the country.

Although they may benefit from sharing data, CIS and IRS face
challenges. For example, CIS does not automate financial data,
such as an applicant’s income, and the agencies use different track-
ing numbers.

In addition, the Tax Code does not authorize IRS to disclose tax-
payer information for immigration eligibility decision making. CIS
would need to see a change to the Code or seek tax applicants’ con-
sent for CIS to obtain their tax data directly from the IRS.

Because of the confidentiality of tax data being considered crucial
to voluntary compliance, executive branch policy calls for a busi-
ness case to be made before data sharing occurs. We are recom-
mending that IRS and CIS assess benefits and costs of data shar-
ing.
The Offshore Voluntary Compliance Initiative attempted to bring
taxpayers with funds held offshore back into compliance, while
gathering information about them and offshore promoters.

Eight hundred and sixty-one taxpayers came forward and IRS of-
ficials said they gathered more than $200 million. Taxpayers who
applied had incomes ranging from well over $500,000 to substantial
net losses.

They lived, as the chart shows here, in 47 States, but with over
half the applicants being in just 5 States. They reported over 200
occupations. Some appeared to be intentionally noncompliant and
others appeared to have unintentionally fallen into noncompliance.

More than half of the OVCI applicants had complied with their
tax obligations and paid their taxes, even on their offshore income,
but they had failed to file a Report of Foreign Bank and Financial
Accounts, as required by Treasury. Less than 16 percent said they
used a promoter.

Given this diversity, multiple compliance strategies may be need-
ed. Because additional tax, interest and penalties collected to date
from OVCI applicants who owed tax was a median of only $5,400,
personnel-intensive investigations of individual taxpayers who have
hidden money offshore may not be very cost-effective.

This puts a premium on IRS developing a means to identify
those cases that should be subjected to such investigations and, if
possible, alternative compliance strategies for the rest.

This concludes my statement. I would be happy to answer ques-
tions.

The CHAIRMAN. Thank you very much.

4 [The prepared statement of Mr. Brostek appears in the appen-
ix.]
The CHAIRMAN. Ms. Gardiner?

STATEMENT OF PAMELA J. GARDINER, ACTING INSPECTOR
GENERAL, TREASURY INSPECTOR GENERAL FOR TAX AD-
MINISTRATION, WASHINGTON, DC

Ms. GARDINER. Chairman Grassley, Ranking Member Baucus,
and distinguished members of the committee, I appreciate the op-
portunity to appear before you today to discuss the tax gap prob-
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lem, what the Internal Revenue Service is doing to address it, and
additional actions that could be taken.

In the past, the prevailing view was that the tax gap was pri-
marily composed of unreported and delinquent taxes from the un-
derground economy. For example, self-employed contractors were
suspected of failing to report and pay taxes on the cash payments
they received.

However, it has become apparent that, in addition to the prob-
lems with tax reporting and payment in those areas, there has
been an ever-increasing problem with compliance by corporations
and individuals, both domestically and abroad.

The legal and accounting professions have also been identified as
contributing to the overall tax gap problem by promoting illegal or
questionable tax avoidance schemes.

Additionally, the increased globalization of our economy provides
opportunities for corporations and individuals to avoid taxes using
tools available in the worldwide marketplace.

These recent increases in participation in tax avoidance schemes
and the promotion of them by highly respected firms has evidently
fueled a more cavalier attitude toward the tax system among the
general population.

Survey results recently released by the IRS Oversight Board in-
dicated that the percentage of people who believe it is acceptable
to cheat on their taxes has grown from 11 to 17 percent from 1999
to 2003.

Although the tax gap appears to be growing, no one really knows
its true size. The IRS estimates the annual gross tax gap increase
from $283 billion in tax year 1998 to $311 billion in 2001. However,
IRS would readily admit that this figure is based on outdated infor-
mation and conservative assumptions, and it may be considerably
higher.

Nevertheless, the IRS is making some progress in addressing cer-
tain components of the tax gap. For example, in fiscal year 2003,
enforcement revenue collected increased by 10 percent after re-
maining fairly constant during the prior 3 years. In addition, after
steadily rising for 6 years, the gross accounts receivable declined
in fiscal year 2003.

The IRS is focusing considerable effort on combatting tax shel-
ters. As part of its efforts, the IRS is expanding its partnership
with State tax agencies to pursue abusive tax transactions and ad-
dress other criminal activity.

The IRS has also begun addressing taxpayers’ attempts to avoid
taxes through the use of offshore techniques, but the results here
have been mixed. Although millions in additional assessments have
been made, over half of the cases have been closed without any ad-
ditional assessment.

All in all, we continue to be concerned that the IRS cannot be
sure it is deploying its critical compliance resources to most effec-
tively address the latest tax avoidance schemes because its compli-
ance strategy is based on 16-year-old data.

In recent years, TIGTA has made recommendations that address
various components of compliance and could supplement the IRS’s
overall strategy to address the tax gap.
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Because noncompliance in the self-employed population remains
a significant component of the tax gap, TIGTA maintains that im-
plementing a provision to mandate withholding on non-employee
compensation could reduce the tax gap by billions of dollars.

Additionally, various actions could be taken to improve compli-
ance with estimated tax payments such as legislative changes to
require monthly payments, and increased promotion of electronic
payments. A comprehensive matching program for business tax
documents could also identify significant pockets of noncompliance.

Further actions are also needed to ensure compliance among
partnerships with foreign partners. Various studies have confirmed
the connection between higher examination rates and better rates
3f v((i)luntary compliance, even beyond that of the individuals au-

ited.

Increasing staffing in the enforcement functions is a necessary
component of improving both examination rates and the collection
of taxes assessed. The combined collection and examination func-
tions of enforcement staffing has declined from 25,000 at the begin-
ning of fiscal year 1996 to 16,000 at the end of 2003.

Activities of the IRS’s Criminal Investigation Organization also
have a strong measurable impact on voluntary compliance. How-
ever, as TIGTA noted in the report earlier this year, improvements
are needed to ensure convicted criminals comply with the terms
that were imposed as part of their sentence.

In closing, I would like to reiterate that the IRS has numerous
significant efforts under way to address the various components of
the tax gap. However, it is particularly critical that the IRS con-
tinue to obtain updated information to enable it to revise the com-
pliance data models.

It needs to make more accurate forecasts of the extent of non-
compliance and ensure it uses its limited resources in the most ef-
fective manner. TIGTA has recommended more actions which, if
taken, could assist the IRS’s efforts.

Finally, it is important to remember that the complexity of the
Tax Code affects both the compliance of the general population and
the ability of the IRS to identify and take action on noncompliance.

This concludes my statement.

The CHAIRMAN. Thank you very much.

4 [The prepared statement of Ms. Gardiner appears in the appen-
ix.]
The CHAIRMAN. Now, Professor Bankman?

STATEMENT OF JOSEPH BANKMAN, RALPH M. PARSONS PRO-
FESSOR OF LAW AND BUSINESS, STANFORD LAW SCHOOL,
STANFORD, CALIFORNIA

Professor BANKMAN. Thank you for having me.

The tax gap is a topic. I am going to limit my comments today
to the tax gap associated with cash business, the cash economy,
which is a large segment of the tax gap.

Staff suggested that I further limit comments to outside-of-the-
boci( idgas they thought this committee might not have already con-
sidered.

My first suggestion is to consider expanding the reach of third-
party reporting. Income that is subject to third-party reporting, like
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wages, dividends or the income that may or may not find its way
to the tax return.

It is obviously impossible to get all transactions in the reporting
system, but I think we could do better and your staff has in writing
some of my suggestions of what we might do there.

Having suggested we expand the region of reporting, let me ac-
knowledge a draw-back. It is going to burden taxpayers, at least
initially, who are innocent. They are the reporters. Of course, this
is a generalized problem with tax enforcement.

That leads me to my second suggestion, that, where feasible, you
ought to consider having reimbursement programs for innocent tax-
payers that are bearing the burden and are compliant. New Zea-
land expanded third-party reporting and it is my understanding
that they have a reimbursement program.

We could extend this to audits as well. Twenty years ago, Con-
gresswoman Nancy Johnson (Connecticut) suggested that the gov-
ernment consider reimbursement in connection with the old TCMP,
now NRP, audits. I thought it was a good idea then and still think
it is a good idea. I draw out part of that idea and discuss that in
a paper that your staff has.

I have also suggested the idea of reimbursement for garden vari-
ety of audits, but limited to cases where taxpayers who go through
the audit relatively unscathed. I think reimbursement starts with
a common sense notion of fairness, and I think it would reassure
your constituents that, in increasing enforcement, you’re consid-
ering those who are compliant.

My third suggestion is to cross check income tax returns with
State property tax returns. Eventually, the cash economy, when
enough money accumulates, gets used not to fund consumption, but
for property purchases. You will find individuals that have brought
millions of dollars worth of property, but have little or no reported
income. Ideally, the function used to isolate returns for audits could
look at this discrepancy.

My final suggestion is to work with the preparer community, en-
rolled agents and CPAs, to root out the few bad apples among
them, who I think you will find out that a surprisingly high portion
of flagrant abuses are associated with a very few number of pre-
parers.

These put the other preparers in an impossible competitive situa-
tion. In my belief, they help maintain an equilibrium of low report-
ing rates in certain segments of the economy.

Tax shelters have been mentioned. I have worked a lot in that
area and helped work with California on their legislation. In the
interest of time, though, I have not prepared any comments on
that, though I am happy to answer questions on that, or on any-
thing else.

[The prepared statement of Professor Bankman appears in the
appendix.]

The CHAIRMAN. Now, Mr. Brown?

STATEMENT OF DALE BROWN, TAXPAYER WHO ENGAGED IN
AN OFFSHORE TAX SHELTER, INCLINE VILLAGE, NEVADA;
ACCOMPANIED BY STEVE WILSON, COUNSEL TO MR. BROWN

Mr. BROWN. Thank you, Mr. Chairman. Good morning.
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My name is Dale Brown. This is Mr. Steve Wilson, my counsel.
I am 47 years old. I reside in Incline Village, Nevada.

Since leaving the U.S. Air Force in 1986 where I served as a U.S.
Air Force B-52 and FB-111 navigator-bombardier for 8 years, I
published 22 military aviation novels under my own name, and as
a co-author, 17 of which were New York Times bestsellers.

In April of 2004, I plead guilty to one count of violating 26 U.S.C.
7206(1), filing a false tax return, in 1998. I listed deductions on my
tax return knowing they were not real. I had control of foreign
bank accounts and did not report them. I signed the tax return,
knowing they were false entries.

With the Chairman’s permission, I would like to, first, tell my
family, my friends, and my fellow Americans that I take full and
complete responsibility for my actions. I am truly and sincerely
sorry for what I have done and I promise it will never happen
again. I will guarantee, it is never going to happen again.

I filed the false tax returns because I was greedy, I was vain, I
was selfish, and I took bad advice from financial professionals that
I trusted. We are all human, and humans make mistakes. But I
also believe that we must all pay for our mistakes, and I am pre-
pared to accept any punishment ordered by the court.

How did I get involved in this scheme? Back in 1998, I expressed
a desire to pay off my home mortgage. My financial advisor told me
that it made no tax sense to do so because of the home mortgage
deduction, and told me of a better way to proceed under a program
run by Terry Neal of Portland, Oregon.

The plan was to expense corporate funds from the U.S. to an off-
shore entity, transfer funds by wire from the first to a second enti-
ty, then borrow the money from the second entity in the form of
a mortgage to which I would pay principal and interest payments
like a conventional mortgage.

I would then deduct the transfers as business expenses on my
corporate tax returns and deduct the interest paid on the mortgage
on my personal tax return.

Why did I not report that I had ownership or control of a foreign
bank account on my tax return? It was explained to me by Mr.
Neal and my financial advisors that I did not have to report it be-
cause the account was not in my name and I had no actual “signa-
ture authority” over it. In reality, I had full control of the money
and I should have reported it on my tax return. I believed the lie
because I wanted to believe it.

Why did I claim all those phony business expenses? For many
years, I had been participating in an income-splitting routine set
up by my financial advisors, expensing money between various do-
mestic corporations.

The expenses simply became income on some other corporation’s
tax return, and that company would pay the taxes, usually at a
lower rate. The offshore scheme was simply a more sophisticated
extension of that same income-splitting program I had been doing
for many years. It was supposed to be tax deferral, not tax evasion.

Most of all, however, I believed that if I was doing something
really wrong, something so serious that I could land in prison, my
so-called financial advisors would steer me clear of it, if not for me,
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then at least to protect themselves. That was an extremely bad as-
sumption.

The scheme did not save me one cent. I paid more in interest and
penalties than I did in taxes owed, a total of almost $1 million,
plus almost 2 years’ of attorneys’ fees, potential loss of income from
two canceled publishing contracts, adverse publicity, enormous
stress on myself and my family, and all the penalties associated
with being a convicted felon.

I have humiliated myself in front of my family, friends and
neighbors, and lost an incalculable amount of business and per-
sonal trust and goodwill that may never be recoverable. I am cur-
rently awaiting sentencing in Federal court in Portland.

With the Chairman’s indulgence, the following is my primary
recommendation to the committee regarding my involvement in the
offshore scheme. I do not make this recommendation as a way to
assign blame or make excuses, but as a possible avenue to resolve
similar issues more efficiently.

I subscribed to this scheme because of greed, vanity, selfishness,
and taking bad advice from bad persons. But I do not believe I am
a bad guy. I think I am a good and law-abiding guy who listened
to a bogus sales pitch from unscrupulous persons and was
schmoozed, flattered, and conned into signing up for something I
knew was not right. I heard only one message, but it was the
wrong one.

If the government wants to efficiently recover lost revenue and
provide the maximum level of deterrence, it seems to me that they
should widely publicize their investigations early on using media
outlets that guys like me watch or listen to every day.

If T had been watching “America’s Most Wanted,” “The O’Reilly
Factor,” “MSNBC,” or “Larry King Live” and heard that the IRS
had started an investigation on a program even remotely resem-
bling the one I was involved with, I would be on the phone in-
stantly to a lawyer and another accountant, wanting to get out
fast.

As in the U.S. Air Force Strategic Air Command nuclear war
fighting game that I was involved in for 8 years, deterrence only
works if the other side knows what nuclear weapons you have and
y}(l)u make them believe as clearly as possible that you will use
them.

I would like to conclude by thanking the committee for allowing
me the opportunity to make this statement, and I pledge to con-
tinue doing everything I can to atone for the wrongs I have done,
and to earn back the faith and trust of my family, friends, and fel-
low citizens. Thank you.

The CHAIRMAN. Thank you, Mr. Brown.

[The prepared statement of Mr. Brown appears in the appendix.]

The CHAIRMAN. Now, Mr. ABC?

STATEMENT OF MR. ABC, AN ANONYMOUS WITNESS

Mr. ABC. Mr. Chairman and members of the committee, I want
to thank you for giving me the opportunity to testify today.

I am speaking to you about my experience as an IRS confidential
informant who provided original information concerning significant
and ongoing tax fraud involving major Wall Street firms.
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I speak from firsthand knowledge. I work for a Wall Street in-
vestment bank, and through my professional experience I am inti-
mately aware of competitors’ fraudulent tax shelters.

The schemes, in some cases, have been ongoing for more than a
decade. A couple of the schemes involved Enron. The Wall Street
fraud is complex and involves hundreds of millions, if not billions,
of dollars of U.S. tax liabilities.

In a nutshell, I blew the whistle on three types of abusive tax
shelters. The first abusive concerns the fraudulent transfer of U.S.
tax liabilities to foreign entities not subject to U.S. tax.

There are various permutations to the scheme, but one essential
component of this fraud is the creation of sham domestic partner-
ships to serve as fronts for foreign owners who acquire the U.S. tax
liabilities, but who have no intention of ever paying U.S. tax.

The second abuse involves the transfer of U.S. tax liabilities to
the foreign branches of U.S. taxpayers in order to artificially gen-
erate foreign source income and claim additional U.S. tax credits.

The third abuse, which is generally performed in conjunction
with the above two, concerns the artificial replication of tax bases
solely for the purpose of creating false deductions to be sold to out-
side taxpayers. These duplicate deductions are then claimed by the
unrelated taxpayers as an offset to their otherwise taxable income
from other sources.

As a Wall Street insider, I am very knowledgeable about these
abuses. I can tell you from experience that about 75 percent of all
the transactions specific to my expertise ended up in abusive tax
shelters.

Because the IRS has moved too slowly or not at all, the abuses
are still ongoing. That has resulted in huge liabilities being avoid-
ed. I estimate that the U.S. Treasury has lost at least $400 million
of tax revenues every year from these particular schemes.

Another important consequence of this fraud is that U.S. tax-
payers who want to engage in transactions legally are being under-
cut by those engaging in tax abuse. The transaction’s true market
value depends on compliance with applicable U.S. tax laws.

If the associated tax liability is simply ignored through sham do-
mestic partnerships or by the artificial generation of offsetting
credits, then the market value of the transactions erode signifi-
cantly.

As a result, my livelihood and the business interests of honest
U.S. taxpayers are being seriously harmed by the fraudulent prac-
tices of others.

In 1998, I decided to come forward and report a particularly abu-
sive group of entities that I knew were engaged in this fraud. I con-
tacted the IRS’s Criminal Investigation Division, and through them
was put in contact with an IRS Civil Examination agent who just
happened to be auditing one of the partnerships that I was con-
cerned about.

That first contact concerned three particular entities, and then
over the next few years I provided detailed information concerning
more than a dozen other entities and related groups engaged in
similar tax abuse.
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From the time of that first contact until today, my efforts to cor-
rect the abuses have resulted in a series of frustrating and often
unproductive dealings with the IRS.

Over the past 6 years, I have literally spent thousands of hours
educating and prodding the IRS, urging them to take action. I have
traveled across the country at my own expense to have face-to-face
meetings with agents.

I have provided the IRS with hundreds of pages of evidence and
submitted numerous writings and diagrams explaining the fraud
and analyzing the abusive shelters in detail.

As I mentioned, when I first contacted the IRS they had one of
the partnerships under audit. Not to fault that particular IRS audit
team, but they truly did not know what they were looking at.
These are sophisticated tax avoidance strategies concocted by Wall
Street.

As a general matter, I observed that the IRS is consistently
outgunned and outmatched. From my vantage point, the IRS sim-
ply does not understand how the tax shelters work or how these
structures and transactions fit together.

When 1 first met with the IRS in 1998, I submitted an IRS Form
211 concerning the overall abuse. Later, I submitted detailed and
separate Form 211s for each of the entities involved. Form 211 is
the IRS form for confidential informants to supply information and
to apply for a reward under the IRS’s Whistleblower Program.

Later in 1998, I provided information about two more entities en-
gaged in significant partnership fraud. In 1999, I provided detailed
information about six or seven more entities involved in abusive
baseless replication schemes, and about five other entities involved
with fraudulent domestic partnerships.

I also identified a major Wall Street bank that was involved in
the foreign branch abuse. In 2000, I provided information about yet
another Wall Street bank’s foreign bank approach, as well as two
other additional entities that were utilizing fraudulent domestic
partnerships.

In 2003, I provided information concerning two entities that were
acting as promoters of various types of transaction scams. In 2004,
I provided information to the IRS concerning two other entities
conducting baseless replication schemes.

Finally, over all these years, I provided detailed documentation
and analysis of the abuses to the IRS through meetings, phone
calls, e-mails, and faxes.

I hope that you now have a sense of the quantity of information
and assistance that I have provided, as well as the pervasiveness
and persistence of the tax shelters themselves.

Together I estimate that the numerous fraudulent schemes on
which I provided original information involved over $10 billion of
taxable income. Obviously, there are very serious U.S. tax liabil-
ities associated with this income that are being avoided. The com-
bined loss to the U.S. Treasury is immense.

In providing all this information, my experience with the IRS has
been extremely frustrating and discouraging. What I have encoun-
tered is an agency that is resistant to, and suspicious of, confiden-
tial informants, that is, private citizens who are trying to do the



16

right thing by coming forward and blowing the whistle on signifi-
cant tax fraud.

I have also encountered an agency that is disorganized and is
generally not equipped to deal with the complex and sophisticated
tax shelters in an effective fashion.

Let me give you some examples. At the same time that I was ac-
tively supplying vast quantities of quality information to the agen-
cy, the IRS’s service center that was processing my Form 211s sim-
ply rejected them out of hand in 2003. There was no valid basis to
reject them.

It was just that the IRS center had no idea what was going on,
but chose to act anyway, probably just to get the paper of their
desk. It then took months to get the Form 211 claims reinstated.

The IRS is also resistant to outside information, even when it
comes from a knowledgeable insider like myself. I have often been
treated suspiciously, as if I were the bad guy.

There appears to be more of a willingness at the IRS to believe
the taxpayer perpetrating the scheme than the informant justly
questioning the fraud. I have never understood this attitude be-
cause I am putting myself at great personal risk by coming for-
ward.

I stand to lose my career if my identity is discovered, since em-
ployers are uniformly hostile to employees who interact with regu-
lators. I just do not understand why the IRS has not welcomed the
help and information.

In addition, from my perspective the IRS lacks the staff and re-
sources to take on serious enforcement against Wall Street. Since
1998, I have provided detailed information on over 20 entities and
related groups that have engaged in complex and material tax
abuse through numerous tax shelters.

To date, action has been taken against only a couple of the enti-
ties. I have yet to receive any reward for my efforts as a confiden-
tial informant.

In many cases, the information that I provided was simply ig-
nored. One example that I find particularly troubling involves
Enron prior to its collapse in 2001. In particular, in 1999, I pro-
vided detailed information about a series of fraudulent tax shelters
involving a major Wall Street firm and Enron.

The shelters involved the artificial duplication of tax deductions
for the sole purposes of generating fictitious book income. Approxi-
mately half a billion dollars of taxable income was evaded as a re-
sult of Enron’s fraudulent tax schemes and, conversely, hundreds
of millions of dollars of fictitious book income appeared on Enron’s
financial statements.

Not only did I provide drafts of a suspect Arthur Andersen opin-
ion letter comforting the shelter, but I also supplied a copy of the
investment bank’s pitch book to the IRS.

The pitch book specifically outlined the questionable structure
and its purported benefits, which included the almost-too-good-to-
be-true effect on Enron’s GAAP financial statements.

So, although these were tax abuses that Enron and Wall Street
were engaged in, at the end of the day the tax shelters permitted
Enron to inflate its book earnings.
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Obviously, if IRS authorities had pursued the information back
in 1999, the Federal Government might have seen what was hap-
pened at Enron and Arthur Andersen long before there was a total
meltdown.

Remarkably, no one at the IRS inquired about the information
or pursued it. The one agent that I worked most with questioned
the lack of follow-up internally with the resident Enron IRS audit
team and was rebuffed for raising the issues.

Part of the problem is that the regional organization of the IRS
audit teams has generated regional in-fighting, so that inquiries
from one region are often treated dismissively by another region.

Part of the problem also is that on-site IRS audit staff seem to
have divided loyalties, since they work on a daily basis with the en-
tities they audit and often go to work for them after completing
government service.

At other times, audit staff can be very protective and rigid be-
cause they do not want to reopen audit periods that are formally
complete. The lack of staffing and high turnover, generally, also
take their toll.

For example, I often had to resubmit the same information mul-
tiple times because it would get lose, and the high staff turnover
meant that I repeatedly had to bring new people up to speed.

I think that the greatest problem, however, is the agency’s resist-
ance to take seriously outside information from knowledgeable in-
siders. If I had not persisted, all my claims would have been re-
jected and my information would have been lost.

Actually, the biggest loser in this is the U.S. Treasury, since con-
fidential informants can help the IRS recover hundreds of millions,
if not billions, of dollars of lost tax revenues.

Let me end by saying that if the IRS ever wants to put an end
to Wall Street tax shelter schemes, they are going to need the help
of Wall Street insiders to get the information and expertise that it
will take.

Right now, the IRS does not have such resources or expertise and
they should welcome the assistance from knowledgeable insiders.

Thank you, Mr. Chairman and members.

[The prepared statement of Mr. ABC appears in the appendix.]

The CHAIRMAN. We will have five-minute rounds of questioning.

Mr. Brostek, you made a very common-sense recommendation
about checking to see that taxes are paid before foreign workers
would be admitted.

I would like to have you not go into greater depth about that, but
I would like to have you give us other examples that should be con-
sidered where there would be a requirement that an individual or
business show that they are current in taxes before government
benefits would be provided.

Mr. BROSTEK. Yes, Mr. Chairman. There are, of course, other
various benefits that people receive by applying to the Federal Gov-
ernment, ranging from research grants to maybe small business
loans. So, there are a number of opportunities where a mechanism
like this could be employed.

To date, the primary use seems to be from the States. A number
of the States have requirements, for instance, that before you can
practice law or before you can get a liquor license, or before you
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can be a probation officer, you need to provide them a tax compli-
ance check from IRS that shows that you are in compliance with
the law.

The CHAIRMAN. Mr. Brostek, I would like to have a broader per-
spective of how taxpayers get involved with offshore shelters like
Mr. Brown referred to, what the Web sites are saying, and the
services the promoters are offering.

Mr. BROSTEK. Yes. We had provided a hypothetical illustration in
our statement, which will be displayed here in a moment, that
shows a very similar situation, actually, where an individual used
a promoter who helped him set up an off-shore charity and a busi-
ness entity that the individual controlled, and then transferred
substantial sums of money—$500,000, I believe it was—to the off-
shore charity, thus being able to take a charitable deduction for
having done so.

Money was transferred to the business entity. The business enti-
ty then loaned money to the individual for the mortgage, and the
mortgage payments from the individual then became deductible.

In essence, I think once someone has decided that they are going
to do this kind of thing, they are only limited by their imagination
or the imagination of their promoters about what kinds of things
could be done here.

There were other instances in which promoters suggested that
they could provide a scholarship to the individual’s child and that
could be deducted.

The CHAIRMAN. Mr. Brown said that he trusted his financial ad-
visor. So for Mr. Brown, but also you, Mr. Brostek. This would be
advice to other people. At what point do you start hearing about
these tax shelters, that you ought to be concerned about their legal-
ity and whether or not you are violating tax law? Mr. Brown, for
you, when was that?

Mr. BROWN. I think I knew probably right from the very begin-
ning that there was not something quite right with it, but the ad-
vantages, I think, outweighed the risks. I really did not believe
there was any true risk. I did not believe I would ever go to prison.

I think if my financial advisors ever said, well, you know, if you
sign up for this, there is a good chance that you can go to prison,
I do not think I would have ever signed up for it. Of course, they
never promoted it that way. But I never thought about going to
prison.

The CHAIRMAN. So they obviously would not tell you that, even
if they knew you would go to prison, because then they would not
get the benefit of selling it to you.

Mr. BROWN. Obviously. Yes.

The CHAIRMAN. Mr. Brostek?

Mr. BROSTEK. Yes. I think Mr. Brown makes a very good point.
It is not clear to me that individuals always realize up front that
they are getting into something that is not actually allowed by law.

To the extent that they are relying on a financial professional,
an attorney, or paid preparer that is assisting them in doing their
taxes, if they are trusting that individual and they are not aware
from other sources that this is a questionable transaction to be en-
tering into or a questionable financial strategy to be following, they
do not know that they should not be distrustful.
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The CHAIRMAN. Mr. ABC, I want to thank you for your testi-
mony. I think it shows what whistleblowers mean in terms of
bringing forth information that is very valuable in almost any area,
but in this area of tax fraud.

I think you touched on this a little bit, but for emphasis, what
would you say that the IRS does or does not understand about tax
shelters? Second, what do you think needs to be done to improve
the IRS’s understanding of abusive transactions?

I think maybe the second part of that question, for time’s sake,
is more important than the first one, because I think you pointed
out some of those problems.

So, then to repeat, what do you think the IRS needs to do to have
a better understanding of abusive tax transactions?

Mr. ABC. Mr. Chairman, I think the problem stems from how
the IRS is structured. The field service level does not understand
the technical tax issues and the Office of Chief Counsel level, while
they understand the theory, they do not understand the application
to the real world.

So what I believe is necessary, is that you need knowledgeable
insiders who could bridge the gap, sort of, between the ivory tower
in the field, and bring expertise and resources to a collective effort.

Wall Street professionals create these tax shelter schemes, and
it is going to take Wall Street professionals to deconstruct them.
So, I think what is needed is an effective informant program.

The CHAIRMAN. Thank you, Mr. ABC.

Senator Baucus?

Senator BAucus. Thank you very much, Mr. Chairman.

I would like to, first, ask Mr. Wagner about the plan that you
mentioned in your testimony. What is it? It sounded pretty general
to me.

The CHAIRMAN. Can I interrupt you? I will go vote. We are voting
on Morocco.

Senator BAucus. All right.

The CHAIRMAN. I will go vote and then come back. I will hurry
right back.

Senator Baucus. All right. Good.

What are the components of that plan? Could you kind of help
this committee?

Mr. WAGNER. Yes, Senator. The components of the plan were,
first and foremost, to study and approve——

Senator Baucus. Right. Do you have any numbers with that?
When you described it, it sounded pretty general to me. To be hon-
est, the more we get more specific with numbers, data and dates,
maybe we could get someplace. But do you have any of those?

Mr. WAGNER. In the testimony that I have submitted we have in-
clfuded some numbers, the goals that we are seeking in terms
o

Senator BAucuUS. Can you tell me right off the top what those
are? If you cannot, we will submit a request for them. But it just
seems to me, we need a more specific plan.

Mr. WAGNER. Senator, probably the most important number to
articulate is the budget recommendation that we have made for fis-
cal year 2005 to support the IRS in its enforcement activities, in
particular, the staffing of enforcement officials, auditors, and indi-
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v]ioduals to address some of these tax schemes that you have heard
about.

Senator BAucuUs. What does the Oversight Board do?

Mr. WAGNER. Well, Senator, we are charged to approve the Stra-
tegic Plan, to approve the budget of the IRS.

Senator BAUCUS. To be honest, you have a great opportunity and
great responsibility here. To be honest, when I hear about the
Oversight Board, I just hear words. I do not hear a lot. Do you
have any power to tell the IRS what to do?

Mr. WAGNER. Senator, RRA 98, which created the board, did pro-
vide a number of powers to the Oversight Board, including, as I
n}llentiosned, approving the annual and long-term Strategic Plan of
the IRS.

Senator BAucus. Can you change the plan?

Mr. WAGNER. Senator, I think that we do have the leverage to
provide the input. With our approval authority, we do have the
power to change the plan.

Senator BAUCUS. Do you report separately and independently to
anyone else besides the IRS? Do you report to the Congress?

Mr. WAGNER. We do report.

Senator BAUCUS. Separately and independently?

Mr. WAGNER. We do provide separate reports to the Congress.
We have a report that is required by RRA 98 to submit to Con-
gress, which I have here in my hand, that speaks to the activities.

Senator BAUCUS. Do you make recommendations to the OMB, to
the government, about resources, budgets?

Mr. WAGNER. We do. We independently look at the budget and
%ubmit our own budget and send that to Congress, independent of

MB.

Senator BAucUS. And what is your recommendation?

Mr. WAGNER. This year, the budget recommendation was $11.2
billion, Senator.

Senator BAucuUs. $11.2 billion. And what is the trend in the IRS
budget?

Mr. WAGNER. In the past 4 years since the board has been cre-
ated, the trend has been to request additional resources for the
IRS. Starting in 2002, we were at $9.7 billion and we have now
worked our way up to the number of $11.2 billion.

Senator BAucus. I think Commissioner Rossotti said that an an-
nua{{2 percent real increase is necessary to get the IRS back on
track.

Mr. WAGNER. In his end-of-term report, he did suggest that a 2
percent increase would bring——

Senator BAUCUS. Real. A real increase.

Mr. WAGNER. Real increase. Yes, Senator.

Senator BAUCUS. Does that make sense to you?

Mr. WAGNER. I cannot speak to the things that existed when
Commissioner Rossotti was Commissioner, but I can tell you that
the board has taken a good look at it. The numbers that we have
recommended do track the numbers that Commissioner Rossotti
had recommended.

Senator BAucus. I would like anybody to address this. What is
the biggest category of noncompliance? What group? Is it inter-
national? Is it independent contractors? What is it?
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Professor BANKMAN. It is the cash economy, which is your gar-
dener, the family that owns the corner restaurant. Anyone that is
getting cash or checks that is not subject to third-party reporting.

Senator BAaucus. All right.

Now, would everybody agree with that? Is there anybody on the
panel who would disagree with that, that that is the major prob-
lem? There are a lot of problems, clearly, but that is the major one.

Would anybody disagree with that? [No response]. All right. So
everybody agrees. Let the record show that everybody agrees.
[Laughter.] I see heads nodding approvingly. All right.

Second, if that is the major problem, and assuming we should at-
tack the major problem with more vigor, and earlier, what is the
solution? Mr. Bankman or Ms. Gardiner? You grabbed the micro-
phone, Ms. Gardiner. Why do you not proceed?

Ms. GARDINER. I grabbed it.

Senator BAUCUS. You own the microphone.

Ms. GARDINER. I think Mr. Bankman and I actually have made
similar kinds of comments in terms of third-party reporting. But
also, we recommend, as the Taxpayer Advocate has as well, that
there be withholding on independent contractors. Some of the
things that people have suggested, is that that would be a burden.
I agree, it would be a burden.

On the other hand, there are just numerous reasons why it
would be a good idea, the aspect that they failed to pay the esti-
mated payments during the year, therefore they have a big, huge
tax bill April 15. The most compliant groups of taxpayers are those
that do have withholdings.

Senator BAUCUS. Right. Now, that is an interesting thought. You
are suggesting what, that the employer or contractor, the person
who hired the business person in the first place, withhold a certain
percentage of payment?

Ms. GARDINER. Yes. And we have not recommended what that
percentage should be.

Senator BAucus. I am sorry. You have or have not?

Ms. GARDINER. We have not. The National Taxpayer Advocate, I
believe, recommended between 3.5 and 5 percent, depending on the
type of income.

Senator BAUCUS. And, second, do you agree with Professor
Bankman’s point that perhaps there should be some compensation
to accommodate the burden of those who comply, or not?

I do not know if in this case you could suggest that or not. A lot
of business people are going to say, oh, wait a minute. Gosh, that
is an extra burden. That is an extra expense. Why should I not be
compensated?

For example, the typical employer, it is pretty easy. It is wages,
and you just take off a certain percentage of wages when calcu-
lating the paycheck, whereas I, as the independent contractor, it is
a little different for me. It is more work. Or my employer has to
do more.

Ms. GARDINER. Well, there is truth in that. On the other hand,
the recommendation would generally be that businesses are the
ones that would withhold. Let us use salespeople as an example,
where they would be getting a 1099-Miscellaneous on sales rev-
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enue. Say they sell books for a company. Right now, there would
be no withholding on that.

That same company, though, most likely would have employees
that they are doing withholding on. They already have a payroll
process in place. They have secretaries, people to answer the
phone, they have people that manufacture goods, so that added
burden would be somewhat incremental. Now, that is a simple
case, but I think there are many of those simple cases where, right
now, that income can just be reported.

Senator BAUCUS. And presumably, the independent business per-
son has to pay an estimated tax.

Ms. GARDINER. They are supposed to.

Senator BAUCUS. Supposed to. Supposed to. Is supposed to pay
an estimated tax.

Ms. GARDINER. Right.

Senator BAucUs. Which is some burden. And you are suggesting,
though, a considerably smaller percentage withheld by the em-
ployer, the person who employs the business person, the subcon-
tractor. Is that right?

Professor BANKMAN. You know, there are a lot of approaches to
this. The good news is, the reporting rates are so low that there
has got to be some low-hanging fruit that a lot of these approaches
will pick up.

The one thing I will say that I did not mention, because I wanted
to focus on things you have not considered, is that increasing the
old-fashioned audit rate will also pick up a lot of income.

That is one of the reasons why I also mentioned the idea of reim-
bursements for taxpayers who undergo and do not owe much, be-
cause even with all these other approaches, audits still play a role,
and higher audit rates will bring you money, though obviously at
an expense.

Senator BAucus. That is true. But just playing this out, if there
is some reporting up front, the IRS presumably is in a better posi-
tion.

Professor BANKMAN. Oh, absolutely. Absolutely. To the extent
you can easily get things in the reporting system, the audits are
much, much less important. The problem is with a lot of small
businesses, it is going to be hard getting a lot of these transactions
in the reporting systems because you are talking about a business
that might be a restaurant and sell food for cash, so there is a limit
to how much of this big tax gap you can solve through reporting.
But to the extent you can do it, that would be the first place to
start.

Senator BAucus. This is sort of a political question. Is anybody
working with NFIB, the National Federation of Independent Busi-
nesses, or other organizations to try to see if there is some way to
kind of work together and work this out?

Because presumably they are going to be very upset with any
strong push in this area. But, still, it sounds like the evidence is
quite overwhelming that that is where the greatest problem lies.

Professor BANKMAN. That is right. I might say that, on the poli-
tics of it, it is a little bit funny. I think generally, of course, Sen-
ator, you are right. But you also have franchisees and franchisors
and they are paying every penny in tax because the nature of their
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relationship just does not allow people to put dollars in their pock-
et.

What you find out is, as a political matter, in the restaurant in-
dustry, for example, you have some chains that very much resent
having their competitors not pay tax.

Senator BAucus. Yes, Mr. Brostek?

Mr. BROSTEK. Senator, I agree with just about everything that
has been said on this topic. Joe, in the past, has recommended
withholding and information reporting as mechanisms to deal with
some components of the tax gap.

One of the things I would mention, is that if a requirement like
this were levied, it could be levied at businesses at differing levels
of assets, for instance. There are major national companies that
use contractors for doing work and they might be the place to start.

Maybe we would have the larger firms that have the more so-
phisticated accounting systems start with information reporting for
their contractors and see how much is gained there, and then make
a judgment about how to do it.

Senator BAUCUS. Is there some way to break down this category
a little more finely, discretely in different areas? We are talking
generally, what, about the cash economy, generally. You are talk-
ing about non-C corporation entities and organizations. What size
are we talking about? Can this be broken down a little bit more?

Professor BANKMAN. Well, it can, a little bit. Because once an en-
terprise gets large, even if it is family-owned, the rate of non-com-
pliance falls. That is because it is thought that either the owners,
their trusted employees, or their families have to cheat, and you
cannot if you have nine outlets. You can really only cheat at the
one controlled by the family. This is simplifying things enormously.

So you are talking about smaller enterprises, but you are talking
about smaller enterprises that, apart from that, may have nothing
in common. That is, they are in different industries. What they
have in common is the opportunity to cheat because they are get-
ting a lot of cash or checks, which are almost as good as cash for
cheating.

Senator BAucus. All right. This is kind of rolling participation
here. There is a vote going on.

Senator Thomas, do you want to take over? You are in charge.

Senator THOMAS. Well, are you going to continue on?

Senator BAuUCUS. Yes.

Senator THOMAS. Are there going to be people returning?

Senator BAucuUsS. I think Senator Conrad may want to come back
and ask questions of the panel. I am going to go vote. The Chair-
man is coming back after he votes. So you are the man.

Senator THOMAS. All right.

I am sorry I missed your statements, because it is an interesting
thing. So I suppose any questions I might have, you may already
have dealt with.

But I guess I have to say, when I read the background material,
I was kind of stunned at the amount of money that is apparently
estimated to be lost. Then I also understand that the number of au-
dits for the IRS has decreased. Is there a relationship there? How
does that work?
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Professor BANKMAN. I certainly think that taxpayers are alive to
the audit rates. I did a study with Professor Carlinsky where we
interviewed the small business persons in a medium-sized town.
They were very alive to the lack of audits.

Of course, nobody likes increasing audits and they are expensive
and painful. But there is clearly a relationship between people get-
ting audited and people paying more tax. I think that audits di-
rected at this community would give you revenue.

Mr. BROSTEK. Mike Brostek from the General Accounting Office.
If T could add on slightly to that. IRS has done some research on
the compliance effect of audits.

Now, this research is a little bit old, but the finding of that was
that for each audit that was done, there is sort of a multiplier ef-
fect on compliance, not only for the individual that was audited,
but for other taxpayers. So when you have a decline in the audit
rate, it is not a one-to-one relationship, the decrease in the deter-
rence effect on the population as a whole.

We do not know what the effect on compliance has been factually
of that decline in audits, but the research that IRS is doing cur-
rently right now on the compliance rate for individual taxpayers
will give us a benchmark about whether individuals’ tax compli-
ance has risen or fallen since it was last measured fairly rigorously
about 16 years ago.

Senator THOMAS. What about the complexity of the Tax Code? If
there were a simpler system of taxation, would that make it easier
to audit or be accurate?

Professor BANKMAN. Well, it would certainly help on the high end
with the tax shelter side. The small business, I do not think it is
a matter of complexity. They are cheating on their State sales
taxes, too, which are not that complex. So the cash economy, I
think, is less sensitive to the problems of complexity than the high-
end schemes you hear about.

Ms. GARDINER. I would actually say it is the high end and the
low end, things like the Earned Income Tax Credit and the Child
Care Tax Credit, aspects of the Tax Code that are designed for
lower income families, are some of the more complex aspects of the
Tax Code as well.

Mr. WAGNER. Senator, the IRS Oversight Board has also looked
at the question of complexity and has determined and concluded
that it is, indeed, a large source of the tax gap, the complexity both
on the high end and on the low end.

In fact, it is a primary component that has led to some of the
abusive tax schemes that we have heard about from Mr. Brown
and Mr. ABC, and that simplification of the Code, while there are
many, many policy questions involved in there, would certainly
ease the burden of compliance and tax administration and result
in many, many dollars.

Earlier, the comment about hiring more auditors and bringing
more auditors in, and the audit rate, the board has studied that
as well and has reviewed some information that suggests, for every
dollar that is invested in enforcement activities and auditors, five
dollars is returned to the Treasury. So, that, coupled with elimi-
nating complexity would go a long way toward addressing the tax

gap.
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Senator THOMAS. I see. You kind of have maybe the general no-
tion that because of increased technology and the availability of
computers and all the fancy stuff we have, that it would be easier
to keep track of what is going on. Is that necessarily the case?

Ms. GARDINER. Some of the IRS’s matching programs are ex-
tremely effective. The problem is, they identify more non-filers and
more taxpayers that have not paid their accounts receivable, and
they cannot even keep up with what they currently have.

Mr. BROSTEK. I would like to follow up on that for a moment, to
link back to the discussion we were having earlier about the practi-
cality of more information reporting or withholding on payments.

It is my observation—I do not have a lot of facts to back this
up—that a lot of small businesses now have fairly sophisticated
computer systems that they use for their billing operations. When
I take my car in to the small, independent garage that I go to, they
have a computer system that can tell them when they worked on
my car and how many times they have worked on different vehi-
cles.

So, the sophistication, I think, of the systems that are available
to record payments and provide information and reports may have
increased in the economy generally. That is something that is prob-
ably worth taking a look at to see if information reporting could be
expanded, that being one of the most powerful drivers at the high
level of compliance.

Senator THOMAS. I see.

Welcome back, Mr. Chairman. I walked in at the wrong moment
and ended up here and over my head.

The CHAIRMAN. I am glad you did.

Senator THOMAS. So, welcome.

The CHAIRMAN. Are you done with your questions?

Senator THOMAS. I am, sir.

The CHAIRMAN. I have been told that Senator Conrad wants to
ask questions. Then what I will do until he comes back, is ask a
question of Mr. Bankman and Mr. ABC that I did not get a chance
to ask.

Some people believe that tax shelters are kind of a fad that are
going to go away like hula hoops go away. What are your views
about tax shelters being yesterday’s news? Professor Bankman, and
then Mr. ABC.

Professor BANKMAN. Well, I do think there has been a decrease
in the most hyper-aggressive, publicly marketed tax shelters, the
things some of the Big Four accounting firms were marketing
around the turn of the century.

On the other hand, any time you have hundreds of billions of dol-
lars at stake in ambiguous statutes, ambiguous just because they
are written by human beings, you are going to have what we call
tax shelters. When you have got kind of a leaky, creaky tax system
like we have that is very complex, that is just going to magnify all
the problems.

So, I do not think they would go away completely under a simple,
ideal tax system, but under our tax system, they are certainly
going to be with us for a long time.

The CHAIRMAN. Mr. ABC?
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Mr. ABC. I have not seen any material decrease in the amount
of tax shelter activity. It is not as public. It is done quieter. Ini-
tially with Enron, people were a little bit reticent. They waited to
see if there would be any kind of follow-up. There was not a lot of
publicity in terms of IRS enforcement action, which hurts. Then ev-
eryone just jumps back into the game.

It is very hard to make money. In finance, you are usually deal-
ing with transactions where your focus is on basis points, which is
a hundredth of 1 percent. With the Tax Code, you are dealing with,
not basis points, but you are dealing with whole percentage points.
You are dealing with 40 percent, 35 percent.

So, tax is a very lucrative area for finance professionals to focus.
Until the IRS makes it apparent in public that they are not going
to tolerate these types of activities, business people are going to
look at it as an area of opportunity.

Senator BAucus. Mr. Wagner, I appreciate your testimony on the
amount of resources that the IRS might need. I do not talk against
that, but I do not highlight that quite as much as you do. I also
know that the Oversight Board’s recommendations have been made
for cost savings and some improved efficiency.

I would like to ask, to what extent you feel that that is part of
the problem, particularly related to what you said for the need for
more resources, and does the Oversight Board have any initiatives
on making IRS maybe work smarter instead of just harder and bet-
ter?

Mr. WAGNER. Senator, of course efficiency and cost savings is a
key component of a new IRS. The IRS created after RRA 98 is now
up and running, and the board continually looks at the way it is
operating and works with the Commissioner and the entire organi-
zation to ensure that it is as efficient as it can be.

We are, indeed, focused on efficiency, customer service, finding
the right cases, watching out to make sure the IRS is finding the
appropriate cases to pursue. We as a board have supported an ag-
gressive approach toward these abusive tax shelters because it is
an efficient place to close the tax gap.

Measurements. The board has been very focused on asking for
and directing the IRS to create measurements so that we can
measure our success and measure the efficiencies within the orga-
nization. So, these are some of the things that the board is doing
to try to make the IRS a more efficient organization.

Of course, we have a constant eye on the Business Systems Mod-
ernization project. We have been very focused on that and some-
what critical of the progress to date. We released a report some
time ago.

We are monitoring the human resources/human capital compo-
nents of the IRS, and as we move from a paper-driven environment
to a technology/electronic environment, watching the allocation of
human resources. Then, very importantly, is the issue of training,
which the board has been concerned about.

The workforce of the IRS is becoming increasingly older, eligible
for retirement, and it is important that we bring in capable young
professionals, and that they are properly trained to address some
of the concerns that Mr. ABC raised a while ago, and the board has
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been focused to ensure that training resources are efficiently allo-
cated.

The CHAIRMAN. While Senator Conrad asks questions, I will step
out and see some high school students for a minute right outside
here. Then when you are done, we will bring up the second panel.

Senator CONRAD. All right. First of all, Mr. Chairman, I want to
thank you very much for holding this hearing. It is unfortunate
what happened this morning with the delay, but I think this is an
extraordinarily important hearing and I thank you for organizing
it. I think it has been excellent already. So, I wanted to thank you.

The CHAIRMAN. Well, thank you very much, Senator Conrad.

OPENING STATEMENT OF HON. KENT CONRAD, A U.S.
SENATOR FROM NORTH DAKOTA

Senator CONRAD. This is, I think, a scandal of enormous propor-
tion. Every honest taxpayer ought to be outraged at what they
have heard here today because there are a handful of people and
companies that are taking advantage of all the rest of us, and they
are doing enormous damage to our country.

Let there be no doubt, these phony tax schemes, this failure to
pay what they legitimately owe, is shifting the burden onto the rest
of us. In addition, we are failing to pay our bills. It has got enor-
mous consequences for the future. All of us know here, we have got
the largest deficit in the history of the country, over $400 billion
this year.

I believe the tax gap is not $300 billion. I have looked at the
numbers, and I am a former tax commissioner and a former chair-
man of the Multistate Tax Commission. This tax gap is not $300
billion. It is well over $400 billion. It may be approaching $500 bil-
lion.

All one has to do is look at the size of the economy and look what
is happening to Federal revenues to understand, this tax gap is
enormous. Revenue, as a share of Gross Domestic Product this
year, is going to be the lowest it has been since 1950. Part of the
reason, obviously the biggest part of the reason, is tax cuts and eco-
nomic slow-down.

Another big part of the reason is cheating. Let us just be clear,
that is what is going on. People are cheating. Who are they cheat-
ing? They are cheating all the rest of us who are paying what we
legitimately owe.

I will tell you, I am eager to get these people behind bars. Lock
them up. I will tell you, we will see a lot less cheating when people
see there is real punishment for those who do.

The tax gap. Witness ABC here said about the IRS being over-
whelmed. He has got it exactly right. The IRS is overwhelmed, and
a big part of the reason is this Congress and this administration,
because this Congress and this administration have consistently
undercut the Internal Revenue Service.

And that may not be politically popular, but if people start pay-
ing attention to the implications of the failure to collect what is le-
gitimately owed, you will see what I am saying is true. All the rest
of us are hurt. The ability of this Nation to defend itself is hurt
by a failure to collect the revenue that is owed this Nation.
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Audit rates are down dramatically. Let us just put up a chart
that shows what has happened to audit rates. Audit rates from
1997, you can see, have plunged. Now they are starting to stabilize,
but we are down dramatically from where we were, and down even
more dramatically from where we need to be if we are going to
start to close this gap.

Mr. Wagner, you made the point on resources. I thought you
made it very well. I hope somebody is listening. Frankly, what you
are asking for is far too modest.

As a former tax commissioner, when I was tax commissioner I
went to my legislature and I told them I needed 20 percent more
money. Not 2 percent, 20 percent. I said, you give me 20 percent
more money, I will get you a payoff of $16 for every dollar you give
me, and I did.

I got audited left, right and sideways by the legislature to make
certain that that was not any funny money accounting, that that
was real payoff for the money that they invested in my agency. I
will tell you, it can be done at the Federal level.

The first thing we need to do is send a signal that this day of
gamesmanship is over and these people who are cheating every-
body else are headed to jail. I will tell you, that is when you are
going to get a change in attitude and a change in compliance.

When people see, as one of the witnesses here said, I think
maybe Mr. Brown, on the media that you watch, if you would have
heard that there is an aggressive effort, why, all of a sudden, peo-
ple get the message.

They get the message when the message is delivered and it is the
responsibility of this administration and this Congress to deliver
the message, that this game is coming to an end and folks had bet-
ter get straight and get right or they are going to go to jail. I will
tell you, then you will see compliance improve.

Mr. Bankman, I thought you had some excellent ideas. On the
property tax front, looking at the property tax returns and check-
ing those with income tax returns, we did that as part of our pro-
gram when I got the additional money and it paid significant divi-
dends. You could not be more right.

Matching documents. That is absolutely critical. It is the single
most important thing. You have got to go out there and cross
check. You have got to look at, what are indicators that people
have substantial income and cross check it with your tax files. That
will have enormous benefit.

I also wanted to say to Mr. Bankman, you had another idea I
could not agree with more, and that is with respect to the handful
of preparers who are renegades, who are engaged in these schemes
and in promoting them and selling them. We ought to have a tar-
get group that goes after those folks who are engaged in these
schemes and we should make a lesson of them. That would have
enormous benefits.

It also is the right thing for the vast majority of preparers who
are honest, because they are being undercut by those who are not.

Mr. Brown, you sent a powerful message here today. You sent a
powerful message. I commend you for being an honest man. You
did something bad. That does not make you a bad person. I think
you are not a bad person. I think you are somebody that got en-
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gaged in a scheme that is totally wrong, but you ‘fessed up and you
are trying to make good, and I applaud you for it.

Mr. BROWN. Thank you, Senator.

Senator CONRAD. If I can just conclude, the ABC witness, Mr.
Chairman, I hope we get the message that Mr. ABC has delivered,
that we have got to have at the IRS people who are capable of un-
derstanding complex financial schemes. They are absolutely over-
whelmed there.

This is something we ought to put a focus on. We ought to have
a SWAT team at the IRS that goes after abusive tax shelters, and
as part of those SWAT teams we need to bring in people who have
engaged in these enterprises themselves. You ought to bring in peo-
ple who know how it works, and I hope we will do that.

Thank you, Mr. Chairman.

The CHAIRMAN. Yes. And one other message from Mr. ABC, and
that is the value of whistleblowing. We could not do our job of Con-
gressional oversight if we did not have it.

Senator Lincoln?

Senator LINCOLN. Mr. Chairman, thank you. I will try to be brief
and quick with my questions. I know you want to move on.

We are grateful that you are here to help us work through these
issues. You must have some idea of how frustrating it is to us as
we continue to work towards trying to pass legislation that is so
necessary for the livelihood and the economy of this country.

Yet, it is always the revenues that we are looking for. We see so
much of this as just a missed opportunity. Three hundred and elev-
en billion dollars a year we know is owed to our country.

Having worked through the prescription drug package, it is the
cost of the prescription drug package, almost, over 10 years. We
had to really hunt to find a way to pay for that bill.

So, I think it is important, when we look at, 60 percent of identi-
fied debt is not pursued and 79 percent of the people that we iden-
tify using abusive devices, tax cheats are caught red-handed, are
not even pursued. It is enormously frustrating.

Sixty percent of our U.S. corporations pay no taxes. With all of
that, you would think that we are trying to fund the men and
women, our troops, that we are trying to support in the field, it
really borders on something that is enormously difficult for us to
handle.

So I guess everybody is looking for where blame can be laid. We
wonder if it is Congress, and have we written the laws incorrectly,
or is it the IRS? I would imagine it is a little bit of both. We have
got to work to figure that out, and the American people are depend-
ing on us.

Just a couple of questions. Ms. Gardiner, this is not a fun ques-
tion to ask, but it is your job and it is my responsibility in Con-
gress, I think, to ask the question.

Do you have any reason to believe or suspect that politics has
any influence over any aspect of tax administration? Any evidence
that certain groups or classes of people are receiving different lev-
els of attention from the IRS, or that budgets are maybe being
skewed for those reasons, or enforcement actions are dropped to
avoid political problems?
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Ms. GARDINER. No, Senator, I do not have any reason to believe
that. We have in the past received allegations about some political
influence in certain areas. Quite honestly, the results of those types
of reviews, we were never able to say absolutely certainly there
was no political influence. It was usually a case of, there was not
enough documentation to say one way or the other. Yet, we still be-
lieved that the IRS employees were doing things for all the right
reasons.

As fa as going after certain individuals or not, everything that
we look at, we do a report every year on compliance trends and
compare it to staffing and how they are using their resources. It
simply is a case of, they have too much work and too few people.

Senator LINCOLN. Well, that kind of leads me to a second ques-
tion which I had. I guess, Mr. Bankman, maybe you might be the
best one to answer this question.

All of our States have balanced budgets amendments. We often
struggle to bring every dollar we can into our States. The States
also have a tax administrator who has the legal authority to review
taxpayer information.

If the IRS, year in and year out, cannot go out and enforce the
Federal tax laws because of lack of funds, lack of individuals, or
lack of what have you, would it be such a bad idea to grant some
of the States the power to review those Federal tax returns and col-
lect on behalf of the Treasury? Even if we brought in just half of
what we are missing, would it not make sense to take a look at giv-
ing them the ability to do some of that?

Professor BANKMAN. You are asking me?

Senator LINCOLN. It does not matter. Anybody that wants to an-
swer it. But I thought you might be the one.

Professor BANKMAN. All right. Yes. It is kind of a novel form of
out-sourcing. We out-source it not to private industry, but to the
States. Everything is worth an experiment. My guess is, some
States would be very good at it and other States would not be very
good at it.

Senator LINCOLN. We could certainly set parameters.

Professor BANKMAN. That is right. That is right. That is not
much of an answer for you. I think it really depends on the States.
I think you will find some States that have terrific bureaucracies,
and the IRS, while it has a million problems, still looks good com-
pared to other States. So, it is like everything else, the devil is in
the details.

Senator LINCOLN. Well, I guess my thought is, if the IRS was
having problems in terms of the resources it needed and the man-
power to do it, perhaps partnerships might be a way to look at
that. The States certainly have a vested interest because much of
what I know we do in our States actually stem from Federal dollars
that we are able to get to the States.

If the Treasury here is more flush or certainly more successful
in bringing in the revenues that it is supposed to be bringing in,
then it makes sense that you could partner with those groups.

The CHAIRMAN. Thank you, Senator Lincoln.

Mr. WAGNER. Senator?

The CHAIRMAN. Oh. I did not realize she was asking questions.
Finish that question, then we will go to the next panel.
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Mr. WAGNER. If I may make a comment. I, like Senator Conrad,
am a former State tax commissioner. I can tell you, there is a tre-
mendous amount of cooperation between States and the IRS at this
point in time, from my experiences, and now in my capacity on the
board I am aware of some of that. But it can be improved. I think
Mr. Bankman mentioned sort of another form of out-sourcing,
third-party collection.

I know that has been an issue that has received some attention
here before this committee and elsewhere in the States, and could
very well be a reliable source to forge greater partnerships, just as
States are doing so with local governments and local prosecutors
and so on to collect uncollected State taxes. So, it is another idea
that certainly warrants serious discussion.

The CHAIRMAN. I thank you all very much for your kind atten-
tion.

I would now invite our second panel to the podium. I am not
going to wait until they get here to introduce them because of time.

IRS Commissioner Mark Everson. He comes before our com-
mittee quite frequently.

This is probably the first time I have ever had a chance to meet
our second witness, Mr. Robert Morgenthau, District Attorney of
New York County, but obviously anybody that has been interested
in prosecution knows that name very, very well, because he has
been in that position for a very long time.

Then we have Debbie Langsea, auditor manager for the Cali-
fornia Franchise Tax Board; Ms. Nina Olson, the IRS Taxpayer Ad-
vocate. That is a new position, and I did not say it right. It is the
National Taxpayer Advocate.Finally, Commissioner for Patents,
Nick Godici.

We will start, just as soon as everyone is seated, with Commis-
sioner Everson, then Mr. Morgenthau, then Ms. Langsea, then we
have Ms. Olson, then Mr. Godici.

Mr. Everson?

STATEMENT OF HON. MARK EVERSON, COMMISSIONER,
INTERNAL REVENUE SERVICE, WASHINGTON, DC

Commissioner EVERSON. Good morning, Mr. Chairman, Senator
Lincoln.

Thank you for the opportunity to testify today regarding the tax
gap and tax shelters. I also want to thank you for the opportunity
to meet a living legend, Mr. Morgenthau. I got to New York in
1976, 1 year after he took his job.

And because of your selection of him as a witness today, he
called me a couple of days ago and we had a very productive meet-
ing that was extended by the fact that you were called out of the
office. So, there was some good that came of that.

I appreciate the support this committee has given the IRS in our
battle against abusive shelters, in particular, and your dedication
to securing adequate funding for the IRS so that we can achieve
a balanced program comprising of both service and enforcement.

Our recently issued strategic plan for 2005 through 2009 has es-
tablished three goals: improved taxpayer service; enhanced enforce-
ment of the tax law; and modernize the IRS through its people,
processes, and technology.
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The first two goals, improving service and enhancing enforce-
ment, derive from our working formula at the IRS, service plus en-
gorc]:oem}(lent equals compliance, not one or the other. The IRS must

o both.

Before turning to the tax gap and our attack on abusive shelters,
let me touch on our third goal, modernizing the IRS.

I have some good news to share with you this afternoon. After
many false starts over a period of decades, last week the IRS began
processing the first 1040—-EZ returns with the new CADE system.
For the first time since the 1960’s, the IRS is processing returns
and issuing refunds on a new computer system. It is a small num-
ber, but it is a start.

While long overdue, this is an important first step in modern-
izing our return processing technologies. But we still have a long
way to go and a lot of work ahead of us.

The significant annual tax gap, the difference between what tax-
payers are supposed to pay and what they actually pay, the compo-
nents of which are non-filing, under-reporting, and non-payment,
runs to many billions of dollars.

Beyond the tax gap itself, a point of additional concern is the fact
that our surveys indicate that over the last 4 years, the number of
Americans saying it is all right to cheat on their taxes has risen
from 11 to 17 percent.

We believe both of the operational goals articulated in the stra-
tegic plan, improving service and enhancing enforcement, are inte-
gral to addressing the tax gap and improving attitudes about com-
pliance.

By service, we mean helping taxpayers understand their tax obli-
gations and facilitating their participation in the system. We have
improved our services to taxpayers and will continue to do so.

But to the degree that the complexity of the Tax Code leads to
confusion and difficulty for taxpayers trying to comply with the
law, I would respectfully suggest that any efforts by Congress to
simplify the Code would be welcome.

The members of the committee know that we are working to re-
invigorate enforcement at the IRS. I very much appreciate your
support for the 10.7 percent increase the President has requested
in his 2005 budget to this end.

We will use these monies to pursue our four enforcement prior-
ities: discourage and deter noncompliance with emphasis on corro-
sive activity by corporations; high-income individual taxpayers and
other contributors to the tax gap; ensure that attorneys, account-
ants, and other tax practitioners adhere to professional standards
and follow the law; detect and deter domestic and offshore-based
tax and financial criminal activity; and the subject of your hearing
several weeks ago, deter abuse within tax-exempt and govern-
mental entities and misuse of such entities by third parties for tax
avoidance or other unintended purposes.

Aggressive pursuit of these priorities will help compliance and
reduce the tax gap. The centerpiece of these efforts is our fight
against abusive tax shelters. It touches all four points. Our efforts
in this arena are significant beyond the billions lost each year in
abusive transactions developed and marketed by the tax shelter in-
dustry.
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Our same surveys of taxpayers about which I spoke a moment
ago have also indicated that 80 percent of Americans feel it is par-
ticularly important for the IRS to enforce the law for corporations
and high-income individuals.

This speaks to the sense of fairness which Americans rightly feel
should be the cornerstone of tax administration. That is why our
shelter efforts, including our criminal investigations and settlement
initiatives for abusive shelters like Son of Boss, are so important.

Thank you.

The CHAIRMAN. Thank you, Commissioner.

[The prepared statement of Commissioner Everson appears in
the appendix.]

The CHAIRMAN. Now, Mr. Morgenthau?

STATEMENT OF ROBERT M. MORGENTHAU, DISTRICT
ATTORNEY OF NEW YORK COUNTY, NEW YORK, NEW YORK

Mr. MORGENTHAU. Thank you for the opportunity to testify.

I am just delighted that this committee is looking into the gap
between taxes that should be paid and taxes that are actually paid.
It is a huge problem.

Let me just give you a couple of examples. Two years ago, after
consultation with the IRS and the Treasury Department, we issued
subpoenas to one credit card company for credit cards issued by tax
shelter banks and used in the New York metropolitan area in 2001.
It came up to 115,000, much more than we had anticipated.

The problem with what we had, was there was a transcript of
these transactions and they had accessed more than $110 million
in tax secrecy jurisdictions. But they did not know the name.

They had no record of the name of the account holder, so it has
been a very difficult investigation. I think that is an issue that
needs to be addressed. You can get a credit card from an offshore
bank without disclosing the name of the credit card holder.

The largest issuer of these credit cards was a bank called
Leadenhall Trust in the Bahamas. We went on the Internet to find
out how we can open an account with Leadenhall.

We found an outfit called Beacon Hill, seventh floor of a building
in Manhattan, that had sent by wire transfer $6.5 billion overseas,
some of it going to the Middle East, some of it narcotics money,
completely unregulated. It had 40 accounts at one of New York’s
bigg_i:{est banks, and the bank had done nothing about it in New
York.

They kicked them out of the London office, but they were oper-
ating in New York. You have got to assume that the bulk of this
money was for illegal purposes because if it was legal, you would
have just gone into a major bank and sent a wire transfer. It was
$6.5 billion. They kept no records. You find “$100 million from a
valued customer.” That’s all. So you do not know who is sending
the money. In many cases, you do not know who is receiving it.

I would like to call your attention once again to the Cayman Is-
lands. As of December 31, 2003, $1 trillion U.S. dollars were on de-
posit in the Cayman Islands. One trillion U.S. dollars.

When I have testified before, it was $500 billion. It has gone
from $500 billion to $1 trillion. I am glad it is at $1 trillion, be-
cause I think that is a number that maybe will stick in people’s
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minds. That is double the amount of the Defense Department budg-
et. It is more than twice as much money that is on deposit in the
banks in the U.S. metropolitan area.

Some of it is obviously there for legitimate purposes, but an
awful lot of it is there because of the bank and corporate secrecy
rules of the Cayman Islands.

What are we going to do about it? There has got to be better su-
pervision by the banks of who their customers are because the
money involved is so big, that it has to go through the banking sys-
tem. So the banks have got to be much more alert to this illegal
trafficking. the regulators have got to be much more careful about
the supervision of banks.

One quick point. As a result of Beacon Hill, we found a New
York Stock Exchange listed bank, Hudson United, which, in 14
months, had transferred $1.4 billion overseas. That branch had
been sold to them by the Federal Deposit Insurance Corporation.
So, these are all problems that have to be addressed. I am very
happy that this committee is taking a major interest in it.

The CHAIRMAN. Thank you, Mr. Morgenthau.

[The prepared statement of Mr. Morgenthau appears in the ap-
pendix.]

The CHAIRMAN. Now, Debbie Langsea?

STATEMENT OF DEBBIE LANGSEA, CALIFORNIA FRANCHISE
TAX BOARD, SACRAMENTO, CALIFORNIA

Ms. LANGSEA. Good morning, Mr. Chairman, Senator Baucus,
and members of the committee. I am testifying on behalf of Cali-
fornia State Controller Steve Westly and the Franchise Tax Board.
On their behalf, thank you for the opportunity to testify on Califor-
nia’s efforts to combat the tax gap and tax shelters.

The California income tax gap is about $6.5 billion, and this gap,
as you have heard already, is attributable to taxpayers who under-
report income, who underpay taxes, or fail to file their tax returns.
However, California is increasing its efforts to identify unreported
income, consider deterrence to noncompliance, and to modify public
perception about voluntary compliance.

During California’s Voluntary Compliance Initiative, or our VCI
Abusive Tax Shelter Amnesty Program, about 1,200 taxpayers re-
ported over $1.3 billion in additional tax. Of these taxpayers, about
800 individuals reported $900 million, and 400 businesses reported
the remaining balance.

Of the 2,200 amended returns filed, 90 percent of VCI revenues
came from tax years 1999 and 2002. Essentially, about $13 million
a day was raised during VCI, or more than two times more money
than any other amnesty program in U.S. history.

So how did California receive $1.3 billion in additional revenues?
Well, you have already heard testimony today of many egregious
and tax-engineered transactions designed to undermine the tax
system. But more disturbing is the rate at which tax shelters were
proliferated and marketed.

New variations of complex tax schemes were devised by tax pro-
fessionals. They were buried in layers of transactions using mul-
tiple entities to escape detection. They are packaged as generic tax
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products and sold to thousands of taxpayers generating millions of
dollars in fees.

As California considered legislative solutions to curtail the tax
shelters, Mr. Chairman introduced S. 476, the CARE Act of 2003.
Such tax shelter provisions provide desperately needed tools for tax
officials otherwise doomed to fight a losing battle to close the tax
gap. Due to the number of tax shelters sold in the late 1990’s, Cali-
fornia quickly moved forward and adopted its own legislation.

On October 2, 2003, California passed S.B. 1614 and A.B. 1601
that enacted new tax shelter penalties. They adopted Federal dis-
closure and reporting requirements and provided for our Voluntary
Compliance Initiative.

Key to VCI's success was publicity from federal, State, and indi-
viduals challenging abusive tax shelters, committee hearings, IRS
initiative summonses, and information provided through various
media.

Another essential element was a joint information sharing agree-
ment between California and the IRS, New York, and other States.
California received thousands of leads from the IRS and other
sources on potential investors and promoters. These agreements
avoided duplication of government resources and took a united ap-
proach against abusive tax shelters.

In addition to the thousands of tax shelter leads, we are review-
ing information from about 800 taxpayers disclosing reportable
transactions and 7,000 investors disclosing over $62 billion of listed
transactions.

We recently issued subpoenas on insurance companies suspected
of issuing insurance policies to protect clients from adverse tax
shelter rulings. We received more information and issued another
subpoena to an insurance broker.

California is proposing legislation prohibiting insurance compa-
nies from insuring or defending losses due to abusive tax shelters.
If we are to effectively curtail the tax gap and abusive tax shelters,
we urge Congress to pass tax shelter legislation.

The AICPA and States should follow the SEC’s interpretation
prohibiting contingency fee transactions, and Congress should fund
IRS’s compliance and enforcement efforts to address long-term im-
plications of abusive tax transactions.

We are far from closing the tax gap and face ongoing challenges
to effectively combat abusive tax shelters. We thank the committee
for leading this endeavor and ask that Congress help us bridge the
tax gap.

Thank you.

The CHAIRMAN. Thank you, Ms. Langsea.

[The prepared statement of Ms. Langsea appears in the appen-
dix.]

The CHAIRMAN. Now, Ms. Olson?

STATEMENT OF NINA E. OLSON, NATIONAL TAXPAYER
ADVOCATE, TAXPAYER ADVOCATE SERVICE, WASHINGTON, DC

Ms. OLsON. Mr. Chairman, Senator Baucus, and members of the
committee, thank you for inviting me here today to testify on ap-
proaches to reducing the tax gap.
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Tax evasion and tax cheating is a serious problem for the tax
system and has real victims. If you divide the estimated $255 bil-
lion net tax gap by the roughly 130 million individual taxpayers,
you see that each individual taxpayer pays, on average, about
$2,000 extra in taxes each year. That is why my 2003 annual re-
port to Congress ranked the tax gap after the AMT as the most se-
rious problem facing taxpayers.

The IRS is to be commended for aggressively attacking corporate
tax shelters and tax cheating by wealthy individuals. However, IRS
must do more to address the fact that the majority of the known
tax gap is attributable to under-reporting, non-filing, and under-
payments by self-employed persons. We clearly cannot ignore a
compliance problem of this magnitude.

In my written testimony, I discuss several ways to reduce oppor-
tunities for noncompliance. Where income is reported to the IRS by
a payor on a Form 1099, tax reporting and compliance by the payee
is very high, roughly 95 percent.

We must do a far better job of ensuring that information re-
quired to be reported by third parties under present law is actually
reported by them, and in turn reported by the payee on his or her
tax return.

The IRS could require taxpayers to affirmatively state on their
sole proprietorship schedules whether they have issued all required
1099 forms. It could require taxpayers to report 1099 income sepa-
rately from other gross receipts.

It could receive information from State and local authorities that
issue licenses or impose taxes on the basis of gross receipts. Many
businesses have an incentive to correctly report gross receipts for
licensure purposes.

Local audit initiatives based on this information could make in-
roads into the cash economy, what I call “infection audits,” because
they spread and have a ripple effect.

When a service recipient withholds tax and pays it over to the
IRS directly, tax reporting and compliance is almost 100 percent.
While no one wants to increase burdens on small business, as a
matter of basic fairness the size of the tax gap compels us to ex-
plore non-wage withholding.

To decrease the tax gap, the IRS could use voluntary withholding
agreements or its Federal payment levy authority, particularly
against Federal contractors. Congress could expand the back-up
withholding authority and also require withholding at the source in
particular instances.

Tax preparers can contribute to noncompliance either by incom-
petence or by facilitating cheating. The IRS is aggressively tar-
geting practitioners who facilitate improper transactions by cor-
porations and wealthy individuals.

By adopting a regulation regime for unenrolled preparers, as in
S. 822, Congress can ensure that these preparers who prepared the
majority of returns for middle and low-income taxpayers are also
held to high standards.

As IRS ramps up enforcement programs, it is important to en-
sure that aggressive enforcement of the laws is balanced by aggres-
sive protection of taxpayer rights.
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Taxpayer rights are easy to talk about, but how do we make
them a reality? In my June 30 report to Congress, I identified three
measures to bolster protection of taxpayer rights in an enforcement
environment.

First, the Taxpayer Advocate Service will prepare a taxpayer
rights impact statement on major IRS initiatives to help the IRS
incorporate an awareness of taxpayer rights into its program, plan-
ning, and implementation.

Second, TAS is reviewing IRS training to ensure that all employ-
ees learn about taxpayer rights on an ongoing basis, including the
importance of the access to TAS.

Third, the Taxpayer Advocate Service is working to be no longer
the best-kept secret in the IRS. We are conducting an outreach
campaign to taxpayers that Congress clearly intends TAS to help.

In closing, I note that taxpayers, too, must claim the moral high
ground where tax cheating is concerned and refuse to condone acts
of tax cheating, not only with respect to corporations, high-income,
or low-income individuals, but also in their own backyards. We
need to remember that, just because someone else cheats, that does
not make it all right for us to do so. Tax compliance begins at
home.

Thank you for your efforts, and I appreciate it.

The CHAIRMAN. Thank you.

[The prepared statement of Ms. Olson appears in the appendix.]

The CHAIRMAN. Now, Mr. Godici?

STATEMENT OF NICK GODICI, COMMISSIONER FOR PATENTS,
U.S. DEPARTMENT OF COMMERCE, WASHINGTON, DC

Mr. Gopici. Chairman Grassley, Ranking Member Baucus, thank
you very much for inviting me to testify today on the patenting of
business method inventions, and specifically on patents concerning
tax strategies and financial products.

As you know, patents in this area of innovation are a topic of
considerable interest and debate. Concerns have been raised about
whether business methods should be patentable and whether these
patents will help or hinder innovation and commerce. Given the
importance of these issues, I commend the committee for holding
this hearing.

Mr. Chairman, the basis of our patent system is found in Article
1, Section 8 of the constitution, which provides that “Congress shall
have the power to promote the progress of science and useful arts
by securing, for limited times, to inventors the exclusive rights to
their discoveries.”

In order to implement this constitutional directive, our founding
fathers designed a patent system based on principles that are prov-
en remarkably successful in promoting 210 years of innovation that
has spurred the creation of new industries and jobs.

In administering the U.S. patent laws, the U.S. PTO takes its di-
rective on what subject matter is patentable from Congress and
from our reviewing courts. The current act specifies four basic stat-
utory requirements that must be met to obtain a patent.

First, the claimed invention must define eligible subject matter
and have utility. Second, it must be novel. Third, it must not have
been obvious to a person of ordinary skill in the art at the time the
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invention was made. And fourth, it must be fully disclosed so that
the skilled practitioner would be able to practice the claimed inven-
tion without undue experimentation.

With respect to the first statutory requirement, 35 U.S.C. 101
states, “any person who invents or discovers any new and useful
process, machine, manufacture, composition of matter, or any new
or useful improvement thereof, may obtain a patent.”

Furthermore, the granting of a patent does not give the patent
owner the legal right to practice the invention, but only the right
to exclude others from doing so.

Congress and our reviewing courts have shaped the current state
of patent protection. In the most well-known case with respect to
business methods, the State Street Bank decision, the Federal Cir-
cuit upheld patentability of a data processing system that trans-
formed data representing discrete dollar amounts into a final share
price for reporting purposes.

This constituted the practical application of a mathematical algo-
rithm because it produced a useful, concrete, tangible result.

The Federal Circuit in State Street explicitly rejected the notion
that a business method exemption exists in the U.S. patent law.

While State Street did not change U.S. law and practice, it did
create a new awareness that business method claims could be pat-
ented. Today, the computer-implemented business method area in-
cludes business method practices in many fields, such as insurance
and insurance processing, reservation and booking systems, finan-
cial market analysis, tax processing, and financial management.

While the courts have spoken regarding the eligibility of patents
of the subject matter, some have suggested concerns that in certain
cases these patients may be overly broad or not truly novel. These
fears raise legitimate issues, and the U.S. PTO has taken a number
of steps to address them.

In 2001, the U.S. PTO announced a new Business Method Initia-
tive. This includes establishing partnerships with the industries in-
volved.

Additionally, to assist our examiners in finding prior art, we
have established electronic information centers which provide ex-
aminers with access to over 1,000 non-patent literature databases,
over one-third of which contain business, financial, and tax infor-
mation.

We believe that our Business Methods Patent Initiative has posi-
tively impacted the quality of examination of business method in-
ventions.

Today’s patent system is one of transparency. Not only are all
patents published, but most applications are published 18 months
after filing, giving interested parties knowledge of pending patent
claims.

Mr. Chairman, we will continue to closely monitor the situation
in order to ensure the issuance of high-quality business method
patents. In addition, if further administrative action is warranted,
the U.S. PTO will take appropriate action.

We can assure that we will comply with the law and that our
practices and policies will promote innovation, as Congress and the
courts have directed. We look forward to continuing to work with
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the committee and to ensure that the U.S. patent system remains
the envy of the world.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Mr. Godici.

[The prepared statement of Mr. Godici appears in the appendix.]

The CHAIRMAN. I am going to start my questions with Ms.
Langsea. You state in your testimony that California raced against
the clock to enact its tax shelter legislation before the statute of
limitations expired. I assume that was in connection with what is
referred to as Sons of Boss tax shelter transactions.

I would like to have you expand on the statement and tell the
committee the revenue losses you were facing from expiring statute
of limitations.

Ms. LANGSEA. Certainly. About 2 years ago, California began ex-
amining or auditing abusive tax shelters, and we identified about
40 tax shelters at that time. Within 2 years, that number escalated
to about 600 cases, totalling about $1 billion in potential abusive
taxes.

We basically identified not only tax shelters related to Sons of
Bosses, but many variations of other tax shelters in addition to
that. Although there were only about 600 cases identified, we had
very high income taxpayers and corporations that were involved in
schemes that were involved in millions of dollars.

Our tax years that we were mostly focused on, we found were
most prevalent through 1999, 2000, and 2001, hence why our legis-
lation addressed those open years for us.

The CHAIRMAN. All right.

Now, along that line, we might be coming up to a problem here
at the Federal level on statute of limitations.

If T could have Senator Baucus’ attention, I would like to say
that our JOBS bill contains a measure that would hold open the
statute of limitations on a transaction listed by the Treasury Sec-
retary or the Treasury Department as a tax shelter.

The Son of Boss is a listed transaction, but this measure only ap-
plies to taxable years that are still open to audit after the JOBS
bill is enacted.

The IRS has a voluntary self-disclosure program where Son of
Boss investors can turn themselves in and have their penalties re-
duced. However, there are a large number of Son of Boss investors
who did not enter this self-disclosure program and are hoping,
quite frankly, that the clock would run out on the statute of limita-
tions before the IRS would find them.

On August 15, it is my understanding that the statute of limita-
tions will close for calendar year 2000 tax returns. These non-dis-
glosing Son of Boss investors will escape IRS prosecution after that

ate.

What is really troubling is, most of the Son of Boss transactions
were sold in the year 2000, and the IRS will procedurally lose these
cases by August 15. I was just wondering if you would agree with
my assessment of that situation.

Senator BAUCUS. Yes, Mr. Chairman, I am fully aware of this.
I also hear that the IRS recently discovered several hundred of
these non-disclosing investors, and suspects that there are many
more hiding in the weeds.
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The IRS will find them as they continue to audit the promoters.
I do not think we should let these tax cheats off the hook. I think,
therefore, we should modify the JOBS bill to extend the August 15
statute of limitations for Son of Boss investors that did not partici-
pate in the self-disclosure program.

The CHAIRMAN. Of course, I agree. Tax cheats should not get the
chance to escape by the bell. The IRS now knows who they are and
just has not had time to bring them to court. We need to extend
the time to catch the people avoiding taxes. I hope that our col-
leagues in the House would help us do that.

Senator BAucuUS. There is also another problem with these cases
concerning the suspension of interest while the case is pending. Be-
cause of a provision enacted as part of the IRS Restructuring and
Reform Act of 1998, the accrual of interest on most Son of Boss
cases was suspended.

This means that abusive taxpayers who participated in these
transactions and have now been caught will not have to pay the
IRS interest, despite their huge understatements. The JOBS Act
contains a provision that would turn off the interest suspension in
the case of listed transactions, a provision that was effective as of
March 5, 2004.

The CHAIRMAN. That is an abuse that we should also shut down.
As you said, the JOBS bill fixes this problem, but does not do it
in time to hit the Son of Boss transactions.

I suggest that we repeal the interest suspension general rule for
transactions that are listed as the date of the enactment of the leg-
islation, and that we continue to allow it for taxpayers that turn
themselves in under these voluntary disclosure programs.

Senator BAucUs. Good idea.

Commissioner EVERSON. Mr. Chairman, may I make a comment?

Senator BAucuUSs. Before you do, Mr. Commissioner, I just have
one final statement here. That is, that we get the staff started on
this. That is, for inclusion in the final JOBS bill, making it much
more costly to hide in the weeds, it should push more taxpayers to
come forward.

The CHAIRMAN. I would agree with you, and our staff will cooper-
ate with your staff on that.

Mr. Everson, it is all right for you to speak.

Commissioner EVERSON. I just want to thank you for those
strong statements and for your strong support for our Son of Boss
settlement initiative that you have had throughout this process.

We are pleased with where we stand, but we absolutely need to
take firm actions, and are already doing so with those who have
not come forward. What you are suggesting sends a strong message
that you support us, so thank you.

The CHAIRMAN. All right. And thank you for your leadership, be-
cause I know that you briefed us on it several months ago, and I
hope it is working according to your expectation.

Obviously, there is a lot that do want the clock to run out. As
you can tell, we are a bipartisan team here. We want to make sure
that your job will be easier, and if people owe taxes, they will pay
it.

I want to get back to Ms. Langsea. You state in your testimony
that California has issued subpoenas against two insurance compa-
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nies that are writing policies to insure taxpayers against liability
from shelters.

On May 5, a Wall Street Journal article described the growth of
these policies after the IRS and after the Treasury Department re-
moved insurance coverage as a factor in disclosing shelters as re-
portable transactions. The article says many taxpayers are doing
this to cover low-risk transactions.

Is that what you have found in your investigations, and are tax-
payers taking insurance policies on harmless transactions?

Ms. LANGSEA. Basically, the subpoenas that we are assessing to
insurance companies are those that we have identified that were
involved with insuring taxpayers that were involved in high-risk
transactions such as the abusive tax shelters.

We are currently going through that information now, but we
hope to be able to identify those investors who utilized or accessed
themselves to that type of insurance coverage.

The CHAIRMAN. Mr. Everson, and also I think Ms. Olson, might
want to listen to this question. The General Accounting Office re-
port highlights a disturbing trend.

It seems that much of the Federal Government not only has little
interest in helping the IRS do its job, but sadly it seems several
government agencies seem to be actively hindering the work of the
IRS to enforce tax laws.

You were a former number-two person at the Immigration Serv-
ice. Why not take the simple step of the General Accounting Office
testimony and its recommendations?

Why not just require a business, that before they can bring in
a foreign worker, that they have to be square with the IRS. And
if it makes sense to require it here, what about in many other situ-
ations?

I would ask Ms. Olson to comment on this matter. It is similar
to your suggestion that Federal contractors be right with the IRS
before they get Federal tax dollars.

Mr. Everson?

Commissioner EVERSON. I think, Mr. Chairman, this is a ques-
tion of competing public interests. As you know, one of the funda-
mental principles in the tax law is the confidentiality of informa-
tion.

That notwithstanding, I think it is entirely appropriate for the
Congress to weigh other considerations where law enforcement is
served or sound principles of tax administration are served. Right
now, we are limited, though, in this area.

The CHAIRMAN. That is the privacy section. Is that what you are
saying?

Commissioner EVERSON. Yes, sir.

The CHAIRMAN. All right. Then we will just have to take that
into consideration, because that will be a problem for our com-
mittee then.

Ms. Olson?

Ms. OLsoN. I think there are ways of doing that information
checking without even messing with 6103, the confidentiality stat-
ute, using a consent agreement, making it a condition for someone
who is a sponsor to obtain a document that states from the IRS
that they are in compliance.
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There are ways of doing that procedurally. The beauty of the
Federal contractor provision is that the IRS already has the infor-
mation on Federal contractor payments made by Federal agencies,
and we are doing very little with that information to collect on
that.

The CHAIRMAN. Yes.

I am going to turn to Senator Baucus. But I hope that you can
stay, because I have another round of questions I need to ask. Par-
ticularly, I want to ask Mr. Morgenthau some questions.

Can you stay, Mr. Morgenthau?

Mr. MORGENTHAU. Absolutely.

The CHAIRMAN. All right.

Go ahead, Senator.

Senator BAucus. Thank you, Mr. Chairman.

Mr. Everson, I want to get started off the top here. What is the
size of the tax gap, do you think, today?

Commissioner EVERSON. Well, we do not precisely know, Senator.

Senator BAUCUS. Your best guess. You are the IRS. You are the
Commissioner. You have to have some sense. You had better have
some sense or we are in more trouble than I thought.

Commissioner EVERSON. Well, I think you know that the old fig-
ures that have been issued and are cited in three different sources
in your testimony have it at over a quarter of a trillion dollars.

That is based on the old models, last updated in 1988, and then
carried forward for changes in demographics and changes in eco-
nomics. It does not reflect changes in behaviors of taxpayers during
the 1990’s.

As you know, under some pressure from Congress, we did not up-
date the methodologies during the 1990’s to get better information.
We are doing that now. We have 46,000 individuals under audit
and are just about to complete that. So, early next year we will be
able to come back to the committee with much better information
on this.

Senator BAUCUS. I thought that the figure based on 1988 assess-
ments was $311 billion. That is what I heard.

Commissioner EVERSON. That is the gross gap. The net gap after
slow payments or payments over time and enforcement actions gets
us down another $55 billion.

Senator BAucus. Well, let us just talk about gross because that
is apples and apples.

Commissioner EVERSON. Sure.

Senator BAuCUS. And that is 1988.

Commissioner EVERSON. That is 2001, based on the 1988 model.

Senator BAucus. Excuse me. That is 2001, based on 1988. That
is correct.

Well, what do you think it is today?

Commissioner EVERSON. I hesitate to say.

Senator BAUCUS. Best guess. Best guess.

Commissioner EVERSON. I do not have a best guess. I think what
I am disturbed about

Senator BAUCUS. Surely you have a best guess.

Commissioner EVERSON. No, I do not. Honestly, I have had lots
of discussions with our research folks and asked them the same




43

question just as doggedly as you are asking me. They are quite per-
sistent in saying, let us wait until we roll this up.

Now, I am concerned, as are you, that there were changes in be-
haviors, particularly in these abusive shelters, that took place over
the 1990’s that we are addressing, and we will have to see what
the impact of that was, obviously, as we go through this.

Senator BAUCUS. How can you run an organization if you cannot
give at least a best guess? How can you run an organization with-
out knowing what the size of the problem is?

Commissioner EVERSON. Well, obviously we have to understand
the size of the problem and we are working to do that, and we will
continue to do so. I would suggest to you that——

Senator BAUCUS. When are you going to know the magnitude of
the problem?

Commissioner EVERSON. As I indicated, we will start to get the
first results, hard results, from these 46,000 audits early next year.
We will be able to update components of the tax gap. We will then
also work on partnerships and flow-through entities. As you know,
there are different components to it.

Senator BAucus. By what date next year?

Commissioner EVERSON. Oh, I would say, in the first half of next
year.

Senator BAUCUS. You said early in the first part of next year.
How about the first quarter?

Commissioner EVERSON. We will give you updates of components
of the tax gap in the first quarter. I am happy to say that.

Senator BAUCUS. And then what are the components?

Commissioner EVERSON. That is the work we are doing now on
individuals. But I have got to explain to you that once these audits
are completed, and they will be completed over the course of the
next few months, they then need to be modeled for some of the
things you have already discussed.

For example, what about the people who are not even under the
audits and the assumptions as to those folks who are not filing? So,
there are a lot of different components and a lot of different testing
that the statisticians do before they tell me that I have got a num-
ber that is good to go.

Senator BAUCUS. So we have a date, March 31.

Commissioner EVERSON. I will give you what we have by then.
Yes, sir.

Senator BAucus. All right. I appreciate that.

I was intrigued with some of the comments that Ms. Langsea
was saying. What lessons can we learn from California’s experi-
ence? Let me ask this question. What is California’s tax gap?

Ms. LANGSEA. California’s tax gap is $6.5 billion.

Senator BAUCUS. Six and a half billion.

Ms. LANGSEA. Correct.

Senator BAucUS. And how much did this program bring back, did
you say?

Ms. LANGSEA. $1.3 billion.

Senator BAucus. $1.3 billion out of $6 billion. That is about 16
percent. Well, my math is not great, but it is in there somewhere.
It would be great if we could knock that much out of the Federal
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tax gap. What have they done right in California that we can
learn?

Commissioner EVERSON. Well, I think that Ms. Langsea spoke to
some of the things that worked, which include the cooperation of
the Federal Government with the State government. As you know,
we executed an agreement with 46 States some months ago. We
have now shared 28,000 leads with different States.

The impact of our aggressive efforts, like Son of Boss, and active
criminal investigations that involve the technical tax shelter area
send a very strong signal. For the first time, we are working very
closely with prosecutors where, when we go criminal, we do not ne-
glect the civil side.

Before, our criminal investigators would back away if a case was
being pursued on the civil side. We are working on all of these
things now. I think there is some understanding out there—to go
back to Mr. Brown’s comments earlier—that risks are greater than
they were before. He spoke about risk.

I think there is clearly an understanding that the risk of non-
compliance is greater. That means, when Ms. Langsea comes up
with something that she came up with or we come up with Son of
Boss, more people will come forward to get right with the law.

Senator BAUCUS. Let me ask Ms. Langsea the same question.
What are some of the lessons learned in California that might be
applicable to the Federal level?

Ms. LANGSEA. I would say the primary advantage that California
had was its tax shelter legislation. If you do not have increased
penalties and curtailments to assess against people who are in-
volved in tax shelters, the IRS, California, and other States will
face the same issues.

California’s legislation increased substantially its penalties. We
issued almost 15 new or increased penalties so that those who have
participated in these abusive tax schemes would be penalized.

Currently, I think some of the data that the committee has re-
viewed, some of these promoters are basically assessed $14,000
worth of penalties, but in return are receiving millions of dollars
in fees.

Under the current statutes that the IRS has, there certainly is
no incentive for tax shelter investors to come forward because there
is not the substantial penalties that they would be assessed by
being involved.

Senator Baucus. Could you compare California’s recently en-
acted penalty provisions along with the anti-shelter provisions that
this committee enacted that has not yet passed in the Congress?

Ms. LANGSEA. Correct. We actually modeled our legislation after
the Chairman’s S. 476 bill. Many of the provisions and penalties,
we tailored after. We modified it for California’s purposes, but basi-
cally with those penalties, taxpayers came forward because without
it there was no enforcement that we could wield without that type
of legislation.

So I would say that the legislation is probably the most key fac-
tor in bringing these taxpayers forward. Otherwise, you will get the
same result.

Senator BAucus. All right.
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Now, based on your experience, would you modify the provisions
that this committee and that the Senate passed, but has not yet
passed the Congress?

Ms. LANGSEA. I would go with any provision at this point. I
would agree with the provisions that this committee is bringing for-
ward, yes. We definitely need that type of legislation.

The other danger, is California is under a great deal of criticism
because we are the only State that has such tax shelter legislation.
If we do not have support from the Federal level, we are getting
highly criticized for being out of conformity with Federal legisla-
tion.

Senator BAucus. Could you expand on that, please? I am just
trying to build a record as much as possible to get this legislation
passed and on the President’s desk.

Ms. LANGSEA. Right. Basically, most taxpayers are looking at the
Federal legislation as taking the lead against these abusive tax
shelter schemes. When California has penalties that are distinctly
different from the Federal legislation, taxpayers complain that we
are out of conformity with what the Federal legislation provides,
and therefore must abide by or be subject to different rules and dif-
ferent penalties at a State level that the Federal Government is not
in support of.

Senator BAucuUs. So when taxpayers make those arguments, who
do they make them to, what relief are they trying to get, and how
often do they get relief based upon that differential?

Ms. LANGSEA. Well, I have heard them. They make them to the
agency. They also raise them to our State legislature as well, too.

Senator BAucus. Mr. Everson, this sounds pretty compelling that
we have got to get this passed.

Commissioner EVERSON. We have had this discussion before.
Getting these penalties is absolutely an imperative. You know the
work that you have done on this, and that the Permanent Inves-
tigations Subcommittee did, where things that were made public
last year clearly indicated that the penalties were just considered
speed bumps for the attorneys and accountants.

Senator BAucUS. Do you raise this with the White House?

Commissioner EVERSON. This is a priority and it has strong sup-
port. Yes. Everybody is for this.

Senator BAUCUS. A priority out of how many priorities? One of
a thousand or one of one?

Commissioner EVERSON. I cannot speak to the whole basket of
priorities for the administration. This is strongly advocated right
up the line.

Senator BAUcUS. I hear you, Mr. Commissioner. I just suggest
you make this a big issue, and publicly. Start speaking about this.

Commissioner EVERSON. I am happy to do that.

Senator BAucus. We have to get this passed. I mean, that will
help you and your work, it seems to me.

Commissioner EVERSON. I agree.

Senator BAUCUS. And according to Ms. Langsea, significantly.

Commissioner EVERSON. The penalties are central. But the other
pieces of this, as I have indicated, are sending the strong criminal
message. I would suggest to you, if I could, a couple of other things
that need to be done. We do need to augment the resources.
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I am very concerned about the President’s request for an almost
11 percent increase in IRS enforcement funding. Thus far, that has
met with, as I have made the rounds, a great reception, until we
get to the point of the mark-up. Then you get the traditional clash
over dollars.

It is just so important that you get us the resources. The other
thing that we need to do, touching on a couple of points that were
made is to upgrade our workforce.

For example, I was very disturbed that an arbitrator ruled a
week ago that the IRS may not increase the standards for its rev-
enue agents to have more accounting skills. This is what we are
up against as we try to upgrade the workforce. So, we are doing
a lot of things, but the penalties are certainly amongst the most
important.

Senator BAucUs. My time has expired. But before I do, I also ask
you to strongly suggest to your boss, the Secretary of Treasury, to
make a big issue out of this, too, publicly. We need to get this tax
shelter legislation passed this year.

Commissioner EVERSON. Yes, sir.

Senator BAUCUS. Because just think of the consequences if we do
not. What signal does that send? Congress discusses and talks
about tax shelter legislation, but then does not do anything about
it.

If T were a practitioner or a taxpayer and I attempted to skirt
the law a little bit, I would think they were not serious over there
in Washington, the White House is not serious, the Treasury De-
partment is not serious.

We passed this legislation over here. The problem is over there,
the other body. I think the White House would have a great influ-
ence, and the Treasury Secretary could have a great influence, on
getting this legislation passed. You have to speak up.

Commissioner EVERSON. I will certainly carry that message.

Senator BAucus. Thank you.

The CHAIRMAN. Thank you.

Mr. Morgenthau, your District Attorney’s Office, of course, is in
the front line of fighting financial crime and detecting terrorism fi-
nancing, and you are to be commended for the great job you have
done. Tax cheats and terrorists use the same illegal tricks to move
their money.

The crimes that your office has uncovered and scandals in the
banking industry made me concerned that maybe we are not being
vigilant enough against fighting terrorism. If we cannot stop terror
funding through regulated banks, I do not know how we are ever
going to stop it through other methods.

It is clear in your testimony and recent events that we are catch-
ing the financial misdeeds at big banks too little and too late. Your
office alone has uncovered millions of illegal transactions and tax
evasions that banks should have caught.

So, to my question. First, do you think the regulators are hesi-
tant to get tough with banks because they worry primarily about
safety and soundness, or is there some other reason?

Mr. MORGENTHAU. Well, I think that there is certainly concern
about the stability of the bank. If you start charging one of the big
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banks or one of the small ones with misconduct, it can create all
kinds of problems for them.

But I think, from time to time, there are political pressures. I
mean, I remember, back when I was U.S. Attorney, getting the Re-
gional Director and the Controller of the Currency in and asking
him to take a look at the agencies of several foreign banks. He
said, oh, Mr. Morgenthau, I cannot do that. I said, why not?

He said, because ten minutes after I did that the clearinghouse
banks would be calling my bosses in Washington and complaining.
I said, why would they do that? Because they would be concerned
that there would be retaliation against the branches of American
banks overseas.

I remember when we were investigating in Abu Dhabi—that was
the BCCI investigation—and the ruler called in the American am-
bassador and said if anybody close to me is indicted, we are going
to withdraw our money from the United States, and we have $18
billion on deposit.

So, the American ambassador reported that to the State Depart-
ment, and the Office of International Operations in the Justice De-
partment called me. I said, you are in great shape. All you have
got to say is, we do not control that crazy bastard in New York.
[Laughter.]

But I mean, there is no doubt that there are political pressures
brought from time to time. There is nothing corrupt about the
FDIC. They did not realize that that branch, a branch of the Con-
necticut Bank of Commerce that went belly-up, was sold to Hudson
United.

So when we started saying that no records were being kept,
money was going to the Middle East to known terrorist organiza-
tions, we said, how could you let that happen? They said, FDIC
sold it to us. It never occurred to us that there was a problem
there.

So, some of it is incompetence. Some of it is concern about the
bank’s ability. From time to time, there is political pressure. We do
not want to offend our foreign allies. We are in a nice position be-
cause we do not have any foreign policy responsibilities.

The CHAIRMAN. I believe you have seen some information about
the Treasury’s new plan to insure Bank Secrecy Act compliance. I
would like your opinion on that. And what do you think of the idea
of a central regulator to monitor Bank Secrecy Act compliance?

Mr. MORGENTHAU. I thought about that quite a bit. I do not
think it is a good idea because the way you are going to find out
about tax abuses is at the working level. When an auditor is in
there, they should uncover that.

If you set up a whole new superstructure, they are going to have
to send investigators in and start all over again. I think we have
got to lean hard on the current supervisors and make sure that
they are doing their job, rather than create a new organization.

I think the banks have got to be put on notice and they have got
to be penalized if they do not do the job. Basically, the job is, know
your customer. Know your customer. What we are saying is, the
banks do not know their customers, in many cases.

The CHAIRMAN. All right.
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I am very concerned about tax cheats, as this whole hearing has
said. But I am also even more concerned about terrorism financing,
a real threat to our National security. As you know, terrorists often
use the same tricks as crooks do to move their money.

I would like to get your perspective on what kind of suspected
terrorism financing your office has seen, and I would also like to
hear what you think of how it is being investigated by authorities,
and what the challenges are in these cases.

Mr. MORGENTHAU. I think it is a very serious problem. You take
Beacon Hill, which moved $6.5 billion overseas and kept no records
of who the customers were. So we go in there and they honestly
who they are sending it to. We find somebody that sent $100 mil-
lion over, and the notation is “a valued customer.”

Well, that is easy to understand. A hundred million dollars
makes you a valuable customer. But you do not know who is send-
ing the money and you do not know in detail who is receiving it.
I mean, you find the Arab bank in Ramallah is receiving the
money. You can make some assumptions, but you do not really
know who is receiving it.

So, I think that the banks have got to be much more vigilant in
knowing their customers. They have got to keep the proper records.
Then the bank examiners, whether it is FDIC, or the Federal Re-
serve, or the Controller of the Currency, have got to be much more
alert to what is going on in those banks.

I mean, I could not be more happy that you are holding these
hearings, and I think you ought to hold them every three or 4
months and find out what people are doing, because it is pretty
simple. You have got to know your customers and you have got to
make sure that that is enforced.

The CHAIRMAN. Your written statement includes examples of for-
eign countries who are helpful in your investigation, such as the
Channel Isles. But tracking down money and financial records
overseas is obviously difficult. Can you tell us what some of the
problems are, such as the slow MLAT process and what could be
done to fix this?

Mr. MORGENTHAU. The MLAT process is pretty close to a dis-
aster, with the ability to move money anywhere around the world
almost simultaneously. We go in and we use the MLAT procedure.
By the time we get the records, which is anywhere from 6 months
to 2 years, the money is long gone.

So I am hoping that, under the Patriot Act, the banks will have
to give us that information directly. In other words, the bank that
clears in New York for a foreign bank, give it to us directly so we
do not have to go through that MLAT procedure. For State and
local prosecutors, that is a disaster.

The CHAIRMAN. Yes.

What do you think of the idea of the Treasury Department and
the IRS helping you and other local agencies by bringing in the big
guns when foreign entities do not cooperate?

Also, if Treasury or the IRS cut off access to U.S. markets for not
cooperating, or even threatened that sanction, do you think that
you would see better cooperation?

Mr. MORGENTHAU. Let me say this. I mean, I think the IRS,
under Commissioner Everson, has taken an entirely new direction
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in terms of law enforcement. I am just delighted by what they are
doing.

There was a Commissioner of Internal Revenue when I first be-
came U.S. Attorney who publicly stated he did not believe in crimi-
nal enforcement of the tax laws. This Commissioner believes in it,
and he is devoting resources.

But in terms of putting pressure on, I think it is got to be the
Treasury Department, because obviously they can help with some
of these jurisdictions like Switzerland. If you say it is a tax case,
they say we will not touch it.

If you tell them it is a fraud case on narcotics, they will help you.
So in some of these situations, the IRS, even though they want to
be helpful, cannot be because the foreign companies do not want
to help us enforce the tax laws.

The CHAIRMAN. Senator Baucus?

Senator BaAucus. Thank you, Mr. Chairman.

I would just like to generally ask all of you whether you agree
or disagree with the earlier panel. I asked that panel whether the
greatest problem, the biggest category, is sole proprietorships and
the cash economy. I went down the list of everybody on the prior
panel and I did not find anybody who disagreed with that. They all
nodded their agreement.

I would like your response. Mr. Everson, what do you think? Is
that right or not?

Commissioner EVERSON. I agree, that is the biggest problem. But
as you know, where we have started is with the corporations on the
high end. We have done that because of the perception of fairness
and the permeation that goes through the system. We do need to
focus, though, increasingly, as you say, on the smaller businesses
and the individuals at that end.

Senator BAuUcus. How about the thought of requiring with-
holding?

Commissioner EVERSON. I think that one word that is very im-
portant in this is burden. I am not, at this time, in favor of requir-
ing the withholding. I want to work to put some teeth into enforce-
ment so people know that there is a presence if they are not com-
plying, see how we can do with that based on good, strong meas-
urements, as you are advocating. I would be hesitant at this time
to suggest that additional burden.

Senator BAUCUS. Ms. Olson, your response? Does anybody have
a different view, or a slightly different view?

Ms. OLSON. Well, in my annual report we discussed this issue at
great length. And since it was published in January, I have met
with over 30 small business groups and trade associations to dis-
cuss this issue, including 22 at one time, which was an interesting
discussion to have.

We actually have had trade associations coming to us saying, our
members want to enter into voluntary withholding agreements
under the laws that are on the books right now.

Others have proposed to us using expanded backup withholding,
so where we actually identifying individuals who are not compliant
based on past NRP document matching and things like that, that
we can go to the payor and, under backup withholding authority,
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say, in this particular case, withhold a flat 20 percent until the per-
son comes into compliance.

Then that does not even get to just doing some kind of manda-
tory withholding for types of industries where the NRP data shows
that there is noncompliance.

I also want to support Professor Bankman’s proposal about work-
ing with the States. There are many different ways to get informa-
tion on gross receipts at the State level in terms of licenses.

The property tax is a good approach, but there are many types
of licenses that are based on gross receipts. People who are contrac-
tors estimate what the volume is of their jobs, the dollar volume
of the building projects that they do. That is information the States
have. And if that does not jive with what we have got on their tax
returns, that is something we should look at.

Senator BAUCUS. Sure. It just sounds like there could be a cross
comparison here as a pretty fertile field. Professor Bankman also
mentioned looking at State property taxes, because after a while
wealth accumulates and people start investing money in one thing
or another.

We have talked earlier, but I have forgotten the agency. Was it
the Immigration Service earlier today? That data and some of the
benefits there, and some of the privacy issues.

Could some of you address, where can there be cooperation?
Where is the field most fertile for more transferring a comparison
of data?

Commissioner EVERSON. I will certainly let the others comment,
but let me just say one thing that was inexplicable to me. The data
sharing has been one way, where we have given the States a list
of the Federal non—filers for years, but it has never come back to
us.

We have just recently been working it out with the States as a
follow-up to this agreement that I mentioned that we did last year
with the leads that we gave to California and others, that now we
will get the list of all their filers and we will see if somebody has
not filed in the U.S. system. That is incredible. That is a fairly
basic piece of information.

Senator BAuUcUS. I am sorry. You say you gave information to the
States?

Commissioner EVERSON. If we do an audit and find somebody
has not done something, the States routinely get that data match.
The State of Virginia will say, because the IRS audited you and
you got an additional assessment of $5,000, you owe us $400. It
does not go the other way. We do not get the list of filers from Cali-
fornia so that we can see who did not file federally. Now we are
going to get that.

Senator BAUCUS. You are getting that how?

Commissioner EVERSON. Now we are going to get it. We are in
the status of agreeing with all the States as a follow-up to all of
these exchanges.

Senator BAucUs. States. All right. So, that is progress.

Commissioner EVERSON. That is progress. But I could not believe
that it was not a two-way street from the beginning.

Senator BAucus. All right.
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Ms. Langsea, could you expand on that? What other kinds of
data sharing would be beneficial here?

Ms. LANGSEA. I would also agree that the information sharing
between the States and with the IRS is essentially critical. We are
also working with the other States who have signed a Memo-
randum of Agreement.

There are about 45 States and cities who have signed such an
agreement, as well as with the IRS as well. We are also currently
setting up a central repository or database where we can have our
leads shared amongst each other as well, too.

I think that States are definitely committed to providing that
sharing of more data and information. A lot of it has to do with
technology, being able to transfer that information, but we defi-
nitely see the added value in doing so.

One other thing that I might add, is you mentioned earlier as far
as the percentage or significance of where most of the under-report-
ing for the tax gap is. Like the IRS, we believe that 80 percent of
that is from people who do report income, but they under-report
their total amount of their income. So these are taxpayers that we
have access to, however, they are not reporting all of their income
entirely.

S?enator Baucus. And generally what income are they not report-
ing?

Ms. LANGSEA. Well, abusive tax shelters fit in that category, as
Weﬂ as the cash economy that Professor Bankman talked about as
well, too.

Senator BAUCUS. So we have their names and they are reporting
something. At least you have got a start.

Ms. LANGSEA. But you do not know what is not on the return.
Correct.

Senator BAucus. Right. Right.

In addition to income tax sharing, what other data is shared that
is potentially fruitful here? You mentioned property taxes. Immi-
gration Service data has been suggested. Where is there more op-
portunity here? Or is there? Is that about it?

Commissioner EVERSON. I think that i would like to give you a
considered response on the other areas where we can enhance that
sharing. I think we have moved very aggressively. We have got this
agreement that we just signed last year. We have already started
sharing information.

We now sort of have a working network, if you will, to take these
things forward and we have got improving relationships, both with
the States and cities, and other places. So, I think we will see a
lot of creativity here.

Senator BAUCUS. As we discussed earlier, I suggested 90 percent
compliance by 2010. Is that reasonable?

Commissioner EVERSON. I think we should have that discussion,
Senator, after we start to get you some numbers on the tax gap
next year. I am uncomfortable setting a target until we know the
magnitude of the problem more precisely.

Senator BAUCUS. And the percentage currently is what?

Commissioner EVERSON. Well, I would not say that we know
what the percentage is currently, again. It is all based on the old
models.
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Senator BAucus. I know. But you extrapolate.

Commissioner EVERSON. The conclusion in 1988 was that it was
about 5 percent short of that.

Senator BAucus. But certainly whatever that cranks out to
be

Commissioner EVERSON. Yes. It was about 5 percent short of
that.

Senator BAucuUs. Whatever it is, we know we could do a lot bet-
ter.

Commissioner EVERSON. I could not agree with you more.

Senator BAucus. All right.

So whatever it is, can we agree? I am trying to get something
like a percentage improvement over each of the next several years
until 2010.

Commissioner EVERSON. We are going to re-engineer our busi-
ness processes on the enforcement side, just as we did on the serv-
ice side. We are going to have ruthless prioritization and do things
with criminal and other areas to get the leverage.

We need help on the resources and on the legislation, as you
have mentioned. If we can get all those things, we can set very am-
bitious goals, but we need to know the starting point, first.

Senator BAucuUs. Right. Well, I will make you a deal. We will get
the legislation passed if you can increase the percentage by two or
3 percentage points each year.

Commissioner EVERSON. Get me the money, too. [Laughter.]

Senator BAUcUSs. Well, you have got no problem with this com-
mittee there.

Mr. MORGENTHAU. May I say something?

Senator BAucus. Certainly.

Mr. MORGENTHAU. There has been a lot of emphasis on tax shel-
ters and that is important. But there are more and more people
who just are not paying their taxes. They are booking their profits
overseas. They are transferring their cash overseas.

I really think we are at the tipping point. I mean, nobody enjoys
paying taxes, but they will do it as long as they think everybody
else is paying taxes. Once the word gets out that you do not have
to pay, more and more people are not going to pay. I mean, just
take the sales tax business. Going out, originally, there was a refer-
ral from FINCEN involving the chairman of the board of a major
Washington bank.

But based on that investigation, we have actually collected $24
million in sales tax, which was evaded by some very prominent
people in New York City. But once the word is out there, you do
not pay, nobody is going to pay.

I just think we are pretty close to that tipping point where more
and more people are going to say, what am I, a sucker? Why should
I pay when other people are not? The tax shelter business is obvi-
ously of great importance, but the people are not using any recog-
nized tax shelter. They are just not paying their taxes. When you
have a trillion U.S. dollars on deposit in the Cayman Islands, you
have got to say something is really wrong here.

Ms. OLSON. Senator, if I might make a point about this. My office
has sponsored some research that we called “The Tipping Point
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}Sltudy.” We have attached the first part of that to our testimony
ere.

We were concerned that more and more taxpayers, not just very,
very wealthy, but the moderately affluent, were beginning to buy
into things. They were not really the technical tax shelters, but
they were things like slavery reparations, or the home-based busi-
ness schemes, or the handicapped access scheme.

We have asked the IRS research office to partner with us to look
at why these taxpayers, if I may use the word, tip, where they are
normally compliant taxpayers. Is it the person who is delivering
the message? Is it that their neighbors are doing it? Is it the vehi-
cle?

Is it where they are hearing about it, in churches, in community
groups, or whatever? We are trying to come up with a taxonomy
of schemes and then approaches, what sells them to people, hoping
that the IRS can use this information to identify schemes in the
future before they have tipped. You just see the signs as they are
building up.

Senator BAucus. Thank you, Mr. Chairman.

The CHAIRMAN. Mr. Godici, you will be the last question I will
ask. It comes from your testimony about taking cues from Congress
in deciding what to patent.

So, I would like to give a cue: stop issuing patents on tax shel-
ters. Why not just simply check with Treasury in deciding to issue
a patent, and if Treasury says that is a tax shelter, then you do
not patent it? I mean, I think it is that easy. If it is not, tell me.

Mr. Gobict. Well, Mr. Chairman, certainly the patent laws do
not trump the responsibility and oversight that the IRS has with
respect to those regulations. Additionally, when we allow or issue
a patent, that does not give the patent owner or inventor the legal
right to practice that invention, only to exclude others.

Some of the case law that has been decided recently around this
issue seems to concentrate on the fact that other regulatory agen-
cies like the IRS or the FDA should be the agencies responsible for
public policy and protecting the public, and our expertise would be
with respect to intellectual property in deciding whether or not the
inventor is entitled to patent protection.

Having said that, I have had conversation with Commissioner
Everson. We stand ready to work with the IRS in any capacity that
we possibly can. Patents are a transparent process. The patents are
available on our Web site. They can be searched.

The technology and the subject matter can be searched, as well
as applications, now, and are available so we know what is coming
down the pipeline. We can certainly work with the IRS in any way
that they see fit in terms of these types of inventions we are seeing.

The CHAIRMAN. Mr. Everson, do you look at these patents as a
source of information for people who might be avoiding taxes?

Commissioner EVERSON. We have not done much in this area,
and we need to do more. As the Commissioner has indicated, we
have started a dialogue. As in so many areas you have highlighted,
we need to do more on this.

The CHAIRMAN. Senator Baucus?

Senator BAucuUS. Yes. I find this patent matter intriguing. I just
pulled out my trusty constitution. The patent provision of the con-
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stitution that you referred to says, “To promote the progress of
science and useful arts by securing, for limited terms, to authors
and inventors exclusive right to their respective writings and dis-
coveries.”

Well, our founding fathers say it is to promote the progress of
science and the useful arts. I would not describe this as a science
or useful art.

Mr. Gobicl. Actually, Senator Baucus, we have had many deci-
sions in our courts, in our oversight courts, particularly one I men-
tioned in my oral testimony, the State Street Bank decision, which
have explicitly said that this type of technology—they call this
technology—or this type of innovation is eligible for patenting. In
the State Street decision, it was actually a scheme for determining
the value of a mutual fund program.

Senator BAucus. For 17 years?

Mr. Gobici. Pardon me?

Senator BAucus. What is the life of a patent?

Mr. Gopici. The life of a patent is 20 years from the filing of that
patent.

Senator BAUCUS. The writing. I thought it was 17 years. It is for
drugs.

Mr. Gopicl. It has changed in the last several years.

The CHAIRMAN. The treaty changed it to 20.

Mr. Gobicl. It was changed in 1999, actually. It is now 20 years
from the filing of the patent.

Senator BAUCUS. Do you have generic versions?

Mr. Gopici. Pardon me?

Senator BAaucus. Do we have generic versions? We have got
brand-name drugs. Are we going to have generics now?

Mr. Gopici. With respect to patents?

Senator BAuCUS. Yes. Once the 20 years is up.

Mr. Gobicl. The bottom line is, obviously, once a brand name in
the drug industry goes past the 20 years, then that technology is
available for all to produce.

Senator BAucUS. No, no, no. I believe the drug companies have
come up with all kinds of ingenious ways to avoid that. It is incred-
ible.

The CHAIRMAN. Our Medicare law, though, changed some of that.
I do not know whether it changed it all, but it did the scheme they
were using to hold the generic drug off the market. We changed
that.

Senator BAaucus. Yes. As you know, Prilosec is the same as
Nexium. It is just one modest little thing changed.

Commissioner EVERSON. If I could venture a remark, I think
some of these shelters are more creative and artistic than anything
else. [Laughter.]

Mr. MORGENTHAU. I do not think the people that are getting
these patents want their work protected. They just want the impri-
matur of the U.S. Government that this is patented.

Senator BAucuUS. Yes. That is a good point.

Mr. MORGENTHAU. That is what it is all about, I think.

Senator BAucus. That is right.
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Well, we have got a lot more to discuss here, but we do not have
time to do it. I would just like to figure out some kind of way to
get some accountability here, more than we even have.

That is, by certain dates, a certain amount accomplished, a cer-
tain percentage of the so-called gap reduced and an assessment of
where the greater problems still lie.

Mr. Morgenthau makes some very good points about the trillion
dollars in the Cayman Islands as an example of the kinds of prob-
lems that are probably occurring. Funds travel at the speed of light
anywhere in the world, and so forth.

Mr. Chairman, I am not exactly certain how to do this in a fair,
solid way. But Mr. Everson, you are going to indicate to us by
March 31 what you think the initial results are of the new—I have
forgotten the name it is called.

Commissioner EVERSON. The National Research Program.

Senator BAucUS. It is the son of the 1988 kind of data.

Commissioner EVERSON. We do not say son, that is Son of Boss.
So, stay away from that.

Senator BAucus. All right. Well, anyway, the next generation.

Commissioner EVERSON. Yes, sir.

Senator BAucUS. The next stage, and so forth.

What else can you suggest to this committee that you can pro-
vide? What kinds of information, by what dates, do you think make
sense so we have some mutual understanding and to avoid mis-
understanding of where we really are?

Commissioner EVERSON. Right. I think that is the real starting
point. We can go from there. Again, I am very anxious that we get
some of these teeth in with these penalties. If we can get that done,
we have got a new regulatory scheme in place. We are working on
something called Circular 230, which is a governance standard for
practitioners. That is terribly important.

If we can augment our resources in an appropriate way, then we
can have a pretty intelligent discussion, I would suggest, and we
will see things like the results of Son of Boss, or what happened
in California.

Senator BAucus. Well, that is just Son of Boss. I am concerned
about the sole proprietor/cash part of all this and you are dis-
inclined to do anything about it.

Commissioner EVERSON. Not at all. I am not disinclined to do
anything about it. What I was talking about was weighing the
issue of the withholding.

Senator BAucus. Third party.

Commissioner EVERSON. Yes. That is the issue for me.

Senator BAucus. Well, that is such a huge problem, this area, we
all agree. It seems to me we have got to tackle it and figure out
some date by which we are going to address the problem rather
than just saying, well, the burden is an issue. Well, sure it is an
issue, but what is the solution? What is the burden solution?

Commissioner EVERSON. I think that we have to carefully weigh
the burden against how far we get on the reestablishment of the
enforcement programs.

Senator BAUCUS. There is always a way to skin a cat. You can
accomplish your objective a third way, it is not either/or, by reduc-
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ing the burden. There is always a way. There is always a way. We
just do not say no, because it is a burden.

So by the same date, can you provide this committee with ways,
alternatives of how you have the payors provide withholding, or the
third party, or whatever it is?

Commissioner EVERSON. Fair enough.

1 Senator BAUCUS. And also ways to deal with the legitimate bur-
en.

Commissioner EVERSON. What I do commit to is to look at it and
give you more details on that segment and the various alternatives
that exist.

Senator BAucUS. And how much would be raised under various
alternatives that you have, how much the tax gap would be re-
duced by each of the various alternatives that you suggest.

Commissioner EVERSON. If, in fact, the research is being done
will support that, of course.

Senator BAucus. Well, do you not think that is the case, that it
will reduce the tax gap? Everybody here thinks so.

Commissioner EVERSON. Well, the question is the level of speci-
ficity you get into. I do not want to over-promise you.

Senator BAucuUS. No, no. But you can come up with it. You are
the man here. You are the IRS Commissioner.

Commissioner EVERSON. That sounds pretty good.

Senator BAUCUS. So you can come up with various alternatives,
the most stringent, the most lenient, the moderate, that addresses
this area of the tax gap problem.

Commissioner EVERSON. We can certainly develop options.

Senator BAUcUS. With numbers under the most stringent—you
can call it something else. I do not care what you call it—the most
moderate, and the most lenient.

Commissioner EVERSON. We can certainly——

Senator BAucus. Can you do that? Three different alternatives.
One is stronger, one is less strong, and one is still less strong.

Commissioner EVERSON. All right. We will look at alternatives in
that specific area.

Senator BAUCUS. In that specific area, and with the number of
dollars the gap could be reduced, by what dates.

Commissioner EVERSON. There will be a lot of qualifications, just
so you know.

Senator BAucus. Well, you do not have to qualify a lot. We will
work with you. We want to work with you.

Commissioner EVERSON. All right. Well, we will do that. We will
start having discussions as to what that would be.

Senator BAucuUs. And if you could really do that. Because, as you
know, your record—and to be honest, my record—is not good on
this. Namely, I have asked similar kinds of questions of you in the
past to which you have not responded very fully by any stretch of
the imagination. I am bad because I have not followed up with
those non-responses in a timely way either. But let us both be
much more responsive, both of us.

Commissioner EVERSON. All right.

Senator BAUCUS. So I hope you are responsive. If you are not,
then it is up to me to be very responsive immediately. Is that fair?

Commissioner EVERSON. That is fair.
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Senator BAucus. All right.

I have no further questions.

The CHAIRMAN. All right.

Well, this has been a very good and informative hearing, and has
given the committee a good grounding as a way to bridge the gap.
It ishour responsibility to follow up on it. I thank the panel very
much.

The hearing is adjourned.

[Whereupon, at 1:35 p.m., the hearing was concluded.]
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Testimony of Mr. ABC:

Mr. Chairman and Members of the Committee. I want to thank you for giving me the
opportunity to testify today.

Iam speaking to you about my experience as an IRS “Confidential Informant” who
provided original information concerning significant and ongoing tax fraud involving major Wall
Street firms. ,

I'speak from first-hand knowledge. I work for a Wall Street investment bank, and
through my professional experience I am intimately aware of competitors’ fraudulent tax shelters.
The schemes in some cases have been ongbing for more than a decade. A couple of the schemes
involved Enron. The Wall Street fraud is complex and involves hundreds of millions, if not
billion of dollars of US tax liabilities.

In a nutshell, I blew the whistle on three types of abusive tax shelters:

The first abuse; concerns the fraudulent transfer of US tax liabilities to foreign entities not
subject to US tax. There are various permutations to the scheme, but one essential component of
this fraud is the creation of sham “domestic” partnerships to serve as fronts for foreign owners
who acquire the US tax liabilities, but who have no intention of ever paying US tax.

The second abuse involves the transfer of US tax liabilities to the foreign branches of US
taxpayers in order to artificially generate foreign source income and claim additional US tax
credits.

The third abuse, which is generally performed in conjunction with the above two,
concerns the artificial replication of tax basis solely for the purpose of creating false deductions

to be sold to outside taxpayers. These duplicate deductions are then claimed by the unrelated
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taxpayers as an offset to their otherwise taxable income from other sources.

As a Wall Street insider I am very knowledgeable about these abuses. I can tell you from
experience that about 75 percent of all of the transactions specific to my expertise ended up in
abusive tax shelters. Because the IRS has moved too slowly, or not at all, the abuses are still
ongoing. That has resulted in huge tax liabilities being avoided. Iestimate that the US Treasury
has lost at least $400 million of tax revenues every year from these particular schemes.

Another important consequence of this fraud is that US taxpayers who want to engage in
transactions legally are being undercut by those engaging in the tax abuse. The transactions’ true
market value depends on compliance with applicable US tax laws. If the associated tax liability
is simply ignored through sham domestic partnerships, or by the artificial generation of offsetting
credits, then the market value of the transactions erodes significantly. As a result, my livelihood
and the business interests of honest US taxpayers are being seriously harmed by the fraudulent
practices of others.

In 1998, I decided to come forward and report a particularly abusive group of entities that
I knew were engaged in this fraud. Icontacted the IRS’ Criminal Investigative Division; and
through them was put in contact with an IRS Civil Examination agent who just happened to be
auditing one of the partnerships that I was concerned about. That first contact concerned 3
particular entities, and then over the next few years I provided detailed information concerning
more than a dozen other entities and related groups engaged in similar tax abuse.

From the time of that first contact until today, my efforts to correct the abuses have
resulted in a series of frustrating and often unproductive dealings with the IRS. Over the past 6
years, I have literally spent thousands of hours educating and prodding the IRS, urging them to
take action. Ihave traveled across the country at my own expense to have face-to-face meetings
with agénts 1 have provided the IRS with hundreds of pages of evidence, and submitted

numerous writings and diagrams explaining the fraud and analyzing the abusive shelters in detail.
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As I mentioned, when I first contacted the IRS they had one of the partnerships under
audit. Not to fault that particular IRS audit team, but they truly did not know what they were
looking at. These are sophisticated tax avoidance strategies concocted by Wall Street. Asa
general matter, I observe that the IRS is consistently outgunned and outmatched. From my
vantage point, the IRS simply does not understand how the tax shelters work, or how the
transactions and structures fit together.

‘When I first met with the IRS in 1998, I submitted an IRS Form 211 concerning the
overall abuse. Later, I submitted detailed and separate Form 211s for each of the entities
involved. Form 211 is the IRS form for confidential informants to supply information, and to
apply for a reward under the IRS’ whistleblower program.

Later in 1998, I provided information about 2 more entities engaged in significant
partnership fraud. In 1999, 1 provided detailed information about 6 or 7 more entities involved in
abusive basis replication schemes; and about 5 other entities involved in the fraudulent domestic
partnerships. I also identified a major Wall Street bank that was involved in the foreign branch
abuse. In 2000, I provided information about yet another Wall Street bank’s foreign branch
approach, as well as 2 other additional entities that were utilizing fraudulent domestic
partnerships. In 2003, I provided information concerning 2 entities that were acting as
“promoters” of various types of transaction scams. And, in 2004, I provided information to the
IRS concerning 2 other entities conducting basis replication schemes.

Finally, over all of these years I provided detailed documentation and analysis of the
abuses to the IRS through meetings, phone calls, emails and faxes. Ihope that you now have a
sense of the quantity of information and assistance that I have provided, as well as the
pervasiveness and persistence of the tax shelters themselves.

Together, I estimate that the numerous fraudulent schemes on which I provided original

information involved over $10 billion of taxable income. Obviously, there are very serious US
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tax liabilities associated with this income that are being avoided. The combined loss to the US
Treasury is immense.

In providing all this information, my experience with the IRS has been extremely
frustrating and discouraging. What I have encountered is an agency that is resistant to and
suspicious of confidential informants. . .that is, private citizens who are trying to do the right
thing by coming forward and blowing the whistle on significant tax fraud. Ihave also
encountered an agency that is disorganized, and that is generally not equipped to deal with
complex and sophisticated tax shelters in an effective fashion.

Let me give you some examples. . At the same time that I was actively supplying vast
quantities of quality information to the agency, the IRS Service Center that was processing my
Form 211s simply rejected them out of hand in 2003. There was no valid reason to reject them,
It is just that the IRS Center had no idea what was going on, but chose to act anyway - probably
just to get the paper off their desk. It then took months to get the Form 211 claims reinstated.

The IRS is also resistant to outside information - even when it comes from a
knowledgeable insider like myself. 1have often been treated suspiciously, as if I were the “bad
guy.” There appears to be more of a willingness at the IRS to believe the taxpayer perpetrating
the scheme than the informant justly questioning the fraud. I have never understood this attitude
because I am putting myself at great personal risk by coming forward. I stand to lose my career if
my identity is discovered, since employers are uniformly hostile to employees who interact with
regulators. I just do not understand why the IRS has not welcomed the help and information.

In addition, from my perspective, the IRS lacks the staff and resources to take on serious
enforcement against Wall Street. Since 1998, I have provided detailed information on over 20
entities and related groups that have engaged in complex and material tax abuse through
numerous tax shelters. To date, action has been taken against only a couple of the entities. I

have yet to receive any reward for my efforts as a confidential informant.
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In many cases, the information I provided was simply ignored. One example that I find
particularly troubling involves Enron prior to its collapse in 2001. In particular, in 19991
provided detailed information about a series of fraudulent tax shelters involving a major Wall
Street firm and Enron. The shelters involved the artificial duplication of tax deductions, for the
sole purpose of generating fictitious book income. Approximately balf a billion dollars of
taxable income was evaded a result of Enron’s fraudulent tax schemes. And, conversely,
hundreds of millions of dollars of fictitious book income appeared on Enron’s financial
statements.

Not only did I provide drafis of a suspect Arthur Anderson “opinion letter” comforting
the shelter, but I also supplied a copy of the investment bank’s “pitch book™ to the IRS. The
pitch book specifically outlined the questionable structure and its purported “benefits” - which
included the almost too-good-to-be-true effect on Enron’s GAAP financial statements. So,
although these were tax abuses that Enron and Wall Street were engaged in, at the end of the day
the tax shelters permitted Enron to inflate its book earnings. Obviously, if IRS authorities had
pursued the information back in 1999, the federal government might have seen what was
happening at Enron (and Arthur Anderson) long before there was a total melt down.

Remarkably, no one at IRS inquired about the information or pursued it. The one agent
that I have worked most with questioned the lack of follow-up internally with the resident Enron
IRS audit team and was rebuffed for raising the issues.

Part of the problem is that the regional organization of IRS audit teams has generated
regional in-fighting, so that inquiries from one region are often treated dismissively by another
region. Part of the problem also is that on-site IRS audit staff seem to have divided loyalties,
since they work on a daily basis with the entities they audit (and often go to work for them after
completing government service). At other times, audit staff can be very protective and rigid

because they do not want to reopen audit periods that are formally “complete.” And, the lack of
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staffing and high turnover generally also take their toll. For example, I often had to resubmit the
same information multiple times because it would get lost, and the high staff turnover meant that
I repeatedly had to bring new people up to speed.

1 think that the greatest problem, however, is the agency’s resistance to take seriously
outside information from knowledgeable insiders. If1hadn’t persisted, all of my claims would
have been rejected and my information would have been lost. Actually, the biggest loser in this
is the US Treasury since Confidential Informants can help the IRS recover hundreds of millions,
if not billions of dollars of lost tax revenues.

Let me end by saying that if the IRS ever wants to put an end to Wall Street tax shelter
schemes, they are going to need the help of Wall Street insiders to get the information and the
expertise that it will take. Right now the IRS does not have such resources or expertise - and
they should welcome the assistance from knowledgeable insiders.

Thank you Mr. Chairman and Members.
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Testimony of Professor Joseph Bankman

Ralph M. Parsons Professor of Law and Business
Stanford Law School

Stanferd, CA

July 21, 2004

The tax gap is a big subject. I’m going to limit my comments to the largest part of the tax
gap ~ that associated with the cash economy. In the interests of time, I'm going to focus on
possible (partial) solutions to the problem that the Committee may not have already considered.

My first suggestion is to increase the reach of third-party reporting. Taxpayers who
receive income subject to third-party reporting, from wages, dividends or the like, accurately
report this income on their tax returns. It is income that is not subject to third-party reporting,
such as cash and checks received by sole proprietors, that is the source of most of the tax gap. It
is obviously impossible to extend third-party reporting to all transactions. But the current
reporting rules are particularly arbitrary and easy to avoid. (To take but one example, payments
to individuals and partnerships are subject to third-party reporting, but payments to S
Corporations are not.) I’ve written elsewhere some of the ways these rules could be tightened up,
and better enforced. See Bankman, Tax Enforcement: Tax Shelters, the Cash Economy, and
Compliance Costs, 2004 TNT 134-43.

Unfortunately, the burden of third-party reporting falls (at least initially) on taxpayers
who are not even suspected of evasion. This is a general problem of enforcement in this area and
leads to my second suggestion: wherever feasible, reimburse “innocent” taxpayers for their
compliance burden. Reimbursement comports with a common sense notion of fairness and will
reassure taxpayers that the government is taking their compliance costs into account when setting
enforcement policy. For that and other reasons, I believe reimbursement will may be a necessary
predicate for some enforcement initiatives. New Zealand has explicitly tied an increase in third-
party reporting to a reimbursement plan; we might explore a similar system.

We might also consider reimbursement in connection with audits. Twenty years ago,
Congresswomen Nancy Johnson (Connecticut) suggested the government reimburse taxpayers
for the cost of the old TCMP “super” audit. It was a good idea then and is still a good idea. I’ve
elsewhere suggested the government extend reimbursement to garden variety audits in which the
taxpayer is found to owe little or no tax. See
hitp://www.law.nyu.edu/colloguia/taxpolicy/042204.pdf One obvious way to reduce the tax gap
is to increase the audit rate and I assume you are already weighing this option. I suspect an
increase in audit rates, like other initiatives in this area, would be more popular if tied to an
reimbursement system.

My third suggestion is to cross check tax returns with state property tax records.
Eventually, income from cash business that is not reported is used — if there is enough of it — to
fund property purchases. Some individuals will report virtually no income yet purchase millions
of dollars worth of property. Huge discrepancies between property purchases and reported
income might be built into the program that sifts out returns for audit. Iunderstand California
may develop a pilot program here — the federal government may want to monitor the success of



66

that program.

My fourth suggestion is to work with the preparer community to more aggressively
pursue the (few) bad apples in that community. A small number of dishonest preparers are
responsible for a disproportionate amount of evasion. These preparers put honest preparers at a
competitive disadvantage and help maintain an equilibrium of low reporting rates in certain
segments of the economy.

The most highly publicized component of the tax gap is, of course, that associated with
high end tax shelters, rather than the cash economy. The loss from tax shelters may be smail
compared to the loss from the cash economy but it is absolutely large. Ihave written on the
problem of tax shelters and worked with California to develop legislation in that area. See
Bankman, Tax Enforcement: Tax Shelters, the Cash Economy, and Compliance Costs, 2004
TNT 134-43 (and articles cited therein). I’d be happy to discuss tax shelters with members of the
Committee but as my time is limited, will not offer any prepared remarks on the subject.
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Statement of U.S. Senator Max Baucus
“Bridging the Tax Gap” Hearing

One of the strongest features of our democracy is our system of collecting income taxes
through individual self-assessment.

President Franklin D. Roosevelt said:

“In 1776, the fight was for democracy in taxation. In 1936, that is still the
fight. Taxes, after all, are the dues that we pay for the privileges of
membership in an organized society. As society becomes more civilized, a
Government is called on to assume more obligations to its citizens. The
privileges of membership in a civilized society have vastly increased in
modem times. But I am afraid we have many who still do not recognize
their advantages and want to avoid paying their dues.”

These words remain as true today as they were in 1936.

It is easy to bash the IRS. Itis easy to bash the government. And that is why itis
important for public officials to take the high road and remind taxpayers of why we pay taxes.

The dues we pay for the privileges of membership in a civilized society provide
education for our kids. They provide police and fire protection. They ensure safe and efficient
highways. They make our nation’s parks available for generations to come. They take care of
the elderly. And they help take care of our children.

This does not mean that taxpayers should pay more than they owe. As stated by the great
jurist Learned Hand, “Anyone may arrange his affairs so that his taxes shall be as low as
possible; he is not bound to choose that pattern which best pays the treasury.” So, there is
clearly a balance that we must strike. Unfortunately, we are not in balance.

Over the last 3 years, we have been on a destructive fiscal path. As a result, our federal
budget has gone from the largest surplus in our nation’s history to the largest deficit in our
nation’s history. This year’s deficit will likely top $400 billion.
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But if that sea of red ink is not bad enough, it is even more disturbing when you consider
that a growing percentage of Americans do not believe that paying taxes is their civic duty.

In 1999, 81 percent of Americans agreed that it's their civic duty to pay taxes. In 2002,
only 72 percent agreed with that statement. And last year, that group fell to just 68 percent of the
population.

This trend is disturbing. Butit is also very clear that more and more people believe that
cheating is acceptable. This mind-set undermines our nation’s democracy.

While honest Americans are doing their part, a number of others are trying to get by
without doing theirs. And that's what this hearing is about.

Some call it the “tax gap” — the difference between the amount of taxes that taxpayers
owe the government and the amount of taxes that taxpayers voluntarily and timely pay.

This is not about raising taxes. This is about enforcing the tax laws on the books. This is
about collecting the taxes that are owed to the Treasury under the existing tax code.

The Internal Revenue Service’s Office of Research estimates the gross tax gap at $311
billion for tax year 2001. And only about $55 billion of this will ever be recouped, in part
because the IRS does not currently have the resources to ensure that everyone pays what they
owe. This leaves a net tax gap of $255 billion.

These figures are based on the IRS’s current estimate of an overall taxpayer
noncompliance rate of 15 percent. Playing this out, if we just had a one percentage-point swing
in voluntary compliance we could change revenues and reduce the deficit each year by more than
$20 billion.

Moreover, the tax gap exacerbates the long-run imbalance in the Social Security Trust
Fund. In 2001, sole proprietors under-reported their income by amounts that reduced Social
Security payroll taxes by about $40 Billion. The Social Security actuary tells us that if we could
reduce this tax gap by even 20%, we could reduce the 75-year actuarial imbalance in Social
Security by 5.3%.

This would push back the date that the Social Security Trust Fund exhausts by one year.
And this would help stave off an increase in payroll taxes or a cut in benefits.

Similarly the Medicare actuary tells us that Medicare’s 75-year actvarial imbalance
would be reduced by 2.6% and its exhaustion date would be pushed back by one year: from 2019
to 2020.

It is just common sense for us to set a goal — a benchmark of where we should be on tax
compliance. In April, I proposed that we shoot for at least a 90 percent tax compliance rate by
the end of the decade. That means that by 2010, at least 90 percent of Americans should be
filing their taxes and paying their dues. This is not too much to ask.

2
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As we face a Federal deficit of over $400 billion, the government has to do a better job of
collecting the taxes owed. We need a plan of action to close the tax gap.

1 am concerned that the IRS does not have the resources it needs to enforce the tax laws.
The IRS’s fiscal year 2005 budget request does not account for mandatory pay raises,
unbudgeted mandatory expenses -- such as rent increases and postage - and the inability of the
IRS to achieve its projected savings from internal productivity growth.

And just last week, the House Appropriations Subcommittee on Transportation and
Treasury, and Independent Agencies reduced the Administration’s budget request for the IRS by
$382 million.

I am concerned that the IRS will not have adequate funding to increase enforcement
initiatives and maintain its taxpayer service at the same time. At some point, the IRS can no
longer do more with less. Ibelieve we have reached that point.

But it is not just about more resources. We need to ensure that the IRS modemizes its
computer systems and improves its research so that it operates smarter and more efficiently.

We also must pass the tax shelter, Enron-related, corporate governance, and
simplification legislation that the Senate has passed several times.

There is no silver bullet to closing the tax gap. Nonetheless, increasing IRS resources,
ensuring a smarter and more efficient IRS, and enacting specific legislation will go a long way to
closing the tax gap. We have to start somewhere. And we have to start now. Enough talk. I
want some action. 1 look forward to hearing from our witnesses on the schemes used to avoid
paying taxes, the nature and size of the tax gap and on recommendations to close the tax gap.

H#t#
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Mr. Chairman and Members of the Committee:

I am pleased to participate in the committee’s hearing today on issues related to the tax
gap, the difference between what taxpayers annually report and pay and what they
should have reported and paid in taxes. In addressing the tax gap the Internal Revenue
Service (IRS) uses many strategies, two of which are obtaining corroborating
information on taxpayers’ circumstances from third parties and analyzing data obtained
from taxpayers themselves. Just as IRS sometimes obtains corroborating information
from others, some federal agencies obtain tax data from IRS to use in ensuring that
benefits are properly awarded to applicants. Related to obtaining corroborating
information from others, as requested, my testimony covers (1) the extent to which the
IRS and Citizenship and Immigration Services' (CIS), within the Department of
Homeland Security (DHS), share and verify data and (2) the benefits and challenges, if
any, of increasing data sharing and verifying activities. Related to analyzing information
obtained from taxpayers, and also as requested, my testimony provides information on
(1) the characteristics of the taxpayers who came forward under IRS’s Offshore
Voluntary Compliance Initiative (OVCI) and (2) how those taxpayers became

noncompliant.

My statement today will address each of these topics in turn. Our scope and
methodology for each of the topics is briefly surnmarized early in each section of the
testimony, and more detailed explanations of our scope and methodology are presented
in appendix I for data sharing analysis and appendix II for our analyses related to OVCL
We conducted our work from July 2003 through June 2004 in accordance with generally

accepted government auditing standards.

Regarding data sharing, in summary we found that IRS and CIS are not sharing data with
each other to ensure taxpayers are meeting their tax obligations or to determine
immigration eligibility but that data sharing appears to have the potential to assist IRS in

identifying noncompliant taxpayers and to improve CIS eligibility decisions in granting

GAO-04-972T 1
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immigration benefits. For exarple, IRS may be able to use immigration information to
help identify taxpayers with no record of recent filing activity and that are not easily
identified via current compliance efforts, such as self-employed and small business
taxpayers. In our nationwide selection of 413,723 businesses applying to sponsor
immigrant workers from 1997 through 2004, we found 19,972 businesses and
organizations that were unknown to IRS. Although IRS does not currently use CIS data,
information like this can be used to select taxpayers for audit or other enforcement
efforts. IRS officials believe that data on taxpayers’ income they currently use are more
accurate and useful for enforcing tax law than CIS data. Similarly, CIS may benefit from
obtaining IRS data. For example, in our nationwide selection, 67,949 businesses and
organizations applying to sponsor immigrant workers did not file one or more tax
returns. Failure to file a return could be relevant to a CIS adjudicator’s decision about
whether a business meets the financial feasibility (ability to pay wages) and legitimacy
(proof of existence) tests for sponsoring an immigrant. Although CIS officials believe IRS
taxpayer data would be useful, CIS does not obtain data from IRS primarily because,
under Internal Revenue Code (1.R.C.) Section 6103, CIS is not authorized to directly
receive information from IRS. To enable data sharing between IRS and CIS, several
challenges must be first overcome, including the limitations of LR.C. Section 6103 and
technological problems such as the lack of automated financial data at CIS. Because the
confidentiality of tax data is considered crucial to voluntary compliance, executive
branch policy calls for a business case to support sharing tax data. IRS and CIS have not
analyzed data sharing benefits and costs.

We are making a recommendation to IRS and CIS to assess the benefits and costs of data
sharing to enhance tax compliance and improve immigration eligibility decisions. IRS

and CIS generally agreed with our recommendation.

Regarding the OVCI program, in summary, IRS’s database shows that 861 taxpayers
voluntarily came forward, and IRS officials say they have received more than $200

million in previously unpaid taxes, penalties, and interest during this attempt to quickly

! The U.S. Citizenship and Immigration Services (CIS) was formerly called the Bureau of Citizenship and
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bring taxpayers who held funds offshore illegally back into compliance while
simultaneously gathering more information about them and the promoters of offshore
arrangements.” Under the OVCI program, IRS did not impose certain penalties for those
taxpayers who voluntarily come forward, admitted they illegally held money offshore,
and provided amended retums and complete information about their offshore
arrangements for tax years after 1998. IRS used information provided by the taxpayers
to build a database containing information such as the taxpayers’ income, additional
taxes owed, and use of promoters of offshore tax schemes. Since the data are limited to
taxpayers who voluntarily admitted they illegally held offshore assets, they are not
necessarily representative of any larger population of taxpayers who used offshore
arrangements to avoid paying U.S. taxes. The taxpayers who applied for inclusion in the
OVCI program were a diverse group, with wide variations in income, geographic
location, and occupation, although some commonalities emerged for certain of these
characteristics. In addition; some applicants’ noncompliance appears to be intentional,
such as those who used fairly elaborate schemes, while others’ noncompliance appears
to be inadvertent. Further, more than half of the OVCI applicants in each year we
examined generally had reported their offshore income and paid taxes but had failed to
file a Report of Foreign Bank and Financial Accounts (FBAR), and less than 16 percent
said that they used promoters. Given this diversity, multiple compliance strategies may
be needed to bring taxpayers holding money offshore back into compliance. Because
additional tax, interest, and penalties collected to date from OVCI applicants who owed
tax have been relatively modest-—a median of about $5,400-—personnel-intensive
investigations of individual taxpayers who have hidden money offshore could

significantly reduce the net gain to Treasury from these cases.

The next section describes in more detail our analyses related to data sharing between

IRS and CIS. It is followed by detailed information about the participants in IRS's OVCL

Immigrations Services when established in 2002.

? llegal offshore arrangements are those that are used to avoid paying U.S. taxes. These could include
arrangernents to shelter unreported domestic income or any income earned offshore, such as interest
income, investment returns, or ordinary business income. Promoters are those who market such illegal
offshore schemes and cause some taxpayers to become noncompliant.

GAO-04-972T 3
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Data Sharing Between IRS and CIS

Our key findings resulting from our look at data sharing between IRS and CIS are as

follows:

IRS may benefit from immigration information to select taxpayers who appear to
be noncompliant for enforcement actions and, if immigration applicants were
required to be current on their tax obligations before applying for immigration
benefits, from taxpayers coming to IRS to resolve tax issues. Regarding
improving IRS’s selection of potentially noncompliant taxpayers, IRS could
benefit if CIS data helped it identify taxpayers who fail to file tax returns or who
file but underreport their income. For nonfiling, we matched a nationwide
selection of automated imigration applications from 1997 through 2004° with IRS
taxpayer information and found that of the 413,723 businesses with Employer
Indentification Numbers (EINs) or Social Security Numbers (SSNs)' in CIS’s
database that applied to sponsor immigrant workers, 19,972 businesses and

‘organizations were unknown to IRS. For underreporting, we found 10

business/organization sponsors in our nonprobability sample of hard copy
immigration applications’ that reported more taxable income to CIS than to IRS.
One business reported approximately $162,000 in taxable income to CIS in 2001
and no taxable income to IRS for the same period. Although we do not know
whether these businesses reported accurately to either CIS or IRS, discrepancies
like these often are considered by IRS in selecting firms or individuals to audit.
Regarding the potential numbers of taxpayers who would need to resolve their tax

situations if CIS applicants were required to be current on their tax obligations

® In order to study the nationwide implications of data sharing, we used data from CIS’s nationwide
Computer Linked Application Information Management System (CLAIMS 3) database. Although this
database did not include financial information, it included EINs and SSNs that we could use to determine
whether IRS had received a tax return and, if so, the status of the taxpayer’s account.

* Individuals who operate a business and report income and losses on a Schedule C attached to their
individual income tax return use their SSN.

* Results from nonprobability samples cannot be used to make inferences about a population, because in 2
nonprobability sample some elements of the population being studied have no chance or an unknown
chance of being selected as part of the sample. We selected hard copy application files because CIS's
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before applying for benefits, we found, that 18,942 businesses in our nationwide
selection sponsoring immigrants from 1997 through 2004 had unpaid tax
assessments at the time of application; the assessments totaled $5.6 billion as of
December 2003. Further, in addition to the 19,972 businesses unknown to IRS
mentioned above, all of the taxpayers that IRS already knew had not filed one or
more tax returns but that applied for immigration benefits—67,949 according to
our match of a nationwide selection of immigration applications—also would

need to resolve their tax issues.

» At the same time, CIS may also benefit from having access to IRS taxpayer
information when making immigration eligibility decisions. For example, IRS
taxpayer data can help CIS officials identify those businesses and organizations
that may not have met the requirements for financial feasibility (ability to pay
wages) or legitimacy (proof of existence) when they apply to sponsor
immigrants. We found that 67,949 of 413,723 (16 percent) of business sponsors in
our nationwide selection were in IRS’s nonfiler database at the time of their
application to sponsor an immigrant worker. These business sponsors had not
filed one or more income or Federal Insurance Contribution Act (FICA)/Federal
Unemployment Tax Act (FUTA) employment returns between 1997 and 2004.
Additionally, 19,972 business sponsors (5 percent) were unknown to IRS.
Especially for smaller businesses, failure to file a return may indicate the business
is struggling financially. CIS officials told us that access to IRS taxpayer data

- could also improve the efficiency of making eligibility decisions by reducing
decision-making time and decreasing rework/follow-up work, which, in tarn,

could help CIS address its backlog for processing immigration applications.

s CIS and, to a lesser extent, IRS face significant challenges for establishing a data
sharing relationship. CIS faces several technology challenges, including CIS does
not automate any financial data, such as the applicant’s income, and both

agencies use different tracking numbers—that is, CIS uses alien registration

automated systems did not have income or other tax related information that could be used to match with
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numbers, which CIS assigns to individuals and businesses, while IRS uses SSNs or
EINs for individuals and businesses. Given CIS’s data limitations, IRS would need
to determine whether and how it could efficiently access and use CIS data to
identify potentially noncompliant taxpayers. In addition, since LR.C. Section 6103
does not authorize IRS to disclose taxpayer information for immigration eligibility
decisions, CIS would need to seek a legislative change to 1LR.C. Section 6103 or
ask taxpayers for consent to obtain tax data directly from IRS. However, because
the confidentiality of tax data is considered crucial to voluntary compliance,
executive branch policy calls for a business case to support sharing tax data.
Further, the Computer Matching and Privacy Protection Act of 1988 generally
requires that no matching program between agencies can be approved unless the
agencies have performed a cost-benefit analysis for the proposed matching
program that demonstrates the program is likely to be cost effective. IRS and CIS
have not analyzed and do not currently have plans to analyze data sharing benefits

and costs.

Our findings related to data sharing are based on interviews, reviews of agency
documents and various publications, and matching of immigration and IRS taxpayer
data. We used two sets of CIS data to match with IRS taxpayer data to determine the
potential value for increased data sharing and matching. First, we used nationwide
selection of automated CIS applications that included SSNs and EINs from immigration
applications submitted to CIS service centers from 1997 through 2004. Approximately
3.4 million of 4.5 million automated immigration records had SSNs or EINs that could be
used to match with SSNs and EINs in IRS databases. We used this data to determine
whether businesses and others that had applied to sponsor immigrant workers or
immigrants applying to change their immigration status had filed a tax return with IRS
and, if so, whether they owed taxes to IRS. Because the nationwide selection did not
include any financial information, we could not use it to determine whether CIS
applicants reported the same income amounts to IRS as well as to CIS. Therefore, we

also selected a nonprobability sample of about 1,000 immigration hard copy applications

IRS databases. We transcribed personal and financial information from CIS's paper files.
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for citizenship, employment, and family-related immigration and change of immigration
status filed by businesses and individuals from 2001 through 2003 at 4 immigration
locations.® We used the hard copy applications to build a database of personal and
financial information. We used this sample to determine whether CIS applicants
reported the same income information to IRS as to CIS and also as a second source of
information on the extent to which CIS applicants may not have filed tax returns and
may have owed taxes to IRS. We assessed the reliability of IRS’s Individual Master File
(IMF) and Business Master File (BMF) data and the CIS’s Computer Linked Application
Information Management System, Version 3.0 (CLAIMS 3), which is a database
containing nationwide immigration data. We determined that the data were sufficiently

reliable for the purposes of this testimony.

Background

As we have previously found, federal agencies are increasingly using data sharing to help
verify applicant-provided information.” To facilitate this, Congress has authorized a
number of agencies to access federal taxpayer information collected by IRS to improve
the aceuracy of eligibility decisions. The Social Security Administration (SSA) is one
agency, for example, that has an extensive data sharing relationship with IRS, which aids
in administering Social Security benefit programs and ensuring taxpayer compliance.
Overall, SSA is responsible for paying approximately $42 billion monthly in benefits to
more than 50 million people. This relationship, which has been in place for almost 30
years, provides the basis for matching of employee earnings reported to SSA and IRS;
allows for the disclosure of taxpayer mailing address information for the Personal
Earnings and Benefit Estimate Statement program; and helps SSA determine the
eligibility of applicants and recipients of Supplemental Security Income. IRS, on the

° CIS has four service centers nationwide established to handle the filing, data entry, and adjudication of
certain applications for immigration services and benefits. District offices are responsible for providing
certain immigration services and benefits to residents in their service area, and for enforcing immigration
laws in that jurisdiction.

" As used in this testimony, “data sharing” means obtaining and disclosing information on individuals
between federal agencies, such as IRS and CIS, to determine eligibility for benefits and to ensure taxpayers
have met their tax obligations. U.S. General Accounting Office, The Challenge of Data Sharing: Results of
a GAO-Sponsored Symposium on Benefit and Loan Programs, GAO-01-67 (Washington, D.C.: October 20,
2000).

GAO-04-972T 7



79

other hand, uses SSA-processed wage and earnings information to ensure tax
compliance by verifying individuals’ income tax return information against that reported
by their employers. SSA officials say that sharing and'verifying taxpayer information is
cost and time efficient, reduces waste and fraud, and is mutually beneficial for both

agencies.

Although such data sharing arrangements can be useful, privacy advocates, lawmakers,
and others are concerned about the extent to which the government can disclose and
share citizens' personal information, including sharing with other government agencies.
Historically, lawmakers and policymakers have created legislation to address these
concerns. For example, the Privacy Act of 1974° regulates the federal government’s use
of personal information by limiting the collection, disclosure, and use of personal
information maintained in an agency’s system of records. The Computer Matching and
Privacy Protection Act of 1988’ further protects personal information by requiring
agencies to enter into written agreements, referred to as matching agreements, when
they share information that is protected by the Privacy Act of 1974 for the purpose of

conducting computer matches.

As one of the largest repositories of personal information in the United States, IRS is
often at the center of these concerns. IRS receives tax returns from about 116 million
individual taxpayers who have wage and investment income and from approximately 45
million small business and self-employed taxpayers each year. IRS performs a variety of
checks to ensure the accuracy of information reported by these taxpayers on their tax
returns. These checks include verifying computations on returns, requesting more
information about items on a tax return, and matching information reported by third
parties to income reported by taxpayers on returns (i.e., document matching). IRS's
document matching program has proven to be a highly cost-effective way of identifying
underreported income and thereby bringing in billions of dollars of tax revenue while

boosting voluntary compliance.

° Pub. L. No. 93-579, December 31, 1974.
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LR.C. Section 6103, amended significantly by the Tax Reform Act of 1976,” is the primary
law used to restrict IRS's data-sharing capacity. The law provides that tax returns and
return information are confidential and may not be disclosed by IRS, other federal
employees, state employees, and certain others having access to the information except
as provided in LR.C. Section 6103. LR.C. Section 6103 allows IRS to disclose taxpayer
information to federal agencies and authorized employees of those agencies for certain
specified purposes. Accordingly, LR.C. Section 6103 controls whether and how tax
information submitted to IRS on federal tax returns can be shared. LR.C. Section 6103
specifies which agencies (or other entities) may have access to tax return information,
the type of information they may access, for what purposes such access may be granted,
and under what conditions the information will be received. For example, L.R.C. Section
6103 has exceptions allowing federal benefit and loan programs to use taxpayer
information for eligibility decisions. Because the confidentiality of tax data is considered
crucial to voluntary compliance, if agencies want to establish new efforts to use taxpayer
information, executive branch policy calls for a business case to support sharing tax

data.

CIS is part of DHS, which was established by the Homeland Security Act of 2002." CISis
responsible for administering several irnmigration benefits and services transferred from
the former Immigration Services Division of the Immigration and Naturalization Service.
Included among the immigration benefits and services CIS'’s offices oversee are
citizenship, asylum, lawful permanent residency, employment authorization, refugee
status, intercountry adoptions, replacement immigration documents, family- and
employment- related immigration, and foreign student authorization. CIS’s functions
include adjudicating and processing applications for U.S. citizenship and naturalization,
administering work authorizations and other petitions, and providing services for new
residents and citizens. CIS’s employees for reviewing immigration benefit applications
and determining if they should be approved are its adjudicators, while CIS’s Fraud
Detection Units (FDU) investigate cases in which there are trends or patterns that

? Pub. L. No. 100-503, October 18, 1988.
* Pub. L. No. 94455, October 4, 1976.
" Pub. L. No. 107-296, § 451, 116 Stat. 2195,
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suggest potential fraud. CIS staff work with applicants through the adjudicatory process
beginning with initial contact when an application or petition is filed, through the stages
of gathering information on which to base a decision. This contact continues to the
point of an approval or denial, the production of a final document or oath ceremony, and

the retirement of case records.

IRS and CIS Do Not Share and Verify Data for Tax Compliance or Eligibility Decisions

IRS does not use personal information collected and maintained by CIS to ensure that
taxpayers meet their tax obligations because IRS officials believe that data on taxpayers’
income they already receive from taxpayers and third parties is more accurate and useful
for enforcing tax obligations than CIS data. IRS officials cite a previous data sharing
effort with CIS that was ultimately ended due to incomplete data and increased costs. In
the mid-1980s, CIS and IRS entered into a cost-reimbursable data sharing agreement that
enabled CIS to share immigrant data with IRS by completing IRS Form 9003.” According
to IRS officials, IRS used form 90083 to help identify whether individuals who filed for
U.S. permanent residency had filed tax returns and properly reported their income. CIS
and IRS shared form 9003 data for about 10 years but ended this arrangement in 1996,
according to an IRS official. Much of the form 9003 immigrant data received from CIS
lacked SSNs-—a primary mechanism IRS uses for tracking individual taxpayers, which
made it increasingly difficult for IRS to use the data to determine whether individuals
had filed taxes and properly reported income, according to IRS officials. Additionally,
the costs associated with the data sharing agreement escalated each year, to the point

that, in IRS’s opinion, it was no longer cost effective.

Under LR.C. Section 6103, CIS is not authorized to receive taxpayer information from
IRS directly. Although CIS officials would like to use IRS taxpayer data to help make

* CIS completed Form 9003 whenever an immigrant filed for lawful permanent residency status. The form
contained personal identifying information on the immigrant such as name and SSN as well as financial
information on an individual's income. CIS provided a contractor with the Form 9003s, and the contractor
then transcribed the Form 9003 iramigrant data onto tape and sent it to IRS’s Martinsburg Computing
Center (MCC). IRS conducted matches of the Form 9003 imamigrant data against its own databases to
determine whether the individuals had filed taxes and properly reported their income.
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immigration eligibility decisions, they have not sought it due to perceived difficulty in
overcoming the LR.C. Section 6103 limitation. CIS obtains self-reported personal and
financial information provided by (1) businesses and individuals applying to sponsor
immigrant workers, (2) individuals applying to sponsor relatives, and (3) individuals
applying to enter the country, extend their stay or obtain citizenship. CIS also obtains
information from third parties, not including IRS, to verify applicants’ self-reported data.
Although CIS adjudicators sometimes ask businesses and individuals to provide them
with either official income tax returns from IRS or unofficial copies to verify financial
information reported on immigration forms, immigration officials we spoke with in five
field locations said applicants could alter or falsify those documents. Figure 1 illustrates
the current lack of data verification activities between CIS and IRS during the

immigration application process.

Figure 1: Hlustration of the Current Lack of Data Verification between CIS and
IRS
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Increased Data Sharing May Benefit IRS's Tax Compliance Efforts and CIS’s Immigration
Eligibility Decisions

Increased data sharing and verification between IRS and CIS may result in IRS increasing
tax compliance and CIS making better immigration eligibility decisions. CIS data may be
useful to IRS in identifying businesses and organizations unknown to IRS and those that
may not have reported the same income to both agencies. Further, IRS data may enable
CIS to (1) better identify businesses or individuals that may not have met immigration
eligibility criteria because they had unpaid assessments or did not file tax returns and (2)
improve the efficiency of adjudicators’ eligibility decision making.

IRS May Benefit From Using CIS Information to Identify Taxpayers with No Recent
Filing Activity or That Report Different Incomes to Both Agencies

IRS may be able to use immigration information to help identify taxpayers with no
record of recent filing activity and that are not easily identified via current compliance
efforts, such as self-emnployed and small business taxpayers. IRS shares with and
receives from other agencies, such as SSA, personal and financial information via
document matching to help identify individuals and businesses with tax obligations.
However, document matching is not very effective for taxpayers that have sources of
income not subject to such reporting. For example, the income of self-employed
taxpayers and others that receive income directly from clients is not always subject {o
third party reporting. Both GAQ and the Treasury Inspector General for Tax
Administration (TIGTA) have previously reported on these document-matching
limitations and stated that certain taxpayers, such as those who are self-employed, are
much less compliant in fulfilling their tax obligations than those whose income is subject
to information reporting.” IRS has also acknowledged that those taxpayers that are not
well covered by document matching programs represent the biggest portion of taxpayers
that do not voluntarily and timely pay their full taxes. IRS reports taxpayers served by

11.8. General Accounting Office, Reducing the Tax Gap: Results of a GAO-Sponsored Symposium,
GAO/GGD-95-157 (Washington, D.C.: June 2, 1995). U.S. Department of the Treasury, Inspector General
for Tax Administration, Management Advisory Report: Comparing the Internal Revenue Service's
Verification of Income for Wage Earners and Business Taxpayers (Washington, D.C.: September 2001).
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IRS’s Small Business and Self-Employed Division are among those least covered by their
document-matching programs. As of March 2001, these taxpayers accounted for 64
percent of IRS’s accounts receivable database-—which contains taxes assessed but not

paid.

Immigration information may be potentially useful to IRS in identifying taxpayers
required to file but that have not and that may be applying to (1) sponsor immigrants, (2)
seek citizenship, or (3) extend their stay in the country. We matched a nationwide
selection of automated applications of 413,723 business and organizations applying to
sponsor temporary, permanent and religious workers between 1997 and 2004 and found
19,972 businesses and organizations that were unknown to IRS. We matched a
nonprobability sample of hard copy immigration applications submitted between 2001
and 2003 and found 20 of 475 business/organization sponsors had established an identity
with IRS at some time in the past but had no record of tax activity in the past 5 years. An
additional 13 businesses/organizations in our nonprobability sample were unknown to
IRS. For example, one company sponsoring a temporary worker reported a gross annual
income of $156 million on its CIS application, but the EIN listed on its application does
not match any of IRS's master file databases. Five business sponsors in our
nonprobability saraple submitted income tax returns to CIS with their applications, but

IRS had no record of receiving these returns.

In order to determine whether these businesses/organizations were operating, and thus,
likely to have had filing requirernents, we searched the business/organizations’ web sites,
“LexisNexis,”and the online yellow pages. We found 31 of the 33 total
business/organization sponsors that had established an identity or were unknown to IRS
appeared to be in operation. For example, one business sponsoring a permanent worker
had a website, a listing on LexisNexis, and on the online yellow pages, all with the same

address.

" LexisNexis is an information/research tool that, among other things, maintains public records on
businesses and individuals.
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Although the majority of businesses and organizations applying to sponsor immigrant
workers in our nonprobability sample reported the same income to both agencies, we
identified 10 business/organization sponsors that had submitted tax return information
to CIS with significantly different income than they reported to IRS. As a group, the 10
business sponsors reported over half a million dollars more to CIS in taxable income
than to IRS for the period from 2001 through 2002. For example, one business reported a
little over $162,000 in taxable income to CIS in 2001 and no taxable income to IRS for the
same period. Although we do not know whether these businesses reported accurately to
either CIS or IRS, discrepancies like these often are considered by IRS in selecting firms

or individuals to audit.

IRS Might Also Benefit if Applicants for Immigration Benefits Were Required to Be
Current on Their Taxes

IRS might gain an additional benefit from establishing a data sharing relationship with
CIS if immigration applicants were required to be current on their taxes before they
could apply for immigration benefits. That is, if sponsors or immigrants were required to
provide CIS with evidence from IRS that they had no outstanding tax obligation before
any immigration benefit application could be processed, sponsors and imrnigrants would
need to have filed returns and paid taxes due. IRS officials said that such a requirement
would likely help with tax compliance and would be similar to procedures IRS currently

follows in certain other situations.

Although the information sharing to help target IRS enforcement efforts, as previously
discussed, would help IRS identify and follow up on some sponsors and immigrants that
may not be fully compliant, a requirement that all immigration benefit applicants be
current on their tax obligations has the potential to increase the total number of
noncompliant taxpayers that would be brought into compliance. For example, requiring
all immigration benefit applicants to be current on their tax obligations would mean that
delinquent taxpayers IRS knows about but that have not yet settled their tax debts would

need to do so. Based on our nationwide selection, we found that 18,942 of 413,723 (5
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percent) businesses applying to sponsor workers entering the country from 1997 through
2004 had unpaid assessments of $5.6 billion at the time they applied to CIS, and 67,949
business sponsors had not filed one or more required income or employment tax forms.
Finally, the 19,972 business sponsors in our nationwide selection that applied to CIS for
which IRS had no record of receiving a tax return would need to resolve their tax status
with IRS. Figure 2 shows our results on business sponsors that have unpaid assessments

or are nonfilers for both our nationwide selection and nonprobability sample of

immigration applications.

Figure 2: Businesses Who Owed IRS Taxes or Nonfilers Known to IRS When
They Applied to Sponsor Workers to Enter the Country, 1997 to 2004

Percentage
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Selected nationwide data
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IRS has established a process for taxpayers that need to demonstrate clean tax records
before they can apply for benefits. Taxpayers can obtain a “fact of filing” or “fact of
payment” document to demonstrate that they have been filing required tax returns and
paying their taxes. For example, the state of Nevada requires casino employees to be
current on their federal taxes, and applicants must sign taxpayer consent forms allowing

the state to verify tax information with IRS via the “fact of filing” or “fact of payment.”
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CIS May Benefit from Using IRS Taxpayer Data to Make More Accurate Immigration
Eligibility Decisions

CIS headquarters officials told us immigration adjudicators use two basic criteria for
evaluating the eligibility of businesses and individuals to sponsor immigrants: (1) the
sponsor’s financial feasibility and (2) the legitimacy of the sponsor’s existence. Financial
feasibility refers to the sponsor’s ability to pay wages to or financially support the
individual being sponsored. For example, if a company is sponsoring an immigrant for
employment, that company must show that it has sufficient ability to pay the worker.
IRS information on a taxpayer's income and the status of a taxpayer’s account is relevant
and useful to the adjudicator’s decision on the ability to pay, according to CIS officials. In
the case of a nonworker petition (e.g. a relative), such as with the Affidavit of Support (I-
864) that accompanies forms such as the Application to Register Permanent Status or
Adjust Status (I-485)", the sponsor must provide evidence that his or her household
income equals or exceeds 125 percent of the federal poverty line. Information on tax
provided information. Legitimacy, in the case of worker petitions, refers to whether a
sponsoring business or organization actually exists, has employees, and has real assets.
IRS tax data could be used to verify these facts, according to CIS officials. In the case of
nonworker petitions, legitimacy refers to the relationship between the sponsor and
immigrant as being entered into in “good faith.” For example, with the Petition to
Remove the Conditions on Residence (I-751), which is based on an immigrant’s marriage
to a U.S. citizen or permanent resident, the immigrant must show evidence of that
relationship through documents such as financial records including tax returns. IRS tax

data could be used to help verify the marital status of individuals.

In the case of immigrants applying for citizenship, adjudicators also use a test of “good
moral character” as one of the criteria in determining an immigrant’s eligibility for
citizenship. In testing for “good moral character,” CIS asks such things as whether the

applicant was ever imprisoned or failed to file a federal, state, or local tax return.

¥ The Application to Register Permanent Residence or Adjust Status form is used by a person in the U.S. to
adjust their temporary immigration status to a permanent status or register for permanent residence.
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Adjudicators said that having evidence directly from IRS on whether an immigrant
answered the tax-related questions accurately would be very useful in their decision-

making process.

Our analysis identified sponsors and immigrants that IRS classified as nonfilers and
therefore may not meet immigration financial feasibility and legitimacy tests. In our
nationwide selection submitted between 1997 and 2004, we found 67,949 of 413,723 (16
percent) businesses applying to sponsor immigrant workers did not file one or more tax
returns, such as income or employment tax forms.” In addition, knowing that IRS had
no record of receiving a tax return from 19,972 businesses that applied to CIS to sponsor
immigrants would be relevant to adjudicators’ decisions. Similarly, 112 of 475 (24
percent) businesses in our nonprobability sample for sponsorship of temporary,
permanent, and religious workers from 2001 through 2003 did not file one or more tax

returns, such as income or employment tax forms.

Of the individuals applying to sponsor family members’ or workers’ entry into or stay in
the country, 791 of 51,169 individuals in our nationwide selection were in IRS’s nonfiler
database, meaning these sponsors did not file one or more returns during the period
from 1997 through 2004. According to IRS, these individual sponsors are classified as
nonfilers but may not be required to file for a variety of reasons, including insufficient
income. This reason, however, may raise questions about whether the sponsor is able to
meet CIS’s financial feasibility and legitimacy tests. We also found that some individual
immigrants applying to extend their stay were classified as nonfilers. We found that
25,662 of 2,009,046 individuals in our nationwide selection applying to CIS from 1997
through 2004 did not file income tax returns. Some of these individuals may not have

been required to file.

Our analysis also identified business and individual sponsors that had unpaid
assessments with IRS and therefore may not have met immigration’s financial feasibility

and legitimacy tests. Our nationwide results showed that 18,942 of 413,723 business (5

* IRS knows about these business nonfilers because of previously filed returns.
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percent) sponsors applying to sponsor immigrants from 1997 through 2004 had unpaid
assessments at the time of application; the assessments totaled $5.6 billion as of
December 2003. We found that 94 of 475 (20 percent) businesses in our nonprobability
sample applying to sponsor immigrants from 2001 through 2003 collectively had unpaid
assessments at the time of application. The assessments totaled $39 million as of
December 2003. CIS officials said IRS information on small businesses would be
especially helpful in assessing whether small businesses have the necessary income or
financial feasibility to support the workers. We identified instances in which businesses
sponsored a number of workers over several years but had unpaid assessments to IRS
and failed to file numerous tax forms. For example, one company sponsored more than
600 workers from 1997 through 2004 but is currently delinquent on 12 tax returns for $8
million and failed to file 3 income tax returns, employment tax returns, or both, We
found that 6,894 business sponsors in our nationwide selection of immigration
applications matched on IRS databases containing both information on unpaid
assessments and nonfilers. Figures 3 and 4 show matching results identifying nonfilers

and those with unpaid assessments from our nationwide selection and nonprobability

sample.
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Figure 3: Business Sponsors in GAO's Nonprobability Sample and the
Nationwide Selection That May Not Have Met Financial Feasibility or

Legitimacy Requirements
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Some individuals applying to sponsor immigrants also had unpaid assessments when
they submitted applications to CIS. Of 51,169 individual sponsors in our nationwide
selection for which CIS included SSNs, 889 had unpaid assessments when they applied to
CIS and the assessments totaled $49.8 million as of December 2003. Fourteen of 273
individual sponsors in our nonprobability sample had unpaid assessments when they
applied to CIS; the assessments totaled $84,761 as of December 2003. We also found
individual immigrants applying to extend their stay had unpaid assessments at the time
they applied to CIS. We found 38,877 of 2,009,046 individuals immigrants from our
nationwide selection that applied to CIS from 1997 through 2004 had unpaid assessments
at the time of application; the assessments totaled $328 million. Similarly, 20 of 804
individuals immigrants in our nonprobability sample applying to CIS from 2001 through

2003 had unpaid assessments at the time of application.
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Immigration officials we spoke with at five field locations told us receiving and using IRS
taxpayer information would be very valuable in helping them make better decisions for
immigration requests and in investigating potential benefit fraud cases. Adjudicators
expressed concerns about the legitimacy of tax returns they review when making
immigration eligibility decisions and stated they would like to verify applicant/sponsor
provided data-including copies of tax returns—against what is maintained in IRS’s
databases. They told us they have no way to check tax return information when they
suspect applicants have submitted (1) bogus returns that can be printed from home
computers using readily available tax preparation software and (2) returns that falsify so-
called “IRS-certified tax returns.” For example, adjudicators in the Vermont service
center told us about an instance in which a company sponsoring rultiple immigrants
provided copies of tax returns that contained the same company name and EIN but
reported differing income and assets for the same year (see fig. 5). Additionally, this
company submitted the income tax return for U.S. corporations (IRS Form 1120) with
one application and the short-form income tax return for U.S. corporations (IRS Form
1120-A) with the other application for the same tax year, even though it did not meet the
IRS Form 1120-A’s filing requirement of having gross receipts under $500,000.
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Figure 5: One Business Sponsor Submits Different Tax Returns to CIS
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Note: We used a fictitious business name and EIN to protect the identity of the CIS applicant.

CIS Fraud Detection Unit (FDU) officials begin an investigation when they notice

significant trends among a certain class of sponsors, immigrants, or both, such as certain

temporary worker sponsors submitting inflated tax returns to demonstrate financial
feasibility."” Currently, FDUs verify self-reported data through third party sources, such

as a private sector company that taps into state-level data to verify the legitimacy of a

company, and state data on company balance sheets. Obtaining these types of dataisa

time-consuming process for CIS fraud staff and the results are questionable, according to

officials we spoke with at the California and Texas Service Centers. FDU officials said

that IRS taxpayer information would be more helpful for verification purposes because

(1) they could determine directly if the sponsor and immigrant provided the same
information to IRS that they did to CIS and that it was accurate, (2) they believed they

" An alien convicted of an “aggravated felony” such as tax evasion in which the revenue loss to the
government exceeds $200,000 as defined in 8 U.5.C.1101(a)(43), is deportable.
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would be able to obtain IRS data quicker, and (3) IRS data would be more reliable than
the self-reported and third-party data. However, FDU officials explained they have not
pursued obtaining this information from IRS due to L.R.C. Section 6103’s restrictions.

CIS May Benefit from Using IRS Data to Make More Timely Immigration Eligibility
Decisions

Both the adjudicator and fraud staff at the five locations we visited said that access to
IRS taxpayer data could also improve the efficiency of making benefit decisions because
it would result in reduced decision-making time and decreased rework/follow-up work.”
More efficient benefit decisions have the potential to help CIS address application
backlogs. For example, adjudicators said that if they could match applicant data against
IRS data early in the review process, they would spend less time researching and
following up on the validity of those data (e.g., they would send fewer requests for
evidence [RFE] to the applicant). According to adjudicators, it could take as long as 12
weeKs to receive responses from applicants for a certified IRS tax return, during which
time, the application file sits on a “suspense” shelf, thereby extending the application
processing time. Due to this time gap, in certain cases, background checks must be
redone, which further lengthens the application processing time. Additionally, as we
reported in May 2001,” CIS officials said that lengthy processing times have resulted in
increased public inquiries on pending cases, which, in turn, has caused CIS to shift
resources away from processing cases to responding to inguiries. As a result, the time to

process applications have further increased.

* Additionally, we and other agencies have found, and staff at some of the field locations we visited agreed,
that access to IRS taxpayer information may also tangentially aid CIS in its homeland security efforts.

GAO and the Department of Justice’s Office of Inspector General have identified weaknesses in CIS
locator information for imumigrants. For example, in November 2002, GAO reported that CIS investigators
determined that CIS’s address information was inaccurate for 45 immigrants who may have known some
of the terrorists responsible for the September 11, 2001 terrorist attacks (GAO-03-188).

¥ U.8. General Accounting Office, Immigration Benefits: Several Factors Impede Timeliness of
Application Processing, GAO-01-488 (Washington, D.C.: May 4, 2001).
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As we reported in January 2004,” CIS used $80 million in appropriated funds annually in
fiscal years 2002 and 2003 for the President’s backlog initiative, a 5-year effort with a goal
to achieve a 6-month average processing time per application, and will continue to use
$80 million of its appropriations through fiscal year 2006 for the initiative. Figures 6 and
7 show CIS’s application processing times and its backlog of pending applications,

respectively.

Figure 6: CIS Application Processing Time Goals and Average Reported
Processing Time for Fiscal Year 2003
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&0

40
20
1]
1485 129 140 751
€IS application form
[:] Application processing time goal
Average reported processing time
Saurce: GAQ,
Notes: Average rep d p ing time d as of October 30, 2003. Applications fortus are described in appendix 1.

2 U0.8. General Accounting Office, Immigration Application Fees: Current Fees Are Not Sufficient to
Fund U.S, Citizenship and Immigration Services’ Operations, GAO-04-309R (Washington, D.C: Jan. 5,
2004).
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Figure 7: CIS Application Backlogs - End of Fiscal Year 2003
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Sharing Data Presents Challenges

While &ata sharing may be beneficial for IRS and CIS, CIS, and to a lesser extent, IRS,
face significant challenges for establishing a data sharing relationship. CIS must address
a number of technological challenges in order to lay the foundation that would enable
data sharing to take place efficiently and effectively. For example, IRS and CIS currently
use different identifiers to track individuals, so their systems may not interact with each
other, automate different pieces of data, and face concerns regarding maintaining the
confidentiality of electronically shared immigration and taxpayer data. IRS and CIS have
two options for overcoming the legal challenge and accessing information for benefit
determination purposes: use the existing L.R.C. Section 6103 taxpayer consent authority
or seek a legislative change to LR.C. Section 6103. Finally, both IRS and CIS need to
further evaluate data-sharing options and their related costs to determine whether such a

relationship could be cost beneficial.
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CIS Faces a Wide Range of Technological Challenges

Although CIS and IRS may benefit from data sharing, CIS faces a wide range of
technological challenges that must be overcome in order to lay the groundwork that

would enable data sharing to take place between the two agencies.

e CIS does not maintain any automated financial data on applicants.
Although CIS automates certain personal information from benefit applications,
such as an individual’s narae and alien registration nurber, it does not automate
any financial data that are reported on the benefit application or in accompanying
documents such as tax returns.

e CIS locations automate data inconsistently. Although CIS service centers
have servicewide automated case management and tracking systems for the
applications they process, the CIS district offices do not. Instead, most
applications are processed manually at the district offices. Plans are underway to

‘have a nationwide system in place for the districts by the end of fiscal year 2006.

» CIS systems contain inaccurate data. GAO and the Department of Justice’s
Justice’s Office of Inspector General (OIG) have criticized CIS systems because
they contain inaccurate data for identifying pieces of information (such as
immigrants’ addresses).

+ CIS databases could encounter interaction difficulties. CIS uses immigrant
registration numbers as tracking identifiers whereas IRS uses SSNs or EINs.
Although CIS’s systems capture SSNs/EINs if they are provided on applications,
CIS does not require them to be entered into its systems. A little over 1 million of
4.5 million nationwide immigration records did not have SSN or EIN identifiers

that could be matched against IRS’s databases.
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While L.R.C. Section 6103 Does Not Allow Data Sharing for Immigration Eligibility
Decisions, CIS Has Options for Gaining Access to Taxpayer Information

Information Moy Be Disclosed with Taxpayer Consent

IRS cannot disclose taxpayer information to other federal agencies without specific
statutory authorization. As previously mentioned, CIS is not authorized to directly
receive taxpayer information for immigration decisions under LR.C. Section 6103.
However, individual taxpayers may authorize IRS to disclose their return information to
agencies through written consent. Under LR.C. Section 6103(c), a taxpayer may
designate a third party to receive his or her tax return or return information from IRS.
Examples of third-party entities to which IRS provides information pursuant to taxpayer-
signed waivers include financial institutions (including the mortgage banking industry);

colleges and universities; and various federal, state, and local governmental entities.

Using this authority however, CIS could require applicants to allow IRS to share personal
and financial information with CIS. IRS already has a process in place to accomplish this
through the use of several forms, such as IRS Form 4506, Request for Copy of Tax
Return; IRS Form 4506-T, Request for Transcript of Tax Return; and IRS Form 8821, Tax
Information Authorization. Form 4506 allows taxpayers to request that CIS receive
copies of their tax returns (at a cost of $39 to the taxpayer per copy) directly from IRS.
By signing form 4506-T, the taxpayer consents to another party, like CIS, receiving a tax
return transcript, tax account transcript, information from Form W-2, Wage and Tax
Statement, Form 1099 series information,” record of account, or verification of nonfiling
directly from IRS, all at no charge to the taxpayer. Form 8821 allows a third party to
inspect taxpayer information, receive taxpayer information, or both for specific tax
matters listed on the form. This form is different from the others in that the authority
expires upon written request from the taxpayer, whereas the other two authorities are

one-time requests.

* One type Form 1099 is the Form 1099-R, Distributions From Pensions, Annuities, Retirement or Profit-
sharing Plans, IRAs, Insurance Contracts, etc.
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Treasury and IRS’s National Taxpayer Advocate™ have expressed concern about the
systematic use of taxpayer consent. Further, IRS's National Taxpayer Advocate suggests
that taxpayer consents should be used in conjunction with pilot tests. A pilot test would
help address whether the disclosure can result in substantial program benefits. For
example, from October 2002 through March 2003, the Department of Education
(Education) conducted a test in which the department electronically verified a select
number of students’ (or parents’) tax returns instead of requesting hard copies of the
returns. The students were asked to authorize IRS to release their tax information to
their academic institutions via the Internet. After authorizing the release, IRS then sent
the individuals' tax transcripts to the schools, which then resolved any inconsistencies
between information on the tax transcripts and on financial aid applications. According
to an Education official, the department received positive feedback from the

participating schools and taxpayers.

However, using taxpayer consent may affect the taxpayer’s right to privacy and IRS's
implementation of LR.C. Section 6103. The Joint Committee on Taxation and Treasury’s
Office of Tax Policy warn that the use of consents for programmatic governmental
purposes potentially circumvents the general rule of taxpayer confidentiality because the
taxpayer waives certain restrictions on agencies’ use of the data. In addition,
recordkeeping, reporting, and safeguard requirements do not apply to agencies that use
taxpayer consent. Furthermore, IRS is not required to track taxpayer consent
disclosures and, as a result, cannot report on how the return information is used or what
safeguards are in place to protect the information. Finally, according to IRS officials,
taxpayer consents can be costly and resource intensive to implement, primarily because
the information has to be retrieved manually unless the taxpayer makes a request via
telephone. IRS estimates that it receives more than 800,000 requests from taxpayers

directing that their returns or return information be sent to a third party.

Changes to LR.C. Section 6103 Could Enable CIS to Access IRS Taxpayer
Information

* Internal Revenue Service, National Taxpayer Advocate: 2008 Annual Report to Congress (Washington,
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Over the years a number of exceptions have gradually been added to 1.R.C. Section 6103
that allow access to taxpayer information. In his March 10, 2004, testimony before the
Subcommittee on Oversight, House Committee on Ways and Means, IRS Commissioner
Mark Everson noted that IRS is broadly restricted under LR.C. Section 6103 from sharing
taxpayer information with third parties, including other government agencies, except in
very limited circumstances. According to Treasury, the burden of supporting an
exception to LR.C. Section 6103 should be on the requesting agency, which should make
the case for disclosure and provide assurances that the information will be safeguarded
appropriately. Table 1 lists the criteria Treasury and IRS have applied when evaluating
specific legislative proposals to amend L.R.C. Section 6103 for governmental disclosures.

Table 1: Criteria Applied by Treasury and JRS When Evaluating Specific Proposals for
Governmental Disclosures

Criteria to be | Is the requesting information highly relevant to the program for which it is to be
addressed by | disclosed?

the requesting
agency Are there substantial program benefits to be derived from the requested

information?

Is the request narrowly tailored to the information actually necessary for the
program?

Is the same information reasonably available from another source?

Criteriato be | Will the disclosure involve significant resource demands on IRS?

addressed by
the requesting | Will the information continue to be treated confidentially within the agency to

agency and which it is disclosed, pursuant to standards prescribed by IRS?

Treasury/IRS
Other than LR.C. Section 6103, are there any statutory impediments to

implementation of the proposal?

Criteria to be | Will the disclosure have an adverse impact on tax compliance or tax
addressed by | administration?
Treasury/IRS

Will the disclosure implicate other sensitive privacy concerns?

Source: Office of Tax Policy, Department of the Treasury.

D.C.: Dec. 31, 2003).
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Data-Sharing Costs Have Not Been Analyzed

Although the results of our matching of IRS and CIS data indicate that IRS and CIS may
benefit from data sharing and verification, not all of the potential benefits likely would be
realized and determining whether and how those benefits should be pursued also would
depend on the cost of any data-sharing arrangements. Neither IRS nor CIS has
documented benefits that may be gained from additional data sharing nor have they
considered the cost that would be associated with implementing a data sharing
arrangement. The cost of data sharing would depend on a variety of factors, such as
whether CIS would match data from all benefit applications or some subset and whether

the matching processes would be primarily manual or automated.

Although our work shows potential benefits to IRS and CIS from sharing data to enhance
tax compliance and improve immigration eligibility decisions, not all of those benefits
likely would be realized. For example, IRS is unable to pursue all of the current leads
that it receives from existing data corroboration efforts, like document matching.
Therefore, to the extent that obtaining and analyzing additional data from CIS developed
more leads for possible enforcement actions, IRS likely would only be able to pursue
some portion of those cases. Further, some of the apparent noncompliance may not be
substantiated. For example, some of those who appear not to have filed tax returns may
actually have been provided inaccurate information to CIS or otherwise not have a filing
obligation. Of the taxpayers with delinguent taxes, some portion may already have
entered into arrangements with IRS to pay the taxes and no further IRS action may be
needed. From CIS's perspective, although we found that many businesses and
individuals may not have filed tax returns or may be delinquent in paying taxes, some of
these situations may not be significant enough to affect a CIS adjudicator’s decision
about their financial feasibility or legitimacy. For instance, some of the businesses
applying to sponsor immigrant workers that have delinquent taxes may not owe enough
to raise doubts about their ability to pay the worker. This may be especially true for

larger businesses.

GAO-04-972T 29



101

The Computer Matching and Privacy Protection Act of 1988 established requirements for
agencies entering into routine data matching arrangements. In general, the act states
that no matching program can be approved uniess the agency has preformed a cost-
benefit analysis for the proposed matching program that demonstrates the program is
likely to be cost effective. Similarly, Treasury’s criteria for considering whether a
statutory change should be made for the sharing of tax data stress the importance of
documenting whether a substantial benefit is likely and what the resource demands on
IRS would be to support sharing the data. In the case of using taxpayer consents,
Treasury suggests that agencies conduct pilot tests to support a business case for routine

use of such consents.

Conclusions

Data sharing and verification between IRS and CIS appears to have the potential to
better guide IRS’s efforts to identify and correct noncompliance by taxpayers and result
in more informed, accurate, and timely eligibility decisions by CIS adjudicators.
Although IRS terminated its previous data sharing relationship with CIS for individual
taxpayers because it judged that relationship not to be cost effective, our matching
results show a greater potential for improving tax compliance for businesses than
individuals. Our analysis also shows the potential to improve thousands of eligibility
decisions if CIS has access to IRS data. However, more needs to be known about the
extent to which the potential benefits likely would be realized if greater data sharing and
verification were to occur and about the costs that would be incurred to iroplement a
data-sharing effort. The benefits and costs are key, since both Congress and executive
branch policies stress that sharing of data, and especially tax data, be well justified given
concerns about possible adverse effects on tax compliance if the confidentiality of

taxpayer’s data is compromised.
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Recommendation for Executive Action

The Secretary of Homeland Security and the Commissioner of Internal Revenue should
assess the benefits that may be obtained and the costs that may be incurred o share

information to enhance tax compliance and improve immigration eligibility decisions.

Agency Comments

Agency officials provided official oral comments and generally agreed with our
recommendation. We talked with knowledgeable agency officials in IRS and CIS about
our findings and recommendation. They had no major concerns with doing a study on

the potential benefits and costs of establishing a data sharing relationship. IRS officials
said LR.C. 6103 prevents them from sharing taxpayer data with CIS for immigration
eligibility decisions. IRS officials said the use of taxpayer consents would be an
alternative but IRS would need to evaluate resource implications associated with
processing the potentially large number of requests to verify taxpayers’ status that could
be associated with this proposal. CIS officials said they want to have IRS data to assist
with ifmnjgration eligibility decisions but have not pursued obtaining IRS data because of

the challenge they would face in trying to change LR.C. Section 6103.

IRS’s OVCI Program

The major points arising from our review of the information available on the taxpayers
who came forward under the OVCI program and how they became noncompliant are as

follows:

e Of the more than 1 million taxpayers that IRS estimated might be involved in an
offshore scheme when it initiated the OVCI program, 861 taxpayers came forward.
IRS officials say they have received more than $200 million in previously unpaid
taxes, penalties, and interest from them. The taxpayers that applied for inclusion
in the OVCI program were a diverse group, with wide variations in income,
geographic location, and occupations, but some commonalities emerged for

certain of these characteristics.
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e OVCI applicants reported an annual original adjusted gross income (AGD”
ranging from over well over $500,000 to substantial net losses. Because these
large outliers tend to skew the distribution of the income data, we used the
population’s annual median income to describe the population’s income levels.
QOVCI applicants’ annual median original AGI ranged from about $39,000 to about
$52,000 for tax years 1999, 2000, and 2001. For 2001, the annual median
adjustment to the original AGI of OVCI applicants who had not properly paid tax
on money held offshore was about $23,000, and the median amount of tax,
penalties, and interest was about $5,400.” The 81 applicants who composed the
top 10 percent of originally reported AGIs in 2001 accounted for more than half of
the total reported AGI amount.

e For each year covered by the OVCI program, more than half of the applicants had
generally reported all of their income and paid taxes due—even on their offshore
income-—but had failed to disclose the existence of their foreign bank accounts
as is required by Treasury. Their applications sought relief from FBAR penalties.
IRS assesses FBAR penalties at a rate of up to 100 percent of the value of the
assets in the account. These penalties were waived for OVCI applicants.

« OVCI applicants came from 47 states and the District of Columbia, but half of all
applicants came from only 5 states: Florida, California, Connecticut, Texas, and

New York.

# AGI is the amount of income the taxpayer reported minus certain income adjustments the taxpayer made
on his or her tax return. The original AGI is the amount the taxpayer reported on his or her original federal
tax return. In applying for the OVCI program, the taxpayer also supplied IRS with amended federal returns
with an adjusted AGL

¥ Taxpayers could apply for the OVCI program for any tax year after 1998 and could apply for one or more
years. The overwhelming majority of applications fell in tax years 1999 through 2001, but some applicants
applied for years prior to 1999 or subsequent to 2001. We only included those taxpayers who were
noncompliant in 1999, 2000, or 2001, or in a combination of these years, in our analysis. We used the year
2001 in this testimony for all tables because it is the most recent year for which we have data and because
the data in 2001 were fairly representative of each of the 3 years that we are reporting.
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» OVCI applicants reported more than 200 occupations. We classified more than
one-third of applicants’ occupations as either retired individuals, business

executives, or business/self-employed.

¢ Less than 16 percent of OVCI applicants said they used a promoter in 2001. Some
promoters offered inexpensive, ready-made package deals that bundled a
standardized set of services together while others offered more expensive, tailor-

made arrangements.

» Some taxpayers appear to have deliberately hidden money offshore through fairly
elaborate schemes involving, for instance, multiple offshore bank accounts. Other
applicants appear have fallen into noncompliance inadvertently, for example, by

inheriting money held in a foreign bank account.

We used IRS’s OVCI database to develop a profile of the characteristics of the taxpayers
that came forward under OVCIL Our information is limited to those taxpayers who
voluntarily admitted they held offshore assets, so the information we are providing is not
necessarily representative of any larger population of taxpayers who used offshore
arrangements to avoid paying U.S. taxes. We limited our analysis to tax years 1999, 2000,
and 2001 because the vast majority of the OVCI applicants applied for inclusion for these
3 tax years. IRS officials said they verified the accuracy of the data entered into the
database, and we observed the verification process. We analyzed IRS’s data reliability
processes and verified some of the entry accuracy ourselves and as a result, we believe
the data we are using are sufficiently reliable and useful for reporting on the
characteristics of those who came forward under the OVCI program. In addition, we
reviewed 35 case files judgmentally selected based on factors such as particularly high or
low AGIs, high or low adjustments to original AGI, or high or low taxes, penalties, and
interest owed to verify IRS’s data entry and to obtain information about how taxpayers
became noncompliant and about the promoters, if any, they used. In addition, we visited
25 promoter Web sites to gain a better understanding of the type and cost of the services
they provide. The Web sites were judgmentally selected to ensure the sample included a
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variety of geographic locations. We did our work at IRS’s campus in Philadelphia and its
National Office in Washington, D.C. We conducted our fieldwork for this portion of the
testimony from January 2004 through June 2004, Appendix II provides more details on

our methodology.

Background

Launched in January 2003, OVCI was an attempt to quickly bring taxpayers who were
hiding funds offshore back into compliance while simultaneously gathering more
information about those taxpayers as well as the promoters of these offshore
arrangements. It is not illegal to hold money offshore. It is illegal, however, for a
taxpayer to not disclose substantial offshore holdings including, if applicable, not
reporting income earned in the U.S. and “hidden” through offshore arrangements and any
income generated through them to IRS on a tax return. As an incentive to come forward,
IRS said it would not impose the civil fraud penalty for filing a false tax return, the failure
to file penalty, or any information return penalties for unreported or underreported
incomé earned in 1 or more of the tax years ending after December 31, 1998. However,
taxpayers were required to pay applicable back taxes, interest, and certain accuracy or
delinquency penalties. In addition, Treasury agreed to waive the penalty associated with
the failure to file a Report of Foreign Bank and Financial Accounts (FBAR penalties).”
To be eligible for the OVCI program, applicants had to supply certain information about

themselves, including

¢ personal information, such as their names, taxpayer identification numbers,

current addresses and telephone numbers;

s copies of their original and amended federal income tax returns for tax periods

ending after December 31, 1998; and

* Under the Bank Secrecy Act, U.S. residents or individuals in and doing business in the United States must
file a report with Treasury if they have a financial account in a foreign country with a value of more than
$10,000 at any time during the calendar year. Taxpayers comply with this requirentent by noting the
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« information on any related entities that the applicants caused to be involved in

offshore tax avoidance.

In addition, taxpayers had to provide details on those who promoted or solicited the
offshore financial arrangement. IRS is using this information to pursue promoters and
to identify other clients who did not come forward under OVCI. Taxpayers were

required to provide

« complete information about the promoter, including the promoter’s name,
address, and telephone number and any promotional materials that the taxpayer

received;

e descriptions of offshore payment cards, foreign and domestic accounts of any

kind, and foreign assets; and

s descriptions of any entities through which the taxpayer exercised control over

foreign funds, assets, or investments.

IRS used this documentation to build a database of descriptive information about the
OVCI applicants and any promoters of offshore schemes that they used. IRS plans to
eventually utilize the data to analyze taxpayer characteristics and then use this
information to try to make taxpayer compliance programs more effective. Specifically
the database contains information on (1) the taxpayer, such as income, citizenship
status, occupation, and compliance history, and (2) the promoters of offshore tax
schemes, such as how much the promoter charged the taxpayer and the country in which

the promotion was located.

account on their tax return and by filing Form 90-22.1. Willfully failing to file an FBAR report can be
punished under both civil and criminal law.
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OVCI Applicants Were a Diverse Group, but
Some Common Characteristics Emerged

When it initiated the OVCI program, IRS estimated that 1 million taxpayers might be
involved in offshore schemes covered by the program; 861 taxpayers came forward
under OVCL™ IRS required taxpayers to calculate the additional tax they owed and remit
that amount with their OVCI application. IRS has received more than $200 million from
taxpayers. IRS has verified through audits that $140 million of that amount was properly
due and is continuing to audit the remainder. In some ways the taxpayers in the OVCI
program were a diverse group. Applicants reported widely varying annual median
original AGIs in 1999, 2000, and 2001. The applicants were geographically dispersed
across the country and were involved in more than 200 occupations. Despite the
diversity, OVCI applicants reported an annual median original AGI from approximately
$39,000 in tax year 2001 to $52,000 in tax year 2000; half came from five states; and about
a third were retired individuals, business executives, or business/self-employed. In
addition, less than 16 percent said they used a promoter to help them set up their
offshore arrangements. Finally, more than half of OVCI applicants for each year
generally had reported their income and paid taxes but had failed to disclose the

existence of their foreign accounts.

OVCI Applicants’ Income

For the 3 years of the OVCI program we reviewed, 1999 through 2001, OVCI applicants
reported an annual original AGI ranging from well over $500,000 to substantial net losses.

Because these large outliers tend to skew the distribution of the income data, we believe

** IRS has previously reported that 1,321 taxpayers applied to the OVCI program. This figure includes 400
entities that were set up by applicants to handle their offshore funds. To avoid double counting, we
excluded these cases from our audit. We also excluded 49 applicants because they did not meet program
requirements and 16 applicants that applied for tax years outside the scope of our audit, that is either
before 1999 or after 2001 As a result, we identified 861 unique, individual taxpayers who applied to the
OVCI program. IRS has also previously reported that it had received $200 million for all years while the
database showed that only $140 million had been collected. IRS officials said it recorded in the database
only those amounts that it had finished auditing and will enter the additional money received as it
completes audits of more OVCI applicants. In addition, much of the money IRS received from OVCI
applicants was for tax years either before 1999 or after 2001.
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the most representative method of describing the “average” applicant is by using the
population’s annual median income, that is, the point in the income distribution where
half of the applicants fall above that point and half fall below that point, rather than the
mean AGL As shown in table 2, the median original AGI of applicants was from $38,761
in tax year 2001 to $51,663 in tax year 2000. Appendix III contains more taxpayer income

information.

Table 2: OVCI Applicants’ Original AGI Statistics, Tax Years 1999-2001

Original AGI
Number of 90"
Tax year | applicants Mean 10" percentile’ Median percentile®
1999 806 $332,443 $0 $49,469 $545,196
2000 817 1,191,997 0 51,663 583,188
2001 808 242 515 0 38,761 582,593

Source: GAO analysis of IRS data.

“The 10" percentile represents those taxpayers who were in the bottom ten percent of the distribution of
the original AGL. Due to the number of taxpayers who reported negative original AGIs or were nonfilers,
the value for thel0” percentile was zero in all three years we reviewed.

" The 90" percentile represents those taxpayers who were in the top ten percent of the distribution of the
original AGI.

Within the OVCI population, there were three distinct types of taxpayers:

o Those who had filed their tax returns but omitted their foreign financial assets.

« Those who failed to file tax returns for 1 or more of the years covered by the OVC]
program.

s Those who filed returns each year and included their offshore holdings in their

reported income but failed to meet their FBAR reporting requirements.

As shown in table 3, the taxpayers in these groups varied in their reported median
original AGI; adjustment to original AGI; and taxes, penalties, and interest assessed. In
the table, the nonfilers’ median original AGI is shown as zero because, according to an
IRS official, they did not file tax returns, even though they had taxable income offshore.
An IRS official said that for those applying to the program for relief from FBAR penalties,
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the data show an original AGI because they generally reported all of their income and

paid taxes due, but had failed to disclose the existence of their foreign bank accounts.

Table 3: OVCI Applicants’ Income and Amount Owed for Tax Year 2001

Median
Median adjustment Median Median Media
original AGI | to original | additional penalties interes
Population | Number | for 2001 AGI tax owed® assessed owed
led federal tax 326 $55,869 $20,460 $4,289 $523 $2
turns but
nitted foreign
sets
onfilers 24 0 82,561 7,573 2,431 8
lers and 350 $49,303 $22,951 $4,401 $657 $3
ynfilers
/mbined
led returns but 458 $31,667 $0 $0 $0
iled to meet
3AR
quirements
»tal 808 $38,761 $0 $0 30 :

Source: GAO analysis of IRS data.
“These figures represent the median for the amount IRS has verified through audits that taxpayers owed
IRS. AsIRS continues to conduct audits of OVCI taxpayers, the median may rise or fall somewhat.

For each of the 3 years of the OVCI program that we reviewed, more than half of the

applicants to the OVCI program applied to get relief from FBAR penalties. Thisisa

substantial relief for taxpayers because an IRS official told us that IRS can assess FBAR

penalties at a rate of up to 100 percent of the value of the assets in the account.

A few individuals with substantial offshore holdings accounted for a large percentage of

the original AGI reported. For tax year 2001, the 81 applicants with the top 10 percent of

originally reported AGIs accounted for more than half of the total reported AGI amount.
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OVCI Applicants’ Geographic Characteristics

Taxpayers from 47 states and the District of Columbia applied for inclusion in the OVCI
program in at least 1 of the 3 years of the program (see app. IV for more geographic
information about the applicants to the OVCI program). In tax year 2001, applicants for
whom we have data were most commonly from the South (43 percent), but about 22
percent of all applicants came from the Northeast and more than 26 percent came from
the West. The Midwest accounted for the fewest number of applicants (about 9
percent).” However, half of all applicants came from only 5 states (Florida, California,
Connecticut, Texas, and New York).” Three states had no taxpayers apply to the OVCI
program. As shown in figure 8, median adjustment to original AGI for taxpayers who
filed tax returns but omitted foreign assets or were nonfilers ranged from a low of about
$15,000 in the West to a high of about $32,500 in the Northeast.

* A small number of taxpayers who applied to the OVCI program lived outside of the United States or in
Puerto Rico, We are not disclosing any specific information about these taxpayers due to concerns over

the information being used to identify the taxpayers.
® These states accounted for about one-third of all individual income tax returns filed in tax year 2003,
indieating that they accounted for a higher concentration of OVCI applicants than would be explained by

the number of tax returns filed from those states.
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Figure 8: OVCI Applicants’ States of Residence and Regional Breakout of the Median
Adjustment to Original AGI for Non-FBAR applicants, Tax Year 2001

Nidwest Northeast
Median adjustment to original AGI-§23,789 Median adjustment to original AGH-$32,608
Number of applicants-28 Numbet of applicants~73

South
Median adjustment to original AGH$23,300
Number of applicants-140

West
Megian adjustment o original AGI-$15,023
Number of appiicanis-86

Number of OVCI applicants

oo [ Jas
o 17-34
M [ o
s2-68

Source: GAD.

OVCI Applicants’ Occupations

Applicants listed over 200 occupations on their federal tax returns, including
accountants, members of the clergy, builders, physicians, and teachers, so we grouped
the applicants’ professions into 18 categories in order to better analyze them. Forall 3
years, the most common professions of applicants to the OVCI program were retired
individuals, business executives, and business/self-employed. Table 4 provides

information on taxpayers’ occupations and the associated AGI information for 2001.
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Table 4: Individual OVCI Applicants’ Profession, Median Original AGI, and Median
Adjustment to Original AGI for Tax Year 2001 (Filers and Nonfilers but not FBAR
applicants)

Median
Median | adjustment
original to original
Profession Applicants AGI AGI

Retired 52 $43,881 $25,074
Executive 47 158,183 23,302
Business/self 32 73,134 22,006
employed
Banking/ finance/ 27 3,596 22,951
insurance’
Sales 22 91,000 24,329
Medical profession 22 95,928 8,397
Engineer 21 55,941 5,722
Other 20 23,286 15,197
Analyst/consultant 11 49,802 20,277
Computer/ 11 39,348 6,461
technology
Attorney 9 137,661 23,302
Administrative® 8 105,804 11,028
Building trades 5 22,684 6,569
Education’ 5 0 36,364
Scientist 5 26,599 8,538
Real estate 4] 1,100,241 291,871
Pilot 4 123,705 14,566
Arts 3 123,945 70,799
Missing 42 0 54,094
Total® 350 $49,598 $23,124

Source: GAO analysis of IRS data.

* A small number of taxpayers who applied to the OVCI program listed their occupations as secretary but
their incomes were each in excess of $1 million for each of the years 1999, 2000, and 2001.

* Although a large number of applicants were from the banking/finance/insurance sector, a large nuraber of
these applicants reported large losses on their tax returns. As a result, the median original AGI was
relatively low.

° Some occupations had more nonfilers apply to the OVCI program than filers, so for these cases the
median original AGI was zero.

* Seven applicants were identified as “deceased”, and we included these people in the “other” category.

° We did not include FBAR applicants in this table because, according to IRS officials, there is no
adjustment to the FBAR applicants’ original AGI. These applicants generally reported their offshore
holdings on their original federal tax returns and incurred no additional taxes or interest owed. Because
these applicants made up more than half of all applicants, if we included them in the table, the median
adjustment to original AGI, taxes, and interest would all be zero.

GAO-04-972T 41



113
Few Applicants Said They Used Promoters

Less than 16 percent of all OVCI applicants said they used a promoter.” The services
provided by promoters ranged from simple incorporation offshore to more elaborate

schemes involving such things as bogus charities.

The relatively small percentage of OVCI applicants reporting use of a promoter may be
due in part to the definition of a promoter used in the OVCI instructions. IRS defined a
promoter as any party who “promoted or solicited the taxpayer's use of offshore
payment cards or offshore financial arrangements.” Some taxpayers may have learned
about offshore arrangements from friends, an attorney, a paid preparer, or others.
However, IRS did not record detailed information in the OVCI database about how the
taxpayers learned about the offshore arrangement and therefore we do not know the
extent to which taxpayers learned of the offshore arrangement from these individuals. If
OVCI applicants did learn of the arrangements from these individuals, they may not have
considered them to be promoters under IRS's promoter definition, particularly if they did
not feel that the individual actively sought them out to encourage or convince them to
use an offshore arrangement. IRS did record information on whether the OVCI
applicants used a paid preparer. For example, 326 of the 350 tax year 2001 OVCI

applicants, or 93 percent, said that a paid preparer prepared their original tax return.

Recognizing that the data may change as IRS completes additional investigations on
promoters, taxpayers who said they used a promoter had similar median original AGIs to
those who reported not using a promoter. For example, in 2001, those who said they
used a promoter reported a median original AGI of about $41,000, while those applicants
who said they did not use a promoter reported a median original AGI of about $39,000.

* We cannot be precise about the number of taxpayers who said they used a promoter. IRS officials said
that they had identified 269 potential promoters from 140 participants. IRS has opened investigations into
53 but does not have sufficient information yet on the remainder to conclude whether they are bona fide
promoters, In addition, IRS compiled jts statistics on the number of taxpayers and associated business
entities that identified promoters—140—but not the number of unique taxpayers who identified
promoters,
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For those taxpayers who said they used a promoter, the fees they paid those promoters

varied from nothing to a high of $85,000 for the promoter’s services.

One possible explanation for the range in fees is that promoters offer different services,
from off-the-rack services to custom-tailored arrangements. We visited 25 Web sites
maintained by individuals or companies promoting offshore investments to gain a better
understanding of the type and cost of the services they provide. The Web sites were
judgmentally selected to ensure the sample included a variety of geographic locations.
Of the 25 Web sites we visited, 19 offered off-the-shelf offshore companies or package
deals. One company advertised that taxpayers could incorporate offshore within the
next day by buying an off-the-shelf company, which is an existing company that has been
set up by the promoter. At a cost of $1,500, the taxpayer would receive a package of
services that would include an agent and local office, mail forwarding, nominee
corporate directors and officers, offshore credit card applications, banking forms, and
the payment of all government fees. These companies are not legitimate business
enterprises. Instead, they exist strictly to provide taxpayers a way to quickly and easily

move money offshore and repatriate it without declaring that money to IRS.

Several taxpayers who used promoters of this type to avoid paying taxes appeared to be

scammed themselves. For example:

e One taxpayer was persuaded by a promoter to create an offshore corporation.
The taxpayer also opened an offshore bank account and gave the promoter over
$50,000 in cash to deposit into the account. The promoter told the taxpayer that
the money was stolen before it was ever deposited in the account, leaving the

taxpayer with practically nothing.
s Another taxpayer invested over $30,000 in an offshore investment opportunity

that promised a return of 20 percent per year. The taxpayer got the money he/she

invested through credit card advances. The taxpayer received returns on the
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investment for a while, but the payments soon stopped. The taxpayer said he/she

still owes money on the credit cards.

Other promoters’ schemes are more complicated and targeted toward wealthy taxpayers

interested in avoiding taxes. Figure 9 is a hypothetical example based on an actual case

of how a promoter can help taxpayers repeatedly send money offshore and repatriate it

later, avoiding hundreds of thousands of dollars in taxes. We calculated the tax savings

below using a popular tax software program.

Figure 9: Hypothetical Example of a Self-Employed Taxpayer Filing Singly and Filing a
Schedule C (for Profit and Loss from a Sole Proprietorship Business)

1. Taxpayer moves $500,000
offshore into charity

2. Taxpayer obtains $500,000
home equily ioan from offshore
business

» $30,000 in mortgage interast

Tax Savings: $180,000

Overseas
charity controtied
by U.S. taxpayer

$

3, Taxpayer sends morigage mb?:m 3. Offshore business purchases
payments of $36,000 to luxury car for $74,000
offshore business 4. Taxpayer sends car lease
U.S. taxpayer payments of $14,000 to offshore
business
r‘”"‘““_ Lending & tepayment "“—7
Tax Deductions: transactions Tax Deductions:
*»$70,000 in tees paid to « $10,000 in fees paid to
promoter ) promoter
* $500,000 in charitable Overseas = $500,000 in charitable
contributions business owned contributions.

by U.S. taxpayer

1. Taxpayer moves $500,600
offshore into charity

2. Taxpayer sends mongage
payments of $36,000 to offshore
business

+ $29,000 in mortgage interast
* $14,000 in car lease payments

Tax Savings: $163,000

Source: GAQ ion of analysis cases

In our hypothetical example, the self-employed taxpayer reports $3 million in annual

business income on his Schedule C (the form attached to a tax return that is used to

calculate profit or loss for a sole proprietor business). The first year, the taxpayer hires

the promoter to set up an offshore scheme for a fee of $70,000 for financial planning

services and tax preparation. The promoter creates a bogus offshore charity that

actually has no charitable activity and a corollary offshore business entity. The taxpayer
controls both organizations by sitting on the board of directors. The taxpayer then sends
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money offshore, basically to himself, through a $500,000 “donation” to the offshore
charity, which in turn sends the money to the offshore business entity. The offshore
business entity then gives the taxpayer a $500,000 “home equity loan,” which actually
repatriates that amount to the taxpayer’s domestic bank account. Throughout the year,
the taxpayer sends monthly mortgage payments to the offshore business entity. The
taxpayer can then deduct the promoter’s fees as a business expense on his Schedule C
and the charitable donation and mortgage interest as part of his itemized deductions on
his Schedule A. These false deductions would reduce the taxpayer’s tax liability from
about $1.1 million to about $920,000, a savings of about $180,000.

In the second year, the promoter would charge our hypothetical taxpayer less—only
$10,000 for tax preparation services. The taxpayer can send the $500,000, repatriated as
a home equity loan, back to the offshore charity as a donation and continue to send
mortgage payments offshore. In a new wrinkle, however, the offshore business entity has
purchased a luxury automobile worth about $74,000 and leased it back to the taxpayer.
The taxpayer would have use of the automobile and would send lease payments to the
offshore business entity. On his tax return for the second year, the taxpayer can deduct
his charitable contribution of $500,000, the interest on the home loan, the lease
payments, and promoter fees as business expenses. These false deductions would reduce

the taxpayer’s taxes by about $163,000.

Therefore, in return for promoter fees of about $80,000, the taxpayer has avoided more
than $340,000 in taxes in just these 2 years. The taxpayer received more than a 300
percent return on his money, a high return when compared with those on other
traditional investments. In addition, the taxpayer receives a level of asset protection
from potential creditors. If, at some time, creditors were to pursue the taxpayer to
collect money, they may be unable to reach the assets because it would appear that his

house is heavily mortgaged and that his expensive car is leased.

There are many more options for transferring money offshore and then repatriating it.

For exarmnple, according to some promoters’ Web sites, an offshore charity could award a
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“scholarship” to the taxpayer’s child to defray college expenses, or a business entity
could provide administration services such as bookkeeping for the taxpayer. AnIRS
official conservatively estimated that one promoter of this type of scheme has cost the

U.S. Treasury about $100 million in tax revenues.

Some Taxpayers’ Noncompliance Appears
Deliberate, Others Appears Inadvertent

Some taxpayers went to great lengths to establish and maintain offshore bank accounts
and credit cards, creating the appearance that the noncompliance was deliberate,”
whereas others appeared to be unaware of their U.S. tax obligations for foreign holdings.
Deliberately noncompliant taxpayers would include some of the taxpayers who, as
discussed earlier, used promoters and, for example, put funds into their offshore
arrangements on a cash basis. Examples of other taxpayers who appear deliberately

noncompliant include the following:

o A taxpayer who reported an original AGI of less than $20,000 on his/her federal
tax return and claimed the Earned Income Tax Credit. This taxpayer’s amended
federal return showed income in 1 year of over $1 million and multiple foreign
bank accounts. Before applying to the OVCI program, the taxpayer never paid any
tax on any income received. IRS told us that had this taxpayer not applied for
inclusion in the program, it is doubtful the taxpayer’s tax avoidance would have

ever been discovered.

« A taxpayer who maintained multiple bank accounts in different foreign countries.
Each of the accounts contained funds invested in various financial instruments.
The taxpayer traveled abroad and physically brought the money back into the
United States.

* IRS rejected OVCI applicants who did not divulge the entirety of their scheme to avoid paying U.S. taxes.
IRS told us that 49 applicants were rejected for that reason, and those cases were sent to IRS’s Criminal

Investigation Unit.
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e A taxpayer who initially hired attorneys to create an offshore entity, and then
used wire transfers and a mailbox abroad to route after-tax income from the
United States to the foreign account for deposit. The taxpayer did not pay U.S.
taxes on the interest income earned on these funds and claims to have not

repatriated any of the foreign deposits during that time.

In an increasingly global and mobile world, taxpayers may hold foreign accounts and
credit cards for a number of legitimate reasons. For example, taxpayers may have
worked or traveled overseas extensively or inherited money from a foreign relative.
Some taxpayers in these situations told IRS that they were unaware they had to pay U.S.

taxes on this income and that their noncompliance was unintentional. For example:

e One taxpayer said that he/she had made a personal loan overseas and had not
reported the interest income of about $10,000 he/she had received. Because the
‘taxpayer held about 1 percent of his/her original AGI offshore and had paid taxes
on all other income, it appears that this taxpayer may not have intentionally
avoided his/her tax obligation.

e Another taxpayer along with a sibling invested an inheritance in a joint account in
a foreign country for convenience. The taxpayer realized, when the OVCI
program was announced, that the interest income on this account shouid have
been reported. He/she reported, through the OVCI program, interest incore of
less than $2,000 over the years covered by OVCL The taxpayer paid taxes on all
other domestic income during this time and appeared to have overlooked the

interest income.

* A young taxpayer got a job overseas. The taxpayer did not believe he/she needed
to file tax returns in the United States because he/she was paying income taxes in
the country in which he/she was working. When the taxpayer found out that
he/she was required to file in the United States, the taxpayer contacted IRS. The
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taxpayer was eligible for the Foreign Tax Credit, which offsets some or all U.S.
taxes owed. As a result, the U.S. tax obligation was less than $10,000 for all of the
years covered by the OVCI program.

An IRS official told us that detecting offshore income would be particularly difficult
without many of these taxpayers applying to the OVCI program. Typically, IRS compares
taxpayers’ information returns, such as the W-2 forms for wages or forms 1099 for
interest or dividends, to their income tax returns to identify underrreported income or
nonfilers. An IRS official said that since offshore entities, such as foreign banks, are
generally not subject to U.S. information reporting requirements, identifying
underreported foreign income would be difficult. For IRS to investigate the taxpayer’s
return beyond the documentation provided on income and various information returns
would require investigating those entities and the accuracy of the transactions reported.

Such investigations could be very labor intensive.

Concluding Observations

The diversity of the OVCI population indicates that multiple compliance strategies may
be appropriate for addressing those taxpayers holding money offshore. For example,
increased educational efforts might be effective for those who became noncompliant
inadvertently or those who were unaware of the need to report their offshore holdings to
IRS. For those taxpayers who deliberately held money offshore illegally to avoid paying
taxes, investigation of promoters or others who may have assisted taxpayers may both
help reduce the spread of evasion to other taxpayers and identify those already out of
compliance for corrective action. However, because the median AGls for OVCI
participants were relatively modest and the additional tax, interest, and penalties
collected to date have also been relatively modest, personnel-intensive investigations of
individual cases who have hidden substantial amounts offshore could significantly
reduce the net gain to Treasury from these cases. This puts a premium on IRS
developing means to identify those cases that should be subjected to such investigations

and, if possible, alternative compliance strategies for others.
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Messrs. Chairman, this concludes my prepared statement. I would be happy to respond
to any questions you or other Members of the committee may have at this time. For
further information on this testimony, please contact Michael Brostek at (202 512-9110)
or [brostekm@gao.gov]. Individuals making key contributions to this testimony include
Susan Baker, Tom Bloom, Michelle Bowsky, Laura Czohara, Michele Fejfar, Jyoti Gupta,
Signora May, Karen O'Conor, Amy Rosewarne, Jeff Schmerling, Tina Smith, Jonda
Vanpelt, and Jim Ungvarsky.
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Appendix I: Objectives, Scope, and Methodology

Our objectives were to determine (1) the extent to which IRS and CIS share and verify
data for immigration eligibility decisions or taxpayer compliance purposes and (2) the
benefits and challenges, if any, of increasing data sharing and verifying activities.

We pexfbrmed our work at various IRS offices, including the Office of Governmental
Liaison and Disclosure, the Office of Safeguards; the Office of Program, Evaluation, and
Risk Analysis; and the Privacy Advocate’s Office. Our work also included interviews
with employees in IRS’s Wage and Investment Operating Division and Small
Business/Self Employed Operating Division, the Department of the Treasury’s Office of
Tax Policy and Office of Inspector General for Tax Administration, and program offices
at CIS, and with CIS officials in selected service centers and district offices. We
collected and analyzed information on the extent of data sharing and verifying activities
between IRS and CIS from January 1997 through March 2004. To respond to your initial
request on data sharing and verifying between IRS and selected agencies, we also
interviewed Social Security Administration (SSA) officials and collected and analyzed
information on data sharing and verifying between IRS and SSA. To illustrate a long-
standing data sharing relationship, we summarized the IRS and SSA data sharing

relationship in the background section.

To determine the extent to which IRS and CIS share and verify data for benefit decisions
or taxpayer compliance, we interviewed IRS and CIS officials about the existence of a
data sharing relationship. We identified the legislative and regulatory authorities that
govern disclosure of personal and taxpayer information. Additionally, we identified the
types of personal and financial information CIS and IRS maintain for immigration

decisions and tax compliance, respectively.

To determine the benefits of increasing data sharing and verification activities, we
collected and analyzed immigration and taxpayer information. We interviewed IRS and
CIS officials to obtain views on possible impediments or missed opportunities to verify

information to make better programmatic decisions, and reviewed existing studies or
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reports on data verification activities. We determined what personal and financial
information IRS collects but does not verify with CIS and why, and whether officials
believe verification with immigration would be useful for tax compliance purposes. We
determined what personal and financial information CIS receives but does not verify
with IRS and why, and whether iramigration officials believe verification with IRS would

be useful for immigration eligibility decisions.

We used two sets of immigration data from CIS to match with IRS taxpayer data to
determine the potential value for increased data sharing and matching. First, we used a
nationwide selection of automated data on certain immigration applications: 1-129
{Petition for a Nonimmigrant Worker), I-140 (Immigrant Petition for Alien Worker), and
1-360 (Petition for Amerasian, Widow(er), or Special Immigrant™) submitted from
January 1, 1997, through Mareh 5, 2004, to CIS service centers for immigration benefits.
We used only those applications in CIS’s Computer Linked Application Information
Management System, Version 3.0 (CLAIMS 3), a database containing nationwide data,
that contained an individual’s Social Security Number (SSN) or a business’s Employer
Identification Number (EIN) ~3.4 million out of 4.5 million had usable SSNs or EINs- for
the matching process. We obtained automated data for those years because CIS's
automated system had historical data not readily available in hard copy files. Because
the nationwide selection did not include any financial information, we could not use it to

determine whether CIS applicants reported the same income amounts to IRS as to CIS.

Second, we visited five CIS field locations and selected a nonprobability sample of 984
immigration files covering the period of 20012003 at four of the locations because they
contained personal as well as financial information. These hard copy files were
applications for citizenship, employment, and family-related imrigration and change of
immigration status applications. We used the hard copy immigration files to build an
automated database of certain personal information, such as the individual's SSN or
business’s EIN and income reported to CIS. We obtained hard copy files for those years

because the CIS offices we visited had immigration applications for those years onsite.
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Iramigration offices send older files to storage. Since each district and service center
organized and stored its applications in a different way and immigration officials could
not always provide an updated count of applications by form number, we developed an
approach to selecting applications that included pulling approximately every 50™ file in
immigration file rooms. We generally selected approximately 50-75 files at each field
location for the following forms: 1-129 (Petition for a Nonimmigrant Worker); 1-140
(Immigrant, Petition for Alien Worker); N-400 (Application for Naturalization); I-751
(Petition to Remove the Conditions on Residence); 1-360 (Petition for Amerasian,
Widow(er), or Special Immigrant); and 1-864 (Affidavit of Financial Support). We planned
to select 50 files for Form 1-829 (Petitibn by Entrepreneur to Remove Conditions) but
only reviewed 12 files due to resource constraints and the volurminous nature of the
application files. The matching results for our nonprobability sample included Form I-
829s for a small number of individual immigrants who had unpaid assessments or were

nonfilers and none for business or individual sponsors.

We matched the SSNs/EINs in our nationwide selection of immigration applications and
our nonprobability sample of immigration applications with IRS's Business Master File
(BMF) and Individual Master File (IMF) and other subsets such as the Revenue and
Refunds Database. We identified immigration applicants/taxpayers that (1) matched with
the IRS master files, (2) had unpaid assessments, (3) were nonfilers, (4) were
businesses/organizations that had no record of tax activity in the last 5 years, and (5) did
not match IRS master files. Additionally, to ensure we identified only business and
organization sponsors whose EINs were unknown to IRS, we had IRS perform three
additional matches using its BMF Taxpayer Identification Nurmber Cross-Reference File,
the BMF Entity File and the IMF Entity File.

We assessed the reliability of IRS’s BMF and IMF data and the CIS’s CLAIMS 3, a
database containing nationwide data, by (1) performing electronic testing of required

data elements, (2) reviewing existing information about the data and the system that

* The 1-360 applications in our sample were submitted by religious organizations sponsoring religious
workers.
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produced them, and (3) interviewing agency officials knowledgeable about the data. We

determined that the data were sufficiently reliable for the purposes of this testimony.

Our review was subject to some limitations. We relied on IRS officials to identify offices
that use personal information because there is no central, coordinating point within IRS
for receipt of this type of information. We relied on CIS officials to identify immigration
forms they believed would most benefit from data sharing with IRS, and we relied on IRS
and CIS officials’ views on possible impediments or missed opportunities to verify
information, any additional data sharing and verification needs, and the benefits of
increased disclosure of taxpayer information. Because our sample of 984 hard copy
applications at selected CIS field locations was not a probability sample, we cannot
make inferences about the population of applications. In addition, because EINs/SSNs
were only available for 3.4 million of the 4.5 million applications in our nationwide
selection of automated applications, our findings from these records are not
representative of the entire population. IRS identified the limitations of its database that
affect our results. Immigration applicants/taxpayers who were in IRS’s nonfiler database
could include individuals who did not meet IRS filing requirements. Immigration
applicants/taxpayers in IRS’s unpaid assessment database may include taxpayers that
have entered into an installment agreement, have proposed an offer-in-compromise or
are in litigation with IRS about amounts due. Since IRS searched its tax data for the last
5 years (1999-2004) and we collected 7 years of immigration data (1997-2004), a small
percentage of the businesses that submitted applications during 1997 and 1998 but are

unknown to IRS could no longer be in operation.

We conducted our work from July 2003 through June 2004 in accordance with generally

accepted government auditing standards.
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Appendix II: Objectives, Scope, and Methodology for OVCI Program

Our two objectives were to provide information on (1) the characteristics of taxpayers
who came forward under IRS’s Offshore Voluntary Corapliance Initiative (OVCI)

program and (2) how those taxpayers became noncompliant.

To develop information on the characteristics of OVCI taxpayers, we relied on IRS's
OVCI database. We used data from the applicants’ original and amended federal tax
returns, including adjusted gross income (AGI), taxes, penalties, and interest owed; the
applicants’ state and country of residence; and the applicants’ occupational information.
We also obtained information on applicants’ use of promoters, Our information is
limited to those taxpayers who voluntarily admitted they held offshore assets, so the
information provided is not necessarily representative of any larger population of
taxpayers who used offshore arrangerents to avoid paying U.S. taxes. Of the 1,321
taxpayers who came forward under the OVCI program, 16 did not apply for relief for
1999, 2000, or 2001. An additional 400 were entities that were set up by and associated
with applicants to handle the taxpayers’ offshore funds. The tax liabilities, if any, of these
entities would be reflected in the additional taxes, penalties, and interest of the
individual taxpayers in IRS’s OVCI database. In addition, IRS rejected 49 applicants for
not divulging the entirety of their schemes. Therefore, the numbers we reported here
were limited to the 861 applicants for whom we had data for 1 or more of the years 1999,

2000, and 2001.

To assess the reliability of the IRS data we present in this testimony, we reviewed IRS’s
data verification procedures. For example, according to a senior manager, all financial
data entered into the OVCI database was compared to the taxpayer’s account on IRS’s
Individual Master File. IRS also told us that after all data were entered, a manager
rechecked each entry for errors. We reviewed a judgmental saraple of 35 cases files
based on factors such as particularly high or lJow AGIs, high or low adjustments to
original AGI or high or low taxes, penalties, or interest owed at IRS’s campus in
Philadelphia to compare the data in the applicant’s files to what was transcribed in the
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OVCI database. In addition, we analyzed IRS’s data reliability processes and conducted
our own limited data verification. We believe the data we used are sufficiently reliable

and useful for reporting on the characteristics of those who came forward under the

OVCI program.

To determine how OVCI applicants became noncompliant, we talked to IRS officials and
obtained information on the taxpayers’ circumstances while reviewing the 35 cases in
Philadelphia, such as their reasons for noncompliance and their experiences with
promoters, if any. To better understand taxpayers’ use of promoters, we also visited 25
Web sites maintained by individuals or companies promoting offshore investments to
gain a better understanding of the type and cost of the services they provide. The Web
sites were judgmentally selected to ensure the sample included a variety of geographic
locations, We also reviewed examples of intricate schemes employed by some OVCI
applicants to avoid paying taxes by holding money offshore illegally to develop a

hypothetical illustration of such schemes.
We did our work at IRS’s campus in Philadelphia and its National Office in Washington,

D.C. We conducted our fieldwork from January 2004 through June 2004 in accordance

with generally accepted government auditing standards.
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Appendix III - OVCI Applicant Income Information by Tax Year for 1999, 2000, and 2001

As shown in tables 5, 6, and 7, there are yearly Vaxiatidns in OVCI applicants’ median

original AGI; adjustment to original AGI; and the taxes, penalties, and interest.

In the tables, the nonfilers’ median original AGI is shown as zero because they did not
file tax returns, although according to an IRS official, they did illegally hide money
offshore and incurred taxes, penalties, and interest. According to another IRS official,

for those applying to the program for relief from Report of Foreign Bank and Financial
Accounts (FBAR) penalties, the data show original AGls because they generally reported
all of their income and paid taxes due, but had failed to disclose the existence of their
foreign bank accounts. There is no adjustment to original AGIs because they had already
reported their offshore holdings on their original federal tax returns and, consequently,
incurred no additional taxes or interest owed. In addition, the Department of the

Treasury waived the FBAR penalties.

Table 5 OVCI Applicants’ Income and Amounts Owed for Tax Year 1999

Median

Median | adjustment Median Median Median

original | to original | additional | penalties interest
Population | Number AGI AGI tax owed" | assessed owed
Filers 323 $79,394 $24,914 $5,685 $800 $1,116
Nonfilers 21 0 67,086 3,011 1,178 1,243
FBAR 462 34,722 0 0 0 0
Total 806 $49.,469 $0 $0 $0 $0

Source: GAO analysis of IRS data.
*These figures represent the median for the amount IRS has verified through audits that taxpayers owed
IRS. As IRS continues to conduct audits of OVCI taxpayers, the median may rise or fall sommewhat.
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Table 6;: OVCI Applicants’ Income and Amounts Owed for Tax Year 2000

Median

Median | adjustment Median Median Median

original | tooriginal | additional | penalties interest
Population | Number AGI AGL tax owed® | assessed owed
Filers 331 $87,530 $25,664 $5,601 $674 $665
Nonfilers 27 0 71,782 7,288 1,810 1,295
FBAR 459 41,448 1] 0 0 0
Total 817 $51,663 $0 $0 $0 $0

Source: GAO analysis of IRS data.
* These figures represent the median for the amount IRS has verified through audits that taxpayers owed
IRS. AsIRS continues to conduct audits of OVCI taxpayers, the median may rise or fall somewhat.

Table 7: OVCI Applicants’ Income and Amounts Owed for Tax Year 2001

Median

original Median Median Median Median

AGI for adjustment to | additional penalties interest
Population | Number 2001 original AGI | tax owed® assessed owed
Filers 326 $55,869 $20,460 $4,289 $523 $263
Nonfilers 24 4] 82,561 7,673 2,431 860
FBAR 458 31,867 0 0 0 0
Total 808 $38,761 $0 $0 $0 $0

Source: GAO analysis of IRS data.

“These figures represent the median for the amount IRS has verified through audits that taxpayers owed

IRS. AsIRS continues to conduct audits of OVCI taxpayers, the median may rise or fall somewhat.
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Appendix IV - OVCI Applicant Geographical Information by Tax Year for 1999, 2000, and

2001

Tables 8, 9, and 10 show the number and median original AGI of applicants to the OVCI
program by state. In all 3 of the years shown, applicants from Florida, California,

Connecticut, Texas, and New York make up half of all applicants to the OVCI program.

In all 3 years, seven states had only one applicant to the OVCI program and at least three

states had no applicants.

Table 8: State, Nurmber of Applicants, and Original Median AGI for Tax Year 1999

State Applicants Median AGI
Florida 114 $51,318
California 101 64,590
Connecticut 87 30,354
Texas 58 45,868
New York 45 96,648
Pennsylvania 37 36,480
Ohio 22 41,891
Massachusetts 21 93,187
Michigan 20 63,212
Maryland 19 52,964
New Jersey 19 95,994
Arizona 18 66,831
Virginia 17 24,097
Ilinois 16 118,621
South Carolina 15 79,394
Georgia 14 107,968
Colorado 12 46,407
North Carolina 12 59,901
Nevada 10 24,615
Qklahoma 10 770
Washington 9 26,546
Minnesota 8 119,810
Alabama 5 5,343
Indiana 5 86,853
Towa 5 57,964
New Hampshire 5 17,699
Total 806 $49,469

Source: GAQ analysis of IRS data.

*Because few OVCI applicants resided in the following states, we are not disclosing specific information
about them due to concerns that the information could be used to identify the taxpayers: Alaska,

Arkansas, Delaware, District of Columbia, Hawaii, Idaho, Kansas, Kentucky, Louisi

Maine, Mississippi,
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Missouri, Montana, Nebraska, New Mexico, North Dakota, Oregon, Puerto Rico, Rhode Island, South
Dakota, Tennessee, Utah, Vermont, West Virginia, Wisconsin, and Wyoming. Therefore, the totals do not
reflect only nuinbers shown in the table.
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Table 9: State, Number of Applicants, and Original Median AGI for Tax Year 2000

State Applicants Median AGI
Florida 115 $55,831
California 97 73,330
Connecticut 89 35,706
Texas 58 50,965
New York 47 132,642
Pennsylvania 39 37,332
Ohio 25 44,635
Massachusetts 22 95,317
Michigan 22 45,786
Arizona 19 93,711
New Jersey 19 101,675
Maryland 18 93,894
Nlinois 16 82,666
South Carolina 16 81,730
Virginia 16 28,273
Georgia 14 155,564
North Carolina 13 51,123
Colorado 12 47,051
Oklahoma 11 8,570
Nevada 10 64,896
Washington 9 28,412
Minnesota 8 133,935
Alabama 5 42,908
Indiana 5 11,928
Towa 5 84,034
New Hampshire 5 15,687
Total® 817 $51,663

Source: GAO analysis of IRS data.

* Because few OVCI applicants resided in the following states, we are not disclosing specific information
about them due to concerns that the information could be used to identify the taxpayers: Alaska,

Arkansas, Delaware, District of Columbia, Hawaii, Idaho, Kansas, Kentucky, Louisi

Maine, Mississippi,

D

Missouri, Montana, Nebraska, New Mexico, North Dakota, Oregon, Puerto Rico, Rhode Island, South
Dakota Tennessee, Utah, Vermont, West Virginia, Wisconsin, and Wyoming. Therefore, the totals do not
reflect only numbers shown in the table.
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Table 10: State, Number of Applicants, and Original Median AGI for Tax Year 2001

State Applicants Median AGI
Florida 115 $42,589
California 98 40,123
Connecticut 87 30,895
Texas 57 49,892
New York 47 112,299
Pennsylvania 39 19,880
Ohio 25 41,013
Massachusetts 21 112,460
New Jersey 20 55,463
Michigan 19 46,662
Tllinois 18 76,783
Maryland 18 83,913
Arizona 17 48,917
Virginia 17 0
South Carolina 16 77,732
Georgia 13 83,423
North Carolina 13 50,509
Colorado 12 36,278
Oklahoma. 11 1,232
Washington 10 33,495
Nevada 9 292
Minnesota 8 121,779
Alabama 5 30,130
Indiana 5 39,036
Jowa 5 68,655
New Hampshire 5 18,456
Total * 808 $38,761

Source: GAO analysis of IRS data.

*Because few OVCI applicants resided in the following states, we are not disclosing specific information
about thern due to concerns that the information could be used to identify the taxpayers: Alaska,
Arkansas, Delaware, District of Columbia, Hawaii, Idaho, Kansas, Kentucky, Louisiana, Maine, Mississippi,
Missouri, Montana, Nebraska, New Mexico, North Dakota, Oregon, Puerto Rico, Rhode Island, South
Dakota, Tennessee, Utah, Vermont, West Virginia, Wisconsin, and Wyoming. Therefore, the totals donot
reflect only numbers shown in the table.
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Appendix V — OVCI Applicant Occupational Information by Tax Year for 1999, 2000, and

2001

As shown in tables 11, 12, and 13, retired individuals account for the most applications in

each year. The three most common occupations for each year are executives,

business/self-employed individuals, and those involved in banking/finance/insurance.

Table 11: Individual OVCI Applicants’ Professions, Numbers, Median Original AGIs, and
Median Adjustments to Original AGI for Tax Year 1999 (Filers and Nonfilers but not

FBAR applicants)
Median
Number Median | adjustment
of original | to original
Profession applicants AGI AGI

Retired 52 $61,643 $24,894
Executive 47 236,031 40,614
Business/self 31 49,443 36,795
Employed
Banking/ finance/ 26 48,778 37,748
insurance
Sales 22 105,251 40,586
Engineer 21 83,695 8,685
Medical profession 18 84,952 14,847
Analyst/consultant 12 44,699 6,852
Computer/ 10 53,118 6,887
technology
Attorney 8 116,753 5,381
Administrative’ 8 77,292 27,356
Scientist 5 12,832 7,801
Education® 5 0 9,266
Real estate 4 892,885 239,931
Pilot 4 115,778 75,128
Building trades 4 16,974 55,203
Arts 4 178,432 90,998
Other 19 13,515 28,245
Missing 44 28,562 42,663
Total’ 344 68,626 $28,432

Source: GAO analysis of IRS data.
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* A small number of taxpayers who applied to the OVCI program listed their occupations as secretary but
their incomes were each in excess of $1 million for each of the years 1999, 2000, and 2001.

® Although a large number of applicants were from the banking/finance/insurance sector, a large number of
these applicants reported large losses on their tax returns. As a result, the median original AGI was
relatively low.

¢ Some occupations had more nonfilers apply to the OVCI program than filers, so for these cases the
median original AGI was zero.

* Seven applicants were identified as “deceased,” and we included these people in the “other” category.
 We did not include FBAR applicants in this table because, according to IRS officials, there is no
adjustment to the FBAR applicants’ original AGL These applicants generally reported their offshore
holdings on their original federal tax returns and incurred no additional taxes or interest owed. Because
these applicants made up more than half of all applicants, if we included them in the table, the median
adjustment to original AG, taxes, and interest would all be zero.
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Table 12: Individual OVCI Applicants’ Professions, Numbers, Median Original AGls, and
Median Adjustments to Original AGI for Tax Year 2000 (Filers and Nonfilers but not

FBAR applicants)
Median
Number Median adjustment
of original to original
Profession applicants AGI AGI

Retired 57 $71,939 $19,192
Executive 48 258,665 42943
Business/self 33 74,387 38,5676
employed
Banking/ finance/ 24 104,129 81,372
insurance
Sales 23 123,315 48,587
Medical profession 22 108,723 20,948
Engineer 21 66,765 7,629
Analyst/consultant 11 134,351 20,210
Computer/ 10 53,427 3,721
technology
Administrative® 8 113,736 29,043
Attorney 8 161,341 13,095
Other 19 27,074 24,133
Education 6 20,945 23,886
Arts 5 62,631 59,230
Scientist 5 23,946 41,127
Building trades 4 15,689 32,313
Pilot 4 98,423 33,955
Real estate 4 1,133,868 198,818
Missing 46 735 36,873
Total® 358 $41,448 $27,083

Source: GAO analysis of IRS data
* A small number of taxpayers who applied to the OVCI program listed their occupations as secretary but
their incomes were each in excess of $1 million for each of the years 1999, 2000, and 2001.
® Although a large number of applicants were from the banking/finance/insurance sector, a large number of
these applicants reported large losses on their tax returns. As a result, the median original AGI was

relatively low.

° Some occupations had more nonfilers apply to the OVCI program than filers, so for these cases the
median original AGI was zero.
¢ Seven applicants were identified as “deceased,” and we included these people in the “other” category.
 We did not include FBAR applicants in this table because, according to IRS officials, there is no
adjustment to the FBAR applicants’ original AGI. These applicants generally reported their offshore
holdings on their original federal tax returns and incurred no additional taxes or interest owed. Because
these applicants made up more than half of all applicants, if we included them in the table, the median
adjustment to original AGI, taxes, and interest would all be zero.
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Table 13: Individual OVCI Applicants’ Professions, Numbers, Median Original AGls, and
Median Adjustments to Original AGI for Tax Year 2001 (Filers and Nonfilers but not
FBAR applicants)

Median
Number Median adjustment
of original to original
Profession applicants AGI AGI

Retired 52 $43,881 $25,074
Executive 47 158,183 23,302
Business/self 32 73,134 22,006
employed
Banking/ finance/ 27 3,596 22,951
insurance
Sales 22 91,000 24,329
Medical profession 22 95,928 8,397
Engineer 21 55,941 5,722
Other 20 23,286 15,197
Analyst/consultant 11 49,892 20,277
Computer/ 11 39,348 6,461
technology
Attorney 9 137,661 23,302
Administrative’ 8 105,804 11,028
Building trades 5 22,684 6,669
Education® 5 0 36,364
Scientist 5 26,599 8,638
Real estate 4 1,100,241 291,871
Pilot 4 123,705 14,566
Arts 3 123,945 70,799
Missing 42 0 54,094
Total® 350 $49,598 $23,124

Source: GAO analysis of IRS data.

* A small number of taxpayers who applied to the OVCl program listed their occupations as secretary but
their incomes were each in excess of $1 million for each of the years 1999, 2000, and 2001.

* Although a large number of applicants were from the banking/finance/insurance sector, a large nuraber of
these applicants reported large losses on their tax returns. As a result, the median original AGI was
relatively low.

° Some occupations had more nonfilers apply to the OVCI program than filers, so for these cases the
median original AGI was zero.

* Seven applicants were identified as “deceased,” and we included these people in the “other” category.

* We did not include FBAR applicants in this table because, according to IRS officials, there is no
adjustment to the FBAR applicants’ original AGL. These applicants generally reported their offshore
holdings on their original federal tax returns and incurred no additional taxes or interest owed. Because
these applicants made up more than half of all applicants, if we included them in the table, the median
adjustment to original AGJ, taxes, and interest would all be zero.

(450237)
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TESTIMONY OF DALE BROWN

Dear Members of the Senate Finance Committee:

My name is Dale F. Brown. I am 47 vears of age and reside in Incline Village,
Nevada. Since leaving the U.S. Air Force in 1986, where [ served as g B-52G
and FB-111A navigator-bombardier for eight vears, I have published twenty-

two military aviation novels, under my own name and as co-author,
seventeen of which are New York Times best-sellers.

In April of 2004 1 pled guilty to one count of violating 26 USC 7206 (1}, filing
a false tax return, in 1998. 1 listed deductions on my tax return knowing they

were not real, and I signed the tax return knowing there were false entries.

With the Chairman's permission, [ would first like to tell my family, friends,
and fellow Americans that 1 take full and complete responsibility for my
actions; I am truly and sincerely sorry for what I've done; and I promise it will
never happen again. I made those false entries because [ was greedy, vain,
selfish, and took bad advice from financial professionals I trusted. We are all
human and humans make mistakes, but I also believe that we must all pay
for our mistakes as well, and I am prepared to accept any punishment
ordered by the Court,

I came to claim those false tax deductions because | participated in an
offshore money transfer scheme in which I paid others to form offshore
corporations, then transferred money to these entities, claimed those
transfers as business expenses, then listed those expenses as legitimate
deductions on my tax returns. The purpose of these transfers was to create a

pool of money that 1 could access via loans to myself.

I was introduced to this scheme by my long-time tax preparer, bookkeeper,
and financial advisers, Roger and Kim Steele, of Steele Accountancy Inc. of

Carson City Nevada. I had been working with the Steeles since 1992 when |
was recommended to them to do corporate tax returns after forming a
Nevada corporation to produce a television series. I was told that Roger Steele
was a CPA and was well-versed in how to take maximum advantage of
Nevada corporate and federal tax laws.

Following the Steele's advice, I had formed numerous domestic corporations
in the states of Nevada and Wyoming for the purpose of "income splitting,” or
expensing money between various entities for the purpose of reducing the
overall tax liability by taking advantage of lower tax rates and taking multiple
deductions for business expenses. By 1997 we were transferring money
between three Nevada and one Wyoming corporations. Depending on the

1
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amount of money necessary to "expense” and the tax vear-end of the
particular corporation, the Steeles would direct me to transfer funds between
entities. The Steeles prepared all of the corporate and my personal tax
returns,

The process scemed simple and I was satisfied with the results and had no
reason to believe any of this was improper. [ understood and believed that I

was not evading taxes but merely deferring the tax liability until some time in
the future--the taxes would eventually have to be paid, but the time value of
money suggested that I would benefit the longer I delayed paying the taxes.
All of the corporations paid taxes and all filed tax returns. I consulted with
the Steeles on a regular basis, usually monthly but more often at the end of
the year when funds had to be transferred. The Steeles were treasurers of all
of the corporate entities and had access to all the corporations' records and
bank accounts.

In 1998 1 expressed my desire to Roger Steele to pay off my home mortgage.
He advised me that it made no tax sense to do so because of the home

mortgage deduction and told me of a better way to proceed using a program
run by Terry Neal of Portland, Oregon. Mr. Steele provided me with Mr. Neal's
books and audiotapes and assured me that he and his program were
legitimate and above-board, so in the summer of 1998 I flew Mr. Steele and
myself to Portland, Oregon to meet with Mr. Neal,

After meeting and speaking with Mr. Neal, I agreed to pay to form two

offshore corporations, Qriginal Concepts Ltd. (QC) and Atlantic Smythe Inc,
(AS), both based in Nevis, West Indies. The plan propgsed by Mr. Neal and

accepted by myself and Mr, Steele was to expense my corporate funds from

the U.S. to QC, usually by wire_transfer; transfer funds by wire from OC to
AS: then borrow the money from AS in the form of a mortgage to which I

would pay principal and interest payments like a conventional mortgage. 1
would then deduct the transfers as busingss expenses on my tax returns,

and deduct the interest paid on the mortgage on my personal tax return. 1

paid to form the two corporations, paid an annual maintenance fee for each
entity, paid wire fees for each transfer, paid the Steeles to prepare the tax

returns, paid an attornev to prepare deeds of trust for filing for the home
mortgage, and paid fees to a mortgage collection service to collect and

disburse the mortgage payments offshore.

At the time this scheme made complete sense. To me, it was simply a more
sophisticated extension of the income splitting routines we had already been

doing for many vears. I understood and believed that the taxes would
eventually have to be paid on all the funds I sent offshore, but they would be

paid sometime in the future when I brought the funds back into the U.S.
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outside of a mortgage or other loan, I never helieved that I was evading taxes,
As before, the Steeles oversaw and directed when and how much money
should be "expensed” offshore depending on what numbers they needed for

the tax returns; as before, they prepared all of my corporate and personal tax
returns,

It was explained to me by Mr. Neal and backed up by Mr. Steele that using
anonymous offshore corporations was more private, secure, and free of
regulatory or government examination versus domestic corporations. No tax
returns were due on the foreign entities, My name was not on any bank or
corporate ownership records, which meant I did not own or control any
foreign bank accounts and was therefore not required to report anything on
my tax returns.

I was instructed, and took great care, to be sure that I serviced each
mortgage and loan I made with AS. Although I was well aware that nothing
would happen to me if I failed to pay (the mortgage collection agency would

charge a smail late fee}, I was told in no uncertain terms that it was vital to

pay each loan regularly and promptly in order to maintain the appearance of
a conventional loan,

This program continued from 1998 through most of 2002. Roger Steele had
personal problems and left the accounting firm in 2000, but his (now ex} wife
Kim continued doing all of the books and tax returns and advising meon a
wide range of financial matters, including the offshore scheme. I terminated
my relationship with Kim Steele and stopped making payments offshore
when I learned I was the target of a criminal investigation in December 2002,

Upon the advice of legal counsel and my wife Diane, I decided immediately to
cooperate with the government. In the winter of 2003 I met with the Assistant
U.S. Attorney from Portland and the IRS and answered their guestions_ on my
involvement in the offshore monev scheme. In the spring of 2003 I signed a
plea agreement with the government and testified before a federal grand jury
that indicted Terry Neal. By Julv 2003 I had paid all of the taxes owed on all
of the money I had transferred offshore, plus paid all interest and penalties
assessed by the IRS. Also in 2003 I supplied information to the IRS to assist
them in their investigation of the Steeles, and in the spring of 2004 met with
the IRS to answer more questions about the Steeles. I have also supplied

information to the government on other matters relating to offshore banking
schemes.

Along with all of the above, I have retained a new CPA firm to handle all of
my business and personal financial matters. The new firm has wound up and

dissolved all of the questionable schemes and entities established by the
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Steeles over the past several years, and I consult with them regularly on all
matters relating to money, finances, investments, and business,

This incident has left me and my family in a serious financial situation and
may have ruined my writing career. I liquidated my savings and pension
accounts and got a second mortgage on my home to pay the taxes, interest,
and penalties due. My latest publishing contract has been canceled; I may be
forced to pay back advance money I received on two unpublished books that
the publisher now says he will not publish; and the publisher is currently
retaining money due me from a previous contract until the matter is settled.

The scheme did not save me one cent—in fact, I paid more in interest and
penalties than I did in taxes owed, a total of almost one million dollars, not to
mention almost two years of attorneys’ fees, potential loss of income, adverse
publicity, enormous stress on myself and my family, and all of the penalties
associated with being a convicted felon. I have humiliated myself in front of
my family, friends, and neighbors, and lost an incalculable amount of
business and personal trust and goodwill that may never be recoverable.

1 am currently awaiting sentencing in federal court in Portland.
Here are my lessons learned from this nightmarish debacle;

Lunfortunately re-learned the old adage "if it sounds too good to be true, it
probably is.” I knew that the expenses were not real, but I went ahead and
made them anyway. I made myself believe this scheme was legitimate
because I was greedy, because I didn't think I'd get caught and I didn't think
I'd go to prison if I did get caught, and because I never thought about the
consequences to my family and to my personal and business life if I did get

caught.

Llearned that I must deal with the real world, not just the imaginary worlds
that I create for my novels, I learned 1 must pay closer attention to all of my
affairs, gather information from more than one or two sources, and not be
swayed or make decisions based on information from the first person [ meet,
or someone who can shmooze or flatter me the best. I should have
interviewed more than one firm when choosing a financial adviser; I should
have asked more questions from neutral third parties before agreeing to
participate in the offshore scheme.

[ have also learned to trust others in my business decisions and not think I
know it all. My wife Diane is a retired Sacramento-police lieutenant and is a
keen judge of character. The Steeles did not pass her "smell test’ early on,
But I had worked with the Steeles for many vears before I knew Diane, and |
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chose to ignore her warnings, I have since learned to trust others with all

decision-making, and to especially seek advice from those who have more
than just a financial relationship with me,

With the Chairman's indulgence, the following is my primary
recommendation to the Committee regarding my involvement in the offshore
scheme. I do not make this recommendation as a way to assign blame or
make excuses, but as a possible avenue to resolve similar issues more
efficiently:

As I mentioned above, I should have sought advice from neutral, licensed,

disinterested third party professionals before retaining the unscrupulous
financial advisers and signing up for this bogus scheme. But if I had known
at any time that Terry Neal or this offshore scheme was under investigation

by the government, [ would have terminated my involvement on the spot.

Obviously I would not have received such a warning from my own financial
advisers, since they were involved in the scheme all the way and were

probably receiving some sort of commission from Terry Neal the whole time, [
suspect that would be the case in most situations. I now understand from

the Assistant U.S. Attorney as well as my attorney that the IRS had been

examining Terrv Neal since 1998, the vear I subscribed to the offshore
scheme!

1 subscribed to this scheme because of the reasons already mentioned; greed,

vanity, seifishness, and taking bad advice from bad persons. But I do not
believe I'm a bad guy: I think I'm a good and law-abiding guy who listened to
a bogus sales pitch from unscrupulous persons and was shmoeozed, flattered,

and conned into signing up for something I knew was not right. I heard only
one message, and it was the wrong one.

If the objective of the IRS and Justice Department's investigations are to put
guys like me in prison, then they are doing what they need to do: keep the
investigations secret and deter others by widely publicizing those that are
successfully prosecuted or have pled guilty 1o an offence.

But if the government wants to efficiently recover lost revenue and provide

the maximum level of deterrence, it seems to me that they should widely
publicize their investigations early on using media outlets that guys like me
watch or listen to every day. If I had been watching "America’'s Most Wanted,"
"The O'Reilly Factor,” MSNBC, or "Larry King Live" and heard that the IRS
had started an investigation on a program even remotely resembling the one |
was involved with, I'd be on the phone instantly to a lawyer and another
accountant, wanting to get out FAST.
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I believe that if the government had a regular TV or radio show or a segment
in "Parade” magazine (the Sunday paper insert] listing its current
investigations, guys like me who think they're getting away with it will turn
themselves in or take steps to undo whatever they're doing. The government
may offer an amnesty program, but I don't think that would be necessary for
most offenders--just the HINT that I might be under the gun would cause me

to jump for the phone as soon as I read or heard about it.

The only downside fo this idea is that it might cause the organizers of the
scheme to close up shop and disappear once the word got out that they were
being investigated, so the "big fish" might get away and the efforts and
resources of the investigators up to that point might be considered wasted,
But it's the ultimate objective that needs to be addressed; if the government
is seeking maximum revenue, maxipum compliance, and maximum
deterrence from normally honest and law-abiding guys like me, they should

widely publicize their investigations and do everything possible 1o compel
offenders to turn themselves in. As in the U.S. Air Force Strategic Air

Command nuclear war fighting game that I was involved in for eight vears,

deterrence onlv works if the other side knows what nuclear weapons you

have and you make them believe as clearly as possible that you will use

them.

Lwould like to conclude by thanking the Committee for allowing me the
opportunity to make this statement, and I pledge to continue doing
evervthing I can to atone for the wrongs I have done and to earn back the
faith and trust of my family, friends, and fellow citizens.

Respectfully submitted,

Dale F. Brown

incline Village, NV
25 June 2004
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INTRODUCTION

Mr. Chairman, Senator Baucus, and distinguished members of the Committee, thank you for the
opportunity to testify today regarding the problem of the tax gap and the Internal Revenue
Service's approach to bridging the tax gap. The IRS shares this Committee’s concerns regarding
the tax gap — the difference between what taxpayers are supposed to pay and what is actually
paid — and is committed to reducing it. )

My testimony today will address the critical need for a better understanding of the nature and
scope of the tax gap. While the IRS is undertaking this important task, we are moving forward and
addressing the compliance problems that we believe are important contributors to the tax gap. 1
will highlight the aggressive steps the IRS is taking to address these issues and narrow the tax

gap.
BETTER INFORMATION IS NEEDED REGARDING THE TAX GAP

The tax gap consists of three main components: (1) filing noncompliance (i.e., relating to taxpayers
who fail to file required retumns); (2) payment noncompliance (i.e,, relating to taxpayers who fail to
pay the full amount shown due on a return); and (3) reporting noncompliance (i.e., relating to
taxpayers who fail to report all tax due on a return). Only the second component ~ payment
noncompliance — can be stated with any degree of accuracy because it is based on current
information filed by taxpayers. The IRS does not have the information needed to make reliable
estimates of the filing noncompliance and reporting noncompliance components of the tax gap, the
relative sizes of these three main components to the tax gap, or the total size of the current fax

gap.

Simply put, the information on noncompliance currently available to the IRS is over 15 years old,
and in many cases even older. The IRS’ Taxpayer Compliance Measurement Program (TCMP)
last evaluated data from 1988. Compliance data for corporations and other business entities are
even less current. Although the information from the TCMP indicates that noncompliance was and
remains a significant threat to our voluntary compliance system, the TCMP data does not provide
a reliable estimate of the current level of noncompliance — j.e., the tax gap.

The IRS is in the process of compiling updated compliance data through the National Research
Program (NRP), the first broad-based compliance study since the TCMP. When completed, the
NRP not only will provide the IRS updated data regarding the level of tax compliance by
individuals, but also will assist us in understanding the areas and nature of noncompliance. In
addition, the IRS is pursuing other research directed at shedding light on particular compliance
problems so that we can formulate appropriate solutions.

1
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ROOT CAUSES OF THE TAX GAP

The reasons for noncompliance are many, and once the NRP is completed, the IRS will have a
much clearer sense of the areas of noncompliance that give rise to the tax gap and the reasons for
that noncompliance. We believe, however, that a significant factor contributing to the tax gap is
the enormous complexity of our tax laws. For taxpayers, complexity makes it harder to understand
and apply the tax laws. The ever increasing percentage of Americans who each year turn to
return preparers and tax preparation software is a reflection of the complexity of our tax laws. For
the Government, complexity makes it more costly for the IRS to administer effectively the tax
system. The Treasury Department and the IRS must write rules to administer complex tax laws,
and the IRS must expend resources to administer these laws, including everything from taxpayer
assistance to audits of returns.

Complexity gave rise to the latest generation of abusive tax avoidance transactions. Taxpayers
engaging in these abusive transactions attempt take advantage of the Code’s length and
complexity by combining a myriad of technical rules to claim tax benefits not intended by
Congress. These transactions often involve complicated structures and sophisticated financial
instruments that IRS agents must penetrate to determine whether a transaction is, in fact, abusive.
These so-called “technical tax shelters” proliferated in the 1990s because taxpayers and
promoters believed that taxpayers could enter into aggressive transactions with little risk of
detection and with little risk of owing anything more than the tax due and interest even if caught. 1
will highlight in greater detail below the Administration’s approach to these transactions, which is
fundamentally shifting the risk-reward calculus for taxpayers considering an abusive transaction.

We also are exploring ways of altering the attitudes of Americans about noncompliance. Over the
last four years, the number of Americans saying it is OK to cheat on taxes rose from 11 to 17
percent. Sixty percent of Americans believe that people are more likely to cheat on taxes and take
a chance on being audited. As discussed in greater detail below, the {RS has acted aggressively
to restore confidence in the tax system by halting the promotion of abusive transactions and
bringing taxpayers back into compliance with the tax laws, while improving service to taxpayers.

OUR AGGRESSIVE ACTIONS TO NARROW THE TAX GAP

The tax gap problem requires a comprehensive solution that will provide the IRS with the
information, tools, and resources necessary to address noncompliance. In this regard, we
have taken significant and important steps towards bringing taxpayers back into compliance. In
addition, we are committed to developing new processes and strategies for dealing with the
challenges presented. We currently are following a broad-based, multifaceted strategy to
combat noncompliance that includes:

o Identifying compliance priorities and applying resources appropriately;
o Improving service to taxpayers;
o Ensuring that the IRS has the right tools and resources; and

o Coordinating with other tax administrators to identify and combat noncompliance.
2
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identifying Compliance Priorities and Applying Resources Appropriately

In my testimony before this Committee last October, | highlighted the need for the IRS to
priotitize its audit focus and to apply proportionately greater resources to areas where we
believe there are, or where we expect to find, compliance issues. In that regard, we have
identified the following areas as compliance priorities:

(1) Discouraging and deterring egregious non-compliance;

(2) Ensuring that attorneys, accountants and other tax practitioners adhere to professional
standards and follow the law;

(3) Detecting and deterring domestic and off-shore based tax and financial criminal activity;
and

{4) Deterring abuse within tax-exempt and governmental entities.

1. Discouraging and deterring non-compliance, with emphasis on corrosive activity by
corporations, high-income individuals and other contributors to the tax gap. The abuses of
recent years have 1o a very real degree strained the credibility of our tax administration
system. Enforcing compliance in these sectors is critical to maintaining Americans’ faith that
our system is fair. Combating abusive tax schemes and abusive transactions is the
centerpiece of this effort, which involves several key components.

Aggressive Son of Boss Settlement Initiative. This sophisticated abusive transaction initiative
involved thousands of taxpayers and six billion dollars in understated tax. We are getting tough on
this abusive fransaction because it is so egregious. Many transactions have generated tax losses
between $10 and $50 million, and several greater than $500 million.

To achieve uniformity and enhance overall compliance with the tax laws, taxpayers will not be
afforded the traditional administrative Appeals process. For the first time, IRS has required a total
concession by the taxpayer of losses claimed--one hundred percent. For the first time, penalties
(10 or 20 percent) are mandated as a settlement condition for certain taxpayers. More than 1,500
taxpayers filed Notices of Election by the June 21 deadline. About 85% of participants then known
to the IRS filed elections and more than 300 participants unknown to IRS have filed elections.
These taxpayers must still complete the process established for the initiative in order to resolve
their cases, but we are very pleased by the response. Mr. Chairman, without the support shown
by you and Senator Baucus, we would not have had this kind of success.

Anyone who does not come forward can still challenge the 1RS in court. If so, we will
vigorously pursue the full tax due, applicable interest, and the maximum penalty. Taxpayers
should not expect to settle court cases more favorably than the IRS settlement initiative. We
have already begun to contact the taxpayers who did not file Notices and expect to begin
enforcement action soon.

Three states, New York, Connecticut, and New Jersey, have issued their own Son of Boss
settlement initiatives as part of broader amnesty programs.
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Early Disclosure of Questionable Transactions. The Administration has made transparency a
key element of its effort to combat abusive transactions. In March 2002, based on our
experience with regulations issued in early 2000, the Treasury Department announced a
significant revision of the rules requiring taxpayers to disclosure potentially abusive
transactions to the IRS. These revisions have been compieted, and | am confident that they
will be a significant step towards bringing abusive transactions to light as they take place,
rather than years afterwards. The early identification of potentially abusive transactions
permits the IRS to gather information and issue guidance before a transaction proliferates.
Notifying the public of the IRS's position on an abusive transaction, coupled with robust
disclosure, registration, and list maintenance requirements, deters taxpayers from playing the
audit lottery and participating in abusive transactions. The alternative is unacceptable because
the IRS must devote a tremendous amount of resources to address an abusive transaction
after it has spread in the market.

Early disclosure rests upon the three provisions in the Code that require taxpayers to provide
requested information on returns and promoters to registers certain transactions with the IRS
and provide lists of participants in potentially abusive transactions to the IRS upon request.
The Administration has proposed legislation that will allow these three provisions to work
together seamlessly and back up the failure of a taxpayer or promoter to follow these
disclosure rules with meaningful penalties. | commend the Committee for the lead it has taken
in moving these Administration proposals closer to enactment.

Prompt Guidance on Abusive Transactions. The early identification of abusive transactions is only
as valuable as the effectiveness of the IRS’ response - once the IRS identifies a potentially
abusive transaction, it is imperative that the ]RS responds quickly. Prompt action, such as through
the issuance of public guidance with respect to a newly identified abusive transaction, will limit the
spread of an abusive transaction. If we do not promptly challenge these transactions, taxpayers
may assume, incorrectly, that the IRS has tacitly approved the transaction or that the IRS simply
will not detect it. In the absence of a clear signal from the IRS, taxpayer may adopt a “follow the
crowd” mentality about an abusive transaction.

To avoid the delays that had previously hampered our efforts, the IRS has launched efforts to
ensure a coordinated approach involving the IRS operating divisions, Chief Counsel and the
Treasury Department to formulate a response. We believe that once guidance has been issued
that a transaction does not work or, in some cases, has been designated a “listed transaction”
(which signals our very strong concerns about a transaction and commitment to identify taxpayers
who have participated in the transaction), taxpayers will be reluctant to enter into it. By deterring
taxpayers from entering into these transactions, we save audit resources. In addition, this
guidance directs agents in the field to focus on these transactions in taxpayer and promoter audits
and ensures that these cases will be uniformly developed. If the IRS is slow to uncover new
potentially abusive transactions or does not react quickly to them, then the IRS will be required
address more cases through audit and litigation. That is a far slower and more resource-intensive
process than published guidance and is significantly less effective in containing the spread of new
abusive transactions.

Better Information from Taxpayers. Although increased disclosure of potentially abusive
transactions under our revised disclosure regime is a critical compliance priority, it is not
enough. We are taking aggressive actions to make sure that we identify noncompliance by
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making it more transparent on a return. Increased filing of electronic returns is a key element
of this effort. Electronically-filed returns allow the IRS to use all of the information on a retum.
Although we experienced substantial growth in electronic filing again this year, we are
committed to fulfilling our mandate to expand and encourage electronic filing.

In addition, we are revising our forms so that they elicit the information we need to detect
noncompliance. For example, we recently announced the release of the new Schedule M-3,
which will be effective for large corporations this year. The Schedule M-3 accomplished a
much needed, comprehensive overhaul of the present Schedule M-1, which had not been
updated for almost 40 years. The new Schedule M-3 will make differences between financial
accounting net income and taxable income more transparent. Schedule M-3 provides
information that will help the IRS better identify taxpayers that may have engaged in
aggressive fransactions and therefore where additional scrutiny is warranted. The new
disclosures from Schedule M-3 will help us focus our examination effor‘[s on high-risk areas,
which will improve and streamline the audit process.

The IRS also is working to examine returns earlier. 1t is imperative that we get current in our
audits. The IRS must identify abusive transactions promptly so that potentially abusive
transactions can be shut down early on, before they spread. It currently takes two years on
average before complicated corporate returns find their way into the hands of the assigned
examiner, and it takes five years from the date the return is filed for us to complete the audit of
a large, complex corporation. (These figures do not include the appeals process, which may
take another two years before the matter is settled or goes to court.) As a result of this time
lag, the IRS did not detect and deter the abusive transactions of the 1990s on a timely basis
because we did not have an informed view of current taxpayer behavior, only an historical
understanding of events long past.

The challenge to get current and to focus swiftly on emerging issues and evolving business
trends is becoming greater every day. But, | am convinced that meeting that challenge will
give us a quicker, more current and more efficient examination process that is aimed at those
returns with the greatest compliance risk. Technology will help. For example, electronic filing
by corporations will facilitate our analysis of data and help us calibrate risk. Through speedier
audits we will provide better service to the compliant taxpayer by resolving differences earlier,
and hold accountable those who seek to game the system.

Reduced Controversy through Published Guidance. A significant proportion of our audit resources
are being consumed addressing issues that could be clarified through additional published
guidance. The Treasury Department and the IRS have published guidance for issues such as
capitalization, cash-method accounting, and the research credit, that historically have resulted in
considerable controversy between taxpayers and the IRS. These guidance projects are
continuing, and we will continue working on guidance that establishes clear rules that will resolve
uncertainty and controversy. Published guidance is an important tool that the IRS can use to
increase compliance and free up audit resources that we can then devote to areas with higher
risks of noncompliance. We have made significant progress in accelerating and increasing its
issuance of published guidance and we will continue to improve our performance in this area.

2. Ensure that attorneys. accountants and other tax practitioners adhere to professional
standards and follow the law. When | started work at Arthur Andersen in New York as a young
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auditor, in 1976, | was not yet twenty-two years old. All of us — in fact | would dare say
anyone at a big eight accounting firm or leading law firm of the time — were given an
unmistakable understanding of professional expectations and standards: your first
responsibility was to make sure your client followed the law and observed appropriate
standards. Then, if you could, you attempted to differentiate the firm based on service.

Let me emphasize that the vast majority of practitioners are honest and scrupulous. But even
the good ones—the vast majority——suffered from the erosion of ethics—because they are
being subjected to untoward competitive pressures. Over the last three decades, with an
accelerated slide in the 1990s, the model for accountants and attorneys changed. The focus
shifted from independent audit and tax functions premised on keeping the client out of trouble,
to value creation and risk management. Promoters of abusive transactions had a corrupting
influence. It got so bad that in some instances blue chip professionals actually treated the
decision of whether or not to comply with the law as a business decision. They weighed
potential fees for promoting abusive transactions but not foilowing the law against the risk of
IRS detection and the size of our penalties.

QOur system of tax administration depends upon the integrity of tax practitioners. The IRS is
committed to improving professional standards. We are pursuing an integrated approach to
maximize the effectiveness of the Office of Professional Responsibility (OPR) that includes: (1)
providing OPR the necessary resources and ensuring that those resources are deployed
efficiently; (2) establishing administrable standards for practice before the IRS that address
current compliance issues; and (3) improving coordination and outreach between OPR, the
IRS Operating Divisions, and the Department of Justice (DOJ). To help us achieve these
objectives, we have augmented OPR by doubling its size and appointing as its Director a
tough, no nonsense, former prosecutor.

The RS also has focused attention on the role of accounting and law firms, among others, in the
proliferation of abusive transactions. The IRS has focused on these firms because in some
instances tax professionals were acting as promoters of abusive transactions, and not simply as
tax or legal advisers. Initiatives that focus on promoters provide a number of benefits to tax
enforcement, Promoters are required to maintain investor lists that identify taxpayers who
participate in potentially abusive transactions that are “reportable” or “listed"” transactions under
Treasury Department regulations. By auditing the promoters, obtaining investor lists, and following
up with audits of those investors, we can deter the promotion of, as well as the demand for,
abusive transactions. The IRS also has effectively utilized penalty sections 6707 and 6708 of the
Code against those promoters and preparers who fail to comply the registration and list
maintenance rules,

The IRS is also focusing on tax return preparers. The Small Business/Self Employed Division
(SB/SE) established a Lead Development Center (LDC) in April 2002 to centralize the receipt and
development of all potential leads on abusive transactions and tax schemes marketed used by
return preparers and promoters. The LDC sends authorized investigations to the field. Last year,
SB/SE’s LDC and Return Preparer Program increased our compliance efforts against abusive
return preparers. Problem preparers are now referred to the LDC for consideration of an injunction
investigation. As of June 2004, the IRS SB/SE Division has 927 promoters and retumn preparers
under Section 6700 and/or 8701 investigation.
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In extraordinary cases involving promoters and return preparers, we have worked with the DOJ to
file suit in U.S. District Court under Code sections 7402, 7407 and 7408 to seek injunctions to halt
further abusive conduct. Such action can permanently bar an individual, or group of individuals,
from participating in such activity. Since the beginning of 2000, 186 promoters (some of whom
were also return preparers) have been referred to the Department of Justice for injunctions. The
Department of Justice has fited injunction suits against 101 of those promoters, and declined to
sue 36 of them, Of the 101 sued, 67 have been enjoined (by temporary restraining order,
preliminary injunction, or permanent injunction), and 34 are awaiting court action. The Department
of Justice is evaluating 49 referred promoters for possible suit. Another 55 cases are being
reviewed by Chief Counsel for possible referral.

3. Detect and deter domestic and offshore-based criminal tax activity and financial criminal
activity. Our Criminal Investigation Division (Cl) is a storied and proud law enforcement
agency. Clis currently pursing a number of significant and complex abusive tax scheme
investigations in which they are collaborating with SB/SE and Large and Midsize Business
Division (LMSB). With this internal synergy, we are aggressively detecting and deterring
domestic and off-shore tax and financial criminal activity.

Ci has focused its efforts on abusive tax schemes that utilize muitiple flow-through entities as an
integral part of the taxpayer's effort to evade taxes. These tax schemes are characterized by the
use of trusts, Limited Liability Companies (LLCs), Limited Liability Partnerships (LLPs),
International Business Companies (IBCs), foreign financial accounts, offshore credit/debit cards,
and other similar instruments. The schemes are usually complex, involving multi-layered
transactions for the purpose of concealing the true nature and ownership of the taxable income
and/or assets.

Cl's expertise covers not just criminal tax matters but other financial crimes. Our investigators are
the best in law enforcement at tracking and documenting the flow of funds. In addition to our tax
investigations, the IRS has over 100 agents assigned on an ongoing basis to support the
President's Corporate Fraud Task Force. We will continue to intensify these important efforts.

4. Discourage and deter non-compliance within tax-exempt and government entities, and the
misuse of such entities by third parties for tax avoidance or other unintended purposes. We
are taking a close look at tax-exempt organizations to ensure that they are operating within the
bounds of the law. As | testified before the Senate Committee on Finance last month, our Tax-
Exempt and Governmental Entities Division (TEGE) plays a significant role in combating
abusive transactions. While the vast majority of tax-exempt entities follow the law, and abuses
in this sector may still be isolated, we must act quickly to check those abuses. We have seen
instances of lavish compensation packages for executives, inappropriate related-party
transactions and, in some cases, operation of what is essentially a profit-making entity with no
public purpose in the guise of a charity to escape the payment of taxes or regulatory oversight.

We are addressing non-compliance by tax-exempt entities on a number of fronts. In one area
of particular concern, credit counseling organizations, we have launched an unprecedented
audit effort. We are also initiating a broader review of foundations that ultimately will involve
examinations of approximately 400 entities. Half of the examinations will be somewhat akin to
our detailed NRP audits already underway for individuals. Furthermore, we are enhancing our
cooperative efforts with state charity regulators. If we do not take actions to preserve the

7
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integrity of our charities, there is a risk that Americans will lose faith in, and reduce their
support more broadly, for charitable organizations, damaging a unique and vital part of our
natior’s social fabric.

Finally, we cannot overstate the seriousness of the involvement of tax-exempt and government
entities as accommodation parties to abusive transactions. A significant proportion of the
transactions identified to date as listed transactions under the return disclosure regulations rely to
some degree on the use of a tax-exempt party. In response, we have revised our Form 8886,
Reportable Transaction Disclosure Statement, to require the identification of alf parties to a listed
transaction to improve the detection of accommodating parties, including tax-exempt entities. We
will continue to explore whether additional changes to the disclosure rules and forms are
necessary.

Improving Service to Taxpayers

Enhancements to the IRS’ compliance efforts must be matched by continued improvements in
service to taxpayers. Achieving better service will improve the willingness of taxpayers to meet
their tax obiigations, increase tax revenues, and reduce the tax gap.

Our working equation at the IRS is service plus enforcement eguals compliance. The better we
serve the taxpayer, and the better we enforce the law, the more likely the taxpayer will pay the
taxes he, she or it owes. By service, we mean helping people understand their tax obligations
and making it easier for them to participate in the tax system. Adam Smith, the Scottish )
economic philosopher, believed that the “tax which each individual is bound to pay ought to be
certain, and not arbitrary. The time of payment, the manner of payment, the quantity to be
paid, ought to be clear and plain to the contributor, and to every other person.”

We have an obligation to help taxpayers navigate the tax laws and make it as easy as possible
for them to comply. The IRS has demonstrated unmistakable progress in improving customer
service and increasing its recognition of and respect for taxpayer rights. While the ultimate
desired level of customer service remains to be reached, the IRS’s improvement and
commitment with respect to these core goals has been incontrovertible, established and
measurable.

Our objectives for continued improvement in taxpayer service are three-fold: (1) improve and
increase service options for the tax-paying public; (2) facilitate participation in the tax system
by all sectors of the public; and (3) simplify the tax process. These objectives are based on a
recognition of the dynamics of a rapidly changing world, one in which the Internet will be the
dominant communications tool. Yet we realize there will remain a wide range of computer and
technological literacy among individual taxpayers, and we must not {ail to provide the same
level of service to all taxpayers, regardless of their technological sophistication. QOur objectives
also recognize an America with an increasingly diverse population, and that diversity will
create challenges for us as tax administrators. Nevertheless, we are confident that we can and
will serve all Americans effectively.
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Ensuring the IRS Has the Tools and Resources it Needs

In addition to the steps outlined above, we have been working closely with our partners in the
Treasury Department to make sure that the IRS has the tools and resources it needs to fight
noncompliance. As this Committee is aware, the Treasury Department’s March 2002
Enforcement Proposals to Combat Abusive Tax Avoidance Transactions have been included
in the Administration’s Fiscal Year 2005 Budget and will provide important tools for the IRS.
These proposals include confirmation of the Government’s ability to seek injunctions against
promoters who disregard the disclosure rules and the imposition of new penalties for taxpayers
who fail to report foreign bank and other financial accounts. The Administration also has
proposed legislation that will increase the penalty for frivolous returns and permit the IRS to
disregard other submissions, such as requests for collection due process {CDP) hearings, that
are based on frivolous arguments. In addition, the Administration’s proposals will make
changes to the substantive tax laws where necessary to combat specific abuses. Finally, we
have provided valuable assistance to the Treasury Department’s development of new
legislative proposals that close loopholes and target identified abusive transactions and
abusive practices.

To provide the IRS additional resources, the Administration has asked for a 4.8 percent
increase for the IRS budget for Fiscal Year 2005 — ten times the average increment for non-
homeland, non-defense agencies. The Administration’s strong commitment to tax
administration will provide a 10 percent augmentation to our enforcement resources.

Coordination with Other Tax Administrators to identify and Combat Noncompliance

The IRS is not alone in its efforts to combat noncompliance. State tax administrators, as well
as our foreign counterparts, are tackling the problems of noncompliance with the tax laws in
their jurisdictions. Our recent efforts to improve coordination and information sharing with
these agencies are yielding dividends.

IRS Coordination with the States. The IRS is continuing to work with state tax officials in the
nationwide partnership to combat abusive transactions that was announced in September 2003,
This nationwide parinership now includes 48 states, the District of Columbia, and the New York
City Department of Finance

Early this year, information exchanges began with the states and cities. The IRS shared
information regarding approximately 28,000 taxpayers who engaged in potentially abusive
transactions. The RS already has received significant information back from states, including
information about multi-million dollar tax schemes. In one notable example, data provided by the
California Franchise Tax Board in response to an IRS request for state information regarding a
high profile transaction the IRS currently is examining resulted in the identification of additional
participants. As a result, the IRS will be able to bring these additional participants into compliance.

Cooperation with the States is expanding and the IRS is developing additional initiatives with the
States. These initiatives, which involve closer coordination and the increased exchange of
information, include the following:
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(1) State Income Tax Reverse Filing Match. Under this initiative, we are using increasingly
sophisticated document-matching programs to uncover nonfilers by comparing state filing and
payment information with Federal data. A test program is currently underway in California,
Minnesota and New York that has already helped identify thousands of filing discrepancies.

(2) Title 31 Money Setvices Business (MSB) Memorandum of Understanding (MOU). This
program will improve the Federal/State exchange of MSB examination information. Improved
information sharing will enhance compliance by MSBs regarding Federal and State laws and
regulations, including the detection of money laundering. Once executed, the MOU will provide the
basis for a partnership between IRS, the Treasury Department’s Financial Crimes Enforcement
Network (FInCEN), and State regulatory agencies.

(3) Federal State Offshore Credit Card Matching Initiative. Under this program, the IRS is
expanding use of state databases to assist in identifying and locating taxpayers who have

participated in off-shore credit card abuse.

In addition to greater cooperation in sharing leads in the area of abusive transactions, the
flourishing new partnership with the States has provided opportunities for joint outreach and
education activities to counter the claims of those marketing tax schemes and scams. We also are
working with the States on other initiatives that will improve compliance by reducing taxpayer
burden through closer coordination of state and federal tax obligations. For example, the Federal-
State Internet Employee ldentification Number (EIN) program will enable taxpayers to obtain both
an EIN from the IRS and a registration number for sales tax and/or income tax from their home
State in one location on the Internet. This one-stop approach will reduce paperwork burden for
taxpayers.

Expanding International Coordination. The IRS is not the only tax agency facing the
compliance challenges ! have outlined. We are working with the tax authorities of Australia,
Canada, and the United Kingdom to form a joint international task force to increase
collaboration and share information about abusive transactions that are occurring in and out of
our four countries. | expect that our joint effort will enable the four countries to share expertise,
best practices and experiences in order to identify and better understand abusive transactions
and those who promote them; to exchange information about specific abusive transactions and
their promoters and investors within the framework of our countries’ existing bilateral tax
conventions; and to carry out our individual enforcement activities more effectively and
efficiently.

CONCLUSION

Mr. Chairman, we are steadfastly committed to understanding and bridging the tax gap. We
believe that the initiatives and actions | have highlighted are important steps toward that goal.
Although we have made significant progress, we will continue our efforts to combat
noncompliance.

Thank you.
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Questions from Senator Baucus

1. The Director of the IRS’s Office of Research said that the estimated gross
tax gap of $311 billion for the tax year 2001 is likely to underestimate the
current annual gross tax gap.

a) To what extent is the tax gap underestimated?

Response:

The IRS estimate cited was extrapolated from various IRS studies.
Although the tax gap has three components -- (1) filing
noncompliance (relating to taxpayers who fail to timely file required
returns); (2) payment noncompliance (relating to taxpayers who fail
to timely pay the full amount shown due on a return); and (3)
reporting noncompliance (relating to taxpayers who fail to report all
tax due on a return) -- current information is available only for the
payment noncompliance portion of the tax gap. The filing and
reporting compliance portions are based on the Taxpayer
Compliance Measurement Program (TCMP) data that are over 15
years old. These projections assume constant compliance rates for
the major components of the tax gap. If compliance rates have
substantially changed over time, the resulting estimates may over-
state or understate the true tax gap. As a consequence, while the
IRS can develop an estimate, we can give no assurance that such
estimate would bear any relation to the actual tax gap. Nevertheless,
we can conclude that overall compliance remains a significant issue
and one that merits our focus and commitment.

We are undertaking a study of individual income tax reporting
compliance for Tax Year 2001 as part of the National Research
Program (NRP). This study will provide us with much needed data
on current areas of noncompliance and allow us to update estimates
of the tax gap for this important segment of the population.

b) To what extent is the $311 billion tax gap attributable to deliberate tax
cheating versus mistakes or incorrect interpretations of the tax laws?

Response:

The tax gap generally consists of three main components: (1) filing
noncompliance; (2) payment noncompliance; and (3) reporting
noncompliance. We can estimate the second component — payment
noncompliance — with a fairly high degree of accuracy because it is
based on current IRS information.
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Inadvertent mistakes, misinterpretations of complex tax provisions,
deliberate misstatement of tax liability or related attributes, and
intentional non-filing all contribute to the reporting noncompliance
component of the tax gap. Our estimates for filing compliance and
reporting compliance will be further refined and developed as we
obtain information through studies conducted as part of the NRP.
The compliance data we have generally is very dated and generally
inconclusive as to the magnitude of the specific causes of non-
compliance.

c) Why doesn’t the IRS drill down into noncompliance to get a better
understanding of how to close the tax gap?

Response:

The IRS is committed to identifying the causes of noncompliance
and to developing effective strategies to combat noncompliance. A
cornerstone of this commitment is the completion of the ongoing
individual income tax reporting compliance study under the National
Research Program {NRP). The NRP is the first broad-based
compliance study since the TCMP. We expect that analysis of the
data collected will provide insights into the causes of non-
compliance and also help develop effective strategies to combat it.

In addition we will build on our experience with the first phase of the

* NRP reporting compliance study (focusing on individuals, including
sole proprietorships) and are evaluating the best method for
extending the NRP to the broader business population.

. GAO recommends that IRS study the benefits and costs of data matching
with CIS to enhance tax administration. Will you do so? Do you have the
resources you need to do this in a timely manner? When can we expect
to learn the results of your study?

Response:

The RS will perform a study to determine the costs and benefits
associated with the data matching with CIS, including an analysis of
the impact on tax administration. Close coordination with CIS will be
necessary to accurately study the costs and benetfits of data
matching. We have already begun planning for the study and the
anticipated coordination with CIS. We plan to meet on October 30,
2004. After the meeting, we will establish a deadline for the expected
completion of the study.
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3. Inreacting to GAO's testimony, IRS raises the concern that dealing with
taxpayers who would come to [RS if they were required to meet their tax
obligations before applying for an immigration benefit could strefch IRS’s
resources. Does {RS need more resources to handle these cases? If so,
have you asked or do you plan to ask for more resources?

Response:

Please see the response to Question for the Record No. 2. A key
element of the forthcoming study on data matching with CIS will be
the amount of IRS resources needed to complete the tax compliance
checks. Once the study is completed, we will be able to estimate the
benefits of and the resources required by such a program if
implemented.

4. Citizenship and Immigration Services’ data may help IRS identify certain
likely noncompliant taxpayers and take enforcement action to bring them
into compliance. However, if those applying to CIS for immigration
benefits had to be fully current in meeting their tax obligations, IRS would
not need to ferret out the noncompliant, they would need to come to IRS
and come into compliance. Do you believe this would be a preferable way
to improve tax compliance than for IRS to use its traditional enforcement
tools?

Response:

Please see the response to Questions for the Record Nos. 2 and 3.
The forthcoming study will analyze the costs and benefits associated
with the data matching with CIS along with the expected impact on
tax compliance. Completion of the study will provide the IRS
necessary information to determine whether a matching program
would be an effective way to improve tax compliance that would be
preferable to existing enforcement tools.

5. In March 2004, the subcommittee on oversight from the House Ways and
Means Committee held a hearing on the 2004 Tax Season and the IRS
Budget for Fiscal Year 2005 and was told that {RS had asked for 80 more
criminal investigators (a cost of approximately $12 million) beginning in
October to join the 160 it has already assigned to penetrate the shadowy
networks that terrorist groups use to finance the piots like the September
11 attacks and the recent train bombing in Madrid. But the Administration
did not include the regquest in the President’s proposed budget for FY
2005. Why didn’'t the Administration include the request in its proposed
budget?
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Response:

The President’s FY 2005 Budget proposes to increase the total IRS
budget by 4.8 percent — significantly above the average for non-
defense, non-homeland discretionary spending — to ensure
compliance with the tax laws, while maintaining customer service to
taxpayers. lf Congress adopts the President's FY 2005 Budget, the
IRS will have the strongest hiring year in Criminal Investigation's
history -an increase of over 14 percent of our special agent
resources. If approved, we will hire over 400 new special agents to
add to our current staffing of approximately 2,750 special agents. We
also will be hiring an estimated additional 200 employees to support
our agents in the field.

In addition to requesting in the FY 2005 Budget additional resources
to be used for increased staffing, the President has made available
non-staffing resources for the Treasury’s Counterterrorism Fund.
On December 17, 2003, the President authorized $7 million to be
used to support IRS special agents in overseas and domestic
counterterrorism efforts. The funding has been used to finance the
deployment of IRS special agents to the Middle East and Europe to
support the Iraqi repatriation mission and to fund additional
equipment, technology investments, and training for IRS
counterterrorism special agents involved in the Joint Terrorism Task
Forces and other counterterrorism efforts.

. In the aftermath of the terrorist attacks of September 11, 2001, federal law
enforcement agencies have been mobilized to fight terrorism. The
Federal Bureau of investigation's Joint Terrorism Task Force (JTTF) was
created to strengthen efforts to combat terrorism by enhancing
cooperation between federal, state and local law enforcement agencies
throughout the country. In support of this national effort IRS Criminal
Investigation has devoted its resources to the staff of JTTF and is playing
an important role. Why isn’t the Administration dedicating the $12 million
necessary to pursue the currency that funds terrorism?

Response:

The war on terrorism is a top priority of the IRS. Our agents possess
unique and valuable skills in investigating financial crimes The IRS
has never declined a request to assist in pursuing terrorists.

As explained in the response to Question for the Record No. 5, if the
President's FY 2005 Budget is approved, IRS Criminal Investigation
{CI) will hire over 400 new special agents to add to our current
staffing of approximately 2,750 special agents. We will also be hiring
an estimated additional 200 employees to support our agents in the
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field. The distribution of agent resources will be based on specific
program needs while balancing mission objectives and goals.

IRS special agents currently have, and will continue to play, a critical
role in supporting the war on terrorism. ClI's efforts in terrorist
financing matters include the following:

On a national level, Cl is embedded with the FBI in all 84, and soon to
be 100, JTTFs, concentrating on the financial infrastructure and
fundraising activities of domestic and international terrorist groups,
with particular emphasis on the abusive use of charitable
organizations as a terrorist funding mechanism.

On September 17, 2001, Attorney General John Ashcroft directed all
United States Attorneys' Offices to take several immediate steps in
the fight against terrorism. The Anti-Terrorism Advisory Council
(ATAC) was designed to serve as a conduit for sharing information
among federal and state authorities, a coordinating body for carrying
out the anti-terrorism plan, and an organizational structure for
responding to any future terrorist incidents. Cl currently is
embedded in all ATACs concentrating on financial infrastructure and
fundraising activities of domestic and international terrorist groups.

In August 2003, the Department of Treasury and the government of
Saudi Arabia created the JTFTF, based in Riyadh, to deal specifically
with terrorist financing. The task force is comprised of FBI, IRS Ci,
and Saudi investigators. Task force agents both provide and receive
investigative lead information on various terrorist financing matters.
CI has and will continue to deploy special agents to this task force as
necessary.

Through the experience Cl has gained during the last two years, we
have identified areas in which Cl can have a substantial impact
addressing terrorism related financial issues without duplicating the
efforts of other law enforcement agencies. Cl is piloting a
counterterrorism project in Garden City, New York, which, when fully
operational, will use advanced analytical technology and leverage
valuable income tax data to support ongoing investigations and pro-
actively identify potential patterns and perpetrators.

In addition, as discussed in the response to Question for the Record
No. 5, the $7 million funding approved by the President on December
17, 2003, has been used to fund the purchase of equipment,
technology investments, and training for IRS counterterrorism
special agents involved in the JTTFs and other counterterrorism
efforts.
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7. InJuly 2003, the IRS released the results of a study, commissioned by the
IRS and undertaken by the Fair isaac Corporation, which estimated the
cost of abusive corporate tax shelters. The study concluded that abusive
corporate tax shelters cost us as much as $18.4 billion per year. As high
as this number is, it is likely that it understates the problem of tax shelters
significantly. For instance, it leaves out shelters undertaken by small
corporations, parinerships, and wealthy individuals. The estimate is also
based on outdated notions of exactly what constitutes a shelter and what
kinds of abusive sheltering techniques taxpayers are using.

a) How has the IRS used the information from the July 2003 study?

Response:

The Fair Isaac Corporation Phase H study from July 2003 related to
large corporations with assets in excess of $250 million. This study
consisted of: (1) a model designed to estimate the extent of
noncompliance due to abusive corporate transactions; and (2) a
ranking model designed to estimate the relative risk of a large
taxpayer participating in an abusive tax avoidance transaction
(ATAT) or other aggressive tax behavior.

The first phase of the Fair Isaac study estimated that cost of
noncompliance related to corporate ATATs was $18.4 billion for the
1999 tax year. However, Phase Il of the Fair Isaac Corporation study
did not identify a reliable or accurate methodology for estimating the
size of the tax gap due to abusive transactions for any taxpayer
population — that is, the earlier $18.4 billion estimate is not reliable.

The ranking model component of the study, once validated, may be
of key importance in assisting the IRS selecting returns for audit and
in allocating scarce audit resources. Beginning in August 2003,
IRS’s Large and Midsize Business (LMSB) division began a field
validation of the ranking model. This validation will be substantially
completed in December 2004 and the results are expected to be
incorporated into future return scoring models to identify the risk of
participation in an ATAT by a corporation.

b) Given the limitations of this study, has the IRS taken any actions to
commission further studies that would take into account the significant
tax sheltering activities of smaller corporations, pass-through entities,
and wealthy individuals?
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Response:

Since the Phase !l model was commissioned, LMSB’s database of
known participants in abusive transactions has grown five fold. In
order to benefit from this richer dataset, LMSB is requesting funding
to build a Phase lil ATAT model that would improve current methods
of identifying risk for mid-sized corporations (those with assets
greater than $10 million and less than $250 million). If a proposed
Phase Ill is successfully completed, the IRS will be better equipped
to identify participants in abusive transactions throughout the
corporate population.

¢) How large a share of the $311 billion dollar tax gap results from
corporate tax shelters?

Response:

Please see the response to Question for the Record No. 1. The IRS
does not have information needed toc make a solid estimate of the tax
gap resulting from abusive corporate transactions.

d) What percentage of IRS enforcement resources is going toward
corporate tax shelters?

Response:

The examination of abusive corporate transactions is conducted
primarily by our LMSB operating division. In FY 2004, approximately
20 percent of LMSB’s audit workload includes ATATs. In addition,
SBSE will expend more than 9 percent of its examination resources
in FY 2004 to investigate promoters of ATATS, examine returns filed
by participants in domestic and offshore abusive transactions and
schemes, and provide support to LMSB regarding corporate ATATs.

. The IRS’s Offshore Credit Card Project (‘OCCP”) uses domestically
available information (data accumulated by credit card companies and
merchants) {o identify users of credit and debit cards. In August 2003,
Treasury Inspector General for Tax Administration (TIGTA) determined
that IRS does not have an effective management information system to
give management sufficient data with which to make decisions in
combating abusive offshore credit card accounts. In July 2001, the IRS
indicated that it had obtained 1.7 million records that included over
235,200 credit card numbers. In August 2003, the Treasury Inspector
General for Tax Administration’s review indicated that only 1,740 cases
were assigned to the IRS field and over 360 cases were still awaiting
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classification. As of June 30, 2003, according to TIGTA, IRS assessed
only $3.3 million with only $744,546 having been collected.

a) To date, how much has IRS assessed?
Besponse:

To date, we have completed 897 OCCP examinations, assessed $8.1
million, and collected approximately $528,000 in tax revenue. We
expect the additional 1,674 examinations currently in process to
bring the amount assessed to approximately $30 million in total.

Additionally, we believe the most egregious non-compliant taxpayers
are yet to be contacted. We are in the process of analyzing
summonsed information recently received from MasterCard (2nd
summons), as well as VISA, and other domestic credit card
processing companies such as Credomatic.

b) How much has IRS collected?

Response:

To date, the IRS has collected approximately $528,000 on
assessments of $8.1 million.

¢) Does the IRS have the adequate resources to work these cases?
Please explain?

Response:

The collection of tax liabilities related to abusive offshore
transactions and schemes has been a priority for the past two years,
and we have made significant progress in this area. Accordingly, we
have instituted a collaborative effort between revenue agents,
revenue officers and Counsel attorneys to maximize our
effectiveness in dealing with these cases where taxpayers continue
to shield assets through abusive offshore and domestic
arrangements. Please see the response to Question for the Record
No. 9 for additional information regarding the IRS's efforts to combat
noncompliance in the offshore arena.

We are committed to pursuing taxpayers that have engaged in
offshore transactions to avoid their tax obligations. If fully funded,
the FY 2005 initiative (Curb Egregious Noncompliance) in the
President’s budget request will allow us to further expand our
programs to identify and deal with taxpayers engaged in abusive
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schemes of all types, including abusive offshore activities. In
addition, we are evaluating our International program, which serves
the compliance needs {both customer service and enforcement) of
U.S. taxpayers living abroad, to determine the impact of adding more
resources to address abusive offshore schemes.

d) Why do you believe that so few taxpayers came forward under OCCP?

Response:

We believe that this question refers to the Offshore Voluntary
Compliance Initiative (OVCI). Information regarding OVCl is provided
in our response to Question for the Record No. 11.

e} Does the low number of OCCP applicants indicate that these efforts
are not very effective in reaching taxpayers involved in offshore
schemes and bringing them back into compliance?

Response:

We believe that this question refers to the Offshore Voluntary
Compliance Initiative (OVCI). Information regarding OVCl is provided
in our response to Question for the Record No. 11.

f) Does the IRS have an estimate of how much taxpayers avoid annually
using these offshore schemes? If so, how much is the estimate? If
not, why not?

Response:

The IRS currently does not have an estimate of the amount of tax
avoided annually by taxpayers participating in offshore schemes. At
this time, the IRS is continuing to pursue participants in offshore
schemes and is beginning to contact the most egregious non-
compliant taxpayers from current leads. Based on the incomplete
data available, it is impossible to accurately estimate the amount of
tax avoided at this time.

. Some of the schemes for hiding money offshore are very elaborate,
involving multiple bank accounts, phony charities, bogus business
transactions, and other counterfeits to avoid paying taxes. Even in the
simpler cases, it appears that IRS will have difficulty first identifying
individuals who may be noncompliant and then developing sufficient facts
to judge what the tax assessment should be. Does IRS have a cost-
effective way of addressing noncompliance among these populations? If
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s0, please describe it. If not, what more do you plan to do to address the
problem of offshore noncompliance?

Response:

To address noncompliance in this important area more effectively,
we are utilizing a multi-pronged approach that includes: (1)
identifying promoters of these arrangements; (2) understanding the
methods used to transfer assets offshore; (3) determining how and
by whom assets are controlled; and (4) detecting how and when
offshore assets are repatriated. We are applying lessons learned
from both the OVCI and OCCP programs to better understand how
taxpayers use these arrangements to avoid tax and the types of
taxpayers who are likely to engage in these activities.

In order to identify promoters of Abusive Tax Avoidance
Transactions (ATAT) including offshore schemes, the Small
Business/Self-Employed Division (SB/SE) established the Lead
Development Center (LDC) in 2002. The LDC coordinates promoter
investigations with Chief Counsel, Criminal Investigation, and the
Operating Divisions. The Large and Mid-Size Business Division
{LMSB) also processes promoter leads through its Office of Tax
Shelter Analysis (OTSA).

To provide technical support and guidance to agents working the
cases, we have established Issue Management Teams (IMT) for a
number of ATATs including Offshore Credit Cards and Foreign
Trusts. The function of an IMT is to support the identification,
development and resolution of issues related to ATATS, including
promoter investigations. When the investigation of abusive scheme
promoters uncovers illegal activities, cases are referred to the
Department of Justice for potential court action, including the
granting of temporary and permanent injunctions.

As we develop more experience with these types of taxpayers, we
will continue to explore and analyze various approaches to find the
most efficient and cost effective ways to address their
noncompliance.

10.Has IRS considered other options in addressing the problem of offshore
noncompliance - for example, we learned from Mr. Brown’s experience
that the organizers of these offshore schemes are published authors with
thousands of books and audiotapes on the market; they have Web sites;
they hold seminars all over the country. It doesn't seem hard to find them.
Why can't we shut them down sooner?

10
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Response:

The IRS recognizes that promoters have played a significant role in
the proliferation of offshore schemes. Accordingly, the IRS has
focused its efforts on halting the promotion of these schemes and
finding ways to shut down promoters more quickly. One important
tool is the power to stop tax schemes by seeking and obtaining
injunctions in federal court. Injunctions prohibit promoters from
selling illegal tax schemes on the internet, at seminars or through
other means,

In order to obtain an injunction under IRC § 7408 for violations under
IRC § 6700, the Government must show that the promoter promoted
or sold “an entity, plan or arrangement” within the meaning of the
statute. The government must develop facts with respect to
promoter actions to establish that the conduct of offshore promoters
is actionable (i.e., that the promoter organized or sold a plan or
arrangement that contains false or fraudulent statements concerning
the avallability of tax benefits). In some cases, this showing requires
detailed investigation as promoters may not advocate in writing the
non-filing of returns, the non-payment of taxes, or the filing of false
or fraudulent returns. Also, there are First Amendment
considerations that make it difficult to pursue an injunction against
authors. At the same time the IRS is increasing the number of
promoter investigations, it is providing agents the skills and training
needed to aggressively pursue these cases and quickly shut them
down.

a) Does the IRS publicize all of its new or ongoing investigations of tax
schemes and scams? If so, how does it do it? If not, why not?

Response:

The IRS maximizes publicity of its ongoing investigations of tax
schemes and scams as part of its strategy to combat abusive tax
schemes. The IRS publicizes criminal tax convictions and abusive
scheme promoter injunctions, generally in conjunction with the
Department of Justice. This information is available on the IRS and
Department of Justice websites and is provided to the media.

IRS media relations specialists also work with print, radio and
television media to alert the public to specific schemes and scams
and to handie incoming inquiries proactively. For example, the IRS
routinely issues public guidance and press releases regarding
common tax schemes and scams to inform taxpayers who may
encounter the false positions in promotional materials or news

11
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accounts. In addition, the IRS posts extensive general information
about abusive schemes, including off-shore transactions, on the
Internet at www.irs.gov. This site is updated frequently and its use
by the public as a resource is increasing.

In addition, IRS partners with tax professional organizations, states,
trade and professional associations, educational institutions, and
other stakeholders to alert and inform the public about abusive
schemes. We also have entered into an agreement with 48 states,
New York City, and the District of Columbia to exchange data about
taxpayers who participate in abusive schemes.

b} Are there ways to improve the dissemination of such information to
help shut down these schemes? If not, why not?

Response:

In addition to utilizing our traditional avenues in the press and
expanding the visibility of our website, we continue to develop new
relationships with stakeholder organizations, including trade and
professional organizations, educational institutions, payroll and
practitioner societies, to help us effectively warn the public to
beware of abusive tax schemes.

The Internal Revenue Service Advisory Council {IRSAC) is currently
reviewing the Service’s efforts to educate and inform the public
about abusive tax schemes. IRSAC provides an organized public
forum for IRS officials and representatives of the public to discuss
relevant tax administration issues.

¢) Does IRS have a sufficient number of staff with the expertise in
uncovering sophisticated schemes to do an adequate job of policing
offshore arrangements?

Response:

Pursuing taxpayers who have engaged in offshore transactions to
avoid their tax obligations is complex work which challenges
traditional audit techniques. As a consequence, keeping the
expertise of our agents up to date through formal training is a
daunting task, but one to which we are committed. As mentioned
earlier, we also have established Issue Management Teams to
provide technical support and guidance to the agents working these
cases. In addition, our Lead Development Center continues to play a
vital role in identifying promoters of Abusive Tax avoidance
Transactions, including offshore schemes.

12
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If fully funded, the FY 2005 initiative (Curb Egregious
Noncompliance) in the President’s budget request will allow us to
further expand our programs to identify and deal with taxpayers
engaged in abusive schemes of all types, including abusive offshore
activities. In addition, we are expanding our International program,
which serves the compliance needs (both customer service and
enforcement) of US taxpayers living abroad, to assist in addressing
abusive offshore schemes.

We also are working with the tax authorities of Australia, Canada,
and the United Kingdom to form a joint international task force to
increase collaboration and share information about abusive
transactions that are occurring in and out of our four countries. We
expect that our joint effort will enable the four countries to share
expertise, best practices and experiences in order to identify and
better understand abusive transactions and those who promote
them; to exchange information about specific abusive transactions
and their promoters and investors within the framework of our
countries’ existing bilateral tax conventions; and to carry out our
individual enforcement activities more effectively and efficiently.

d) What kinds of skills are required and what is IRS doing to develop
those skills in its staff?

Response:

Offshore cases may involve complex arrangements of legal entities,
set up in multiple jurisdictions. These arrangements may have been
designed using complexity and secrecy to misiead and confuse the
examiner.

Accomplishing a quality examination requires knowledge of the
various types of offshore vehicles, offshore jurisdictions, tax treaties
and information exchange agreements, information returns required
with respect to the involvement of US persons with foreign
corporations and foreign trusts and the penalties for not filing, as
well as IRC § 982 which gives special force to a summons aimed at
offshore records.

To develop and enhance the required skills to address abusive
schemes, the IRS continually updates training materials and internal
published guidance. Just-in-time training is developed and provided
to examiners as the need for new skills is identified.
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The skills used to combat tax schemes are the same skills IRS
special agents, revenue agents and revenue officers use to combat
sophisticated money laundering schemes, corporate fraud, terrorist
financing, and every other financial crime investigated by IRS. Our
ability to follow the money is the primary means for successfully
investigating these schemes.

Cl special agents are uniquely trained and skilled, possessing
particularly strong accounting, financial and computer skills. Cl is
the only federal law enforcement organization that has a minimum
accounting and business educational requirement for all prospective
special agents. The unique blend of accounting and law
enforcement skills enables Cl special agents to analyze complex,
often unusual, financial transactions and also equips them to
investigate corporate fraud, organized crime and terrorism-financing
cases. No other Federal law enforcement agency’s special agents
have this blend and depth of skills (as well as an 85 year history and
mission of “following the money”).

e) Are there any tools IRS needs that it currently doesn’t have?

Response:

We have been working closely with the Treasury Department to
ensure that the IRS has the right tools to shut down abusive
transactions, such as the offshore schemes described in your
question. In March 2002, the Treasury Department announced a
number of legislative proposals and administrative actions designed
to combat abusive transactions. The Treasury Department and the
IRS have completed virtually all of the administrative actions
announced in 2002,

The legislative proposals announced in March 2002 along with
additional proposals included the Administration’s FY 2005 Budget
would provide the IRS additional tools to combat these offshore
schemes. | am pleased that many of the proposals from the
Administration’s FY 2005 Budget are reflected in legislation passed
by this Committee.

Under the Offshore Voluntary Compliance Initiative (OVCI) how many
taxpayers came forward to participate in the program?
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Response:

We received a total of 1,321 applications, representing 3,436 returns,
in response to the Offshore Voluntary Compliance Initiative (OVCI).
Under the terms of the OVCI, we required taxpayers to file corrected
returns and pay applicable taxes and penalties associated with the
initiative at the time they submitted the completed package to us.

To date, how much has IRS assessed?

Response:

The conditions of the OVCI Project included the filing of corrected
returns and payment of applicable tax and penalties. As of July 6,
2004, we have collected over $200 million in pre-payments, and are in
the process of posting the full amount as assessed taxes.

How much has IRS collected?

Response:

As of July 6, 2004, we have collected over $200 million from this
initiative.

At the time OVCI was announced, IRS indicated that there might have
been as many as 1 million noncompliant taxpayers using offshore
schemes — but only about 861 taxpayers came forward. Why do you
believe that so few taxpayers came forward under OVCI?

Response:

OVCl was implemented on January 14, 2003, and taxpayers had until
April 15, 2003, to apply for the program. We received 1,321
applications, representing 3,436 returns. This program was the first
of its kind, and we believe that some taxpayers may have taken a
“wait and see” attitude to see how the program worked. ltis
impossible at this time to accurately estimate how many taxpayers
have participated in these schemes. However, based on the
information regarding promoters and these arrangements we have
received from taxpayers participating in the OCVI, we are
aggressively pursuing other noncompliant taxpayers in the offshore
arena.

Does the low number of OVCI applicants indicate that these efforts are not

very effective in reaching taxpayers involved in offshore schemes and
bringing them back into compliance?
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Response:

The fundamental goal of OVCI is to enhance voluntary compliance by
identifying taxpayers engaged in abusive offshore activities. These
cases represent some of the most complex and abusive cases in our
history. As part of multi-pronged approach to combating abusive
offshore schemes, OVCI was effective in identifying promoters of
these arrangements and in enhancing our understanding of the
methods used to transfer assets offshore, how and by whom assets
are controlled, and how and when offshore assets are repatriated.
We are applying lessons learned from both the OVCl and OCCP
programs to better understand how taxpayers use these
arrangements to avoid tax and what types of taxpayers are likely to
engage in these activities. This information is also being used to
maximize the effectiveness of the OCCP identification units. These
efforts together will increase voluntary compliance from taxpayers
involved in offshore schemes.

12. It is disturbing that so many OVCI applicants used paid tax preparers to
prepare their original, inaccurate returns. Will IRS be taking action to
identity those paid preparers who have multiple clients using illegal
offshore tax schemes and what, if any, action does IRS expect to take with
them?

Response:

IRS has taken a number of steps to ensure that problem preparers
are identified and that misconduct is properly addressed. The
Return Preparer Program (RPP) is a priority within the IRS, and
efforts to address abusive preparers are underway. The SB/SE
Promoter Lead Development Center (LDC) works closely with the
RPP program, the Office of Professional Responsibility (OPR) and
Criminal Investigation (Cl) to coordinate enforcement action against
problem preparers.

The LDC also coordinates with Cl under new parallel investigation
procedures adopted last year, which allow a civil investigation to be
conducted concurrently with a criminal investigation. This approach
often results in civil injunctions against promoters long before the
criminal case is ready for prosecution. We currently have over 200
of these parallel investigations ongoing.

In addition, the LDC notifies OPR of pending investigations of
Circular 230 practitioners. This practice gives OPR an opportunity to
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pursue the preparers and, if warranted, to seek to disbar them from
practicing before the IRS.

a) IRS has been revising Circular 230, which sets the standards for
certain tax practitioners. What, if any portion of the revisions will help
deter future filings of inaccurate returns in ¢circumstances like those
found in the OVCI?

Response:

Circular 230 applies to return preparers who are attorneys, certified
public accountants or enrolled agents — tax professionals who
represent taxpayers before the IRS. The existing provisions of
Circular 230 provide OPR authority to take action against a
practitioner who prepares false or inaccurate returns if the
practitioner had knowledge of the client’s offshore account or failed
to exercise due diligence to determine whether the client had an
offshore account. Circular 230 permits a practitioner to rely on
reasonable representations from his or her client, but he or she may
not ignore information furnished by the client or actually known by
the practitioner.

b) Do you believe any further changes are needed to the Circular to
better address the responsibilities of paid preparers given what you
have learned through the OVCI?

Response:

Please see the prior response.

13.What is IRS’s current estimate of the number of taxpayers who may be

using offshore schemes?

Response:

The IRS currently does not have sufficient information to make a
reliable estimate of the number of taxpayers who may be using
offshore schemes. However, the Small Business/Self-Employed
Division is designing a research project to estimate the number of
potential promoters and participants involved with abusive tax
avoidance transactions.

14.How much money do taxpayers avoid annually using these offshore

schemes?
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Response:

The IRS currently does not have sufficient information to make an
estimate of the amount of money avoided annually using these
offshore schemes.

15.GAO’s analysis of OVCI results suggests average working Americans are
also becoming conversant with how to avoid taxes by going offshore.
Does this represent a serious risk to our system of voluntary compliance
with the tax laws?

Response:

Taxpayer noncompliance through offshore tax avoidance
transactions represents a serious risk to our system of voluntary
compliance with the tax laws. Because of this risk, the Service has
aligned its strategic priorities to address abusive tax avoidance
transactions, including offshore tax avoidance transactions and
schemes. Please see the response to Question for the Record No. 10
for more information regarding the IRS’ efforts to combat
noncompliance through offshore arrangements.

16.Charities are required to register with IRS and meet certain standards
before they qualify to receive tax-deductible donations. How is it that a
taxpayer could set up a bogus offshore charity and not be caught? What,
if any, changes to IRS’s processes for reviewing applications for charitable
status under section 501(c)(3) are you considering given what has been
learned about such bogus offshore charities?

Response:

Except under unusual circumstances that would be governed by a
tax treaty and not likely to be applicable here, contributions to
charities created or organized outside the United States and its
possessions are not deductible as charitable contributions by U.S.
individuals, regardiess of whether the charity applied for and
received section 501(c)(3) recognition. IRS letters of recognition to
foreign charities specifically state that contributions are not
deductible, and consequently we believe that such bogus otfshore
charities would seldom apply for recognition.

We believe offshore charity promotions generally do not involve IRS
recognition of exempt status because there is littie to gain and
potentially much to lose from RS scrutiny and the public
transparency involved in annual reporting requirements. One of the
means used to avoid being detected is to attempt to evade IRS
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oversight altogether. Although we are working on ways to improve
our application process, we believe that changes to the process
would not address this problem.

17.A GAOQ report on Vehicle Donations indicated that IRS failed to audit any
of the referred in-kind donations returns (about 4,000) determined to have
audit potential during the fiscal years 2001 and 2002. Why?

Response;

The IRS selects cases for examination based on this and other
information. We did not audit the subject returns because we
determined that our compliance resources were better directed to
other enforcement priorities. Nevertheless, as we toid GAO in our
response to their report, we are reassessing our compliance
program in this area. In addition, we note that the Administration FY
2005 Budget proposes legislative changes to address abuses
involving the in-kind donation of used automobiles. We would look
forward to meeting with you to discuss this issue further.

a) What other types of compliance issues prevented IRS from auditing
any of the referred returns?

Response:

Please see the prior response.

b) What was the amount of the audit potential in dollars of the referred
returns?

Response:

The potential avoided tax varies by property type. The potential
avoided tax with respect to automobile donations, for example, is
believed to be significantly lower than the average audit resuits for
individual returns examined by field revenue agents. Higher
amounts are associated with other types of donated property, such
as boats.

c) What was the amount of the audit results in dollars of the other types
of compliance issues handled in the field?

Response:

The average audit results for individual returns examined by field
revenue agents were $19,551 in FY 2001 and $17,581 in FY 2002.
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d) Does IRS have the resources to effectively monitor and audit in-kind
donations? If not, what resources are needed to achieve this goal?

Response:

The IRS has the necessary tools to effectively monitor in-kind
donations. The federal individual income tax return, Form 1040
Schedule A itemized Deductions, provides line 16 for taxpayers to
reflect their total of in-kind donations other than by cash or check.
From this information, the IRS can monitor the size and extent of
total in-kind donations.

In addition, when an in-kind donation is sold, or otherwise disposed
of, by a charitable organization within two years after the original gift
was made, charitable organizations are required to file Form 8282,
Donee Information Return, with the IRS. When a Form 8282 is
received by our Ogden Campus, the return of the Donor is requested
for the year in which the gift was made. The Donors return which
should have Form 8283, Noncash Charitable Contributions Appraisal
Summary attached for in-kind gifts totaling more than $500, is
compared to Form 8282 to identify any difference in value. From this
information, the IRS can monitor in-kind donations that are ultimately
sold by a charitable organization within two years. Whether by
analyzing Form 1040, Schedule A, line 16 total in-kind donations or
focusing on those in-kind donations reported on Form 8282
compared to Form 8283, the IRS has the ability to identify cases with
questionable donations.

18. IRS funding does not cover salary pay raises, unbudgeted mandatory
expenses (such as rent increases and postage), and the inability of the
IRS to achieve its projected savings from internal productivity growth, how
will this affect resource levels for the various IRS enforcement initiatives
and taxpayer service?

Response:

We will make every effort to protect the enforcement initiatives in the
FY 2005 Budget request. However, if Congress provides an
unfunded pay raise, it likely would have a detrimental impact on the
proposed FY 2005 initiatives. To continue to realize the returns on
the proposed FY 2005 initiatives, such a shortfall would be covered
with other base resources in both the PAM and ISY appropriations.
Approaches for minimizing the impact on the FY 2005 initiatives
could include: not replacing 1,000 FTE lost through attrition,
accelerating efficiency initiatives, further cost cutting in general
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administrative and overhead budgets, and decelerating
modernization efforts.

Commissioner Everson, you testified earlier this year that for every dollar in
enforcement, we get back six dollars, and that does not include the indirect
effect. IRS research puts the figure at a ten to one return on our investment
in the IRS. What is the Administration doing to educate the Office of
Management and Budget to view additional resources to the IRS in a new
light i.e., as investments with a return?

Response:

in 1994, the IRS established a methodology for computing direct return
on investment (ROI) for enforcement initiatives. During 1995, the
Government Accountability Office (formerly known as the General
Accounting Office) conducted a sensitivity analysis of the IRS’ ROl
methodology based on IRS’ 1995 hiring initiative and declared it to be
sound, and the calculations used by IRS to be accurate.

Over the years, the methodology has been refined and updated to
reflect changes in economic factors, productivity, training and the
marginal yleld of working additional cases. Further refinements to the
ROI methodology are being studied. By improving and effectively
explaining the methodology behind ROl and using it to justify budgets,
IRS aims to illustrate for others that additional enforcement resources
likely would equate to direct revenue returns.

Just last week the House Appropriations Subcommittee on Transportation
and Treasury, and Independent Agencies reduced the Administration’s
budget request for the IRS by $382 million. Where are the cuts going to hit -
IRS enforcement initiatives? Taxpayer service?

Response:

The IRS’ FY 2005 Budget request includes a substantial increase in funding
for [RS enforcement activities, a cornerstone to stemming non-compliance
among those taxpayers who choose not to fulfill their tax obligations. The
$382 million reduction in funding proposed by the House committee would
jeopardize the enforcement initiatives in the request and place at significant
risk our ability to hire an additionat 4,100 enforcement personnel. Assuming
the reduction in funding is limited to enforcement programs, the effect on
service to taxpayers, however, would be less intrusive and the IRS likely
would be able to maintain current service levels with base resources.
Although the impact of the reduced funding on taxpayer compliance is
difficult to quantify, we believe that, if enacted, the proposed cuts would
reverse the progress we recently made in key enforcement areas.
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21. Commissioner Everson you have stated on several occasions that
Compliance = Enforcement + Service. If the appropriation for the IRS is
lower than IRS’s budget request for fiscal year 2005 does this mean that
Enforcement = Compliance — Service?

Response:

The enforcement initiatives in the FY 2005 Budget request would be
substantially reduced or eliminated if the appropriation is less than the
President’s request. The Budget assumes that current high service
levels can be maintained without additional budget increases. Any
potential impact on IRS service programs would depend on whether the
reduced funding levels would be significant enough to cover potential
mandatory inflation increases, such as additional unfunded pay raises,
for IRS employees in Service functions. If the $382 million funding cut
proposed by the House subcommittee is approved, approximately
1,000 FTE attrition losses would not be replaced in order to fund
mandatory inflation increases.

Regardiess of whether the appropriation is lower than the FY 2005
Budget request, the IRS is committed to continuing efforts to improve
taxpayer compliance through better service — reduced funding will not
alter our basic operating equation.
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Questions from Senator Rockefeller

1. According to former Commissioner Rossotti even if the IRS grew at 2 percent
every year through 2010, the staff would still be substantially smaller than it
was in 1990. Yet the economy can safely be projected to have grown more
than 75% since then, and our tax laws will certainly be more complex.

Do you believe that the staff of the IRS needs to grow with the size and
complexity of the economy?

Can you describe how the growth of the IRS staff will compare to the growth
of the economy over the next two years, based on the President’s budget
requests?

Response:

The growth and complexity of the economy represent a challenge to the
IRS. Even as the size (number of filings) and complexity (changing mix
of business vs. individual, tax schemes etc.) of the economy grows, we
are committed to improving taxpayer compliance and achieving our
operating objectives. The IRS must maintain our customer service
workforce and increase our compliance workforce in order to maximize
our approach -~ Compliance = Enforcement + Taxpayer Service.

To meet these challenges, the IRS workforce must grow. This growth
must reflect our overall performance expectations. For example, some
parts of our workforce, which deal with submission processing (mail
room clerks and tax examiners) are declining, based on investment in
new technologies and increased e-filing. On the other hand, as we try to
restore our enforcement workforce to address noncompliance and to
ensure that we fairly enforce key compliance areas (e.g. offshore
accounts and complex tax avoidance transactions), we need to increase
our numbers of Revenue Agents, Special Agents, Revenue Officer and
Tax Compliance Officers.

It is difficult to compare staffing needs in 1990 to those in 2010.
Because of the dramatic changes in technology since 1990, IRS
employees have the potential to become much more productive. In
particular, computer technology has multiplied the productivity of
employees. There has also been a shift from larger numbers of lower
level employees, such as clerks and secretaries, to a smaller number of
more professional level employees. Thus, it is not merely the total
number of employees that matters but the total productive capacity in
performing the job at hand.
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2. Legislation to close tax loopholes, including some of those used by Enron,
has passed this commitiee and the Senate a number of times. 1t was
included in the Senate version of energy legislation. It was also included in
the Senate version of the $350 billion tax cut last year. Yet in both of those
cases, it was struck from the final compromise at the insistence of the House
of Representatives.

Last November, most of the Democrats on this committee cosponsored S.
1937, legislation with the sole purpose of shutting down those tax shelters.

President Bush has been a very energetic advocate for tax cuts. Clearly
reforming our tax code has been one of his top priorities.

Can you please tell me what steps the President has taken to encourage
Congress, and specifically the House of Representatives, to enact legislation
to close indefensible loopholes in our tax code?

How many times since S. 1937 was introduced last November has the
President spoken with public audiences about the need to close down
egregious tax shelters?

How many times since S. 1937 was introduced last November has the
President spoken with public audiences about the need to enact tax cuts?

Response:

The Administration has taken a leading and vigorous role in combating
abusive tax avoidance transactions. In March 2002, the Treasury
Department announced comprehensive legisiative proposals and
administrative actions to target these transactions, the promoters who
market them, and the taxpayers who engage in them. The Treasury
Department and the IRS have completed virtually all of the
administrative actions announced in March 2002, including the
complete revisions to regulations that now require all taxpayers to
separately disclose potentially questionable transactions on their
returns and promoters to maintain lists of taxpayers who engage in
these transactions and provide those lists to the IRS upon request.
These regulations will help end the "hide-and-seek" tactics of promoters
and taxpayers and are allowing the IRS to respond more quickly to
abusive transactions as they occur. These regulations, and the many
other actions taken by the Treasury Department and the IRS over the
past three years to address abusive transaction, are described more

fully at http://www.treas.qov/pressireleases/is1184.htm.

The Administration has consistently and strongly supported legislation
that will aid the Treasury Department and the IRS in combating tax
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abuses. The March 2002 legislative proposals have been included in
each of the Administration’s budgets since they were announced. The
Administration’s FY 2005 budget also includes a number of additional
legislative proposals to shut down specific abusive transactions,
including so-called sale-in/lease-out (SILO) transactions. The
Administration looks forward to continuing to work closely with
Congress to enact these proposals into law.

The Administration’s FY 2005 Budget also demonstrates the
Administration’s commitment to providing the IRS with the resources
and support needed to ensure that all taxpayers pay their fair share.
The Administration’s FY 2005 Budget includes an additional $300
million for IRS efforts to ensure compliance with the tax laws, and
increases the total IRS budget by 4.8 percent — significantly above the
average for non-defense, non-homeland security discretionary
spending. The budget continues a three year trend of increasing
resources for the IRS to improve taxpayer compliance and to target
abusive transactions, while maintaining customer service to taxpayers.

. The IRS has taken great pains to develop an elaborate pre-certification
program for the Earned Income Tax Credit. This program may actually
require a parent to ask their clergy to submit documentation to the IRS
certifying that the child lives with the parent claiming the credit.

Can you please tell me whether the 1RS is developing any other programs to
require taxpayers to pre-certify for credits they may claim on their taxes?

If not, why is the IRS not interested in pursuing such an approach to crack
down on other tax credit fraud?

Response:

The IRS has adopted a new mission statement for their EITC program:
The mission of the Earned Income Tax Credit (EITC) Office is to lead and
manage an integrated, cross-functional EITC program, working closely
with internal and external stakeholders, to increase the number of
eligible taxpayers who claim the EITC and to reduce the number of EITC
claims that are paid in error. This mission statement stresses the
balance between reducing erroneous payments and ensuring that all
eligible taxpayers claim the EITC.

Consistent with this mission statement, the IRS is exploring different
alternatives for achieving these goals. One alternative the IRS is
currently exploring consists of testing whether a certification
requirement for a subset of the EITC-eligible population could reduce
error without deterring eligible people from claiming the credit. The IRS
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is currently testing a certification requirement for 25,000 taxpayers. We
have developed a thorough evaluation plan that looks at both error rates
and participation, and have no plans to implement a certification
requirement until our test and evaiuation are complete. If test results
indicate that certification may be an effective tool, we will actively
engage external stakeholders, and in particular Members of Congress,
before proceeding further.

The IRS does not now, nor does it ever plan to, require parents to ask
their clergy to submit documentation to the IRS in this or any other
EITC-related activity. However, the test we are currently conducting
does provide taxpayers with the option of allowing their clergy to
complete an affidavit that certifies that the qualifying child satisfies the
residency requirement with respect to the taxpayer claiming the EITC.
This option was one of many we included after lengthy discussions with
external stakeholders. Our objective is to provide taxpayers with a
number of ways to certify and to include as many options as possible
that would be least burdensome from the taxpayer’s perspective.

As noted above, we will evaluate this and every aspect of the
certification test, report our findings to Congress, and consult
extensively with stakeholders before proceeding with an expansion of
current initiatives. The IRS is not developing any other programs to
require taxpayers to pre-certify for tax credits. The IRS is testing a
potential certification requirement only after extensive analysis and
review suggested that this approach may be effective for the EITC
program. We are committed to data-driven decision making with the
EITC as with other parts of the tax code the IRS administers.

. In a report released last February, the General Accounting Office found that
there are 27,000 private contractors registered with the Defense Department
who owe more than $3 billion in unpaid taxes. Yet the Defense Departiment
and the IRS had not used all of the tools at their disposal to collect the taxes
from those companies. For example, under the Debt Collection Improvement
Act, the IRS was entitled o levy up to 15 percent of each contract to offset
federal tax debt. | am interested in what progress has been made on this
front in the 5 months since the report was issued.

Specifically, of the contractors cited by the GAO, can you tell me the number

of contractors on whom the IRS has taken steps to impose levies for unpaid
taxes since February?

Response:

The IRS has taken a number of steps to improve the effectiveness of the
Federal Payment Levy Program (FPLP) in collecting unpaid taxes,

26



181

including taxes owed by Department of Defense (DoD) Contractors. In
January 2004, to make a greater proportion of its collection inventory
available for levy under the FPLP, the IRS removed the one-year waiting
period for cases to enter the FPLP from the Collection Queue and also
modified its treatment of low dollar cases in deferred status. Primarily
as a result of this change, FMS reports that from January through June
2004, IRS made an additional 3.1 million tax debts totaling $28.9 billion
available for levy compared to 680,061 tax debts totaling $5.1 billion
added during the same period of the prior year. In addition, in January
through June 2004, we have received 207 levy payments on DoD
contractors totaling $2.4 million, compared to 43 payment totaling
$323,000 during the same period of 2003. In July 2004, we removed
blocks on Revenue Office inventory and certain accounts in the
Automated Collection System. Effective January 2005, we will also
remove blocks on certain Criminal Investigation cases. We estimate that
the July 2004 and January 2005 changes will place additional tax debts
totaling $26 billion in the FPLP. The completion of the IRS’ plan to make
additional debts available for the FPLP is the result of a one-time
decrease in the IRS’ existing inventory of delinquent tax debts. Making
these additional tax debts available for the FPLP program increases the
likelihood that these debts will be matched with payments to federal
contractors and satisfied through levy prior to the expiration of the
statute of limitations on collection or the cessation of payments to the
contractor. In addition, the steps taken accelerate the availability of tax
debts available for the FPLP will increase the likelihood that future tax
debts of federal contractors will be matched and levied.

Of the $3 billion owed by the contractors cited by the GAO, how much
delinguent revenue has been collected?

Response:

GAO reported that as of September 30, 2002, 27,100 entities registered
in the DoD’s Central Contractor Registration (CCR) database owed
nearly $3 billion in unpaid taxes. It must be noted that these registrants
have not necessarily been awarded a DoD contract. Companies register
in the CCR in order to compete for a government contract. Although we
can not specifically quantify dollars collected, as of June, 2004, the
amount owed by these registrants totaled $1.086 billion. DoD has
collected $6.63 million through the FPLP program, which started in
December 2002, through September 2004 for the IRS. Of the $1.086
billion in delinquent taxes, approximately $638 million (59 percent) will
be available for levy through the FPLP. The remaining 41 percent are
excluded from FPLP for statutory or operational reasons. Statutory
exclusions include cases in which:
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The taxpayer has filed an Offer in Compromise:

The taxpayer has entered into an Instaliment Agreement;

The taxpayer has filed for bankruptcy protection;

The taxpayer has not received their Collection Due Process (CDP)

notice;

+ The taxpayer has filed an Appeals Office protest or request for
CDP hearing; or

o The taxpayer is located in a combat zone, which suspends IRS

collection actions.

Operational exclusions include cases in which (1) the taxpayer is under
active criminal investigation; (2) has filed a claim or amended return that
may result in a change in the amount of taxes owed; or (3) a
determination has been made that the taxpayer had a financial hardship.

What specific steps has the IRS taken to coordinate with the Defense
Department better in the future?

Response:

In March 2004, the Federal Contractor Tax Compliance (FCTC) task
force, an interagency group with representatives of the Department of
Defense (DOD), Defense Financial and Accounting Service (DFAS),
General Services Administration (GSA), Office of Management and
Budget (OMB), Internal Revenue Service (IRS), Department of Justice
{Dod), and Financial Management Service (FMS) was formed. The task
force explored ways to maximize the tax debts available for levy;
maximize the DOD payments available for levy; and to improve the
effectiveness of the matching and levy processes. The FCTC report was
recently completed and we will provide a copy to this Committee.

The FCTC has identified a number of administrative actions that could
be taken immediately to improve the levy process. For example, through
improved coordination with DoD and FMS, an earlier additional match of
tax debts against the DoD contract obligation file has been
impiemented. This match will be conducted on a monthly basis. At the
time a contract is awarded, DoD obligates funds. By matching the DoD
obligation file against the FMS database of delinquent taxes, taxpayers
who have active contracts with DoD can be identified and the CDP
notice issued. By initiating the CDP notice soon after contract award,
the IRS will be in a better position to levy most of the contractor
payments without a delay. The task force will continue to meeton a
periodic basis to oversee implementation of the recommendations and
to provide a forum to coordinate future changes and actions to further
improve the levy process.
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DoD has provided 94% of its payments to the FPLP program for
matching to the Treasury debt files. DoD plans to provide 100% of its
payments by August 2005.

. In March 2004, the Treasury Inspector General for Tax Administration
reported that the IRS did not adequately notify the courts when convicted
criminals did not comply with the terms of their sentences requiring the
settlement of IRS tax liabilities.

Have you determined why this reporting process broke down?

Response:

We have identified a variety of contributing factors and are addressing
each of them. The IRS reorganization resulted in pervasive
geographical realignments, the elimination of certain positions and the
creation of new positions and job titles. These changes impacted key
processes and coordination between Cl and the newly created civil
Operating Divisions. One of these key processes was civil action
resolution, including conditional probation coordination.

Cl and the civil functions, particularly SB/SE, share joint responsibility
in ensuring the facilitation of effective and efficient assessment and
collection efforts. | have tasked both SBSE and Cl with improving
cross-functional coordination in a number of respects. This joint

- responsibility is particularly crucial as it pertains to conditional
probation cases involving court ordered restitution. In these cases, Ci
has responsibility to timely forward the Judgment and Commitment
Order, Special Agent Report and all other helpful public record
information to SBSE so that the assessment and collection process can
be initiated. Further, Cl and Collection must jointly monitor these
conditional probation cases on an ongoing basis because, in the event
that the subject fails to fulfill the conditions of probation, Cl must
coordinate with Counsel and the Assistant United States Attorney to
pursue possible revocation action.

What specific steps have you taken to ensure that such situations are
properly reported to the courts in the future?

Response:

On March 19, 2004, the Director, Operations Policy and Support
forwarded a comprehensive memorandum to the Cl Directors of Field
Operations requiring each field office to review all sentenced and
criminally closed cases between FY 2000 and the present. Additional
guidance outlined management information system checks, closing
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report procedures, and civil tax resolution coordination responsibilities.
SBSE has coordinated with Cl on this reconciliation process by having
its Technical Services Section follow-up on any identified conditional
probation cases with civil resolution potential. Ci has also made
improvements to their case management system to assist managers in
their review and monitoring of conditional probation cases.

In addition, Cl, SBSE, CT/Operating Division Counsel and DOJ
representatives have held joint meetings to discuss such issues as the
conditional probation and civil restitution processes. One area of
particular concern is our difficulty in collecting taxes ordered to be paid
as restitution by persons convicted of criminal tax crimes under Title 26.
Cl currently is exploring how it might improve the process for collecting
court-ordered restitution. We are working with the Treasury Department
to identify changes that may help us effectively address this problem
and to:

+ Ensure persons convicted of criminal tax offenses are held
responsible for the payment of tax liabilities stemming from the
federal tax offenses for which they have been convicted.

« Ensure proper collection and accounting of court ordered restitution
in tax cases.

« Increase the efficiency of the IRS in collecting these tax liabilities.

We look forward to working with the Committee in the future on this
important issue.
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Chairman Grassley, Ranking Member Baucus, and distinguished Members of the
Committee, | appreciate the opportunity to appear before you today to discuss
the tax gap problem, what the Internal Revenue Service (IRS) is doing to address
it, and additional actions that could be taken.

The Composition of the Tax Gap

In the past, the prevailing view was that the tax gap was primarily composed of
unreported and delinquent taxes from the “underground economy.” For example,
self-employed contractors such as painters, housekeepers, and plumbers were
suspected of failing to report and pay taxes on the cash payments they received.
In addition, illegal activities, such as drug trafficking, were thought to be making
large contributions to the tax gap.

However, it has recently become apparent that in addition to the problems with
tax reporting and payment in those areas, there has been an ever-increasing
problem with compliance both domestically and abroad. Reports of corporate
corruption also point to a far greater tax gap problem than was originally
suspected.

In recent years, the legal and accounting professions have also been identified
as contributing to the overall tax gap problem by promoting illegal or questionable
tax avoidance schemes. Increasing the bottom line has outweighed ethics and
professional responsibility in far too many cases. Additionally, the increased
globalization of our economy provides opportunities for corporations and
individuals to avoid taxes using tools available in the worldwide marketplace.
Offshore credit card schemes are just one example of a tool to hide taxable
income in an offshore bank account.

These recent increases in participation in tax avoidance schemes and the
promotion of them by highly-respected firms has evidently fueled a more cavalier
attitude toward the tax system among the general population. Survey results
recently released by the IRS Oversight Board indicated that from 1999 to 2003,
the percentage of people who believe it is acceptable to cheat on their taxes
grew from 11 percent to 17 percent, and almost one-third of young people age
18 to 24 were likely to feel that any amount of cheating on taxes was acceptable.
This is an alarming trend. However, the survey also indicated that 95 percent of
people believed it was “somewhat important” or “very important” for the IRS to
ensure compliance by corporations and high-income individuals.

The Tax Gap—How Big Is It?

No one really knows the true size of the tax gap. In past years, the IRS used the
Taxpayer Compliance Measurement Program (TCMP) to measure compliance
levels among individual taxpayers and identify potential tax law changes to
address the tax gap. However, the TCMP was discontinued in the late 1980’s
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due to concerns about its intrusiveness. The IRS has undertaken efforts to
replace the TCMP with an initiative designed to measure compliance of both
individuals and businesses. This initiative is called the National Research
Program (NRP). However, the NRP has experienced delays, and initial data to
update the individual tax return selection formulas will not be available until
January 2006.

In the late 1990’s, the IRS shifted its focus from enforcing tax compliance to
improving customer service. This resulied in improvements in the customer
service area, but enforcement actions were significantly reduced, and staffing
levels in the enforcement areas decreased substantially.

As a result, the IRS estimates the annual gross tax gap (total tax liability for a
given tax year less tax paid voluntarily and timely) increased from $282.5 billion
in Tax Year (TY) 1898 to $310.6 billion in TY 2001. Subtracting late tax
payments from that figure results in a net tax gap increase from $232.5 billion to
$255.2 biltion.

What s the IRS Doing to Address the Tax Gap?

The IRS is making some progress in addressing certain components of the tax
gap. For example, as the following chart shows, in Fiscal Year (FY) 2003,
enforcement revenue collected increased by 10 percent after remaining fairly
constant during the prior 3 years, and there were more collection actions in

FY 2003 than in FY 2002. Additionally, after steadily rising for 6 years, the
amount of gross accounts receivable was reduced slightly (by $1.67 billion) from
FY 2002 to FY 2003. The IRS is taking a number of actions to improve its ability
to react more quickly to an actual or potential tax debt. These actions include
shortening the collection notice cycle and migrating toward a risk-based
approach to collecting delinquent taxes.
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Amounts of Enforcement Revenue Collected Compared to Growth in Gross
Accounts Receivable
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Another objective of the RS is to discourage and deter noncompliance within
tax-exempt and government entities and the misuse of such entities by third-
parties for tax avoidance. Examinations are currently underway of tax-exempt
credit counseling organizations and abusive tax avoidance transactions involving
tax-exempt organizations.

As part of its efforts to combat tax shelters, the IRS is expanding its partnership
with state tax agencies to pursue abusive tax transactions and address other
criminal activity. As of early June, the IRS Commissioner reported the IRS has
shared 28,000 leads with states, and the IRS and states have uncovered tens of
millions of dollars in previously unidentified abusive transactions during the early
stages of this partnership effort. In addition, the IRS Commissioner has recently
more than doubled the size and clarified the mandate of the Office of
Professional Responsibility to help ensure attorneys, accountants, and tax
practitioners abide by the standards and laws that apply to their professions.

Example of Tax Shelter Efforts ~ Combating Offshore Schemes

The IRS has begun addressing taxpayers’ attempts to avoid taxes through
the use of offshore techniques. Congressional witnesses have estimated
that 1 to 2 million taxpayers avoid $40 to $70 billion in taxes annually
using offshore bank accounts. The IRS developed the Offshore Credit
Card Project (OCCP) o address this problem and made it a strategic
priority for FYs 2003-2004. The OCCP uses information from the
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transactions of credit cards issued from offshore banks to identify
taxpayers evading taxes and the promoters of this type of scheme.

IRS results as of March 31, 2004, for this Project have been mixed.
Although nearly $5 million in additional assessments' have been made on
approximately 300 cases, the direct examiner cost associated with these
cases is almost $1.5 million. This cost does not include the intensive labor
costs associated with initiating these cases. In addition, the vast majority
of the more than 3,000 completed cases have been closed without an
assessment of any additional taxes.

Another IRS Project, called the Offshore Voluntary Compliance Initiative
(OVCI), grew out of the OCCP and provided an opportunity for users of
offshore accounts to come forward and pay back taxes, interest, and
certain penalties but avoid fraud penalties or criminal prosecution. This
initiative ran from January 14 to April 15, 2003.? The OVCI reflected
attempts to bring taxpayers back into compliance quickly while
simultaneously gathering more information about the promoters of these
offshore schemes. As part of the request to participate in the OVCl,
applicants were required to provide full details on those who promoted or
solicited the offshore financial arrangement.

IRS results for the OVCI were more encouraging than those from the
OCCP. In February 2004, the IRS reported this initiative had yielded over
$170 million in taxes, interest, and penalties to the United States Treasury.
The data the Treasury Inspector General for Tax Administration (TIGTA)
reviewed indicated that the direct examiner costs associated with this
project were only around $220,000. However, the data showed that even
though the applicants voluntarily provided the tax information, over half of
the completed cases had been closed without additional assessments.

What More Can Be Done To Address the Tax Gap?

Improving voluntary compliance rates is critical to the health of America's tax
system. While the IRS is taking actions to address the tax gap and has a
strategy focused on reducing it, the data models that this strategy is based on
are over 15 years old. As a result, the IRS cannot be sure it is deploying its
critical compliance resources to most effectively address the tax avoidance
schemes that have arisen since these models were developed. Updated and
reliable compliance data are critical to ensuring effective compliance planning
and deployment of resources, as well as to providing justification to support
legislative proposals designed to assist the IRS in addressing the tax gap.

' This figure includes tax assessments only—associated penalty and interest assessments were
not included.

? The deadline to come forward was April 15, 2003. However, there are still open OVCI cases in
Examination’s current inventory.
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In recent years, TIGTA has made various recommendations to enhance the IRS’
ability to identify nonfilers and assist in obtaining tax returns and payments.
These recommendations address various components of the tax gap and could
supplement the IRS’ overall strategy to address it.

Withholding on Non-employee Compensation

One solution TIGTA believes would have a serious and quantifiable
impact on compliance among the self-employed would be a legislative
provision to mandate withholding on non-employee compensation
payments, such as those provided to independent contractors. TIGTA has
made recommendations to the IRS that it initiate a proposal for a
legislative change in this area in two separate reports. The IRS has
agreed to consider such a proposal. The Taxpayer Advocate has also
recommended this step in her 2003 Annual Report issued to the
Congress.

Research indicates that in 1998, 64 percent of the income tax gap and
40 percent of the employment tax gap was attributable to self-employed
individuals. Later analyses indicate that these percentages have been
growing. Because noncompliance in the self-employed population
remains a significant component of the tax gap, TIGTA maintains that
implementing a provision in this area could reduce the tax gap by billions
of doliars.

In addition to implementing withholding on non-employee compensation,
other actions should be taken to improve compliance among independent
contractors. For example, improvement is needed to address inaccurate
reporting of Taxpayer Identification Numbers (TIN) for independent
contractors. For TYs 1995 through 1998, the IRS received about

9.6 million statements for Recipients of Miscellaneous Income (Forms
1099-MISC), reporting approximately $204 billion in non-employee
compensation that either did not contain a TIN or had a TIN that did not
match IRS records. This problem could be addressed by mandating that
the payer and payee verify the TIN at the beginning of their relationship,
but legislation would again be required.

Improving Compliance With Estimated Tax Payments

Estimated tax is the method used by individual taxpayers to pay taxes on
non-wage income on a quarterly basis. About 12 million taxpayers made
estimated tax payments fotaling $183 billion for TY 2001. However, there
is significant taxpayer noncompliance with estimated tax requirements.
For each tax year from 1995 through 2000, between 5.7 million and

6.8 million individual taxpayers were assessed penalties for making
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insufficient or late estimated tax payments. Many of these taxpayers also
filed tax returns reporting unpaid taxes that resulted in the IRS having to
take costly collection actions.

Revisions to the way the penalty is computed, legislative changes to
require monthly payments, increases in the promotion of electronic
payments, and issuance of a reminder notice to taxpayers who have paid
estimated taxes in the past, could improve the compliance rate of these
taxpayers.

Matchihq Documents to Verify Business Income

TIGTA has also identified improvements that should be implemented to
improve compliance in business tax filing. For example, although
individual wage earners that receive a Wage and Tax Statement

(Form W-2) have their wages verified through a matching program, a
similar comprehensive matching program for business documents
received by the IRS does not exist.

The Government Accountability Office® recently reported that more than’
60 percent of U.S.-controlled corporations and more than

70 percent of foreign-controlled corporations did not report tax liabilities
from 1996 through 2000. Implementing a comprehensive matching
program to identify noncompliance among businesses would be difficult
and could require some legislative changes, but it could identify significant
pockets of noncompliance within the business tax universe.

Addressing Compliance in the Global Marketplace

Compliance among partnerships with foreign partners is another area that
needs to be addressed. For example, the iaw requires that partnerships
withhold taxes on certain income allocable to foreign partners. Tax is
withheld on each foreign partner’s distributive share of the income.
Further action is needed to ensure that this withholding occurs and is
accurate, and that refunds are only issued when the withholding is
present.

Increasing the Examination Rate

Various studies have confirmed the connection between higher
examination rates and better rates of voluntary compliance, even beyond
that of those individuals examined. One study issued in 1990 projected
that the indirect effects of examinations produced $6 out of every $7 in
additional revenue. Another more recent study projected that doubling

8 Formerly known as the General Accounting Office.
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the examination rate would increase assessments and collections by
$16.7 billion.

Although individual examination rates increased from FY 2000 to

FY 2003, the vast majority of that increase is due to increases in
correspondence examinations, which are likely to be much less effective
in improving voluntary compliance of the general population than face-to-
face examinations. The number of examinations of all corporate tax
returns continuously decreased from FY 1997 to FY 2003, decreasing a
total of 67 percent during that time period. In FY 1997, 1 out of 52
corporate returns filed was examined, and in FY 2003, 1 out of every 182
was examined.

Increasing Staffing in the Enforcement Functions

As stated earlier, staffing in the IRS’ compliance areas has decreased
significantly in the last few years. The Collection and Examination
functions' combined enforcement staff declined from 25,000 at the
beginning of FY 1996 to 16,000 at the end of FY 2003, a 36 percent
decrease. In the Criminal investigation (C!) function, Special Agent
staffing at the end of FY 2003 was lower than in 3 of the last 4 years, and
hiring efforts are struggling to keep pace with attrition. Staffing issues will
become even more critical, as 45 percent of the currently employed
Revenue Agents and Revenue Officers are eligible for retirement in the
next 5 years.

The Administration’s budget proposal for FY 2005 includes increased
staffing for compliance functions, and the IRS Commissioner has indicated
that some of the increase would be allocated to corporate compliance.
Allocating training funds to less experienced employees will also be critical
as highly-experienced employees retire from their positions.

Ensuring Individuals Sentenced for Tax Crimes Comply With Their
Sentences

A recent outside study showed the activities of the IRS’ Cl function have
a strong measurable impact on voluntary compliance. However, in 18 of
26 cases TIGTA reviewed in a recent audit, convicted criminals did not
comply with the conditional terms that were imposed as part of the
sentence. In 12 of those cases, the IRS did not notify the probation
officers or the courts of this noncompliance. The IRS is taking action to
improve the procedures in this area, and TIGTA believes that ensuring
these actions are effective will send a clear message to the general public
on the importance of complying with the tax laws.
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In closing, | would like to reiterate the IRS has numerous significant efforts
underway to address the various components of the tax gap. It is particularly
critical that the IRS continue to obtain updated data from the NRP to enable it to
revise the compliance data models, make more accurate forecasts of the extent
of noncompliance, and ensure it uses its limited compliance resources in the
most effective manner. TIGTA has recommended more actions which, if taken,
could assist the IRS in its efforts. Finally, as has been stated numerous times,
the complexity of the tax code affects both the compliance of the general
population and the ability of the IRS to identify and take action on
noncompliance.



194

STATEMENT OF
NICHOLAS P. GODICI

COMMISSIONER FOR PATENTS
UNITED STATES PATENT AND TRADEMARK OFFICE

HEARING ON
“BRIDGING THE TAX GAP”
BEFORE THE

COMMITTEE ON FINANCE
UNITED STATES SENATE

JuLy 21, 2004

INTRODUCTION

Chairman Grassley, Ranking Member Baucus, and Members of the Committee:

Thank you very much for inviting me to testify today on the patenting of business method
inventions, and specifically on those business method patents concerning tax strategies
and financial products, including banking, insurance, and investment products. As you
know, patents in this emerging area of innovation are a topic of considerable interest and
debate in many circles.! As has often been the case in the past with other emerging
technologies, concerns have been raised about whether business methods should be
patentable and whether business method patents will help or hinder innovation and
commerce. More recently, attention has been drawn to those business method patents that
involve tax strategies as well as their impact. Given the importance of these issues,
particularly in light of our increasingly knowledge and information-based economy, I
commend the Committee for holding this hearing.

I. U.S. PATENT SYSTEM
In order to understand the patentability of business method inventions, I believe it is

necessary to first review the underpinnings of the U.S. patent system itself and the role of
the United States Patent and Trademark Office (USPTO) in administering this system.

! Patents of this variety, “methods of doing business™ have been awarded to inventors from companies large
and small, including Citicorp, The Chase Manhattan Bank, Mellon Bank, Wachovia, Bank One, Merrill
Lynch and Goldman-Sachs.
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The basis for our patent system is found in Article 1, Section 8, Clause 8 of the
Constitution, which provides that Congress shall have the power:

“To promote the progress of science and useful arts by securing for limited
times to . . . inventors the exclusive right to their. . . discoveries.”

Following this Constitutional authority, our Founding Fathers designed an extremely
flexible patent system based on principles that have proven remarkably suitable to 210
years of technological advancement. The uniformity and flexibility of the patenting
standards of novelty, non-obviousness, adequacy of disclosure, and utility -- coupled with
the incentives patents provide to invent, invest in, and disclose new technology -- have
allowed millions of new inventions to be developed and commercialized. This has
enhanced the quality of life for all Americans and helped fuel our country's
transformation from a small, struggling nation to the most powerful economy in the
world. Equally as impressive, the patent system has withstood the test of time. This is
powerful evidence of the system's effectiveness in simultaneously promoting the
innovation and dissemination of new technologies and the creation of new industries and
jobs.

a. PATENTABILITY CRITERIA

In administering the U.S. patent laws, the USPTO takes its direction on what subject
matter is patentable from Congress and our reviewing courts. The current Act that details
the standards of patentability, the Patent Act of 1952, specifies four basic statutory
requirements that must be met to obtain a patent: (1) the claimed invention must define
eligible subject matter and have utility; (2) it must be novel; (3) it must not have been
obvious to a person having ordinary skill in the art at the time the invention was made;
and (4) it must be fully and unambiguously disclosed in the text of the patent application,
so that the skilled practitioner would be able to practice the claimed invention without
undue experimentation.

Prior to granting a patent, the USPTO examines each patent application to determine
whether it meets these four criteria, as set forth in Title 35 of the U.S. Code. With respect
to the first statutory requirement, 35 U.S.C. § 101 states that any person who "invents or
discovers any new and useful process, machine, manufacture, or composition of matter,
or any new and useful improvement thereof, may obtain a patent..." subject to the
conditions and requirements of the law. Thus, the threshold inquiry as to whether subject
matter is eligible to receive patent protection is whether an invention is "new and useful"
and whether it fits into one of the enumerated categories.

The courts have recognized the breadth of this statute. In the landmark case of Diamond
v. Chakrabarty, 447 U.S. 303 (1980), the U.S. Supreme Court acknowledged that
Congress intended the statutory subject matter under 35 U.S.C. 101 to include "anything
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under the sun that is made by man.” The Supreme Court also noted that there are limits to
patentability. Indeed, in Diamond v. Diehr, 450 U.S. 175 (1981), the Court explicitly
identified three specific areas of subject matter that are excluded from patent protection.
These three areas are: (1) laws of nature, (2) natural phenomena and (3) abstract ideas.
Thus, an invention directed toward a pure algorithm or manipulation of abstract ideas
with no practical application is not patentable. The growth and importance of computers
and the Internet have led to a significant increase in investment and development in
computer-related processes, particularly with regard to electronic commerce. This has
inevitably led to more individuals seeking patent protection in these areas. In response to
this increased patent activity, a number of cases arose in the 1990s involving issues of
defining the boundaries of patent eligibility. Accordingly, the Court of Appeals for the
Federal Circuit (CAFC) rendered a series of decisions following the Supreme Court in
Diehr and Chakrabarty that further defined what subject matter can and cannot be
patented. I would like to briefly discuss these cases, which very clearly set forth the
standards for patentability according to our patent law.

In the case of In re Alappat, 33 F.3d 1526 (Fed. Cir. 1994), the CAFC, sitting en banc,
found that inventions that include mathematical formulas or algorithms are not
unpatentable if they are practically applied. Thus, the mere presence of an algorithm
within an invention does not exclude the entire invention from patentability. The key
question to be answered is whether the claimed invention, when looked at "as a whole,”
is an abstract idea, such as a disembodied mathematical concept, or whether the invention
produces a practical application, which achieves a "useful, concrete and tangible result.”

Four years after In re Alappat came the most well-known case with regard to business
methods: State Street Bank and Trust Co. v. Signature Financial, Inc., 149 F.3d 1368
(Fed. Cir. 1998). The State Street case involved a patented data processing system that
transformed data representing discrete dollar amounts into a final share price
momentarily fixed for recording and reporting purposes. The Federal Circuit noted that a
process, machine, manufacture, or composition of matter employing a law of nature,
natural phenomenon, or abstract idea may be patentable subject matter even though a law
of nature, natural phenomenon, or abstract idea would not, by itself, be entitled to such
protection. As such, the court held that a machine programmed to transfer data which
represents discrete dollar amounts into a final share price through a series of
mathematical calculations does, in fact, constitute the practical application of a
mathematical algorithm, formula, or calculation because it produced a "useful, concrete
and tangible result.” The final share price resulting from this process enabled investors
and their brokers to make investment decisions for investment and tax advantage
purposes.

1t is important to note that the significance of State Street goes beyond its immediate
holding. The Federal Circuit in State Street explicitly rejected the notion that a "business
method" exception exists in United States patent Jaw, thereby ending any notion that
inventions deemed to be business methods, by whatever criteria, would be excluded from
patentability on that basis alone. Thus, the State Street decision clarifies that an
invention deemed to be a "business method" will be treated in the same manner as any
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other method or process invention. In other words, the patent system is technology
neutral and there shall be no disparate treatment for different categories of inventions.
This was reaffirmed by the Federal Circuit court in 1999, where the court remanded the
case of AT&T Corp. v. Excel Communications, Inc. back to the district courts and
concluded that had the courts applied the proper analysis, they would have realized that
the claimed telephone call tracking method falls comfortably within the “broad scope of
patentable subject matter under § 101.”

While State Street did not change United States law and practice, it did create a new
awareness that business method claims could be patented. For example, in fiscal year
1998 there were less than 1500 filings in the U.S. classification area 705, which includes
much of what is commonly known as computer-implemented "business method"
inventions. By contrast, there were approximately 9,000 filings in fiscal year 2001 and
approximately 7,400 filings in fiscal year 2003. It should be noted, however, that despite
these increases, Class 705 filings represented only a small fraction (2.2%) of our total
patent filings in fiscal year 2003. Moreover, the 479 patents that were granted in Class
705 last year constituted approximately one-quarter of one percent of all patents grants
for the year. Today, the computer-implemented “business method” area includes business
practices in many fields such as: health care management, insurance and insurance
processing, reservation and booking systems, financial market analyses, point of sale
systems, tax processing, inventory management, accounting, and financial management.

b. RESPONDING TO CONCERNS

While the courts have made it clear that inventions directed to business methods are
patentable subject matter, some have suggested that an increase in the issuance of
business method patents may stifle innovation and investment generally. Others are
concerned that patents that have been awarded in these areas, while generally appropriate,
may in certain cases be overly broad or not truly novel. These fears raise legitimate
issues, and the USPTO has taken a number of steps to address these concerns.

In response to these concerns, in March of 2001, the USPTO announced a new Business
Methods Patent Initiative. This program established a solid framework that provides the
techniques necessary to cope with the ongoing challenges presented by the emerging area
of business method patents. Accordingly, we have established enhanced partnerships with
affected industries in order to have them educate our examiners so that we can take
advantage of their knowledge and expertise in their fields. As part of this partnership, we
hosted a Business Method Patents Roundtable on July 27, 2000, with members of
industry and other interested parties, during which myriad issues regarding these patents
were discussed. In addition, we convened our first meeting of the Business Methods
Partnership on March 1, 2001. Since that time, the USPTO sponsors semi-annual
Business Methods Partnership meetings with our customers, holding their last meeting on
April 27, 2004. Through a fruitful exchange of ideas, these partnership meetings have
proven beneficial to both our external users and our examination staff. The USPTO's
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Business Methods Patent Initiative also includes specific features to bolster the quality of
our patent searches. For example, we have defined a mandatory search template for all
applications in the computer-implemented business methods area, including a classified
U.S. patent document search and a full text search of U.S. patent documents, foreign
patent documents with English language abstracts, and non-patent literature. To assist our
examiners in finding pertinent prior art, we also have established "Electronic Information
Centers" which provide examiners with access to over 1000 non-patent literature
databases, over one-third of which contain business and financial information. As 18-
month publication of patent applications has taken effect and as we identify with our
industry partners more databases to search, the amount of published prior art available to
examiners is also increasing.

As part of our Business Methods Patent Initiative, we also instituted a second-level
review of all allowed applications in Class 705 by an additional experienced examiner
beyond the examiner who would normally review the application before it could be
granted. We also are continually enhancing the technical training for our examiners. For
example, we revised our Examination Guidelines for Computer-Related Inventions and
training examples for these inventions. These revisions were made in order to update
patentability standards in light of the State Street and AT&T cases, which clarify that
business methods should be treated like any other process claims.

Qur examination guidelines and training materials specifically address the fact that
merely automating a known human transaction process using well-known automation
techniques is not patentable. Lastly, to handle the growing number of Class 705 filings,
we also increased the number of examiners in this area from 17 in late 1997 to 106 today.

We believe that our Business Methods Patent Initiative and other concerted efforts in this
regard have ensured the issuance of high quality business method and software patents. In
fact, we are now beginning to see significant results in this regard. For example, our
allowance rate in the affected areas of business method inventions has decreased since
the time our Initiative was launched three years ago. It is worth noting from recent press
reports that some of our customers believe we are being too restrictive in our
examination, as evidenced by this reduced allowance rate.

On an additional note, I would also like to point out that the USPTO has been issuing
method patents for over a century and a half. We have been issuing patents on methods of
teaching since the mid-1800's, including a patent issued in 1864 for a method of teaching
penmanship. Moreover, there have been a number of patents regarding innovations in the
business and financial fields throughout the history of the USPTO. For example, in 1889,
Herman Hollerith received a patent on a method for tabulating and compiling statistical
information for a business. The patent he received helped his fledgling company to
survive. Later, the company's name was changed to International Business Machine
Corporation (IBM). Mr. Hollerith's patented method was probably the first patent issued
regarding the automation of business or financial data, and it and the related punch cards
were used until the birth of the personal computer.
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[ CONGRESSIONAL ACTION

There is one additional important fact concerning this issue, namely that Congress acted
promptly in response to the State Street decision to limit litigation in this area. In 1999,
Congress enacted the landmark American Inventors Protection Act (AIPA) that included
a special provision to limit litigation in this area. Congress established a limited
“domestic prior user right” (35 USC § 273) specially directed at “methods of doing
business.” It is the belief of many that this narrowly tailored provision is a variety of tort
reform that has been more than effective in warding-off frivolous patent infringement
lawsuits and protecting the public. In fact, there are relatively few recorded infringement
suits in the federal courts concerning solely business-method cases.

1L THE USPTO AND THE REEXAMINATION OF ISSUED PATENTS

As previously discussed, the USPTO confers property rights in the form of a patent grant
to applicants who meet the previously described criteria established by Congress and
pursuant to applicable case law. The essential role of a patent examiner is to make the
determination regarding the grant of a patent by assessing all of the relevant evidence in
light of these patentability criteria for an invention established under law.

An important check on patent quality relates to the occasions when new prior art (i.e., the
relevant evidence bearing on patentability) becomes available that may bear on the
validity of an issued patent. Often, this new evidence may be identified and submitted by
a third party such as a commercial rival that wishes to challenge the patent’s validity. In
its wisdom, Congress established an administrative procedure for the USPTO to take a
second look at an issued patent and consider questions of validity during the life of the
patent. While this is an important quality check within the patent system, the USPTO has
only a limited role in reconsidering patentability decisions after patents issue. The post-
grant review of patent claims takes place before the USPTO under several circumstances,
including:

(1) when a patentee files an application to reissue a patent to correct at least one error
in the patent,

(2) when an applicant and a patentee claim the same invention and an interference is
declared between the patentee and the applicant, and the applicant seeks judgment
based on unpatentability of patent claims, and

(3) when a patent owner or third-party requests the reexamination of a patent.

Congress has incrementally added to the range of proceedings under the USPTO’s
jurisdiction under which third parties could invoke Office review of issued patents. It
introduced ex parte reexamination in 1980, under which a third party could petition for
reexamination of the patent.” In 1984, section 135 of the Patent Act was amended to
allow issues of patentability, as well as priority, to be included in interference

% pub. L. No. 96-517, § 1, 94 Stat. 3016 (1980).
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procee:dings.3 In 1999, Congress, as part of the landmark patent reform, the AIPA,
created inter partes reexamination, whereby the third party could participate in the
reexamination proceeding and appeal to the USPTO’s administrative Board of Patent
Appeals and Interferences.* The AIPA’s Inter Partes Teexamination practice was
expanded in 2002 to afford third parties the right to appeal to the U.S. Court of Appeals
for the Federal Circuit.®

Through these amendments, the USPTO’s role in helping guarantee the efficacy of the
patent system after patent issuance has grown. However, none of these procedures alone,
or collectively, have proven sufficient to optimize the USPTO’s post-grant capability.
Congress has labored to strike the right balance in creating an appropriate system that
would permit the post-grant review of issued patents but would not lead to the harassment
of independent inventors and small businesses. As part of the USPTQ’s 21* Century
Strategic Plan, the Office is developing legislation to create a new procedure for the post-
grant review of patents that would overcome many of the problems currently posed by
litigation but yet prevent the harassment of independent inventors and smal! businesses.

II.  THE21° CENTURY STRATEGIC PLAN

1t is my pleasure to report to the Committee the Office’s ongoing efforts to ensure the
quality of the patent examination process. The USPTO has developed the 21* Century
Strategic Plan in response to a congressional requirement.’ The Strategic Plan was
created after a rigorous top-to-bottom review of all USPTO operations, policies, and
procedures. This resulting blueprint for modernizing the Office contains 37 initiatives
that focus on quality, productivity, and e-government. As former Under Secretary James
Rogan and Acting Under Secretary Jon Dudas have testified before Congress, patent
quality is one of the most important, if not the foremost, goals of the agency.

One notable example of a successful quality initiative is expansion of the “second-pair-
of-eyes” review, previously discussed. As part of the Business Method Initiative, the
Office required additional review of patent applications pending in the fields concerning
business method patents. We found it beneficial to devote additional resources to these
applications in areas of emerging technology. While this is a resource-intensive

¥ Pub. L. No. 98-622, 98 Stat. 33831 (1984).

4 Intellectual Property and Communications Omnibus Reform Act of 1999, S. 1948, Pub. L. No. 106-113
(1999).

> 21st Century Department of Justice Appropriations Authorization Act, Pub. L. No. 107-273, 116 Stat.
1758, 1899-1906 § 13202 (2002).

6 See 21st Century Department Of Justice Appropriations Authorization Act, Pub, L. No. 107-273, §
13104, 116 Stat. 1758 (Nov. 2, 2002).

7 See “United States Patent and Trademark Modernization Act of 2003 ” Hearing before the Subcomm. on
Courts, the Internet and Intellectual Property, 108" Cong. (2003) (Statement of James E. Rogan, Director,
United States Patent and Trademark Office); “Department of Commerce, Patent and Trademark Office”
Hearing before the Subcomm. On Commerce, Justice, and State, the Judiciary, and Related Agencies, 108"
Cong, (2004) (Statement of Jon W. Dudas, Acting Director, United States Patent and Trademark Office).
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initiative, as part of the Strategic Plan, we are also expanding the second pair of eyes to
other areas of review.

The Strategic Plan is dedicated to improving the overall quality of the patents that we
grant, not only during examination as is the case with the “second-pair-of-eyes” review,
but also after a patent is granted. Creating a new procedure to permit the agency to
review economically significant patents after they are granted based on the full
participation of interested parties is also an important part of the Strategic Plan’s goal to
enhance patent quality.

Implementation of the majority of the Strategic Plan’s thirty-seven initiatives is
contingent upon adoption of changes in our fee system. That is why last year the
Administration proposed as part of the USPTO’s FY 2004 budget an increase in patent
fees. These fee changes, which are contained in H.R. 1561, the “United States Patent and
Trademark Office Fee Modernization Act of 2004,” permit revisions in USPTO business
practices that are necessary for the healthy functioning of the U.S. intellectual property
system during the coming century. They raise the funds for essential technology and
other investments that will modernize USPTO operations. The proposed fee changes will
also benefit USPTO’s user community by allowing applicants to evaluate the commercial
value of their inventions and recover the cost of search and examination as the situation
warrants. The Fee Bill is necessary for full-funding of the Strategic Plan and the quality
initiatives.

The USPTO is committed to hiring high quality people who will make the best patent and
trademark examiners. We are committed to certifying their knowledge and competencies
throughout their careers. Furthermore, we are committed to focusing on quality in all
aspects of the examination of patent and trademark applications. If additional resources
are provided to the USPTO through the fee structure in HR. 1561, we will be able to
make even further progress on these and other initiatives outlined in the Strategic Plan to
enhance the quality of patent and trademark examination. This will greatly benefit U.S.
businesses and IP rights holders by limiting the need for costly litigation in the courts.

Further, we are grateful for Congress’ consideration of the Administration's FY 05 budget
request for the USPTO of $1.533 billion. This request is necessary for full-funding of our
21st Century Strategic Plan initiatives, including hiring additional examiners. The full
request is also contingent on enactment of legislation, proposed by the Administration
with the 2004 Budget, that increases patent and trademark fees by an estimated $219
million in FY 2005. Fuli-funding of the Strategic Plan should help facilitate stronger
international cooperation and enforcement of intellectual property rights. In addition, it
will enable us to carry out our core mission through the implementation of new initiatives
dedicated to enhancing patent quality and by providing greater protection of assets of our
innovators and entrepreneurs here at home.
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Iv. PATENTS VS. TRADE SECRETS

As the Committee considers this and other patent issues, we hope that it also
acknowledges the importance of a strong patent system in protecting intellectual property
and advancing innovation. State trade secret protection for innovative methods and
processes is a complement to the patent system, but should not be considered a substitute.
Maintaining the availability of patent protection offers significant benefits to inventors
and society.

The history of the patent system demonstrates how it benefits the public. Throughout the
history of the patent process, all information pertaining to the invention is disclosed upon
the grant and publishing of the patent. Through the enactment of the AIPA, Congress
established the practice of the early publication of a patent application at 18-months of
pendency for most patents.  This has helped speed the dissemination of information of
new and useful inventions to the public. The hallmark of patents is that they are a form
of intellectual property that results in the public disclosure of an invention, advancing the
field of endeavor, and increasing the public storehouse of knowledge. In turn, the
publication of patented inventions and patent applications offers greater access to these
innovations for the public as well as compliance entities. One merely needs to visit the
USPTO web site and they will discover one of the largest databases in the world that
contains information on millions of U.S. patents.

Trade secret protection is an alternative to patent protection for an innovator. Because
trade secret protection does not have a set term of expiration, and by definition does not
disclose the nature of the innovation, it provides certain advantages for specific types of

innovation, such as methods and processes. However, trade secrecy does not guarantee

the inventor protection for any amount of time. Moreover, trade secrecy does not permit
the public to build on the new knowledge that is protected. Patents do guarantee
protection of the inventor for a limited period of time, and offer the public the further
benefit of learning about the invention. The limited monopoly of patent protection was
created within the Constitution in order to encourage innovators to share their
discoveries. For purposes of the public benefit, patenting is thus the preferred method of
protection for utility innovations. The patent process has greater transparency and can
inform the public as well as compliance entities as to recent developments. Largely as a
result of trade secrecy's non-preferred status, there are a number of problems for
innovators when relying on trade secrecy to protect intellectual property.

It is important that inventors and companies have at their disposal patents in addition to
trade secrets, since patents offer important advantages in many instances. For example,
trade secrecy is a creature of state law; thus inventors face the challenge of protecting
their intellectual property through a patchwork of a variety of state regimes. Moreover,
trade secrecy generally requires contractual obligations and restrictions to bind the
parties, which are often cumbersome. Overall, trade secrecy can result in more
uncertainty and greater risk for the innovator and is often only effective if the product
kept secret cannot be reverse engineered.
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V. CONCLUSION

Mr. Chairman, the USPTO is very pleased with the results thus far of our Business
Methods Patent Initiative and the implementation of the other initiatives contained in the
21* Century Strategic Plan. We will continue to closely monitor the situation in order to
ensure the issuance of high quality business method patents. Over the past several years,
there have been several Congressional oversight hearings in this area, and we are
committed to continue to work with Congress in the future. In addition, if further
administrative action is needed or warranted by modifications by the Courts, the USPTO
will take appropriate action. We can assure that we will comply with the law and reject
patent applications that attempt to claim monopolies in obvious or otherwise long-known
methods of doing business, in the financial services realm, as in other fields.

Let me assure the Members of the Committee that we are committed to ensuring that our
practices and policies promote the innovation and dissemination of new technologies.
We are confident that the patenting of business method inventions is consistent with the
law and with our practice, and we believe that any arbitrary restriction of patentability in
this or other technologies would certainly have negative consequences for our country
including causing deserving innovations to go unprotected and causing deserving
investments to go unrewarded.

The overwhelming preponderance of evidence throughout the history of the U.S. patent
system suggests that robust intellectual property protection supports, rather than impedes,
innovation. Indeed, for over two hundred years our patent system has enabled American
industry to flourish, creating countless jobs for our citizens. Advanced technologies have
been -- and continue to be -- nurtured and developed in our nation to a degree that is
unmatched in the rest of the world. In many instances, the availability of patent protection
has been integral to these advancements. In this regard, the USPTO and the
Administration look forward to continuing to work with you and the Members of the
Committee to ensure that the U.S. patent system remains the envy of the world.

Thank you, Mr. Chairman.

10



204

U.S. SENATE COMMITTEE ON

Finance

SENATOR CITUCK GRASSLEY, OF IOWA - CITAIRMAN

http://finance.senate.gov

Opening Statement of Sen. Chuck Grassley
“Bridging the Tax Gap”
Wednesday, July 21, 2004

This hearing is to consider a serious subject: the tax gap and ways to close the tax gap. As
members of the Finance Committee know, the tax gap is the difference between the amount of tax
due and owing versus the amount actually collected.

Due to a number of factors, especially the war and increased spending, our nation is looking
at deficits. At the same time the Administration and many in Congress do not want to increase the
tax burden on the vast majority of honest citizens who pay their fair share of taxes.

Therefore, we must look at ways of dealing with the tax gap to bring revenues to the Treasury
and fairness to the tax code. This is even more important as we look to the fall where we will
hopefully have conferences concluding on several issues — each of them with significant demand for
possible new revenue raisers.

In addressing the problem of the tax gap we have to recognize that we have finite resources
and that we are not going to place a heavy burden on honest taxpayers. We must retain the proper
balance of service and enforcement coupled with a respect for taxpayers’ rights,

To achieve that, it is clear that we have to work smarter and more efficiently. We have to
target limited resources where they will do the most good.

This hearing provides the Finance Committee an opportunity to consider both what the IRS
is doing currently to address the tax gap and also leamn about new ideas and innovations that are
being implemented at the state level or being proposed by witnesses today.
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STATEMENT OF THE CALIFORNIA FRANCHISE TAX BOARD
BEFORE THE
UNITED STATES SENATE FINANCE COMMITTEE
JULY 21, 2004

. INTRODUCTION

Good morning, Mr. Chairman, Senator Baucus and Members of the Committee. My
name is Debbie Langsea and | am testifying on behalf of California State Controller
Steve Westly and the Franchise Tax Board (FTB). On their behalf, thank you for the
opportunity to testify on California’s efforts to-.combat the tax gap and tex shelters.

. TAXGAP

The California income tax gap is approximately $6.5 billion a year.1 Our tax gap is the
difference between what taxpayers owe and what is voluntarily paid. The IRS estimates
about 80 percent of the tax gap is attributable to the underreporting of income. The
remaining 20 percent is attributable to the failure to file tax returns and underpayment of
taxes.

Underreporting income includes failing to report income, hiding barter and cash
transactions or minimizing taxable income through abusive tax shelters. My testimony
will focus on abusive tax shelters and California’s efforts to narrow this portion of the tax
gap.

The tax gap is a chronic and inordinate challenge for tax administrators and is becoming
a national epidemic. Although the tax system is fundamentally based on taxpayers
voluntarily reporting the correct amount of tax, the opportunity to escape detection,
underreport income, underpay taxes, and not get caught creates a behemoth challenge
for federal and states governments alike.

California is increasing efforts to address the tax gap, collect additional revenues, and
encourage future self-compliance by identifying unreported income, assessing or
collecting owed taxes and considering other enforcement measures, such as, informant
rewards patterned after federal provisions, identification of tax preparers who enable
clients to underreport income and fraudulently claim tax credits, and identification of
underground or suspicious activity information.

California is considering other alternatives that inhibit noncompliance, such as,
increased penalties, misdemeanor program, identification of additional income sources,
questionable wage withholding and other deterrent measures. Finally, we are seeking

' The tax gap is equivalent to about 10 percent of the California State General Fund for tax year 2002,
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ways to modify public perception that help taxpayers voluntarily comply with tax laws
and other educational measures.

. TAX SHELTERS

A. California Voluntary Compliance Initiative (January 1, 2004 through April 15,
2004)

In April 2004, California reported over $1.3 billion in additional tax revenues from the
Voluntary Compliance Initiative (VCl), These revenues were generated from about -
1,200 taxpayers who filed amended returns reporting additional taxes from potentiaily
abusive tax shelters. Of these.taxpayers, 800 individuals reported approximately $900
million and 400 businesses reported close to $500 million. Based on these figures, VCI
raised what was equivalent fo $13 million a day or two times more money than any
other amnesty program in U.S, history! '

One of the authors of California’s strongest tax shelter legisiation, Assembly Majority
Leader Dario Frommer (D-Glendale), stated, “Wealthy tax cheats have been stealing
$600 miltion to $1 billion each year from our classrooms, public hospitals and police and
fire stations. By combining the nation’s toughest penalties for illegal tax shelters with an
amnesty program, California has found the right carrot and stick to force rich scofflaws
to pay the taxes they owe.”

1. Breakdown by VCI Options
VCI allowed taxpayers to elect either full or limited relief of penalties under one of
the following options:

a. Right to File Future Claim for Refund: About 65 percent of VCI revenues came
from taxpayers who reported additional tax but elected to protect their right to file
a claim for refund in the future. These taxpayers remain subject to the accuracy
related penalty.®

b. No Appeal Rights: About 25 percent of VCI revenues came from taxpayers who
elected to forego their appeal rights and would not be subject to any tax shelter
penalties including the accuracy related penalty.

¢. Pending Federal Activity: About 7 percent of VCI revenues came from
taxpayers who had pending federal activity and elected to protect their right to file
a claim for refund in the future.

d. Filed Claim for Refund: The remaining 3 percent came from taxpayers who filed
claims for refund and are subject to the accuracy related penalty.

2 News Release by Assembly Majority Leader Dario Frommer (D-Glendale) on April 26, 2004.
3 California Revenue and Taxation Code Section 19164.
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2. Breakdown by VCI Tax Years
Taxpayers filed over 2,200 VCI amended returns for tax years 1990 through 2002
(see Figure 1). Ninety percent of the revenues were attributable to tax years 1999
and subsequent. Individuals filed returns for tax years 1996 and subsequent while
businesses filed returns for tax years 1990 and later. Some corporate taxpayers had
pending federal audits on older years and were seeking relief from California tax
shelter penalties. ' . ’

Figure 1 Breakdown by VCI Tax Years

Bindividuais
B Businesses

Number of Returns

B. Events Leading Up to VCI
How did California receive the $1.3 billion in additional tax revenues?

You have heard testimony of the many egregious, tax-engineered and artificial
transactions designed to thwart and undermine the tax system. The devastating effects
of these transactions should not be underestimated.

in November 1999, the Acting Assistant Secretary for Tax Policy Jonathan Talisman
testified before the House Committee on Ways. In his testimony on corporate tax
shelters, Mr. Talisman stated that “if unabated, this will have long-term consequences to
our voluntary tax system far more important than the revenue loss we currently are
experiencing in the corporate tax base.™

* Statement by Jonathan Talisman, Acting Assistant Secretary for Tax Policy, U.S. Dept. of the Treasury,
in his Testimony Before the House Committee on Ways and Means Hearing on Corporate Tax Shelters,
November 10, 1999. See also the Treasury Department's White Paper on “The Problem of Corporate
Tax Shelters: Discussion, Analysis and Legislative Proposals.”



208

Statement of the California Franchise Tax Board
Page 4 of 13

Five years later, lost tax revenues attributable to abusive tax shelters were staggering!
« Federal government lost about $85 billion over the last decade®,
» States lost $10 to $17 billion due to corporate income shelters in 2001.°
» California lost $2.4 to $4 billion over the last four years.

Just one of the 31 IRS listed transactions generated about $6 billion in tax benefits for
5,000 participants. Of the 500 tax products produced by .one major accounting firm, four
products were sold to 350 people and generated $124 million in fees for that firm.

More disturbing was the rate that tax shelters were proliferated and marketed. For
example: -

¢ In December 1999, the IRS issued Notice 89-59 to curtail the Bond and Option

. Sales Strategies (BOSS). BOSS was designed and marketed by a major
accounting firm to shelter gains through a complex series of sale, loan and
dividend arrangements.

* By August 2000, the RS issued Notice 2000-44 to crack down on variations of
BOSS (Son of BOSS) designed to escape provisions of the 1999 IRS Notice.
These BOSS variations were marketed by other accounting or legal firms and
used short sales, digital options, and loan premiums.

« Although the IRS issued new regulations to deter such abuses in 2001 and 2003,
promoters designed new sirategies to escape application of the IRS notices and
regulations and the Grandson of BOSS (using different financial instruments,
such as, market linked deposits to create artificial tax losses) was born.

These new generations of tax shelters were devised and collaborated by tax
professionals, utilized variations of complex schemes, buried in many layers of
transactions and multiple entities to escape detection, packaged as generic tax products
with boiler-plate legal and tax opinions for mass marketing, and sold to thousands of
taxpayers to generate millions of dollars in fees.

Historically, government officials have reacted to meet these challenges by enacting
legislation with more penalties or curtailments, incurring increased administrative costs
to challenge seemingly unending new shelters, offering initiatives, or engaging in more
enforcement measures to plug the leaky dam of lost tax revenues. But at every turn,
tax officials were outgunned and outmaneuvered by promoters rewarded with millions of
dollars in fees and taxpayers escaping millions in taxes.

State Controller Steve Westly stated, “The transactions we are seeing are so
complicated that a typical taxpayer wouldn’t dream them up. Financial experts are

% U.S. General Accounting Office Report 04-104T “Internal Revenue Service: Challenges Remain in
Combating Abusive Tax Shelters”.

8 Reported by the Muitistate Tax Commission at the Federation of Tax Administrators Annual Meeting in
June 2004.
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going to great lengths to devise complex deals and push them on taxpayers through
their partners and even through seminars.”

C. California Targets Abusive Tax Shelters

Similar to other federal and states efforts, California strategies to combat abusive tax
shelters focused on the following components: .
+ Voluntary Compliance to promote taxpayer compliance and to discourage the
* buying or selling of abusive tax shelter products.
» Detection to identify taxpayers who failed.to participate in our Voluntary
Compliance Initiative.
_» Enforcement Measures to engage in tougher actions with taxpayers who
continue to engage in abusive tax shelter transactions.

In 2001, California identified about 40 tax shelter cases. Within two years, this humber
quickly grew to over 600 tax shelter cases! California needed stronger voluntary
compliance, detection, and eénforcement measures to more effectively combat tax
sheiters. Current tax shelter laws were sorely inadequate to combat tax shelters at the
federal and state levels.

California pursued other compliance efforts, such as, encouraging taxpayers o file
amended returns and to participate in the IRS Offshore Voluntary Compliance Initiative
(OVC!). By the end of 2002, it was readily apparent more drastic measures were
needed due to the escalating number of tax shelters and budgetary deficits.

1. California Legislators Crack Down on Abusive Tax Shelters
As California considered legislative solutions to more effectively combat the
escalating tax shelter phenomenon, Senator Charles E. Grassley (R-IA) introduced
S.476 CARE Act of 20032 on February 27, 2003. lts tax shelter provisions provided
desperately needed tools to more effectively combat abusive tax shelters.

The creation and proliferation of abusive tax shelters were running amok and tax
officials were reduced to merely chipping away at the tip of an iceberg. These
shelters provided a windfall for promoters, advisors, businesses and taxpayers who
could well afford and benefited from engaging in abusive tax shelters. But the
windfall came at the expense of the millions of Americans who voluntary complied
with the tax laws. Without the appropriate legislative and administrative tools to
effectively combat abusive tax shelters, both federal and state governments were
fighting a losing battle to close the tax gap.

Statemem by State Controller Westly in Press Release dated November 18, 2003.

83,476, the CARE (Charity Aid, Recovery, and Empowerment) Act of 2003 108m Congress, first session)
introduced on February 27, 2003 by Senator Charles E. Grassley (R-1A). See Titie VIl Revenue
Provisions. Subtitle A Provisions Designed to Curtail Tax Sheiters.
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Due to the overwhelming number of tax shelter investments during the late 1990's®
and the pending expiration of our statute of fimitations, California raced against the
clock to quickly move forward and enact its own state legisiation. On October 2,
2003, California enacted SB 614 (introduced by Senators Cedillo and Burton) and
AB 1601 (introduced by Assembly Member Frommer). The bills established over a
dozen new or significantly increased penalties and curtailments, adopted federal
disclosure and reporting requirements, and provided the Voluntary Compliance
Initiative provisions.

2. Publicity Efforts Ignite the Cahforma VCl Program -

One key ingredient in the success of VCI was the publicity efforts wsth asmstance

from many key areas:

a. Federal, other states and individuals challengmg abusive tax shelters mcludmg
U.S. Senate hearings, IRS initiatives and summons, individual lawsuits and other
enforcement activities.

b. News conferences conducted by State Contro!!er Steve Westly and state
legislators.

c. Over a hundred news media articles and broadcasts, California press releases
and tax newsletters.

d. California Abusive Tax Schemes Symposium'® and over 30 professional
presentations.

e. California websites provided information on the unprecedented tax shelter
legislative provisions, we responded to a thousand public e-mails and phone
calls, and mailed over 32,000 letters and publications to taxpayers, practitioners,
and promoters.

f. Staff testified at the U.S. Senate Permanent Subcommittee on Investigations
Hearings on the U.S. Tax Shelter Industry: The Role of Accountants, Lawyers
and Financial Professionals.""

3. California Partners with Other Agencies
Another essential ingredient was the joint information sharing agreements with the
IRS and many states or cities. In September 2003, California signed the IRS
Memorandum of Understanding specifically targeting abusive tax shelters.™
California received thousands of leads from the IRS and other sources on potential

? The economic growth in capital gains and option income of $93 billion, $164 billion, $200 bitlion in 1998,
1999 and 2000 respectively. Some investors reduced or eliminated taxes aggressively during these tax
years. In comparison, capital gains and option income took a sharp decline to $94 billion and $80 billion
m 2001 and 2002, respectively.

* Abusive Tax Schemes Symposium conducted by California officials, Professor Joseph Bankman,
Former IRS Deputy Commissioner (Small Business/Self-Employed Operating Division) Dale Hart, and
other participants in Sacramento, California on July 15, 2003.

! Statement by Debra Petersen of the California Franchise Tax Board Before the U.S. Senate Permanent
Subcommittee on Investigations of the Committee on Governmental Affairs on November 18, 2003.

2 Memorandum of Understanding between the Internal Revenue Service Small Business/Self Employed
Division {SBSE) and 45 Other States, New York and Washington D.C. Concerning Abusive Tax
Avoidance Transactions.
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investors or promoters. These information exchange agreements were essential to
avoid duplication of government efforts and to take a united approach combating
abusive tax shelters.

in February 2004, California, New York and 45 other states and cities signed a
States Memorandum of Agreement specifically targeting abusive tax shelters.™® This
agreement provides for the increased exchange of abusive tax shelter information
including developing information on participants and promoters.

California was active on various federal and state task forces to improve =
communication and other enforcement activities on abusive tax shelters and other
tax related matters. “Working together is often the most efficient way to enforce tax
laws, and it is frequently the best way to help honest taxpayers deal with their
multiple responsibilities.”*

4. California Detection Efforts: Identification of Abusive Tax Shelters
Since January 2004, we received over 300 boxes of information and are evaluating
over 2,000 leads on tax shelters. We are currently matching this information against
our databases for use in our enforcement efforts and to locate other tax shelter
investors and promoters.

In April 2004, the new reporting and registration requirements generated additional
leads on potentially abusive tax shelter promoters and investors. Although some
filings were filed as protective measures, there are many new leads and confirmation
of other leads. Our new tax shelter registration rules expanded the requirements to
register any listed transaction connected to California since February 28, 2000. Over
900 organizers filed registrations reporting tax shelter transactions from 1994 and
located in the United States and other countries.

Promoters must now automatically provide the name of investors for any listed
transactions. This filing requirement generated information on over 7,000 investors
who paid over $62 billion for listed transactions. Since California conformed to the
federal disclosure requirements, taxpayers were required to disclose their
participation in reportable transactions beginning on their 2003 tax return. Almost
800 taxpayers separately filed their disclosure and illuminated over 160 different
possible reportable transactions.

5. California Enforcement Efforts
Of the $1 billion in tax shelters under state audit, about half of the taxpayers
participated in the California VCI. We are aggressively pursuing taxpayers who

¥ Memorandum of Agreement Pertaining to Abusive Tax Avoidance Transactions between 46 states,
New York City and Washington D.C. in February 2004.

" Statement by Harley Duncan, Executive Director, Federation of Tax Administrators in the IRS Press
Release IR-2004-77 “IRS and State Partnership Moves Forward to Improve Compliance and Service”
dated June 7, 2004.
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failed to participate and applying the increased or new tax sheiter penaities. We
continue to evaluate leads for potential investors and promoters for future
enforcement activities.

a. Insurance Companies

In April 2004, we issued subpoenas on two major insurance companies

. suspected of issuing insurance policies covering potential adverse. rulings for tax
liabilities associated with abusive tax shelters. Subpoenas may require
insurance companies to provide information, such as, names of clients who
requested insurance policies and all supporting documentation associated with
these requests. Currently, we received about nine boxes of information, issued a
third subpoena on another insurance broker and expect to receive more
information. . :

Proposed legislation (AB 1297 introduced by Assembly Majority Leader
Frommer) would prohibit insurance companies from insuring or defending losses
resulting from or in connection to an abusive tax shelter. Such policies would be
null and void and require return of premiums to the policyholder. This bill
establishes a penalty against the policyholder equal to 75% of the proceeds
received from any insurance policy or other financial protection product related to
abusive tax shelters.

b. Abusive Tax Shelter Task Force
California continues to dedicate resources including plans to establish an
Abusive Tax Sheiter Task Force to coordinate increased tax shelter activities,
such as, audit engagements, issuance of subpoenas, assertion of all appropriate
penaities, enforce reporting requirements for promoters and investors, seek
injunctions against promoters, and use consultants to provide financial products
and other industry expertise.

IV.  RECOMMENDATIONS

Despite the successful efforts combating abusive tax shelters obtained by federal and
states government, the following are some recommendations essential if we are to
effectively address the tax gap and abusive tax shelters:

A. Congress should pass tax shelter legislation.

The abusive nature of tax shelters is a nationwide problem that states cannot manage
solely by improving state laws. There must be corresponding consequences at the
federal level to make any meaningful dent in the overall effort to combat abusive tax
shelters. California's passage of ideas proposed at the federal level illustrates tax
administrators can influence noncompliant behavior if the right level of consequences
exist.
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B. Congress should encourage the AICPA to follow the SEC's interpretation of
prohibited contingency fee transactions and the states should have uniform
restrictions on contingency fees consistent with the SEC's interpretation.

The AICPA's interpretation under Rule 302 regarding contingency fees is too broad and
should be more narrowly construed consistent with the SEC's interpretation of this same
language. .The AICPA's definition of contingency fee in its Code of Professional
Conduct, Rule 302, is identical to the definition used by the SEC in its regulations
discussing Qualifications of Accountants (17 CFR 210.2-01(f){(10)). Both rules state:

Contingent fee means, except as stated in the next sentence, any fee
established for the sale of a project or the performance of any service pursuant to
an arrangement in which no fee will be charged unless a specified finding or
result is attained, or in which the amount of the fee is otherwise dependent upon
the finding or resuit of such product or service. Solely for the purposes of this
section, a fee is not a "contingent fee" if it is fixed by courts or other public
authorities, or, in tax matters, if determined based on the results of judicial
proceedings or the findings of governmental agencies. Fees may vary
depending, for example, on the complexity of services rendered

While both regulatory agencies use the same definition, the AICPA's interpretation and
examples of what constitutes a prohibited contingency fee differs significantly as
explained in the letter sent from Donald T. Nicolaisen, Chief Accountant, U.S. Securities
and Exchange Commission, to Bruce P. Webb, Chair of the Professional Ethics
Executive Committee for the AICPA, dated May 21, 2004. The AICPA’s interpretation
states that:

A fee is considered determined based on the findings of governmental agencies
if the member can demonstrate a reasonable expectation, at the time of a fee
arrangement, of substantive consideration by an agency with respect to the
member's client. Such an expectation is deemed not reasonable in the case of
preparation of original tax returns.

Mr. Nicolaisen stated in his letter that the exception {o the definition of contingency fee
is not based on whether the accountant reasonably expects a government agency to
consider issues with respect to its audit client. Rather, the exception applies only when
the determination of the fee is taken out of the hands of the accounting firm and its audit
client and is made by a body that will act in the public interest.

Mr. Nicolaisen's letter cites an exampie of a prohibited fee arrangement:

... For example, as discussed in the Proposing Release, an auditor might
undertake a study of certain types of a client's expenditures in order to identify
greater amounts of qualifying expenses that would resuit in greater income tax
credits. Fees for such services might be based on a percentage of the tax
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credits generated, a base fee plus a percentage of tax credits generated over a
pre-determined base amount, or a base fee plus a "value added" amount to be
added to the base fee. In that case, the accounting firm's economic benefit will
be greater if the tax credits are maximized. Because this interest {in the
economic benefit) is inconsistent with acting independently in assessing
the accuracy of the impact on the income tax accounts and financial
'statements of the tax credits, those kinds of fee arrangements are
prohibited under the final rule...

We have often seen an accounting firm base its fee upon the tax benefits derived. .
When this occurs, the firm has an incentive to over inflate the tax benefits. In support,
we have seen claim for refunds filed reporting aggressive tax positions claiming credits
for property and other expenditures that are clearly not qualified and appear to be
claimed merely as a means to increase fees for the firm. The taxpayer and the
accounting firm play audit roulette in the hopes of being sustained on some or ali of the
highly aggressive, and, in some cases, completely erroneous positions. We have seen
firms claim tax benefits for years prior to California’s enactment of statutes granting
those benefits. We are aware of firms that make it a policy to bypass state prohibitions
on contingency fees by issuing their contingent fee engagement letters in a state that
permits contingent fees. Accordingly, state uniformity in defining and interpreting
contingency fees is imperative to addressing the abuses.

C. Congress should fund the IRS's tax gap and abusive tax shelter compliance
and enforcement efforts at an aggressive level in the long term to address the
current level of abusive transactions and common tax gap issues, and to deter
future noncompliance.

Successfully combating abusive transactions set up by some of the most brilliant minds
in the legal and accounting communities requires staff with extensive training,
experience, and knowledge. If we increase the likelihood of detection and prosecution,
we decrease the taxpayer’'s benefits of playing the audit roulette.

In determining IRS funding levels, consideration should be given to providing funds to
hire industry expert witnesses and outside consultants. Combating highly technical
financial transactions requires specialized skills and the flexibility to hire the best person
for the worst situation.

Specific funding should be provided for increased coordination and assistance between
the IRS and the states at a technical level. Overall tax enforcement is increased if state
and federal activities complement each other, but these requires that joint administration
be given a priority, rather than an auxiliary role.

Finally, eighty percent of the tax gap is made up of taxpayers who underreport their
income. Therefore, increased funding for enhanced information reporting, increased
education, and stepped up enforcement efforts are key to addressing the tax gap.
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D. The SEC rules adopted pursuant to the Sarbanes-Oxley Act of 2002
(“Sarbanes-Oxley”) have proven effective in curbing similar non-tax corporate
abuses. We believe these rules should be amended as necessary to
specifically address abusive tax shelters consummated by publicly traded
corporations. We further believe that additional legisiation should be adopted
to apply similar laws to privately held companies engaging in abusive tax
shelters. These recommendations are summarized below:

Ban sale of tax shelters to financial audit clients. Section 201 of Sarbanes-Oxley
enumerates certain nonaudit services auditors cannot perform at the same time as the
audit under any eircumstances. The SEC rules adopted pursuant to Section 201 of
Sarbanes-Oxley do not give definitive guidance on how audit committees should
determine whether a tax service is an allowable activity. The rules provide that CPA
firms are permitted to provide tax minimization services to audit clients, except for
“transactions that have no business purpose other than tax avoidance.”'® These SEC
auditor independence rules have proven entirely ineffective in curbing corporate tax
shelter abuses due to the lack of unambiguous guidance identifying specific indicia of
transactions having no business purpose.

We believe Congress should amend Section 201 of Sarbanes-Oxley to ban the sale of
tax shelters to audit clients (including listed and reportable transactions or those
reasonable likely to be characterized as such in the future). U.S. Senator Carl Levin
has introduced such legislation. This legislation should also prohibit audit firms from
“signing off” on tax shelter transactions if the audit firm participates in the sale of the
same or substantially similar tax shelters to other parties.

Financial statement disclosure of tax shelters. SEC rules adopted pursuant to
Sarbanes-Oxley Section 401 require publicly traded corporations to disclose certain off-
balance sheet transactions that have a material impact on financial statements. We
believe that Congress should adopt similar legislation to require financial statement
disclosure of certain tax shelter transactions, particularly listed and reportable
transactions. Companies are reluctant to make such financial statements disclosures
principally because they believe this will diminish their ability to “play the audit lottery.”
The IRS has the authority to obtain audit work papers relating to a company’s tax
accrual. In 2002, the IRS announced its intention to request such work papers as
necessary to combat abusive tax shelters. SEC rules adopted pursuant to Section 802

** The rules the SEC originally proposed had listed “formulation of tax strategies (tax shelters) designed
to minimize a company’s tax obligations” as a prohibited activity. The AICPA provided comments to the
proposed rules extolling the virtues of tax-minimization strategies {i.e., lower cost of capital, increased
free cash flow and funds for dividend distributions, increased after tax earnings per share, and other
increased value for a corporation’s stockholders). The AICPA suggested that audit firms be allowed to
provide tax-minimization services to audit clients, except for transactions with no business purpose other
than tax avoidance (unless consistent with applicable tax laws). The rules the SEC issued as final
substantially adopted the AICPA recommendation.
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of Sarbanes-Oxley requires public companies to retain records relevant to the audit and
review of financial statements, including information associated with the tax accrual.

CEOI/CFO responsibility for tax shelters disclosures. SEC rules adopted pursuant
to Sections 302 of Sarbanes-Oxley require certain CEO and CFO certifications with
respect to the financial statements disclosures of publicly traded corporations. We
believe that these certification rules should provide unambiguous guidance with respect
fo their application to tax shelters. Section 1001 of Sarbanes-Oxley provides that it is
the sense of the Congress that the Federal income tax return of a publicly traded
corporation should be signed by the CEO of such corporation. With respect to all
corporations, public and private alike, we believe that Congress should require CEQ or
CFO signature or certification with respect to the disclosure of all tranisactions and other
material facts relevant to the filing of a corporate tax return. .

Expand application of obstruction provisions. Sections 802 and 1102 of Sarbanes
Oxley make it a crime for any person to corruptly aiter, destroy, mutilate, or conceal any
document with the intent to impair the object's integrity or availability for use in an official
proceeding or to otherwise obstruct, influence or impede any official proceeding is liable
for up to 20 years in prison and a fine. We believe that legisiation may be required to
adopt similar statutory provisions specifically applicable to the documentary evidence
related to corporate tax shelters consummated by public and private companies.
Application of such a provision should be reserved for the most egregious of conduct.
Hopefully, the mere existence of such authority unambiguously defining the targeted
conduct and associated penalties may be sufficient to increase the perceived risk of
prosecution to adequately deter such misconduct.

E. Adopt proposed changes to Circular 230.

The proposed changes to Circular 230 enhance the effectiveness of the professional
ethics provisions, include critical elements necessary to address abusive tax shelters,
and establish common rules relevant to all preparers covered by Circular 230.
Proposed changes include:

1. Applies to all preparers. Adoption of “Best Practices” including:
» Clear communication regarding scope of advice or assistance rendered.
o Establishing facts, including evaluation of reasonableness of any assumptions
or representations.
» Relating law to the facts.
« Arriving at a supportable conclusion.
« Advising client of all conclusions.

2. Applies only to preparers issuing abusive tax avoidance transaction opinions
including “more likely than not” and marketed opinions.
« Abusive tax avoidance transactions are any plan, arrangement, etc. used to
avoid or evade taxes.
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* Proposed changes require those who write opinion letters to be fully aware of
ALL facts and circumstances surrounding the transaction rather than just a
piece of the transaction. Changes require the opinion author to:

o

o]

o N

o]

e}

e}

¢}

Identify and consider all relevant facts and not rely on any unreasonable
assumptions and representations. ’

Relate applicable law to the facts.

Consider all federal tax issues and reach supportable conclusion. .
Provide overall conclusion and statement as to why conclusion was
reached, or if unable to provide overall conclusion, state and indicate why.
Disclose to the taxpayer their relationship with the promoter or other
practitioners involved in the transaction including information on
compensation arrangements and referral agreements:.

Disclose that their opinion may not be sufficient for the taxpayer to rely on
to avoid the accuracy related penalty.

State that the taxpayer should seek advise from their own tax advisor.

« If the opinion is limited in scope, the writer must disclose other issues that
may exist that could effect the tax treatment discussed in the opinion.

V. CLOSING COMMENTS

We are far from completely closing the tax gap. We continue to encounter challenges
thwarting our ability to effectively combat abusive tax shelters. As soon as one abusive
tax shelter is identified, others are created to take its place.

State Controlier Steve Westly stated, “The huge success of our amnesty program
shows that government can think outside the box. We must collect the taxes already
owed to California before we consider raising taxes or cutting services.”'® But, Westly
also added, “We've climbed out of the revenue quicksand, but we’re not out of the

woods.”"’

Thank you.

'® press Release by State Controller Westly on April 22, 2004,
7 Press Release by State Controller Westly on May 6, 2004.
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Senate Finance Committee:

In response to the Committee’s inquiry regarding issued and pending patents
concerning business methods involving tax strategies, the USPTO staff
searched our electronic database. As you know, the USPTO has issued more
than 6 million patents over the past 210 years. Here are the results:

(1) The front page of 24 issued patents.
(2) The front page of 50 published pending patent applications.

The full text of the patents and applications is available online at
hitp.//www.uspto.gov/.
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(] ABSTRACT
Method: i for i ing in real
estate are d herein a p of i real
estate is divided into 2 plurality of tenant-in-common deeds
of predetermined denominations, and which arc subject to a
master agrecment and master Jease to form “deedshares.”
Holders of the deedsh receive a d income
stream from the master lease and yearly depreciation, with-
out having to maintain or manage the real estate, The holders
of deedshares are subject, under the master agreement, fo 2
mechapism that enables the master tenant to purchase, or
arrange for the purchase of the decdshares at fair market
valuc {or some other calculable valuc) at the end of a
specified term. B the deedshares qualify as & in
investment real estate, they are cligible for tax-deferred
treatment under §1031 of the Internal Revenue Code.
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(&0 ABSTRACT

An estate planning method for minimizing transfer tax
liability with respect to the transfer of the value of stock
options from 2 holder of stock options to 2 family member
of the holder. The method comprises establishing a Graotor
Retained Annuity Trust (GRAT) funded with nongualified
stock options. The method maximizes the transfer of wealth
from the granior of the GRAT to a family member by
minimizing the amount of estate and gift taxes paid. By
placing the options outside the grantor’s estate, the method
takes advantage of the appreciation of the optiops in said
GRAT. Io one embodiment the method also maximizes the
amount transferred to the family member by keeping as
many of the options as possible in the GRAT until imme-
diately prior to the termination of the GRAT, when the
grantor substi ivalent value of assets into the

Newlin, Charles F. and Andrey, Gr dolyn S.,“STh 2
GRATs Under the Section 7520 Regulations”, Estate Plan-
ing, 24 Est. Plag. 156 (May 1997).*

IRS Letter Ruling 9248016; 92 INT 238-44 (Nov. 30,

Options,” The Tax Advisor, Dec. 1998, pp. 848-855.
Harrison, L.S., “Using Options to Allow Doaecs to Have the
Donor’s Cake and Eat It, Too,” Taxes, Mar. 1999, pp.
277-286.

Renninger, MK, “Company Stock Option Plans,” Personal
Financial Planning, Jap./Feb. 1999, pp. 47-57.
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GRAT for the remaining options, and then exercises the
options. The method is used for evaluation purposes in
establishiog the GRAT, and responds to a variety of grant

d options. An | ble Life 1 Trust (ILIT)
may also be established 1o provide life insurance should the
grantor dic before the termination of the GRAT. If the GRAT
contines until its natural termination date the ILIT will
receive the assets of said GRAT and may purchase further
life insurance on the grantor.
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) ABSTRACT

The present inventios is a method and apparatus for effec-
tuating commerce in claimant-driven individual polhition
credits which allows gas utility consumers to claim pollution
credit when reducing their pollution levels while cmploying
energy efficiency measures, which has value. Such reduced
pollution credit is given value by a third-party, thus,
individuals, government agencies and related pariies, work-
ing in coacert with a third-party identify the need, establish

hip, calculate the pollution credit value, and create a
new market that has cconomic value and eavironmental
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67 ABSTRACT

A system. and method for a beneficiary of Social Security

or other reti o access present
value of future benefits to meet current financial and other
objectives is provided. A fi ial is dest dto

be a direct dep y and a dist agent l’or
disbursing, at the di of the beneficiary p
portions of reti pay to a funding source or asset

or service provider in exchange for access to capital or the
acquisition of an asset or service by the beneficiary in an
amoupt or having a value at least in part based on present
value of a designated portion of futum retirement paymems
Inthe event of the p of the bepeficiary’s
participation in the program, the funding source or asset or
service provider may seck reimt of a specified
amount relating to the capital or asset or service it made
available to the beneficiary, but not from subsequent retire-
ment payments. In the event that the beneficiary dies during
the term of the program, the funding source or asset or
service provider are precluded from looking to 2 surviving
spouse’s share of remaining retirement payments, or from
the beneficiary’s estate, for rei of any ined
loss, nor can it have any remaining interest in any asset
acquired or service obtained by the beneficiary under the
program. The funding source or asset o service provxdcr can
insure against the risk by purctnsmg group term life i insur-

ance in its favor ng all ies particip in
the program.
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3,2001.
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ABSTRACT

A system and method for the efficient transfer of wealth is
disclosed. The system comprises 2 transferor having wealth
and a ded to be the recipient of ferred
wealth. The transferce may be a trust. An Insurance policy
purchased by the transferee is subject to a split-dollar
agreemeni by which the death benefit of the policy is

igned to a the feror in exct for pay of at
ieast the death-bemefit portion of the premiums. When
sufficient premiums have been paid 1o effectuate the policy
for the life of the insured, the split-dollar agreement may be
canceled, reverting full ownership in the policy to the
transferce.
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Risk-based method for assessing an automotive finance
company’s equity adequacy wherein sources of creditor
protection comprises cquily, reserves, net deferred tax liabil-
ity in the event of an overall loss, future tax liability and
lifetime profits. Potential unexpected worst-case losses for

1000 TOWN CENTER each of a plurality of exp is d with 99.9%
22ND FLOOR d and compared with the company’s creditor pro-
SOUTHFIELD, MI 48075 (US) tection to d the company’s equity adequacy.
IDENTIFY SOURCES OF ESTIMATE POTENTIAL
CREDITOR UNEXPECTED
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67 ABSTRACT

The present disclosure creates an efficient process, from both
a regulatory and tax perspective, for individuals to hedge
employee stock options. First, the present disclosure pro-
vides that no margin is required for a listed call option
written on an equity security when the account bolds a
“long” position in a vested employee stock option which can
be immediately exercised without restriction (not including
the payment of money) to purchase an equal or greater
quantity of the security underlying the listed option provided
that the vested employee stock option does not expire before
the short listed call option, and provided that the amount (if
any) by which the exercise price of the vesied employee
stock option exceeds the exercise price of the short listed call
option is held in or deposited to the account. Second, the
present disclosure makes it possible to treat the return on a
listed option or over-the-counter option hedge of vested or
unvested employee stock options as ordinary instead of
capital, thus avoiding the mi h with the employee stock
options’ ordinary return and the potential capital foss on the
iisted option or over-the-counter option hedge. This disclo-
sure treats any losses arising on a closing transaction with
respect to the short listed call option as ordinary losses,
provided the optionee makes a valid hedging election pur-
suant to Internal Revenue Code Section 1221(aX7).
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(76) lnvestor: Diane M. Kennedy, Sparks, NV (US) (1) ABSTRACT
Correspondence Address:
Squire, Sanders & Dempsey L.L.P. Methods and sy are disclosed for reducing a tax
'I\vp Renaissance Square burden, one such method including: developing a tax strat-
Suite 2700 egy to determine ap estimated projected tax, implementing
40 North Central Avenue the tax strategy, reviewing results of the implemented tax
Phoenix, AZ 85004-4498 (US) strategy for changes in taxpayer circumstances and tax laws,
. determining whether to update the tax strategy based on the
(21)  Appl. No-: 10/153,093 reviewed results. Developing the tax strategy may include:
- collecting taxpayer infc ion, p ing the collected
(22) Filed: May 22, 2002 information to determine a suggested tax strategy, and
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(60) Provisional application No, 60/292,652, filed on May ~ ©ping a list of specific steps to implement the action items,
22, 2001. and determining a timeline for performing the specific steps.
Asystem for selecting appropriate business entities based on
Publication Classification taxpayer cil is also disclosed. The invention also
discl P and sy {or reducing a tax
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(21) Appl. No.: 09/862,779

(22) Filed: May 21,
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Publication Classification
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Property tax data may be mined from existing asset data-
bases. These datab ly do not icate with
other databases since they are developed for specialized
purposes. By mining tax sensitive data from the databases,
tax management sofiware may develop information for
property tax pli or tax planning purp For
example, information about property tax exemptions and
possible exclusions may be mined from the data together
with information about the assets’ location which may be
important to aliocating assets to particular tax jurisdictions.
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Whitworth
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(54 METHOD OF CREATING NEW SECURITIES
FROM EQUITIES: SEPARATELY TRADABLE
REGISTERED INDEPENDENT DIVIDEND
AND EQUITY SECURITIES ("STRIDES")

(76} Inventor: Brian L. Whitworth, Malibu, CA (US)
Correspondence Address:
Brian L. Whitworth
3063 Sequit Dr.
Malibu, CA 90265 (US)
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Publication Classification
(51) Int.CL7 errreeernnne GOSF 17/60
{52y vSs.CL T05/36
STOCKINONE OR
MORE
COMPANIES

57 ABSTRACT

Methods are disclosed for creating new types of securities,
including cquity dividend strips, equity dividend strip
futures, equity dividend strip options, new index fund
stocks, new mutual fund investments, and related securities
are created in consideration of the cash dividends paid by
companies issuing the original stock. Similar financial prod-
ucts are created for nondividend paying stock.
Additionally, the principles of the present invention can be
employed to provide new corporate financing methods
which make use of the aforementioned securitics. An
example of such a new method is the issuance of original
common stock with a detachable dividend strip.

Purchase both and put the dividend strip into your retirement
account.

Purchase both and donate the dividend strip to charity.
Give the dividend strip to a minor child, or a child in college.
The stock does not need to be paying dividends at the time
the dividend strip is created. The dividend strip covers all
future dividends, even if there are none pow.

Investors can set dividend policy themselves, as fong at the
consiraint is met; total dividends paid by company=total
dividend received by security holders. Many security hold-
ars will have ouly stripped stock, or only stripped dividend.

r 100

101

103
S

TRADING REASSEMBLY OF TRADING N
'NONDIVIDEND OIVIDEND PAYING EQUITY DIVIDEND
STOCK STOCK(S) STRIPS
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This invention is di dto a p impl bl
process for calculating fi ial needs or whether

a future financial needcan be met based on current financial
vehicles, through the use of multiple categories or classes of
assets. The main reason that different categories or classes of
assets are employ is due to different treatments of each class
or financial vehicle under the US Tax Code.
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Publication Classification

(51) Int.CL7
(52) US. ChL

... GOSF 17/60
105/36; 705/35

67 ABSTRACT

A system and method for a beneficiary of Social Security
P or other reti P {0 access present
value of future benefits to meet current financial and other
objectives is provided. A fi ial institution is desi; dto
be a direct depository and a disbursement agent for disburs-
ing, at the direction of the beneficiary p mined por-
tions of retirement payments to a funding source or asset or
service provider in exchange for access to capital or the
acquisition of an asset or service by the beneficiary in an
amount of having a value at least in part based on present
value of a designated portion of future retirement payments.
In the event of the p ination of the beneficiary’s
participation in the program, the funding source or asset or
service provider may seek reimbursement of a specified
amount relating 1o the capital or asset or service it made
available 10 the beneficiary, but not from subsequent retire-
ment payments. In the event that the beneficiary dies during
the term of the program, the funding source or asset or
service provider are precluded from looking fo a surviving
spouse’s share of ini i pay , or from
the beneficiary’s estate, for reimt of any ned
loss, nor can it have any remaining interest in any asset
acquired or service oblained by the beneficiary under the
program. The funding source or asset or service provider can
insure against the risk by purcbasing group term life insur-
ance in its favor covering all beneficiaries participating in
the program.
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{57) ABSTRACT

The disclosure relates to an investment risk minimization
system involving a venture capital investor and a venture
needing investment from the venture capital investor. In
such a system, an exemplary method can include providing
an investment 1o a venture baving an intellectual assel, and
receiving a security interest in the intellectual asset. The
security interest secures an ownership right upon failure by
the venture to meet established parameters. Furiber, if the
venture receiving the investment fails to meet the estab-
lished parameters, the method includes obtaining an own-

(21) Appl. No.: 09/814,547 ership interest in the intellectual asset, valuing the intellec-
tal asset, and tansferring the intellectual asset 1o a
(22) Filed: Mar. 22, 2001 charitable organization.
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76008 North Capital of Texas Highway users to designate a portion of their funds or net proceeds
Austin, TX 78731 (US) from gaming activities to be donated to charity of their
choice. The donations are automatically made and funded to
(73) Assi - International Busk Machi Cor- authorized charities or non-profit organizations and the
poration balance of the net proceeds are distributed to the players. In
addition, the system also complies with any Internal Rev-
(21) Appl. No.: 09/781,010 enue Service reporting that is required by law.
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The i relates fo ap that administers a method

of funding life insurance policies using annuities that are
putchased at Jeast in part using borrowed money, using
business and trust structures to reduce and/or eliminate tax.
This investing can be done either directly by the policy or
through the trust and/or other business entity. As an internal
investment of the insurance policy the income generated by
the annuity and the inside build-up are non-income taxable
to the owner of the policy. The resulting death benefits will
also be non-income taxable to the beneficiary.
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Syosset, um s cide with the maturity date of a debt securities held by the
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(1) Int. C17
(52) US.ClL

... GOSF 17/60
708/36; 705/37

(57 ABSTRACT

A method and apparatus for automatically managing invest-
ment portfolios is disclosed which substantially tracks a

tected index and ically harvests tax losses. The
system includes an ing system for maintaining tax
Iot information for individual accounts, an optimization
system for rebalancing each account to substantially model
the index and for harvesting tax losses, aad a trading system
for executing trades. Each investor owns the securilies in
his/her account, and therefore, harvested losses can be used
1o offset capital gains. Securities sold to harvest tax losses
are repurchased at a later time selected to avoid application
of the Internal Revenue Service wash sale rules, with
exchange traded funds (ETF’s) from the same technological
sector as the securities being sold to harvest tax losses being
used as temporary replacement securities for the portfolios.
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‘

a2 Patent Application Publication o Pub. No.: US 2002/0013754 A1

Frank et al.

(43) Pub. Date: Jan. 31, 2002

FINANCIAL OPTIMIZATION SYSTEM AND
METHOD

54

(76) Inventors: Glenn Frank, Burlington, MA (US);
Jay Whittaker, Wellesley Hills, MA

(Us)

Correspondence Address:

Brown, Rudnick, Freed & Gesmer, P.C.
Box IF, 18th Floor

One Financial Center

Boston, MA 02111 (US)

09/825,426
Apr. 3, 2001

@y
(22)

Appl. No.:
Filed:
Related U.S. Application Data

{63) Continuation-in-part of app No. 09/346,602,
filed on Jul. 2, 1999, now Pat. No. 6,240,399. Non-
provisional of provisional application No. 6(/194,

158, filed on Apr. 3, 2000.

Publication Classification

(51 It CF e
{52}y US.CL

cerrrrenses GOGF 17/60
705/36

(&) ABSTRACT

An improved investment optimizing system and method.
Once an investor or investment advisor determines the
appropriate asset allocation and that there are both taxable

and tax-deferred or tax-free i
the i will optimi imize the investor’s ending
after-tax asset accumulation, which is the objective of all
1 . This is tished by allocating the chosen
investment vehicles between the taxable and tax-deferred
in an opti way. The i ion runs on a

computer system and searches for an allocation which
results in a maximal return. Intelligent heuristics measure
increased performance based on different asset allocations.
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26
20 22 24
FACT ASSET INVESTMENT ACCOUNT 28
GATHERING ALLOCATION SELECTION SELECTION MONITORING
+GOALS EQUITY  60% - FUNDS MULTIPLE ACCOUNTS:{} |+ AFTER
« STOCKS + TAXABLE IMPLEMENTATION
«TIME *LG. VALUE .
T N «BONDS RETIREMENT +CHANGEAS
< SM. GROWTH « CHILDRENS CIRCUMSTANGE
- CHANGE
*RISK *TRUST
TOLERANCE » INTERNATIONAL SELECT -ETC. + REALIGNMENT
SPECIFIC PERIDICALLY TO.
“RETIREMENT | T1EL 30% | g"EVﬁSTMEWST —H Q: WHICH ACCTS [T™] MANTAN DESIRED
NEEDS ST SUITEDTO! |1 AR BEST SUITED] ASSET ALLOCATION
« GOVERNMENT is{‘&ﬁfgz FOR SELECTED
\ AVAILABLE INVESTMENTS
INVESTMENTS +CORP
+ DECISION
CASH 10% MAINLY TAX
100 MOTIVATED

07/20/2004,

EAST Version:

1.4.1



258

a9 United States

AREVEE

M A RER A

US 20020013750A1

a2 Patent Application Publication (o) Pub. No.: US 2002/0013750 Al

Roberts et al.

(43) Pub. Date: Jan. 31, 2002

(54) METHODS AND INVESTMENT
INSTRUMENTS FOR PERFORMING
TAX-DEFERRED REAL ESTATE
EXCHANGES

{75} Invemors: Neal Reberts, Santa Monica, CA (US);
Michael Franklin, Carisbad, CA (US);
Charles Runnels, Scotisdale, AZ (US);
James Andrews, Los Angeles, CA (US)

Correspondence Address:

FISH & NEAVE

1251 AVENUE OF THE AMERICAS
S0TH FLOOR

NEW YORK, NY 10020-1105 (US)

{73) Assignee: American Master Lease, L.L.C., Los

Angeles, CA
{21) Appl. No.: 09/956,372
(22) Filed: Sep. 17, 2001

Related U.S. Application Data

{63) Continuation of application No. 09/205,633, filed on
Dec. 3, 1998, now Pat. No. 6,292,788.

Publication Classification

(G35 T T o GO6F 17/60
[CPATN VNS o) S —— T05/38, 705/36; 705/37
7 ABSTRACT

Methods and i H for i ing in real

estate are described wherein a portfolio of investment real
estate is divided into 2 plurality of tenant-in-common deeds
of predetermined denominations, and which are subject 1o a
masier agreement and master lease 10 form “decdshares.”
Holders of the deedsh receive a d income
stream from the master lease and yearly depeeciation, with-
out having to maintain or manage the real estaie. The holders
of decdshares are subject, under the master agreement, to a
mechanism that enables the master tepant to purchase, or
arrange for the purchase of the decdshares at fair market
value {or some otber calculable value) at the end of a
specified term. B the deedshares qualify as i in
investment real estate, they are eligible for tax-deferred
treatment under §1031 of the Internal Revenue Code.
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a2 Patent Application Publication o Pub. No.: US 2002/0010674 Al

Kent

(43) Pub. Date: Jan. 24, 2002

(54) METHOD OF PROVIDING TAX CREDITS
AND PROPERTY RENTAL AND PURCHASE

(76) Inventor: Carl E. Kent, Fridley, MN (US)

Correspondence Address:

DORSEY & WHITNEY LLP

56 SOUTH SIXTH STREET
MINNEAPOLIS, MN 55402-1498 (US)

(1) Appl. No:  09/843,191

(22) Filed: Apr. 26, 2001
Related U.S. Application Data

{63) Non-provisional of provisional applxcatmn No.

Publication Classification

(51) Int. CL7 GOGF 17/60
(52) US. Cl i 705737, 705/14; 705/26
57 ABSTRACT

The present invention offers a comprehensive distribution
system for tax credits and properly rental and purchase, that
allows corporate, institutional, and individual investors fo

pete for the purchase of tax credits hed to real estate
offered by the issuer, by facilitating tax credit trading into
specialized markets, and allows prospective renters and

h to scarch through available single family and

60/224,198, filed on Aug. 9, 2000. N lof

pmv;sumal application No. 60/207,492, , filed on May
26, 2000.

mulu-famxly dwellings, and do business with the seller/
owner.

USER
{BROWSER) COMMUNICATION ——2a
(PROGRAMS) PATH
(DATABASE)
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a2 Patent Application Publication (o) Pub. No.: US 2002/0004771 A1

" US 20020004771A1

McCain (43) Pub. Date: Jan. 10, 2002
(54 EMPLOYEE DEFERRED INCOME SYSTEM (&) ABSTRACT
AND METHOD
(76) Inventor: Ameos Eugene McCain, Miami, FL The present invention provides a system and method for
setting up an cmployee deferred income plan that may
preferably be utilized for various purposes such as to delay
Correspondence Address: taxation of the deferred amounts, to avoid inclusion of the
WILLIAM E. JOHNSON, JR. deferred amounts in the income of the employer, to avoid the
THE MATTHEWS FIRM possibility that the employer’s creditors can obtain the
1500 WEST LOOP SOUTH, STE. 1800 deferred amount, and to permit any percentage of the
HOUSTON, TX 77027 (US) cmployees income to be deferred. The plan provides that a
N taxable employer has an agreement with a non-taxable entity
(1) Appl. No: 09/865,410 regarding income due to the taxable employer from the
oy g pon-taxable entity. Under the agreement, the non-taxable
@2 Fied: May 25, 2001 eatity or an agent thereof will remit to an indemnification
Related U.S. Application Data trust fund an amount eq\{al o {be employee’s elected
deferred amount in order to ind fy the taxable employ
(63) Non-provisional of provisional application No. for the deferred amount which the taxable employer has
60/206,962, filed on May 25, 2000. promised 1o pay the employee upon the occurrence of a
payable event. In a preferred embodiment, the entire balance
Publication Classification of the undistributed corpus of the deferral account is subject
10 a risk of forfeiture for the entire payout period, as periodic
(633 T | T X OO GO6F 17/60  payable cvents occur over time, thereby dissipating the
(52 US.Cl 705/38  account assets to zero.
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a2 Patent Application Publication (o) Pub. No.: US 2001/0056391 Al

Schuitz

(43) Pub. Date: Dec. 27, 2001

{54 METHOD AND APPARATUS FOR
MANAGING AND OPTIMIZING STOCK
OPTIONS

(76) Inventor: Frederick J. Schultz, Damestown, MD
Us)

Correspondence Address:
DONALD R. JOHNSON
PRESIDENT
OPTIONWEALTH, INC.
1395 PICCARD DRIVE SUITE 240
ROCKVILLE, MD 20852 (US)

(21) Appl. No.: 09/759,337

(22) Filed: Jan. 16, 2001

Related U.S. Application Data

(63) Non-provisional of provisional application No.
60/176,032, filed on Jan. 14, 2000,

START

Publication Classification

(51) Int.CL ..
(52) US.CL ..

s GOBF 17/60
. 705/36; 705/26; 705137

7 ABSTRACT

The present invention relates to stock oplions, and more
specifically to a method and system for managing and
optimizing stock options via a communications network. In
an embodiment of the present invention, a method of opti-
mizing the value of stock option grants using a communi-
cations network includes: iving an option- ising
scenario for a stock option grant; calculating an estimate for
the option-exercising scenario for the stock option grant;
comparing the estimate for the option-cxercising scenario
for the stock option grant against an estimate based on a
standard strategy option ising io; and calculati
an optimal strategy 1o maximize the value of the stock option
grant based on one of the estimate for the to option-
excrcising scepario for the stock option gramt and the
estimate based on the standard strategy option-exercising
scenario.
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Exercising
Scenario

110
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Estimate for The

Scenario

Option-Exerclsing

120

Scenario

Compare the Calculated Estimate
Against an Estimate for a Standard 130
Strategy Option-Exercising

1

Receive Subjective Data
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a2 Patent Application Publication (o) Pub. No.: US 2001/0049612 A1

Davis

(43) Pub. Date: Dec. 6, 2001

(54) SURVIVOR’S BENEFIT PLAN

(75) Inventor: Philip T. Davis, Danbury, CT (US)

Correspondence Address:

Mr. Richard H. Zaitlen
PILLSBURY WINTHROP LLP
Suite 2800

725 South Figneroa Street

Los Angeles, CA 90017 (US)

(73) Assignee: Corporate Compensation Plans, Inc.
(21) Appl. No.: 09/853,566

(22) Filed: May 10, 2001

Related U.S, Application Data

{63) Non-provisional of provisional application No.
60/203,521, filed on May 10, 2000.

Publication Classification

(B It CL7 errecrssrensinsscnnns. GOGF 17760
(52) US.CL 705/4
57 ABSTRACT

A method for providing deferred compensation to an

pl s ficiary is ihe benefit
takes the form of insurance policy proceeds payable to an
employee’s beneficiary, and wherein the deferred
sation is paid 10 the beneficiary in an incore and estate tax
free manner.

Interests of Parties

Review NQDC Plan to Determine

Amend NQDC Plan to Eliminate
Survivor’s Benefits

Purchase Life Insurance Equal to
Amount of Participant Interest

Prepare Actuarial Projection of
Reduction in DQDC Plan
Survivorship Liabilities

Calculate Running Total of Actual
Decreases in Survivorship Liabilities
Upon Demise of Participants
Compared to Regularly Prepared
Actuarial Projects
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a9 United States
a2 Patent Application Publication o Pub. No.: US 2001/0037275 Al

Johnson et al. (43) Pub. Date: Nov. 1, 2001
(54) SYSTEM AND METHOD FOR GIVING Related U.S. Application Data
APPRECIATED ASSETS

(63} Non-provisiopal of provisional application No.
60/177,722, filed on Jan. 21, 2000.
(75} Inventors: Donald Edwand Johnson, Belmont,

MA (US}; Duane Allen Steward, Publication Classification

Orlando, FL (US} 1) It.CL7 .. s GOGF 17760
Correspondence Address: (2 vs.Q. 05136
Mary Lou Wakimura, Esq. (&3] ABSTRACT
HAMILTON, BROOK, SMITH & REYNOLDS, Giving appreciated assets is plished by analysis and
PC. processing for tax-advantaged asset transfer to charity. Easy
Two Militia Drive access to sophisticated evaluation tools for choosing gifts
Lexington, MA 02421-4799 (US) that maximize tax-efficient giving; fully automated transfer

mechanism for giving appreciated assets on a inui

basis {¢.g., monthly or quarterly); speed of transfer; “point,
(73) Assignee: AssetStream Corp., 400 Unicorn Park  click and give” case of transferring assets to charity;

Dr., Wobum, MA (US) removal of wealth barriers in the area of asset gifling;
back-office support for the transfer of assets o cbarities and
{21) Appl No.: 09/767,031 donor advised orgagizations; and an ability to gift unrealized
gains (while keeping 100% of the basis) through currently
(22} Filed: Jan. 22, 2001 existing hedge funds is provided.
Donor's | (instant or Next Day; Donor Advised | 3 sy petay) Receiving
Brokerage |[ Asset Transter 1oy Electronic Cash Charity
Account within Rrokerage Transfer (106,10 8)
toa
/[‘ instructions
. Donor's Instructions
Account information Gitd via Automatic E-Mail
Transfer Instructions Analysis i
Syskem Tax Receiot
110
Click on
Asset & Charity
Donor
\eo Thank You Letier
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a2 Patent Application Publication o Pub. No.: US 2001/0011223 A1

BURKE

(43) Pub. Date: Aug. 2, 2001

(54) SYSTEM, METHOD AND APPARATUS FOR
PROVIDING AN EXECUTIVE
COMPENSATION SYSTEM

(76) inventor: THOMAS W. BURKE, DALLAS, TX

(Us)

Correspondence Address:
SANFORD E WARREN JR
GARDERE & WYNNE
1601 ELM STREET
SUITE 3000
DALLAS, TX 75201
{*) Notice:  This is a publication of a continued pros-
ecution application (CPA) filed under 37

CFR 1.53(d).
(21} Appl. No:  09/167,633
(22) Filed: Oct. 6, 1998

Publication Classification

(51) Int. CL7
(52) US.CL

... GOSF 17/60
- 705/4; 705/35

07/20/2004,

EAST Version:

Iy ABSTRACT

‘The present invention provides a system, method and appa-
ratus for providing an executive compensation system hav-
ing a first entity, a money lender, and an insurer. The first
entity receives a taxable sum of money from a second entity,
which owes the taxable sum of money 1o a person. The first
entity provides one or more periodic payments to the person
until the person dies, wherein the one or more periodic
payments determined from the taxable sum of money and
the person’s life expectancy. The money lender loans a
non-taxable sum of money to the person and in return
receives one or more periodic interest payments from the
person. The non-taxable sum of money is determined from
a fixed rate of interest and the one or more periodic interest
pay that are sul ially equivalent to the one or more
periodic payments. The insurer provides a life insurance
policy for the person’s life such that the life insurance policy
pays 2 death bencfit substantially equivalent to the non-
taxable sum of money.

1.4.1
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a2 Patent Application Publication o) Pub. No.: US 2003/0105691 Al

Brown et al.

(43) Pub. Date: Jun. 5, 2003

(54) METHOD AND APPARATUS FOR

TRANSFERRING WEALTH

(75) Inventors: Michael D. Brown, Irvine, CA (US);
Jonathan G. Blattmachr, Garden City,

NY (US)

Correspondence Address:
Bernard L. Kleinke

Foley & Lardner

23rd Floor

402 West Broadway

San Diego, CA 92101-3542 (US)

{73) Assignee: Spectrum Group Investments, LLC

(21) Appl. No: 10/043,990
(22) Filed: Jan. 9, 2002

Related U.S. Application Data

(60) Provisional application No. 60/337,758, filed on Dec.
001.

s

A\~

~

\b

~

TRANSFEROR

e Eﬂ"\‘(j

Business \

Publication Classification

30T 'YX ol O GO6F 17/66
(52) US.CL 705/35
(1)} ABSTRACT

A system and method for the efficient transfer of wealth is
disclosed. The method comprises gathering information on
the amount of weaith to be transferred from a transferor o
a transferee; detenmining the amount of life insurance pre-
mium for an insurance policy on the life of an insured
individual to be substantially equal to the amount of the
wealth to be transferred; and appraising a present value of a
cash value of the insurance policy. The policy comprises a
cash value and a term benefit. The transferce owns the term
benefit, and an eatity owns said cash value. The entity may
be owned by the transferor. The appraising is based on a
mortality risk of the insured individual and a value of the
cash value during cach year of a projected life of the insvred
individual, so that an appraised value of the cash value is
obtained as a basis for a sale price of the cash value, whereby
the wealth may be tramsferred to the transferee as the cash
value.

10

Iv\su ronce
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as United States
a2 Patent Application Publication (o) Pub. Ne.: US 2003/0105690 A1

Brown et al. (43) Pub. Date: Jun, 5, 2003
(54) METHOD AND APPARATUS FOR Publication Classification
ESTABLISHING AND ADMINISTERING A
CHARITABLE GIFT TRANSFER PLAN 61) Int.CL” .. GOSF 17/60
(52) US.CL . 705/35; 705/1

(75) Inventors: Michael D. Brown, Irvine, CA (US);
Jonathan G. Blattmachr, Garden City,
NY (US)
()] ABSTRACT
Correspondence Address:
Bernard L. Kleinke

Foley & Lardner A system and method for the efficient transfer of a giftto a

23rd Floor charity Ls disclosed. One cmbodifncm of the system apd

402 West Broadway g]ethod l'mplchngc'ms a chari;able gift lran(sifcr plan co:;lpns-

- ing causing t| o and preferred shares

San Diega, CA 92101-3542 (US) from a business entity such as a limited liability company.

{73) Assignee: Spectrum Group Investments, LLC The common shares are then donated to the charity. A life
insurance policy and a single-premivm immediate annuity

1) Appl. No.: 10/043,988 are purchased through the busi entity. The purchases
may be funded through a loan from 2 lender company. The

(22) Filed: Jan. 9, 2002 payments from the anouity may be partially used to pay the
interest on the loan, with the remainder being directed to the

Related U.S. Application Data charity through the business entity. The death benefit of the

life insurance policy is assigned 1o the owner of the preferred
(60) Provisional application No. 60/337,758, filed on Dec. shares and may be used to retire the loan upon the death of

3, 2001. the insured,
106
P
ESTABLISH UMITED LIABILITY |

COMPANY 12

— I

4
FUND COMPANY I
ISSUE PREFERRED e

AND COMMON SHARES
TRANSFER COMMON .
SHARES TO CHARITY
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a2 Patent Application Publication o Pub. No.: US 2003/0105652 A1

Arena et al. (43) Pub. Date: Jun. 5, 2003
(54) SYSTEM, METHOD, AND COMPUTER Related U.S. Application Data
PROGRAM PRODUCT FOR MANAGING AN
INVESTMENT TO INCREASE THE (60) Provisional application No. 60/283,718, filed on Apr.
AFTER-TAX DEATH BENEFIT OF THE 13, 2001.
INVE ENT Publication Classification
(76} Inventors: Robert Arena, Farmington, CT (US); k)
Robert O’Donnell, Harwinton, CT (51) It CL7 i ccnensonn GO6F 17/60
52) us. QL. 705/4
(US); Robert Schwartz, West Granby,
CT (US); N. David Kuperstock, G7 ABSTRACT
Woodbridge, CT (US); Tim Paris, Asystem, method, and computer program product for man-
Guilford, CT (US); Robert Leach, aging an i 10§ the after-tax death benefit of
Weston, CT (US); Jacob Herschier, the i ived by the beneficiaries, the system
Southport, CT (US); Mike Morrell, comprising a processor, a memory, and a computer program
Shekion, CT (US); Flona stored in the memory. The computer program receives and
Jackman-Ward, Stratford, CT (US) stores information relating to an investment and periodically

assesses the value of the investment. The computer program
then determines an insurance premium that will provide a

Correspondence Address: death benefit based on the assessed value of the investment.
ROTHWELL, FIGG, ERNST & MANBECK, Next, the computer program collects or otherwise receives
PC. information of receipt of the insurance premium. In the
1425 K STREET, N.W. preferred embodiment, the insurance premium provides a
SUITE 800 fife insurance death benefit of forty percent (40%) of the
WASHINGTON, DC 20005 (US) assessed value of the investment. Because the maximum

federal tax on the investment is approximately thirty-six
percent (36%) of the investment value, even if the invest-
{21) Appl. No. 10/121,908 ment were purchased with appreciated assets, the life insur-
ance death benefit ensures that the bepeficiaries receive an
after-tax death benefit that is substantially equal to or greater

(22) Fikd: Apr. 12, 2002 than the pre-tax value of the investmeat.
270 Total
210 - Purchase Investment !nvs:}zweent 260
Payment Amount Earnings $483,153 [
$300'000 o $1 83,1 53 '
o 240
Previous After-Tax
230 ] Growth Investment
$200,000 250 Death Benefit
\ $345,217
290 — After-Tax - Taxes =
$100,000 $137,935
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a2 Patent Application Publication o Pub. No.: US 2003/0065616 Al

O’Donnell, JR.

(43) Pub. Date: Apr. 3, 2003

(54

76)

CONSUMER REFUND DEFERRED
PROVIDER PAYMENT ELECTIVE
TAX-DEFERRED SAVINGS INSTRUMENT
BUSINESS METHOD

Inventor: Francis E. O’Donnell JR., Town &
Country, MO (US)

Correspondence Address:

(60) Provisional application No. 60/139,571, filed on Jun.
16, 1999,

Publication Classification

GOsF 17/60
... 705/39; 705/40

(51) It CL e
(52) US.Cl o

(&) ABSTRACT

Paul M. Denk
763 South New Ballas Road
St. Louis, MO 63141 (US)

A method of purchasing a product or service in which a
tax-deferred savings instrument is used to provide for a full
or partial refund fo the consumer, while also proving 2

(1) Appl. No.: 10/232,876 partially deferred or totally deferred payment to the provider
of the service or product to the consumer. The method

(22) Filed: Aug. 30, 2002 utilizes a computer system ing a computer prog
which can provide a full definition of the required tax-
Related U.S. Application Data deferred savings instrument by solving after solving a set of
equations which can be used to calculate a number of
63y C -in-pant of apy No. 09/593,498, unknown variables upon the insertion of certain koown

filed on Jun. 14, 2000. variables into the computer program.
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4

[= Payment

!

Trust l

Trustee
Initiation Fee

Provider
Upfront Fec

Residual Sumn
for Investment

Investment rate of return
over time

Principal + Accrued
Interest

(-) taxes on accrued intcfest

Trustee Fee Provider

Preferred Payment

Consumer Refund

07/20/2004, EAST Version: 1.4.1



269

Al 01 8 0 A
US 20030040941A1

asy United States

a2 Patent Application Publication o Pub. No.: US 2003/0040941 A1

Whitworth (43) Pub. Date: Feb. 27, 2003
(54 METHOD OF CREATING AUTHORIZED, Publication Classification
TAX EXEMPT MUNICIPAL BONDS USED TO
REPLACE A LIABILITY WITH INSURANCE (51)  InL CL7 cooneccmnessrmnserscmmesssrrnses GOSF 17/60
(52) US.CL 705/4
(76) Inventor: Brian L. Whitworth, Malibu, CA (US)
Correspondence Address: S ABSTRACT
Brian L. Whitwerth . _ . N .
3003 Sequit Dr. This application describes certain procedures for obtaining
Malibu, CA 90265 (US) tax exewmpl status for interest paid on municipal bonds used
to pay i prexmil pp for bond
(21) Appl. No.: 09/935,818 i and obtaining bond g and ratings on
bonds used to pay for insurance or finance a departure from
{22) Filed: Aug. 23, 2001 self insurance or noninsurance.
101 PUBLIC ENTITY, AUTHORITY,
] POOL OR JOINY POWERS
AUTHORITY
SELF INS & INS CASH
FLOW PROJECTIONS
108
BOND ISSUANCE CODES
AND REGS, DEBY LIMITS
111
STATE TAX CODES AND
REGS
113 l L“—" 118
INTERNAL REVENUE SERVKCE, APPROVAL MECHANISM, EG., |/
STATE INCOME TAX AUTHORITY] VALIDATION PROCEEDING
115 1 A "y l 124
N 1AX RULING(S) BONDCOUNSEL | | APPROVAL, EG., VALIDATION |
OPINION PROCEEDING JUDGEMENT

N

4

BOND GUARANTEE ANDIOR
BOND RATING
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y

125

ISSUE BOND(S),

PAY FOR
INSURANCE
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a2 Patent Application Publication o) Pub. No.: US 2003/0033172 A1

Menke

43) Pub. Date: Feb. 13, 2003

(54) METHOD AND SYSTEM FOR COVERTING
AN ANNUITY FUND TO A LIFE INSURANCE
POLICY

(76) Invenor: Robert Menke, Terra Verde, FL (US)

Correspondence Address:
Arthur W. Fisher, 111
Suite 316

5553 West Waters Avenue
Tampa, FL 33634 (US)

(6] ABSTRACT

A method and system for converting an annuity fund to alife
insurance policy at a predetermined conversion date com-
pnsmg the followmg steps: cstablmshmg an annuity fund

g an initial pred d value and pur-
cbasmg an anmmy for the mma! predexermmed value,
g an i ble life i ion plan

including selectmg the predetermined conversion date,
selecting a predetermined mortality death benefit at the
predetermined date and purch a guaranteed
insurability option to guarantee the availability of the pre-
delennmed mortality death benefit at the predetermined

date, income within the

(21) Appl. No.: 09/927,748 annuity fund on a tax deferred basis until the predetermined
conversion date, converting the annuity fund to the life
(22) Fikd: Aug. 10, 2001 insurance policy with the predetermined mortality death
benefit at the predetermiped conversion date, accruing
Publication Classification income within the life inserance policy until the death of the
owner of the life i policy and disbursing the death
[C3YT T of O, GO6F 17/60 benefit to the beneficiary at the death of the owner of the life
(52) us.CL 705/14 i policy.
SRECT DOTAL FUND
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Zuckerbrot et al. (43) Pub. Date: Jan. 23, 2003
(54) RISK EVALUATION SYSTEM AND METHOD (52) US.CL 705/38
{75) Inventors: Kenneth Zuckerbroi, New York, NY
{US); Jeifrey D. Mamorsky, 57 ABSTRACT
Greenwich, CT (US); Robert T.
Bossart, Rockville Ceater, NY (US)
o g Add Disclosed is a method for increasing earnings per share for
FIESPONCence AGUIess: a taxpayer without revealing attorney-client or work product
%ngg‘!i’gggg’ggﬁgg{fiftn 12TH FLOOR privileged information. In one embodiment, the method
MCLEAN, VA 22102 (US) 4 includes the steps of: determining a tax reserve amount in
’ connection with a transfer pricing transaction in a tax period;
(73} Assignee: BOMAZU, LLC, New York, NY reserving a tax reserve for financial statement purposes, the
amount of the tax reserve being equal to the determined tax
21) Appl. No.: 7 reserve amount; oblaining an iasurance product from an
1 10/178,776 btaini i duct fi
. insurer, the insurance product insuring a portion of the tax
(22) Filed: Jun. 25, 2002 reserve amount and being issued by the insurer without the
. insurer reviewing attorney-client or work product privileged
Related U.S. Application Data information; and ing to income, for fi a1
L o purposes, the tax reserve amount that is insured by the
S g;o;:(s)&x?al spplication No. 60/300,729, filed on Jun. insurance product. In another embodiment, the invention
’ provides a method for determining whether an application to
Publication Classification insure a given amount in connection with a transfer pricing
transaction for a given taxation period constitutes an insur-
(VIR 2 o RN GO6F 17/66  able risk.
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Burkhardt (43) Pub. Date: Dec. 26, 2002
(34) METHOD AND APPARATUS FOR (52) US.CL 705/35
OPTIMIZING TAXES IN A TRANSACTION
(76) lnventor: Roger Burkhardt, lrvington, NY (US) ) ABSTRACT
Correspondence Address:
MAYER, FORTKORT & WILLIAMS, PC A method and app optimizes tax of

251 NORTH AVENUE WEST

2ND FLOOR

WESTFIELD, NJ 67090 (US)
21) Appl No.:

(22) Filed:

10/155,848
May 24, 2002
Related US. Application Data

(60) Provisional application No, 60/293,245, filed on May
24, 2001,

Publication Classification
(51) It CL7 e ssessmnsesrrinens GO6F 17/60

20

transactions by determining in advance the taxes that would
be due in each of several possible jurisdictions, Once the (ax
resulis are presented to the user, the user can select in which
jurisdiction to execute the transaction, Once the jurisdiction
is selected, information regarding execution of the transac-
tion is forwarded 10 a computer located in the selected
jurisdiction and the tr ion is then d in the
computer in the sclected jurisdiction. The method and appa-
ratus help conduct busi r i 1 ically over
an i ionally op d distributed p i
such as the Internet, and execute the transaction in a juris-
diction selected to minimize the taxes while transferring the
money and assets, rights or liabilities from the parties in
jurisdictions in which the money and assets, rights or
tabilities are located.

Jlurisdictions selectable by a user

Jdetermining potential taxes due for 3 given transaction f the
transaction were to be exectited in each of a plurality of possible
2_‘21

i each of the plurality of jurisdictions

calcuiating any shipping costs due to executon of the transaction ]
22

!

in each of the plurality of possible jurisdictions

laetennlning any tarffs due f the given transaction were executed '
23

ranking each o

Jincusred

on a total cost f the given
transaction wete executed i each of the phrralty of jurisdictions,
1sard total cost mcluding at least any potential taxes due, any
tarifts incurred and any shipping costs that might be

| 1o execute the

!

Ienabhng the user to select in which one of the pluraiity of possible|
25

"

of the

ing data
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Wallman
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{54) METHOD AND APPARATUS FOR ENABLING
INDIVIDUAL OR SMALLER INVESTORS OR
OTHERS TO CREATE AND MANAGE A
PORTFOLIO OF SECURITIES OR OTHER
ASSETS OR LIABILITIES ON A COST
EFFECTIVE BASIS

(76) Inventor: Steven M.H. Wallman, Great Falls, VA

USs)

Correspondence Address:
Bradley J. Meler

KENYON & KENYON
Suite #700

1500 K Street, N.W,
Washington, DC 20005 (US)

{21) Appl. No.: 10/627,626

(22) Filed: Jul. 28, 2003

Related U.S. Application Data

(60) Division of application No. 09/139,020, filed on Aug.
24, 1998, now Pat. No. 6,601,044, which is a con-
tinuation-in-part of application No. 09/038,158, filed
on Mar, 11, 1998.

Publication Classification

(51) IBt CL7 s GO6F 17/60
(52) US.CL 705/36
7 ABSTRACT

Smaller investors can create and manage on a cost-effective
basis a complex portfolio of securities using a mechanism
that enables the investor to provide to the system the
investor’s preferences regarding his portfolio, to generate a

portfolio, including fractional shares, that refiects the inves-
tor’s preferences. The system then permits aggregation of
the orders, and netting of orders, generated by multipie
investors at various limes during the day for execution. In
addition, the structure of the computer-based system of the
present invention allows its cost to be based on access to or
usage of the system (such as a monthly fee) as opposed fo
by securities orders entered into the system as per common
brokerage. The result is that the investor can create a
portfolio of directly owned securities with attributes, such as
diversification, similar to a mutual find. As compared with
the problems with existing systems, the computer-based
system of the present invention provides complete control
for the investor over what securities can be selected, and in
what weights and amounts, as well as control over the tax
effects of purchases or sales of the securities comprising the
portfolio, preventing the investor from being presented with
unwaated taxable effects due to discretiopary sales transac-
tions of fund managers. In addition, the computer-based
system of the present invention provides all the information
necessary to monitor and manage tax effects and capability
to sell or buy the individual securities in his portfolio 1o
obtain desired tax benefits, all sharcholder rights with
respect to each security in the portfolio to the investor and
full ownership and control over all investment, voting and
other decisions regarding such securitics. The computer-
based system of the present invention aiso aliows for param-
cters to be set with respect to a portfolio to ensure that it
stays within certain diversification or risk limits. Furiher-
more, the computer-based system of the present invention
pravides direct control over the charges and expenses that
will be incurred, and the possibility of making multiple
intra-day investment decisions by the investor, if he wishes.
Moreover, the computer-based system of the present inven-
tion provides conirol over alf factors in the portfolio and
modification of them as the investor sees fit.
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Struchtemeyer et al. @3) Pub. Date: Jan. 29, 2004
(54) METHOD AND SYSTEM FOR GENERATING (52) US.CL 705/4
ENDOWMENT FOR A TAX-EXEMPT
ORGANIZATION
(57) ABSTRACT
(76) Inventors: Brian P. Struchtemeyer, Columbia,
:';:‘S(S‘ ?; ﬁ%p(l{]gs.s&r:rg?y Fs A program forlg?neraxing new endowment for a tax—ex;mpt
e . organization. Life insurance policies are purchased for a
Struchtemeyer, Hansburg, MO (US) group of suitable donor individuals, with the tax-exempt
Correspondence Address: organization as the bencﬁciary: A‘ ﬁn{mce company lcpds
LEYDIG VOIT & MAYER, LTD money to the tax. ? ."’ o in sufficient
TWO PRUDENTIAL PLAZA, SUITE 4900 o pay the anaual life ! and a secondary
180 NORTH STETSON AVENUE bank le;d's funberm money to |:|e 1ax-cxexﬁpt orggmzauop o
— ~ cover the interest that accumulates annually on the premivm
CHICAGO, 1L 60601-6780 (US) foans. Upon the death of a donor individual, the policy death
(21) Appl. No.: 10/201,421 benefit is used in several ways: a predetermined fixed
amount is set aside and used to pay the interest loan; a
(22) Filed: Jul. 23, 2002 predetermined priority portion of the remainder is used to
pay the premium loans; and, after the premium loans have
Publication Classification been paid in full, any ining balance is Jated as
new endowment. A Moate Carlo sicaulation is used fo
[C23 T 111 A o) KO, GO6F 17/60  predict the program’s performance.

o™

Set dasked Total Number of 201
Htorations (T1) for simulation

Sat desired Tam

o amber of
perods in years for each teration of the
simyiation

inltiat values for varisbles:

Set
1.} Premiom Loan Bakancos for Year (PLEY) a1 Start, Criangs, and End of Year « §
2.} interest Loan Batance for Yaar (i8] at Siart, Change, end End of Yesr =0
3.5 Out-of-Pocket ke Yew {O0P') =0
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207 4
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James

43) Pub. Date: Jan, 1, 2004

{54y METHOD OF INCREASING RETURN TO
OWNERS OF INCOME PROPERTY WITH
INTENT TO REACH ULTIMATE GOAL OF
ZEROC MORTGAGE DEBT WITHOUT
MAJOR FINANCIAL STRESS

(76) Inventor: Arthur James, Marina Del Rey, CA
Correspondence Address:
LACKENBACH SIEGEL
One Chase Road
Scarsdale, NY 18583 (US)

(21) Appl. No.  10/183,280

{22) Filed: Jun. 26, 2002
Publication Classification

... GOSF 17/60
. T05/35; 705/1

(51 Int. CL7 .
{52) Us.ClL .

(€] ABSTRACT

Amethod of partially transferring non-cash equity in income
property with lease income servicing mortgage debt to a
fax. pt educational institution wbile providing the
advantage of being able 1o withstand major Laxes in the later
years of a morngage while assisting in achieviog most
owners’ goals of obtaining debt-free free property.
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Waliman

3) Pub. Date: Nov. 13, 2603

(54 METHOD AND APPARATUS FOR ENABLING
INDIVIDUAL OR SMALLER INVESTORS OR
OTHERS TO CREATE AND MANAGE A
PORTFOLIO OF SECURITIES OR OTHER
ASSETS OR LIABILITIES ON A COST
EFFECTIVE BASIS

(76) Inventor: Steven M.H. Wallman, Great Falls, VA

)

Correspondence Address:

KENYON & KENYON

1500 K STREET, N.W,, SUITE 700

WASHINGTON, DC 20005 (US)

10/440,142

May 19, 2003

(21) Appl. No.:
{22) Filed:
Related U.S, Application Data
(63) Continuation of application No. 09/139,020, filed on
Aug: 24, '199'8. now Pat. No. 6,‘601,044, which is a

[+ part of No. 09/038,158,
filed on Mar. 11, 1998.

Publication Classification

Gy Int.CL7 .
(52) US.CL

) ABSTRACT

Smaller investors can create and manage on a cost-effective
basis a complex portfolio of securities using a mechanism
that ¢nables the investor to provide to the system the
investor’s preferences regarding his portfolio, to generate a
portfolio, including fractional shares, that reflects the inves-

07/20/2004,

EAST Version:

tor's preferences. The system then permits aggregation of
the orders, and netting of orders, generated by multiple
investors at various times during the day for execution. In
addition, the structure of the computer-based system of the
preseat invention allows its cost to be based on access to or
usage of the system (such as a monthly fee) as opposed to
by securities orders eatered into the system as per common
brokerage. The result is that the investor can create a
portfolio of directly owned securities with attributes, such as
diversification, similar to a mutual fund. As compared with
the problems with existing systems, the computer-based
system of the present imvention provides complete control
for the investor over what securilies can be sclected, and in
what weights and amounts, as well as control over the tax
effects of purchases or sales of the securities comprising the
portfolio, preventing the investor from being presented with
unwanted taxable effects due to discretionary sales transac-
tions of fund gers. In addition, the comp based
system of the present invention provides all the information
pecessary to monitor and manage tax effects and capability
to sell or buy the individual securities in his portfolio to
obtain desired tax benefits, ali sharcholder rights with
respect to each security in the portfolio to the investor and
futl ownership and control over all investment, voting and
other decisions regarding such securities. The computer-
based system of the preseat invention also allows for param-
eters to be set with respect 1o 2 portfolio to ensure that it
stays within certain diversification or risk limits. Further-
more, the computer-based system of the present invention
provides direct control over the charges and expenses that
will be incurred, and the possibility of making multiple
intra-day investment decisions by tbe investor, if he wishes,
Moreover, the computer-based system of the present inven-
tion provides control over all factors in the portfolio and
modification of them as the investor sees fit.
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Waliman
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{54) METHOD AND APPARATUS FOR ENABLING
INDIVIDUAL OR SMALLER INVESTORS OR
OTHERS TO CREATE AND MANAGE A
PORTFOLIO OF SECURITIES OR OTHER
ASSETS OR LIABILITIES ON A COST
EFFECTIVE BASIS

(76) laventor: Steven M.H, Wallman, Great Falis, VA

(US)

Correspondence Address:

KENYON & KENYON

1500 K STREET, N.W,, SUITE 700
WASHINGTON, DC 20005 (US)

{21) Appl. No.: 10/435,591
(22) Filed: May 12, 2003
Related U.S. Application Data

{60) Division of application No, 09/139,020, filed on Aug.
24, 1998, now Pat. No. 6,601,044, which is a con-
tinuation-in-part of application No, 09/038,158, filed
on Mar. 11, 1998.

Publication Classification

1) It Cl7
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&N ABSTRACT

Smaller investors can create and manage on a cost-effective

tor’s preferences. The system then permits aggregation of
the orders, and netting of orders, generated by multiple
investors at various times during the day for execution. In
addition, the structure of the computer-based system of the
present invention allows its cost 1o be based on access to or
usage of the system (such as a monthly fee) as opposed 1o
by securities orders entered into the system as per common
brokerage. The result is that the investor cap create a
portfolio of directly owned securities with attributes, such as
diversification, similar to 2 mutual fund. As compared with
the problems with existing systems, the computer-based
system of the present invention provides complete control
for the investor over what securilies can be selected, and in
what weights and amounts, as well as control over the tax
effects of purchases or sales of the securities comprising the
portfolio, preventing the investor from being presented with
unwanted taxable effects due to discretionary sales transac-
tions of fund in addition, the computer-based
system of the present invention provides all the information
necessary to monitor and manage tax effects and capability
1o sell or buy the individual securities in his portfolio to
obtain desired tax benefits, all sharcholder rights with
respect to each security in the portfolio to the investor and
full ownership and control over all investment, voting and
other decisions regarding such securities. The computer-
based system of the present invention also allows for param-
eters to be set with respect 1o a porifolio to ensure that it
stays within certain diversification or risk limits. Further-
more, the computer-based system of the present invention
provides direct control over the charges and expenses that
will be incurred, and the possibility of making multiple
S .

basis a complex portfolio of securities using a h

that cnables the investor fo provide to the system the
investor's preferences regarding his portfolio, to generate a
portfolio, including {ractional shares, that reflects the inves-
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1 y istons by the investor, if he wishes.
Moreover, the computer-based system of the present inven-
tion provides control over al} factors in the porifolio and
modification of them as the investor sees fit.

1.4.1



278

R

a9 United States

a» Patent Application Publication

Lichtig, 111

US 200301

(10) Pub. No.: US 2003/0195827 Al
(43) Pub. Date: Oct. 16, 2003

(54) METHOD OF DOING BUSINESS INVOLVING
CONVERSION OF TRADITIONAL
INDIVIDUAL RETIREMENT ACCOUNT TO A
ROTH INDIVIDUAL RETIREMENT
ACCOUNT

(76) 1pventor: Edwin Lichtig HI, Lafayette, CA (US)

Correspondence Address:

WILLIAM E. JOHNSON, JR.

THE MATTHEWS FIRM

1900 WEST LOOP SOUTH, SUITE 1800

HOUSTON, TX 77027 (US)

Publication Classification

(51) 0t CL7 s GOSF 17/60
(52) US.CL 705/35
) ABSTRACT

A traditional IRA is first used to purchase an aonuity, and
then some months later, the traditional IRA is converted into
a Roth IRA. Because of the penalty associated with the
surrender of the annuity, the fair market value of the aonuity
transferred to the Roth IRA is discounted from the face value
of the annuity, thus decreasing the federal income tax
payable as a result of convening the traditional IRA to 2
Roth IRA. This method of doing business also contemplates

{21) Appl. No.: 10/123,703 the use of other assets similar in some ways (o an annuity,
such as long term real estate partoerships, that feature a long
{22) Fikd: Apr. 15, 2002 term surrender period, and an initial surrender penalty.
10 - | AUTHORIZE TRADITIONAL IRA TO PURCHASE
ANNUITY HAVING FIRST YEAR SURRENDER
PENALTY
20 -~ | TRANSFER ANNUITY TO ROTH IRA ACCOUNT
DURING FIRST YEAR AFTER PURCHASE
30 -- | WITHDRAW OBTAIN AMOUNT OF
AMOUNT OF CONVERSION TAX
CONVERSION TAX FrROM OTHER
FROM ROTH IRA SOURCES
ACCOUNT
50 -- | PAY CONVERSION TAX TO INTERNAL
REVENUE SERVICE
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Flanery

(43) Pub. Date: Jul. 24, 2003

(54) METHOD OF CREATING FINANCIAL
STRUCTURE FOR DELIVERING A TAX
FAVORED FINANCIAL POSITION

(76) inventor: Patrick Flanery, Scottsdale, AZ (US)

Correspondence Address:

Roger W. Jensen

Roger W. Jensen & Associates, Ltd.

8127 Pennsylvania Circle

Minneapolis, MN 55438 (US)

(22) Filed: Jan. 22, 2002
Publication Classification
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67 ABSTRACT

A multiple-step method of deferring compensation of an
individual, with concurrent deferral of payment of income
tax. The method of the inveation is especially important,

{21} Appl. No.: 10/054,505 helpful, and applicable to a highly o 3 individual.
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(54) METHOD OF CREATING FINANCIAL
STRUCTURE FOR DELIVERING A TAX
FAVORED FINANCIAL POSITION

(76) Inventor: Patrick Flanery, Scotisdale, AZ (US)

Correspondence Address:

Roger W. Jemsen
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8127 Pennsylvania Circle
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(22) Filed: Jan. 22, 2002

Publication Classification
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(52) US.CL 708735
(&) ABSTRACT

A multiple-step method of deferring compensation of an
individual, with concurreat deferral of payment of income
1ax. The method of the invention is especially important,
helpful, and applicable to a highly p d individual.
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{54y WEALTH TRANSFER PLAN USING IN KIND
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INSURANCE PROTECTION

{75) inventors: Michael D. Brown, Irvine, CA (US);
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(22) Filed: Jan. 9, 2002
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Publication Classification

(51) It €17 s GO6F 17/66
(52) us. G 705/39

(&0 ABSTRACT

A system and method for the efficient transfer of wealth is
disclosed. The system and method implement a plan for the
efficient transfer of wealth. The disclosed embodiments
include a company computer for gathering information on
the amount of wealth to be transferred from 2 transferor. An
amount is determined fo be transferred from the tragsferor to
a transferee in the form of a loan. According to the plan, an
insurance policy having a term benefit is purchased by the
transferee, and the term benefit is assigned to the transferor
as an economic bepefit which is credited towards the loan.
The economic benefit may be determined according to, for
example, published IRS Table PS58. The economic benefit
may be significantly greater than the actual cost of the
policy, with the spread being effectively transferred to the
transferee.
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(54) APPARATUS AND METHOD FOR (32) US.CL 705/36
IMPLEMENTING AND/OR ADMINISTERING
A WEALTH TRANSFER PLAN
{76) Inventors: Michael D. Brown, frvioe, CA (US); [cu) ABSTRACT
Jonathan G. Blattmachr, Garden City,
NY (US)
Correspondence Address: An apparatus and method for the efficient transfer of wealth
IRELL & MANELLA LLP is disclosed. The method comprises a transferee securing an
840 NEWPORT CENTER DRIVE insurance policy having a death benefit component and a
SUITE 400 cash value component on the life of an insured. The death
NEWPORT BEACH, CA 92660 (US) benefit proceeds are 1o be paid out at the death of the insured.
N Adtransferor obtains a loan having a principal and an interest.
2 Appl. No.: 10/1259
21 Appl. No /125914 The principal of the loan is o be paid witl the death benefit
(22) Filed: Apr. 18, 2002 proceeds from the i policy. The proceeds from the
loan are used to directly or indirectly obtain an income-
Related U.S. Application Data generating investment instrument that produces periodic
. . income. The periodic income is used 1o pay the intesest of
(&) ,f“;‘gg’loml application No. 60/337,758, filed o Dec. e 1o Rights 1o the death benefit component are allocated
ke to the transferor and rights to the cash value component are
Publication Classification allocated to a transferee. The insurance policy is funded
directly or indirectly with proceeds from the loan as pay-
(6330 A o T GO6F 17/66  ment for rights to the death benefit component.
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[C1] ABSTRACT

The present invention generally relates to a system and
method for disposing of an art collector’s artwork in a
manner which financially bepefits charitable organizations.
More particularly, the system and method of the present
invention combines a variety of financing techniques and
strafegies create endowment funds for charitable organiza-
tions. In particular, the method of the present invention

bines the pts of donating art to related orga-
nization, fractional gifting of the artwork, gifting of related
charitable tax deductions, and gifting of life insurance and
financed premiums io other charitable organizations. The
method of the present invention creates a “dual legacy”,
assisting many charitics in establishing present and future
endowment funding.
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Correspondence Address:

D. Whitlow Bivens 7 ABSTRACT

Musick, Peeler & Garrett, LLP

Suite 1900 A method for financing 2 business expense comprising a

225 Broadway method of tax-cxempt financing that may be classified as an

San Diego, CA 92101 (US) operating lease pursuant to Generally Accepted Accounting
Principles in the United States of America at the time of the

(21) Appl. No.: 10/325,329 invention.
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Correspondence Address: o -

FISH & RICHARDSON PC 67 ABSTRACT
225 FRANKLIN ST T ion benefits 1o employees are paid under an insur-
BOSTON, MA 02110 (US) ance product owned by an employer of the employees,
federal or state uncraployment taxes are not withheld from

(21) Appl. No: 10/152,081 the paid termination benefits.
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{76) lnventor: David A. Seaman, Short Hills, NJ (US)
Correspondence Address: A contingent convertible financial instrument which
DICKSTEIN SHAPIRO MORIN & OSHINSKY includes a bond portion and an embedded option portion.
”jp The bond portion is redeemable at a maturity date similar to
Michael J. Scheer a traditional bond. The embedded option portion is excrcis-
41st Floor able, within a specificd time period after the value of the
1177 ;Y\veml§ gfltggs‘?gl;am s shares of stock reaches a target vatue, for shares of stock in
New York, - ws) the entity issuing the bond portion in an amount equal to the
difference between an early exercise value and a value of the
21)  Appl. No.: 10/293,491 Y
(1) Appl- No Y293, stock on the date that the embedded option portion is
(22) Filed: Nov. 14, 2002 ised. In t 1o traditional convertible bonds, the
exercising of the embedded option portion does not extin-
Publication Classification guish the bond portion. Methods of providing, trading and
using such a convertible financial instrument are also
(63 T8 T of KO GO6F 17/60  described.
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(54) SECTOR SELECTION INVESTMENT 2) US.CL 708/4
OPTION IN A VARIABLE INSURANCE
PRODUCT
o7 ABSTRACT
(76) Inventor: Mitchell R. Katcher, Stamford, CT
Us)
‘The present invention provides a combination of the invest-
Correspondence Address: ment methodology known as sector rotation with tax-advaa-
SAGE GROUP INSURANCE, INC. taged investment products, particularly, variable annuity and

(DELAWARE CORPORT-

ION)

300 ATLANTIC STREET THIRD FLOOR
STAMFORD,, CT 06981 (US)

(21) Appl. Nou
(22) Filed:

10/273,%41
Oct. 18, 2002

Publication Classification

(51 Int.CL7

eersrnenne GOBF 17/60

variable life insurance producis and combination insurance
products. The sector rotation methodology is implemented
through purchase of appropriate funds, such as equity
mutnal funds, exchange traded funds, or index funds which
are available through such variable annuity and variable life
insurance prod and bination i prod and
such funds being determined by an asset allocation or
style-driven model created by an insurance company or
investment adviser. In one embodiment, the sector rotation

" N

gy is imp through a fund of funds

approach.
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(21) Appl. No.
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cies, such as split-dollar or jointly-owned life insurance
policies. Certain embodi can also optimize the struc-
ture and function of existing insurance policies. Input data
regarding actual and potential parties to an insurance con-

tract, regulatory consid as well as the objectives that
the parties intend to achieve, is used to propose, create,
track, in, and impl an i policy or a

group insurance plan. The input data is communicated to an
enterprise platform via a2 web server. The enterprise platform
includes applications which process the data. Data process-
ing functions performed include proposal and policy gen-
eration, policy reevaluation and re-proposal, policy conver-
sion, and report generation. The systems and processes

ptimi hi of policy objectives and minimize tax
consequences under applicable tax codes.
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Smaller investors can create and manage on a cost-effective

portfolio, including fractional shares, that reflects the inves-
tor’s preferences. The sysiem then permits aggregation of
the orders, and netting of orders, generated by multiple
investors at various times during the day for execution. ln
addition, the structure of the computer-based system of the
present invention allows its cost to be based on access to or
usage of the system (such as a monthly fee) as opposed to
by securities orders entered into the system as per common
brokerage. The result is that the investor can create a
portfolio of directly owned securities with attributes, such as
diversification, similar 1o a mutual fund. As compared with
the problems with existing systems, the computer-based
system of the present invention provides complete control
for the investor over what securities can be selected, and in
what weights and amounts, as well as control over the tax
effects of purchases or sales of the securities comprising the
portfolio, preventing the investor from being presented with
unwanted taxable effects due to discretionary sales transac-
tions of fund gers. In addition, the o -based
system of the present i ion pi all the inf

necessary to monitor and manage tax effects and capability
to sell or buy the individual securities in his portfolio to
obtain desired tax bepefits, all sharcholder rights with
respect to each security in the portfolio to the investor and
full ownership and coatrol over all investment, voting and
other decisions regarding such securities. The computer-
based system of the present invention also allows for param-
eters to be set with respect to a portfolio to ensure that it
stays within certain diversification or risk limits. Further-
more, the computer-based system of the present invention
provides direct control over the charges and expenses that
will be incurred, and the possibility of making multiple
intra-day investment decisions by the investor, if he wishes.

basis 2 complex portfolio of securities using a
thal enables the investor to provide to tbe system the
investor’s preferences regarding his portfolio, to generate 2

07/20/2004,
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M , the p based system of the present inven-

tion provides control over all factors in the portfolio and
modification of them as the investor sces fit.
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BROOKS KUSHMAN P.C.
1000 TOWN CENTER . . . .
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SOUTHFIELD, MI 48075 (US) investment income is provided. Mutual fund investors and
’ other investors are provided with an option o designate that
(21) Appl. No.: 10/642,471 a gift to a charity is to be paid from the brokerage account.
The gift may be of a fixed amount or of a percentage of
(22) Filed: Aug. 14, 2003 investment income, or may be limited to a portion of
investment income that is taxed at the highest tax rate for the
Related U.S. Application Data investor. The mutual fund or investment management entity
may receive compensation in the form of an administrative
{60) Provisional application No. 60/403,602, filed on Aug. fee that may be a set anoual amount or a percentage of gifts

14, 2002.
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portfolio, including fractional shares, that reflects the inves-
tor’s preferences. The system then permits aggregation of
the orders, and netting of orders, generated by multiple
investors at various times during the day for execution. In
addition, the structure of the computer-based system of the
preseot invention allows its cost to be based on access to or
usage of the system (such as a monthly fee) as opposed to
by securities orders entered into the system as per common
brokerage. The result is that the investor can create a
portfolio of directly owned securities with attributes, such as
diversification, similar to a murual fund. As compared with
the problems with existing systems, the computer-based
system of the present invention provides complete control
for the investor over what securities can be selected, and in
what weights and amounts, as well as control over the tax
effects of purchases or sakes of the securities comprising the
portfolio, preventing the investor fror being presented with
unwanted taxable effects due to discretionary sales transac-
tions of fund managers. In addition, the computer-based
system of the present invention provides all the information
necessary o monitor and manage tax effects and capability
to sell or buy the individual securities in his portfolio to
obtain desired tax benecfits, all shareholder rights with
respect 10 each security in the portfolia to the investor and
full owpership and control over ail investment, voting and
other decisions regarding such securities. The computer-
based system of the present invention also allows for param-
eters to be set with respect to 2 portfolio to ensure that it
stays within certain diversification or risk limits. Further-
more, the computer-based sysiem of the present invention
provides direct control over the charges and expenses that
will be incurred, and the possibility of making multiple

Smaller investors can create and manage on a
basis a complex portfolio of securities using a2 mechapism
that enables the investor to provide to the system the
investor’s preferences regarding his portfolio, to generate 2

07/20/2004,
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tra~clay isions by the investor, if he wishes.
Moreover, the computer-based system of the present inven-
tion provides control over ali factors in the portfolic and
modification of them as the investor sees fit.
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portfolio, including fractional shares, that reflects the inves-
tor’s preferences, The system then permits aggregation of
the orders, and netting of orders, generated by muitiple
investors at various times during the day for execution. In
addition, the structure of the computer-based system of the
present invention allows its cost to be based on access 1o or
usage of the system (such as a monthly fee) as opposed to
by securities orders entered into the system as per common
brokerage. The result is that the investor can create a
portfolio of directly owned securities with attributes, such as
diversification, similar to a mutual fund. As compared with
the problems with existing systems, the computer-based
system of the present invention provides complete control
for the investor over what securities can be selected, and in
what weights and amounts, as well as control over the tax
effects of purchases or sales of the securities comprising the
portfolio, preventing the investor from being presented with
unwanted taxable effects due to discretionary sales transac-
tions of fund In addition, the computer-based
system of the present i ion provides all the inf ion
necessary to monitor and manage tax effects and capability
to sell or buy the individual securities in his portfolio to
obtain desired iax benefits, all shareholder rights with
respect to cach security in the portfolio to the investor and
full ownership and control over all investment, voting and
other decisions regarding such securities. The computer-
based system of the present invention also allows for param-
eters to be set with respect to a portfolio to ensure that it
stays within certain diversification or risk limits. Further-
more, the computer-based system of the present invention
provides direct control over the charges and expenses that
will be incurred, and the possibility of making multiple

Smaller investors can create and manage on a cost-eff

intra-day i decisions by the investor, if he wishes.

basis a complex portfolio of securities using a b
that enables ibe investor to provide to the system the
investor’s preferences regarding his portfolio, to generate a
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M , the }t based system of the present inven-
tion provides contrel over all factors in the portfolio and
modification of them as the investor sees fit.
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Testimony
of
Robert M. Morgenthau
District Attorney of New York County
before the
United States Senate
Committee on Finance
July 21, 2004

I appreciate the opportunity to testify before this distinguished committee
about some of the money laundering and tax evasion schemes we see at the New
York County District Attorney’s Office. These cases run the gamut from §imple tax
frauds to international money laundering with links to internationat terrorism. Our
experience shows that, if we intend to put a dent in large scale tax evasion and the
financing of other criminal activities, we need to tighten the controls on the U.S.

money system considerably'.

In the past year, my office has convicted four New York stockbrokers of
laundering more than three-guarters of a million dellars in profits from fraudulent
stock deals through offshore credit card accounts to avoid New York City, State and
federal taxes. More than $1.6 million from the stock fraud was paid to the brokers,
aver a two-year period, into accounts at the Leadenhall Bank & Trust in Nassau
the Bahamas. The brokers, who have since been barred from the securities
industry, withdrew $790,000, using MasterCard debit cards at ATM machines in
New York City and Atlantic City, New Jersey, among other places.

Only last week, we convicted a New York doctor for evading taxes on
$300,000 of income, $126,000 of which he put into an account at Leadenhall in the
form of checks, ostensibly in payment of rent for his office. In fact, he owned the
building in which he had his office. Like the crooked brokers, the doctor used a
MasterCard to withdraw money at ATMs and to make purchases with the offshore
funds. The doctor also used offshore accounts and a shell company to shelter

another $76,000 of thé income he failed to report.
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Regrettably, these are not isolated cases. My office’s investigation has
disclosed that 115, 000 separate offshore MasterCard accounts were used in the New
York, New Jersey and Connecticut area in a single year, 2001. The MasterCards
were used in 2001 to access over $100 million deposited in banks located in at least
17 tax haven jurisdictions, including the Bahamas, Barbados, Belize and the
Cayman Islands. It is highly unlikely that U.S. taxes were paid on any of this
money. These figures ~ from just one of the major credit card companies ~ suggest
that there is enormous wealth being hidden offshore by U.S. citizens that is neither

being reported nor taxed.

In fact, as of December 2003, there was over 1 trillion in U.S. dollars on
deposit in banks in the Cayman Islands alone. This staggering amount of money -
reflecting an increase of about $500 million over the past five years — is twice the
amount that is currently on deposit in all the banks in New York City and more
than double the annual budget of the United States Department of Defense. The
Caymans beasts that there were a total of 349 banks licensed there at the end of
2003, including 43 of the 50 largest banks in the world. Not surprisingly, a
substantial portion of the dollar deposits in the Caymans is booked to subsidiaries

and branches of banks in the United States.

Although some money may be in the Caymans and other tax havens for
legitimate purposes, there is no doubt that much of it is deposited there to avoid
taxes and responsible regulation in the United States and other developed countries.
It is no coincidence that the Caymans, widely known for its strict bank and
corporate secreey laws, has figured in many recent major financial scandals. Enron
Corporation, for example, used 441 Cayman affiliates to hide $2.9 billion in losses.
Parmalat Finanziaria used Cayman subsidiaries to falsely claim $4.9 billion in bank
deposits that it did not have. The Caymans was also the nominal home of Long

Term Capital, the giant hedge fund that collapsed in 1998,
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One reason so much in potential tax revenue is being lost to offshore tax
evasion and fraud is that ATMs, electronic transfers and the Internet have made it
easier to take advantage of the strict bank and corporate secrecy provided by the
Caymans and other tax havens. Today, anyone who wishes to deposit cash offéhore
can open a bank account, accessible by credit card, and even charter a shell
company in a tax haven, simply by logging on to the Internet. It has been estimated
that offshere tax frauds alone cost the U.S. government about $70 billion in tax
revenues every year. Considering the revenues lost to state and local governments,

the amount lost is actually much higher.

In the course of tracing money deposited into the correspondent bank for
Leadenhall Bank & Trust (the Bahamas bank used in the offshore credit card scam)
my office came across Beacon Hill Service Corporation. Beacon Hill was an
unlicensed money transmitting business, run out of offices on the seventh floor of a
midtown Manhattan office building. It had about a dozen employees. Beacon Hill
was open for business from 1994 to February 2003, when we executed a search
warrant on the premises. In the last six years of its operation, this small company
moved $6.5 billion, by wire transfers alone, through the 40 accounts it maintained at
a major New York bank. This does not include checks, payable-through drafts or
cash transactions. Beacon Hill was convicted in February 2004 of operating as a

money transmitter without a license.

We can reasonably conclude that very little, if any, of this money was moved
through Beacon Hill for legitimate purposes. Legitimate clients moving that
amount of money would have dealt directly with a bank, rather than pay the extra
fees required to deal with Beacon Hill. What the clients got for the extra money
they paid is secrecy. Because Beacon Hill did not keep proper records and because
of the nature of its clients — which included numerous offshore shell corporations
and "casas de cambio,” or exchange houses, in Brazil and Uruguay — it is nearly
impossible to identify the real parties in interest behind Beacon Hill's transactions

or to trace the money through these accounts. Some of the money was no doubt
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linked to narcotics traffickers from South America. Records also show that Beacon
Hill transmitted $31.5 million to accounts in Pakistan, Lebanon, Jordan, Dubai,
Saudi Arabia and elsewhere in the Middle East.

Among the foreign authorities that have contacted the New York County
District Attorney's Office about the Beacon Hill accounts are Brazilian prosecutors
and police and representatives of a special commission established in Brazil to

-investigate the movement of some $30 billion out of Brazil. The 330 billion is
thought to be the proceeds of official corruption, government fraud, organized
crime activities and weapons and narcotics trafficking. At least $200 million of this
money — funds alleged to belong to a prominent public official in Brazil - moved

through Beacon Hill’s accounts.

~ Commercial check cashing businesses are another major vehicle for money
laundering and tax fraud schemes. In a typical scheme, a business will write checks
to vendors or suppliers for purported business purchases and then cash them at a
commercial check casher. The business person then has the use of the cash, which

is never reported as personal income, and the benefit of a phony tax deduction.

In May of this year, the District Attorney’s Office concluded an investigation
of medical management and supply co:ppanies which evaded taxes by cashing
customers’ checks through Manhattan commercial check cashers. We convicted six
individuals of using check cashers to evading taxes on a total of $41 million that
never appeared on the company books and was never reported on tax returns. In
another recent case we convicted 11 companies of evading $4.4 million in income

through a check casher.

In a long-running securities fraud case, my office convicted 43 brokers from
the securities firm, Meyers Pollock Robbins. Among other schemes, the Meyers
Pollock brokers generated fictitious sales between offshore shell corporations in the

Isle of Man in so-called “pump and dump” operations. Millions of dollars earned
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offshore every year in these frauds were wired to the bank account of City Check
Cashing, once a major check-cashing business in the New York metropolitan area.
A bagman paid by Meyers Pollock would arrange to pick up the cash from the

check casher and deliver it to the crooked brokers in New York and elsewhere.

Commercial check cashing is big business. City Check Cashing did $175
million in business every year; another notorious New York operation cashed $250

million in checks a year.

Like any other U.S. businesses, check cashers and money transmitters need
access to the U.S. banking system to transmit funds. For that reason, we rightly
expect our banks to be the first line of defense against the abuse of the system for
tax evasion and other illegal purposes. Of course, the Patriot Act requires them to
perform that function by, among other things, taking measures to know their
customers, and in some instances their customers' customers. However, our
experience at the District Attorney's Office shows that, ail toe often, banks are

failing to live up to these obligations.

One case in point concerns the major New York bank where Beacon Hill
maintained its accounts. In the course of its nine year relationship with Beacon Hill,
the bank ignored numerous red flags for money laundering: many of Beacon Hill's
clients were themselves in the business of moving money in South America, and the
identities of their customers were unknown to the bank. Other clients were offshore
shell corporations. Documents often identified the ultimate beneficiaries of
transfers only as a “customer” or “valued customer.” A large portion of Beacon
Hill's business was run out of a pooled account which served many customers,
making it impossible to connect deposits to transfers out of the account. The London
office of the New York bank had shut down Beacon Hill's accounts in 1994, and
Beacon Hill did not have a license to operate in the State of New York. In this case,

the bank’s New York compliance department completely fell down on the job.
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A related investigation disclosed that a branch of Hudsen United Bank in
Manhattan was conducting an international money service business through certain
accounts it had purchased from the Federal Deposit Insurance Corporation,
following the liquidation of the Connecticut Bank of Commerce. This business had
a high risk for money laundering. In a 16 month period, $1.4 billion dollars flowed
through these accounts, some of it transmitted on behalf of foreign exchange houses
and black market currency dealers from South America. Pursuant to a settlement
my office reached with Hudson United in March, the bank has initiated significant
anti-money laundering and compliance reforms and closed the international money

service business at its Manhattan branch.

‘Our investigation is continuing into other banks in Manhattan that are
providing similar money transmittal services with little apparent regard for the type
of activities — including international terrorism — they may be facilitating. In the
course of our banking investigations, we have seen millions of dollars transmitted on
behalf of parties from the tri-border region of Brazil, Argentina and Paraguay,
which is notorious for supplying funds to terrorist groups in the Middle East. We
have also seen substantial amounts transferred from shell companies in the British
Virgin Islands to a Middle Eastern bank long suspected of funding Hizballah and
other terror groups. In other cases, we are investigating systematic frauds being
committed by ethnic groups from the Middle East and the Asian sub-continent; the
proceeds from these crimes are being sent back to their home countries, and some of

the proceeds are clearly earmarked for terrorist activities.

The banks need to do a better job. Some oversight failures at the banks may
be due to ignorance or simple negligence. But it is difficult to discount the influence
of the considerable fees that banks can earn through the international money
transmittal business. In one case currently under investigation, a major U.S. bank
brought in revenues of $280 million, in just one year, from its relationship with a
large South American money service business. It is not unreasonable to believe
that, in many cases, self-interest has played a role in the banks' overlooking

suspicious activities, which if scrutinized, might require them to shut down the



299

accounts involved. Obviously, it is important for banks to look beyond the fees they
earn and to get serious about know your customer requirements. Regulators must

get tougher on those institutions that fail to live up to their obligations.

Criminal investigations and prosecutions are not a substitute for the
application of strict anti-money laundering procedures at U.S. banks. Even under
the best conditions, law enforcement will have only limited success in combating
money laundering and related crimes, such as tax evasion. We see only a small
number of the crimes that actually occur, and the time and resources needed to
mount a successful prosecution limit the number of cases we can handle. There are
also many obstacles to successful criminal investigations in this area, especially

when money moves internationally.

Records of our domestic financial institutions are often incomplete and are
seldom sufficient in themselves to prove international crimes. Beacon Hill, for
example, kept no record linking deposits inte its accounts with withdrawals. And,
surprisingly, in the investigation of the offshore credit cards, we found that
MasterCard kept no record of the identity of its cardholders; each credit card
account was identified only by number. The sole repository of customer identifying
information was Leadenhall Bank & Trust in the Bahamas and other banks in

secrecy jurisdictions.

In general, obtaining records from foreign jurisdictions is a frustrating
process. Mutual Legal Assistance Treaties [MLATSs] are effective only when foreign
law enforcement authorities and financial institutions wish te be cooperative, which
is seldom the case with the tax havens. Many MLATs do not provide for the
exchange of information in tax cases; and may provide only for disclosure to federal
authorities, leaving state and local prosecutors out in the cold. This is particularly
short-sighted on the part of the United States government, as state and local
prosecutors handle 98 per cent of the criminal cases that are prosecuted in this

country.
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The MLAT process is also painfully slow; it routinely takes six months to a
year to successfully subpoena records from a foreign jurisdiction. In a current
investigation, my office has been waiting for bank records requested by treaty from
Shanghai, China for nearly two years. As you can imagine, when the same funds
have been transmitted through multiple jurisdictions, the MLAT process may take

so long as to be useless.

There has been improvement in the attitude of some foreign jurisdictions
over the years. For example, we have had excellent cooperation from the Channel
Islands, Jersey and Guernsey, and the Isle of Man, in several cases. To assist our
investigation of the role of J.P. Morgan Chase and Citigroup in the Enron collapse,
the Attorney General and the Financial Services Commission in the Isle of Jersey
were able to arrange for our investigators to obtain records and interview witnesses
concerning the offshore entities used by Chase; this was all done pursuant to Jersey
law in response to a letter of request sent directly to the Jersey authorities. In
another recent investigation, we even got help from some private lawyers in the
Caymans, who were eager to do what they could to create a more favorable image

for that jurisdiction.

This sort of expeditious access to foreign evidence should be the rule rather
than the exception in an age when access to foreign banks and offshore entities in
financial transactions is becoming routine. Hopefully, the Patriot Act, by requiring
foreign banks with correspondent accounts in the U.S. to appoint an agent for
service of process in this country, will help to circumvent some of the current
complexities and obstacles in the MLAT process, as it applies to foreign banks. The
federal government and the other G-8 nations need to put more pressure on the
offshore tax havens to allow access to banking and corporate records on a
reasonable basis. Jurisdictions that refuse to act responsibly should be denied
access to the U.S. money system. A tougher stance against secrecy in the tax havens
would be a great help to law enforcement and would, in the long run, significantly

increase U.S. tax revenues.
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Vigorous law enforcement is nowhere more important than in the area of tax
fraud and evasion. As Justice Oliver Wendell Holmes said, “Taxes are what we pay
for a civilized society.” We all benefit from the money expended on vital
infrastructure, national defense and security, and the other costs of government,
which are increasing every year. For example, it is estimated that the costs to the
cities of New York and Boston of providing security at this year’s Republican and
Democratic party conventions will exceed $125 million, much of which will be
subsidized by the federal government. Every citizen should a pay a fair share of the

taxes that support these expenditures.

Regrettably, not everyone sees it that way. In some quarters, evasion has
become the norm. In a continuing investigation of tax cheating in the sale of fine
art, my office has convicted more than a dozen dealers in fine art of colluding with
customers to avoid sales taxes by falsely reporting transactions as out of state sales.
In the past two years, we have collected $24.6 million in back sales and use taxes and
fines in the fine art industry alone. Actually, a partner at a major accounting firm
told me that this figure is low — that the back taxes paid as a consequence of this

investigation probably exceed $100 million.

Although investigating these cases is difficult and time-consuming, it is
important that we undertake them. In a democratic society such as ours, where we
rely largely on voluntary compliance with the tax laws, the tax system must not only
be fair, it must be perceived to be fair. People will pay their taxes so long as they
believe others are also paying their share. For that reason, tough enforcement

against those who do not pay is essential.

Of course, criminal enforcement is only part of the solution to keeping tax

evasion and fraud in check. Enforcement by the Internal Revenue Service as well as
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state and local tax authorities is equally important. And the work of the Congress

in making certain the U.S. Tax Code allocates the tax burden fairly is also critical.

In recent years, we have seen one interest group after another secking to take
unfair advantage by manipulating provisions of our tax laws. I know members of
this committee have dome some important work in regard to corporate tax
inversions, which have come into vogue in recent years. As it happens, the
‘chairman of a major U.S. company who is currently under indictment in Manhattan
for a corporate fraud boasted that he saved his company $400 million in taxes by
establishing a nominal headquarters for the company in Bermuda. Corporate
inversions and other major tax dodges — such as so-called “skimming” practices
which reduce corporate profits onshore and abusive tax shelters — not only deprive
the federal government of needed tax revenues, but also reduce revenues in New

York and other states which have tax systems tied to the federal system.

Addressing these inequities is as important as any other step we can take to
increase confidence in the tax system. If we want to minimize the financial burden
on honest taxpayers, we must ensure that every U.S. citizen and corporation pays a

fair share of taxes.
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Mr. Chairman, Senator Baucus, and members of the Committee, thank you for
inviting me to testify here today on approaches to reducing the tax gap.

| commend the Committee and Commissioner Everson for their efforts in
highlighting this issue. The tax gap has dogged tax administration since its
inception. The good news is that, to the best of our knowledge, the taxpaying
public pays approximately 85 percent of the taxes it owes. The bad news is that
the taxpaying public does not pay approximately 15 percent of taxes due.

L THE SIGNIFICANCE OF THE TAX GAP TO MOST TAXPAYERS

The tax gap has real victims. Individuals and businesses that evade tax impose
a significant burden on those who comply with their tax obligations. If we divide
the 2001 net tax gap estimate of $255 billion by 130 million individual taxpayers,?
we can see that each of those taxpayers in 2001 paid, on average, an extra
$2,000 to subsidize the unwillingness or inability of some taxpayers to pay their
fair share.

As the National Taxpayer Advocate — the advocate for alf taxpayers as well as
specific taxpayers — | am concerned about the economic and social costs that
this noncompliance imposes. In fact, in my 2003 Annual Report to Congress, |
identified the tax gap as the most serious problem facing taxpayers, after the
AMT. It comes down to a simple issue of fairness.

il A FRAMEWORK FOR ENFORCEMENT ACTIONS

The Internal Revenue Service is now mounting a vigorous response to the tax
gap and has identified major aspects of the gap as enforcement priorities through
2009.% As the IRS expands its enforcement initiatives going forward, it is
important that the IRS develop the best possible framework for determining how
to allocate its resources — in terms of enforcement, taxpayer education, taxpayer
assistance, and protection of taxpayer rights.

! Since 1973, compliance with the Federal income tax by individuals and corporations on legal-
source income has been relatively constant, hovering between 81 and 85 percent. American Bar
Association Commission on Taxpayer Compliance, Repoit and Recommendations on Taixpayer
Compliance, 41 Tax Law. 329, 334 (1988) [hereinafter the "ABA Report™],

2 This reference to “taxpayers” refers to the number of returns filed, including joint returns.

® internal Revenue Service, Strategic Plan 2005 — 2009, Publication 3744 (Rev. 06-2004), pp. 18-
25.
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A. Use National Research Program Data

The foundation for an‘y resource allocation should be the National Research
Program (NRP) data.® Although it does not provide a perfect snapshot of
noncompliance, the NRP data should certainly constitute the starting point in
determining the size of the tax gap and its key components.

B. Map Enforcement Initiatives to the Tax Gap

Different components of the tax gap will require different strategies and
approaches. Thus, any recommendation for an enforcement initiative should be
“mapped” to the tax gap. For example, if the IRS were to develop a
comprehensive return preparer strategy, it might adopt one approach for
preparers of individual returns with small businesses and self-employment
income and another approach for preparers of high-income individual or

corporate returns. Each of the tax gap components presents its own unique set
of challenges.

C. Understand and Address Causes of Noncompliance

‘Once the key components of the tax gap have been identified and analyzed, we
should consider (1) the causes of noncompliance and (2) ways to reduce the
opportunity for noncompliance. By understanding what triggers or causes a
taxpayer or segment of taxpayers to be noncompliant, the IRS can choose the
appropriate method to foreclose noncompliance opportunities, be it expanding
withholding of taxes at the source, increasing third-party payment reporting, or
increasing information sharing between government agencies. Any proposed
approach must be weighed against the taxpayer's privacy rights and
expectations, the taxpayer's statutory and other due process rights, and the
potential expense and other burden on compliant taxpayers.®

Traditionally, the IRS allocated resources by balancing revenue loss against the
cost of collection actions. This approach, however, only takes into consideration
direct revenue loss. Taken to the extreme, under this analysis, the IRS would
only conduct audits on corporate and high-income individuals and on low-income
taxpayers who receive the Earned Income Tax Credit (EITC). In fact, this

* The National Research Program (NRP) is a comprehensive cross-functional effort by the IRS to
measure reporting, filing and payment compliance for different types of taxes and different groups
of taxpayers. NRP information will help the IRS identify areas of noncompliance on which to
focus, thereby improving voluntary compliance. The IRS has been without such information for
more than a decade. NRP currently reports payment compliance data for all types of tax across
IRS Operating Divisions as well as filing compliance data for individual income taxpayers. NRP Is
also charged with measuring reporting compliance at a strategic level — it is currently conducting
a study of individual income taxpayers and is in the planning stages of a pilot study of flow-
through entities (i.e., partnership and S corporation returns).

® ABA Report, supra note 1, at 331,
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description comes fairly close to summarizing the IRS examination program
today.

If one adds indirect revenue loss into the equation, however, one might devise a
very different enforcement strategy. We really don’t understand the impact of our
enforcement actions very well. What is the ripple effect of a few well and
strategically placed audits? Do such audits result in less revenue loss than more
numerous but poorly targeted audits? What is the impact of these two
examination approaches on future compliance by the audited and other
taxpayers? How effective are “soft” touches such as warning letters, self-audits,
and even information campaigns?

Subject to the completion of the NRP, the best data we have today show that the
largest portion (over 40 percent) of the tax gap arises from the underreporting of
business income by individuals, which contributes to both the individual income
tax gap and the employment tax gap ($81 billion and $51 billion, respectively, out
of a $310 billion gross tax gap for 2001).% The IRS estimates that three-quarters

of the employment tax gap may arise from self-employed individuals, including
independent contractors.

Breakout of Employment Tax Gap’

Type of Tax TY2001 Peltcen.t
Tax Gap ($B) | Distribution
FICA tax 14 22
Self-Employment (SECA) tax 51 77
Unemployment (FUTA) tax 1 1
TOTAL 66 100

Clearly, we cannot ignore a compliance problem of this magnitude. Individual
business income underreporting has two components — underreporting of actual
business receipts and over-reporting of business expenses. Although all types of
individual business income are underreported — farms, non-farm proprietorships,
rents, royalties, and partnerships — farm and non-farm sole proprietorships are
the largest source of underreported income. Approximately one-third of these
income sources do not show up on tax returns — either for income or self-
employment tax purposes.?

_5[ IRS National Headquarters, Office of Research, Tax Gap Map for Tax Year 2001.
id.

8 lR.S National Headquarters, Office of Research, July 2004. The underreporting of income is
often referred to as the Net Misreporting Percentage (NMP). The NMP shows the percentage of
income that is not reported after netting underreporting of income and overreporting of ofisets to

income, such as deductions and exemptions.” The NMP for self-employed taxpayers is estimated
at 32 percent. .
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This relatively high rate of underreporting of income among sole proprietors is
largely due to the general absence of information reporting by third parties on
their earnings. Prior research studies show that reporting compliance depends
directly on the "visibility” of the relevant transactions — i.e., the degree to which a
type of income is subject to information reporting determines the degree to which

it is "visible" to the IRS. This relationship is clearly demonstrated in the following
chart:

Underreporting of Income By, "Visibility" Categories
Individual Income Tax, Tax Year 1992°

50

and withholding

P Wages & salaries Pensions & annuities Credits $44.8B
Dividend income Deductions
40 Interest income Partnership /
Unemployment $-Corp income
35 compansation Exemptions
Soctal Security Capital gains
benefits Alimony income
30
25
20
15
10
5 $328
Amounts subject to Amounts subject to Amounts subject fo Amounts subject to
substantial substantial ome fittie or no
information repotting infermation reporting information reporting information reporting

Tax Return Line item Category

Admittedly, increasing tax compliance by sole proprietors, particularly informal
suppliers,'° presents considerable challenges. This income is often in the form of

® Tax Year 1992 is the last year for which line-item compliance measures have been published.
See Internal Revenue Service, Individual Income Tax Gap Estimates for FY 85, 88 and 92,
Publication 1415 (Rev. 04-1998).

*® Intormal Suppliers are the least compliant proprietors. This category includes a broad range of
sole proprietors who operate in an informal business style—typically with poor or nonexistent
books and records, often on a cash basis, and often anonymously with no fixed place of

business. Examples inciude street vendors, roadside stand operators, door-to-door sale smen,
and moonlighters.



309

cash payments or without a paper trail. Under a traditional cost-benefit analysis,
one might not even try o increase compliance. It simply costs too much to
recoup a small per-taxpayer revenue loss; arguably, for the same expenditure of
resources, one could get a better return on investment by auditing one high
income individual. Because noncompliance by self-employed persons
constitutes the largest single component of the tax gap, however, we cannot just

walk away from this compliance problem. We need to develop a more creative
approach.

D. Reduce Opportunities for Noncompliance

The two most effective steps Congress and the IRS can take to reduce the
opportunities for noncompliance in this sector are (1) enforce existing, and

expand, third-party information reporting requirements and (2) expand
withholding at the source.

1. 1099 Reporting Compliance

Based on the 1988 Tax Compliance Measurement Program and other studies (all
conducted more than a decade ago), various researchers have found that
information reporting is strongly associated with much lower rates of misreporting
by individual taxpayers. For example, wage income is almost entirely subject to
both information reporting and withholding, with the result that less than one
percent of wage income is estimated to be underreported on individual income
tax returns.! in contrast, over 30 percent of sole proprietor income is thought to
be underreported, and over 80 percent of informal supplier income is believed to
be underreported.’ These extremely high misreporting percentages appear to
arise because these types of business income are subject to little, if any, third-
party information reporting. Other types of compensation that are subject to
information reporting but not to withholding (e.g., pensions and annuities) exhibit
a misreporting percentage on the order of four to five percent — not quite as good
as wage income, but still quite low.™

Based on these earlier data, we would expect that independent contractor
earnings and other forms of personal compensation that are not currently subject
to third-party information reporting are probably underreported to an extent
somewhere between the rates associated with established sole proprietors and
informal suppliers — perhaps on the order of 50 percent underreported.**
However, if these types of compensation were to become subject to information
reporting, we would expect them to be reported much like other forms of personal

:; IRS Nationat Headquarters, Office of Research, July 2004.
Id.

13,7

Id.
*IRS National Headquarters, Office of Research, July 2004. An independent contractor is
subject to income reporting if income earned is greater than $600 per person per year.
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compensation that are subject to such information reporting — on the order of
about 5 percent underreported.'® In other words, we would expect the
introduction of information reporting to induce much greater taxpayer compliance.

Given the connection between income reporting and compliance, one might be
tempted to require that all economic transactions be reported. Of course, that

would impose significant, and in some cases unacceptable, burdens on
taxpayers and the economy.

Fortunately, there are less burdensome alternatives involving information
reporting. For starters, the IRS can do much more with the information it already
has on hand. Although the IRS requires reports of non-employee compensation,
these income reports are difficult to match to amounts reported on tax returns
because they are lumped in with gross receipts on the tax form. If the IRS simply
redesigned its Schedule C, Profit or Loss From Business (Sole Proprietorship), to
include two separate lines for reporting income — one line for “receipts shown on
1099s” and one line for “other receipts” — the IRS would be able to conduct more
accurate document matching. Further, because the IRS would be signaling that
it is looking more closely at the source of gross receipts, taxpayers might feel

pressured to report more non-1099'd income, thereby increasing compliance
further.

Another approach to increasing reporting compliance is to ask a taxpayer on
Schedule C or Schedule F, Profit or Loss From Farming, to affirmatively declare,
under penalties of perjury, whether he or she paid more than $600 to any one
individual or partnership during the calendar year. If the taxpayer answers this
guestion in the affirmative, then the taxpayer must indicate on the schedule
whether he or she filed the appropriate Forms 1099 reporting these payments.16

These two simple questions would confront the sole proprietor with his or her
obligation to file income reports, Those taxpayers who were unaware of this
requirement would be put on notice. For those taxpayers who weren’t making
reports because the recordkeeping is annoying and burdensome or who think the
IRS is too busy to find them, the stakes and attendant risks would suddently rise.
For taxpayers who persist in assisting others in avoiding taxes by not making
third party income reports after being explicitly queried on the tax schedule, well,
the IRS would now have more ammunition to go after them. Either way, these
two simple questions would “out” those taxpayers who are hiding independent

contractor payments in cost of goods, or professional services, or miscellaneous
expense categories.

With respect to informal suppliers, we could atiempt to address this difficult
problem by negotiating information sharing agreements with localities and states

18
Id.
'® ABA Report, supra note 1, at 360.
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that issue licenses. For example, localities that issue street vendor licenses
could provide us with the names and addresses of vendors. With this
information, the IRS could develop a local project for auditing a few of these
vendors. The audit would specifically examine whether the vendor reported to
the IRS payments made to those individuals staffing the vendor's carts. Having
identified the vendor’s subcontractors, the IRS would examine the
subcontractor's returns to ensure that the subcontractors reported all income
earned. This type of audit — what | call the “infection audit” — is highly effective in
close-knit work communities. 1t does not take a large number of these audits to
have a significant effect on compliance, since the presence of the IRS spreads
quickly throughout the community by word of mouth. A regular cycle of these

audits would put the message out on the street that the IRS is no longer a
sleeping giant.

Many locally or state-issued licenses require a statement by the applicant
estimating his or her annual gross receipts. For example, contractor’s licenses
are often issued in classes based on the doliar threshold of construction projects.
If the IRS obtains this information from the states or localities, it can identify
taxpayers who have never surfaced before or whose state or local license
applications report gross receipts different from the amounts shown on their tax

returns. In some cases, a simple inquiry from the IRS may prompt increased
compliance.

Finally, Congress should consider expanding income reporting to corporations,

perhaps linking it to a size criterion. As the American Bar Association has
observed:

Establishing reasonable and equitable criteria for reporting is a
difficult task, but we believe that differentiating corporations from
individuals and partnerships without considering size or complexity
is arbitrary and inappropriate. Incorporated individuals and
businesses should not have more opportunity for noncompliance
than unincorporated ones of comparable size."”

The absence of a third-party reporting requirement for smali corporations enables
taxpayers to avoid the scrutiny of the IRS by the mere act of incorporation.

2. Non-wage Withholding

Internal Revenue Service data indicate that where withholding at the source is
imposed, income reporting is nearly 100 percent.’® In my 2003 Annual Report to
Congress, | recommended withholding on non-wage payments, as both the
Government Accountability Office (GAQ; formerly the General Accounting Office)

7 ABA Report, supra note 1, at 359.
% IRS National Headquarters, Office of Research, July 2004.

7
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and the Treasury inspector General for Tax Administration (TIGTA) have
recommended previously.'® Since issuing my report in January 2004, { and my
staff have met with over thirty groups representing the interests of small business
and have discussed our proposal and their concerns. While many of these
groups continue to express concerns about our proposal, we believe this
approach should be seriously studied.”

Certainly, no one wants to increase burdens on small business. As a matter of
basic fairess, however, the size of the tax gap compels us to explore non-wage
withholding. | believe that there are several ways to impose withholding at the
source, or offsets on non-wage payments, while keeping the burden on the payor
to a minimum. For example, the IRS could enter into voluntary withholding
agreements under IRC § 3402(p)(3)(A) and (B) with various trades or industries.
Congress could expand the Service's back-up withholding authority under IRC

§ 3406 to apply in specific taxpayer cases where there is a demonstrated history
of noncompliance. The IRS could use its Federal Payment Levy authority under
IRC § 6331(h) to offset Federal payments, including payments to Federal
contractors. And Congress could authorize the IRS o require withholding, where

practicabie, when NRP data indicate significant underreporting in a specific trade
or industry.

3. Noncompliance by Federal Contractors

Every federal agency head who enters into certain contracts is required by the
Internal Revenue Code to file two information-reporting documents with the
{IRS.Z' Form 8596, Information Return for Federal Contracts, provides
information about contract recipients, including the date of contract action and

'* See Hearing on Compliance Problems of Independent Contractors, GAD # 108909, before the
Subcommittee on Select Revenue Measures, House Committee on Ways and Means, 96" Cong.
7 {1979) (statement of Richard L. Fogel, Associate Director, General Government Division,
General Accounting Office); see also GAO Report to Congressional Requesters, Tax
Administration, Approaches for Improving Independent Contractor Compliance, GAQ/GGD-92-
108, July 1992, p. 4; General Accounting Office, Tax Gap: Many Actions Taken, But a Cohesive
Compliance Strategy Needed, GAO/GGD-94-123, May 11, 1994, p. 37; GAO Report to the
Chairman, Subcommittee on Oversight, Committee on Ways and Means, House of
Representatives, Tax Administration: Tax Compliance of Nonwage Earners, GAO/General
Government Division, GGD-96-165, August 1996, p. 12; Treasury inspector General for Tax
Administration, Significant Tax Revenue May be Lost Due to Inaccurate Reporting of Taxpayer
Identification Numbers for Independent Contractors, Reference # 2001-30-132, Aug. 2001, p. ii.
2 In the 1940s, when wage withholding was implemented, similar concerns were expressed.
One witness told the House Ways and Means Committee that wage withholding was "pe rhaps the
most burdensome and impracticable plan that has ever been seriously proposed by any
responsible public official.” Hearings Before the Committee on Ways and Means on Revenue
Revision of 1942, 77" Cong. {(vol. 1), 620 (1942) (statement of Laurence Arnold Tanzer). Yet
wage withholding has been an extraordinary success story from the standpoint of Federal

revenue, and it explains in large part why the U.S. has one of the highest tax compliance rates in
the world.

' {RC § 6050M.
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the total amount to be obligated under the contract. Form 1099-MISC,
Miscellaneous Income, reports the amount paid each year to contractors. For
purposes of Federal contract reporting, these forms are required to report
contracts and amounts paid to corporations as well as individuals.®

Despite the fact that two documents are required to be filed with the IRS, the IRS
does not have data on overall noncompliance by Federal contractors. Moreover,
the IRS does not know whether Federal agencies are filing required Forms 8596
or whether agencies filing Forms 8596 on Federal contractors also file the
required Form 1099-MISC reporting payments to those contractors.

The Taxpayer Relief Act of 1997 established the Federal Payment Levy
Program, which authorizes the IRS to continuously levy up to 15 percent of
certain federal payments.?® The IRS sends a file of delinquent accounts subject
to levy to the Financial Management Service (FMS), which manages the
collection of delinquent Federal debt. Yet, according to a GAO report issued in
February 2004, over 27,000 Department of Defense contractors owed $3 billion
in unpaid taxes, and many contractors continue to receive contract payments
without paying federal taxes owed.?*

Form 8596 only reports the total contract amount obligated, the date of contract
action, and the expected date of contract completion. Thus, the IRS can’t match
Form 8596 reported contract amounts with Form 1099 reports of amounts
actually paid under the contract. With these pieces of information, however, an
IRS matching program could determine tax return filing compliance and 1099
filing compliance. (As | discussed above, there is a strong correlation between
income reporting compliance and overall compliance.) Further, the Form 8596
would alert the IRS to the fact that there is a future income stream available as a

2 No information return is required for any contract of $25,000 or less; any contract with a
contractor who is acting in his or her capacity as an employee of a federal executive agency; any
contract between a federal executive agency and another federal government unit; any contract
with a foreign government; any contract with a state or local government unit; any contract with a
person who is not required to have a TIN; any contract whose terms provide that all amounts wil!
be paid on or before the 120th day following the date of the contract action; any contract under
which all money (or other property) that will be received by the contractor after the 120th day after
the date of the contract action will come from persons other than a federal executive agency or an
agent of such an agency (e.g., a contract under which the contractor will collect amounts owed to
a federal executive agency by the agency’s debtor and will remit to the agency the money
collected less an amount that serves as the contractor’s consideration under the contract); or any
contract for which the IRS determines that information described in Treas. Reg. § 1.6050M-1 will
not facilitate the coliection of federal tax liabilities because of the manner, method, or timing of
anment by the agency under that contract. IRC § 6050A; Treas. Reg. § 1.6050M-1{c){1).

3 Taxpayer Relief Act, Pub. L. No. 105-34, § 1024(a)(1)-(2) (1997) (amending IRC § 6331).

2 General Accounting Office, GAO Report to Congressional Requesters, DOD Pays Billions of
Dollars to Contractors That Abuse the Federal Tax System, GAQO-04-95, February 2004. DOD
dispersed $86 billion to federal contractors in FY 2002 that was matched. -DOD is not matching

payment information from its 15 vendor payment systems, which dispersed another $97 billion to
contractors in FY 2002.
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levy source. These processes can be automated so they are not, after start-up,
heavily resource intensive. Yet these processes would enable the IRS to “touch”
the taxpayer and remind the taxpayer that the Service is, in fact, paying attention

to tax compliance. This signaling would have a positive effect on taxpayer
compliance.

E. Reinvigorate Local Compliance Activity

Prior to the recent IRS reorganization into four operating divisions, geographically
based District offices provided local information during the development of the
Annual Compliance Plans. These plans consisted of several components and
outlined activities and goals for the various compliance functions such as
collection, examination, and criminal investigation. Some portion of the Annual
Compliance Plan was dedicated to locally generated segment-based compliance
initiatives. The locally based portion was primarily formulated and overseen by
local Compliance Planning Councils.

Compiliance Planning Councils’ membership included both compliance division
chiefs and the local research offices, as well as noncompliance related division
chiefs where appropriate. The council served as a cross-divisional forum for
discussion of local, area, or regional compliance issues and determined which
initiatives to study, test, and implement at the local level based on factors such
as local compliance expertise and resources. This process allowed District
Directors to “opt out” of nationally mandated market-segment-based work when it
could be demonstrated that the local compliance levels were within tolerance or
were of negligible significance. In this instance, resources could be redirected to
the locally defined compliance work identified by the council.?®

These initiatives are sorely needed at this time and are a way to address the
largest portion of the tax gap, individual business income (self-employed)
underreporting. Local initiatives could be developed in partnership with state and
local tax authorities to address a demonstrated area of local noncompliance,
such as the initiatives relating to informal suppliers like street vendors discussed
above.?® Through research, the partnership could determine what approaches
will be most successful — including soft letters, office audits, or field audits. Local
initiatives can be very helpful in learning about how information is disseminated
through groups within a community. Designed properly, a local initiative can
accomplish a great deal with very few resources.

25 Compliance Planning Councils also sought aiternative treatments for compliance issues when
appropriate. They fooked for ways to solve a compliance issue prior {o the examination, appeals,
and collection processes. Alternative treatments saved human capital resources that could be
used in more effective ways.

% In practice, state sales and use tax agents and representatives of the state unemployment tax
commissions aimost always beat the IRS to the door of noncompliant taxpayers.
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F. Monitor Tax Return Preparers

1. The Role of Tax Return Preparers in Noncompliance

For Tax Year 2002, the latest year for which data are available, over 55 percent
of individual income tax returns were prepared by a commercial tax return
preparer or other tax professional.”’ Tax return preparers perform a vital function
in assisting taxpayers in meeting their tax obligations. In fact, for many
taxpayers, tax return preparers are the gatekeepers to the tax system. Thus, the
quality of return preparation can make a {axpayer’s interaction with the tax
system a positive and uneventful one, or an adversarial and negative one. Tax
preparers can contribute to noncompliance either through incompetence or by
fostering a sense that noncompliance is acceptable.

The IRS is aggressively investigating practitioners who facilitate improper
transactions by corporate taxpayers and wealthy individuals. It is doing virtually
nothing, however, about unskilled and unscrupulous preparers who serve middle
and lower income taxpayers. The Government Accountability Office has found
that the IRS rarely levies penalties against preparers, and even when it does, it
collects only 12 percent of those penalties.”® This inaction not only enables
noncompliance but also injures those preparers who are competent and ethical

and who must compete with unregulated, incompetent, or unscrupulous
preparers.

For two years now, | have advocated for regulation of unenrolled return
preparers. Senate Bill 882, the Tax Administration Good Government Act,
directs the IRS to do just that — by requiring unenrolled return preparers to
register with the IRS and demonstrate their competency.®® My office has met
with virtually every major association representing return preparers, and we are
currently conducting focus groups with return preparers at the Tax Forums this
summer to discuss the details of this proposal. We have also talked with

organizations and businesses that administer licensing programs for states and
localities.

What we have learned to date is that competent preparers will accept a
regulatory scheme so long as it is not overly burdensome, because certification
distinguishes them from fly-by-night, unskilled preparers. We have heard many
good suggestions, including requiring registration once every five years instead
of annually, and providing a continuing education alternative to the annual update
exam (following the initial entrance exam). We have learned that licensing
programs administered by contractors can be self-funding without imposing

# Internal Revenue Service, Statistics Of Income Bulletin Winter 2003-2004. Calculated from
Selected Historical and Other Data (Tables 1 and 23).
* General Accounting Office, Tax Administration: Most Taxpayers Believe They Benefit from Paid

Tax Preparers, but Oversight for IRS Is a Challenge, GAQ-04-70, October 2003.
# g, 882, § 141. ’
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significant costs on licensees, thereby allowing valuable resources to be applied
to enforcing compliance with the regulatory requirements.

We have also heard concerns about the proposed public information campaign
required by 8. 882. We are committed to ensuring that all types of licensed
preparers — attorneys, Certified Public Accountants, enrolled agents, and those
certified under S. 882 — will be identified and promoted by the campaign. In fact,
the point of this consumer campaign is to warn taxpayers away from unqualified
preparers and to educate taxpayers about the different types of preparers,
including the limitations on or extent to which they can practice before the IRS.
We look forward to working with the IRS and preparers to design a program that
enables the majority of taxpayers to feel confident that their preparers are
competent to prepare their taxes and that the IRS will punish preparers where
they perform negligently or recklessly.*

2. Preparer Penalties Should Be Strengthened and
Enforced

In addition to regulation of unenrolled preparers, the IRS needs to enforce the
preparer penalties that are on the books today, and Congress should strengthen
and enhance those penalties. At $50 per violation, preparers view many of the
penalties as simply a risk of doing business, and a modest one at that. Other
penalties, including the penalty for failure 1o sign a return, do not fully address the
preparer abuses we see today. For example, preparers who are not authorized
to practice before the IRS under Circular 230 prepare offers in compromise,
Collection Due Process Hearing requests, and financial statements, which
constitute IRS practice. None of these documents requires a preparer signature,
and there are no preparer penalties for failure to sign.

Approximately 65 percent of taxpayers who claimed the Earned Income Tax
Credit in 1999 used paid return preparers.3! Almost half of the EITC returns filed
in 1999, including those filed by paid preparers, involved an EITC overclaim.®
The Associated Press recently reported that thousands of returns filed by
Somalis located in Minnesota, claiming inflated refunds, were prepared by
“corrupt tax preparers.”® One social worker in the community noted that the
Somalis are the victims in this case. He stated that “most Somalis have little

3 We note that regulation of unenrolled return preparets is not merely directed at preparers of
Earned income Tax Credit returns or purveyors of Refund Anticipation Loans. Many small
businesses are unable to afford the services of CPAs or even enrolled agents. An uninformed
preparer can wreak havoc on a small business’ finances. See National Taxpayer Advocate, 2002
Annual Report to Congress, Publication 2104, (Rev. 12-2002), Example at 217.
3! Tax Year 1999, Compliance Research Information System (CRIS), Model IFM 2001.
32 Internal Revenue Service, Compliance Estimates for Earned Income Tax Credit Claimed on
1999 Returns (February 28, 2002), p. 11.

® Associated Press, Tax-preparer scheme implicates 3,500 Somalis with suspect tax returns,
Duluth News Tribune, May 23, 2004, available at hitp://www.DuluthNewsTribune.com.
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understanding about tax credits and deductions, which are unheard of in
Somalia.”* To counter just this type of egregious and predatory activity,
Congress should hold preparers jointly and severally liable for any resulting EITC

overpayment when they prepare EITC returns in reckless disregard of IRS rules
and regulations.®

1. THE IMPORTANCE OF RESEARCH TO ACHIEVING AN EFFECTIVE COMPLIANCE
STRATEGY

A. Compliance Stratégies Should Be Based on Current Data

The IRS is currently making its resource allocation decisions relating to
enforcement and compliance activities on the basis of Tax Compliance
Measurement Program (TCMP) data that is sixteen years old. Obviously, we
cannot get the National Research Program (NRP) results soon enough. We also

must continue to conduct the kind of core research represented by the NRP on
an ongoing basis.

B. Compliance Strategies Should Address the Causes of
Noncompliance

1t is not enough, however, to rely on NRP data alone in designing tax compliance
strategies. While NRP data will tell us where we should focus our energies, it will
not tell us how we should increase compliance in those areas, or what type of
approach we should take. To increase compliance, the IRS needs a better
understanding of why certain taxpayers are not complying with the law and what
steps might cause or help them to comply. For many taxpayers, it's simply a
question of what they can get away with, but that's not the case for everyone.®®

In general, the IRS is faced with three types of taxpayers:

1. Taxpayers who are actively complying with the tax laws;
2. Taxpayers who are trying to comply with the tax laws or who would
comply if they knew what the laws required of them; and

3. Taxpayers who do not want to comply with the tax laws and are not trying
to do so.

% d.

% For a complete discussion of the National Taxpayer Advocate’s proposals regarding the EITC
preparer penalties and the EITC due diligence requirement under [RC section 8695(g), see
National Taxpayer Advocate, 2003 Annual Report to Congress, Publication 2104 (Rev. 12-2003),
. 272,
?3 1t has been noted that most criminal laws are proscriptive, i.e., in order to comply, a person
must refrain from doing an act, such as killing or using drugs. Tax laws, on the other hand, are
presctiptive. In order to comply, a person must take certain affirmative actions, such as keep
records, file, and pay. This level of complexity leads to a high degree of inadvertent
noncompliance as well as the deliberate sort. ABA Report, supra note 1, at 351-352.
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The IRS’ goal must be to adopt policies and procedures that will move all
taxpayers into Group 1 (compliant). lts challenge is to adopt a strategy that
acknowledges there are differences between Group 2 (trying to be compliant)
and Group 3 (noncompliant) taxpayers.

The membership in these three groups of taxpayers is fluid. That is, persons
who are attempting to comply can easily be transformed into compliant or

noncompliant taxpayers, depending in large part on their experience with the
IRS. Taxpayers who are compliant can fall out of compliance as a result of a
catastrophic event such as a divorce or iliness. And noncompliant taxpayers

can, in fact, “see the light,” if only out of fear of the consequences of their
noncompliance.

An effective compliance strategy would not be identical for the two noncompliant
groups. For those taxpayers who are trying to be compliant, it is important to
help them — and not to push them into noncompliance through enforcement
tactics that frighten them from coming into the IRS to clear up past problems so
they can make a fresh start. By contrast, for those persons who consciously
choose to evade tax, a more heavy-handed approach would seem appropriate,

In order to design such a strategy, the IRS must conduct research into the
motivation of noncompliant taxpayers. The IRS needs to understand why
taxpayers don’t comply with the law before it can significantly increase
compliance, There is general agreement that traditional incentive-based models
fail to fully explain the dynamics of tax compliance.®” Ciearly, there are also
other factors involved. In fact, a recent survey commissioned by the IRS
Oversight Board found that the strongest factor influencing tax reporting is
personal integrity (88 percent), with 73 percent of respondents saying it has a
great deal of influence on their behavior.®® Taxpayers reported that other factors
have much less of an influence, including third party reporting of income (64
percent ), fear of an audit (59 percent), and believing that their neighbors are
reporting and paying honestly (38 percent).*®

Professor Leslie Book of Villanova University School of Law recently adapted
sociological research in other areas {o develop a typology of tax noncompliance.
Professor Book identified at least eight types of noncompliance:

37 Leslie Book, The Poor and Tax Compliance: One Size Does Not Fit All, 51 Kan. L. Rew. 1145,
1178 (2003).

38 IRS Oversight Board, 2003 Compliance Study Report, prepared by RoperASW, September
2008, p. 10 [hereinafter the “Roper Study”].

* Id. at 10. Despite the strong belief in their personal integrity, an increasing percentage of
people cite fear of an audit as the factor that keeps them honest (+ 8 points from last year for
those who say fear of audit has a great deal of influence). There has also been a slight i ncrease
in citing third-party reporting as the reason for compliance (+ 4 points).

14



319

* Procedural noncompliance: Administrative complexity is a hurdle to
compliance.

Lazy Noncompliance: Taxpayers are unwilling or unable to satisfy the

requirements for compliance.

Unknowing Noncompliance: Taxpayers experience confusion about

the rules for compliance.

Asocial Noncompliance: Taxpayers engage in classic tax cheating.

Brokered Noncompliance: Taxpayers’ reliance on advice of tax

professional results in noncompliance.

* Symbolic Noncompliance: Taxpayers do not comply because they
perceive inequities in the operation of the tax laws or tax

administration. ,

Social Noncompliance: Social or economic circumstances create an

environment that does not discourage cheating.

* Habitual Noncompliance: Taxpayers develop a history of
noncompliance and become emboldened by “getting away” with
noncompliance in past years.*

This variety of underlying causes for noncompliance should convince anyone that
NRP data, which identify the type of noncompliance (individual, employment,
corporate), must be supplemented with research into the causes of
noncompliance. ‘

C. Tax Schemes “Tipping Point” Study

The Taxpayer Advocate Service is sponsoring research, conducted by the IRS
Office of Program Evaluation and Risk Analysis (OPERA), that exemplifies the
focus on understanding taxpayer compliance behavior and will allow the IRS to
develop more effective compliance strategies. The goal of the study is to identify
methods that will enable the Service to evaluate emerging abusive tax schemes,
such as abusive corporate tax sheiters and the slavery reparations scheme, and
to prevent their dissemination. The research study is divided into two phases.

The objective of Phase |, which was completed on August 1, 2003, was to
identify the approaches the IRS has developed that enable early identification of
abusive tax avoidance schemes and mitigate their impact. The end product of

Phase | was a comprehensive inventory of IRS activities in these areas. (See
Appendix A.)

0 See Leslie Book, The Poor and Tax Compliance: One Size Does Not Fit All, 51 Kan. L. Rev.
1145 (2003). Professor Book draws largely from the social science perspective offered by
Professors Robert Kidder and Craig McEwen. See Robert Kidder & Craig McEwen, Taxpaying

Behavior in Social Context: A Tentative Typology of Tax Compliance and Noncompiiance, in 2
Taxpayer Compliance 47 (1989).
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Phase | results show that the IRS units have identified a wide variety of shelters
and schemes. They have also recently formed bodies to coordinate their efforts.
Collectively, the IRS’s efforts to combat abusive schemes demonstrate a
significant commitment of resources. The range of mitigation strategies it
employs includes public information and alerts, new disclosure requirements for
promoters and participants, other outreach and communication to affected areas,
examination and investigation, and litigation. This range illustrates the value of a

coordinated and balanced approach combining outreach and enforcement to
attain compliance.

A major challenge confronting the IRS is to build upon the work that has been
done to become more proactive in our detection, evaluation, and mitigation
strategies. This will allow us to better target and leverage our finite resources to
prevent the growth of emerging schemes and minimize their impact.

Building upon the taxonomy of schemes developed in Phase |, the second phase
of the study, which began in April 2004, will track the course of “infection” of
cerfain schemes among the taxpayer public. The schemes chosen for analysis
are the “home based business” and “claim of right” schemes.*' The study will
attempt to identify who were the key “agents” of the scheme, what paths provided
the most fruitful dissemination, and what particular aspect of the scheme
appealed to the population so that they were persuaded to participate.*

Statistical modeling techniques are being applied to IRS data sources to look for
patterns within schemes. The goal is to identify any common characteristics
among schemes, promoters, and participants that might assist with early
identification of emerging tax schemes and mitigation of their impact on
taxpayers and the IRS. The team is also evaluating the application of behavioral

modeling techniques to supplement findings from the statistical modeling study
currently being conducted.

D. Inherent Limitations of IRS Research

While I've spoken about the importance of using research data well, and | believe
the IRS research staff is second to none, it's important that people understand
the inherent limitations on the accuracy of the data. In shori, we don’t know what

1 »Claim of Right” schemes consist of frivolous or fraudulent requests for refunds citing IRC

§ 1341, in which a taxpayer attempts to take a deduction equal to the entire amount of his wages.
The taxpayer typically submits a Form 1040 or Form 1040X reporting wage income and other
income items and attaches a Schedule A claiming a miscellanecus itemized deduction on the
ground that the wages are deductible because they are compensation for personal labor which is
not taxable, or because there was an equal exchange of labor and/or services for the amount
claimed.

“2 This aspect of the study relies heavily on the concept that an idea can act as an epidernic, as

discussed in Malcolm Gladwell’s book, The Tipping Point: How Little Things Can Make A Big
Difference (2000).
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we don’t know. And that’s frue both for estimated underpayments of tax and
estimated overpayments of tax.

On the underpayment side, the IRS cannot determine with accuracy how many
persons were required to file tax returns but didn't, or how much illegal source
income went unreported. While the IRS can make estimates of under-reporting
generally, the estimates are only estimates. For example, the IRS might audit an
electrician who performs jobs for both businesses and homeowners and was
paid by some homeowners in cash. If the electrician did not report some or all of
the cash transactions, it is difficult for the IRS to determine how much income

went under-reported, yet its estimates of unreported income rest on audits of
taxpayers just like this one.

On the overpayment side, the IRS knows that millions of taxpayers fail to claim

all the credits, such as the EITC, and other deductions for which they are eligible,
but it does not attempt to project how much of a Federal revenue windfall results
from taxpayer failure to claim those benefits. In addition, it is significant that the
IRS has a high no-response rate for of much of its correspondence, including
correspondence examination notices.”® Thus, IRS adjustments may simply
reflect default adjustments and not state the correct amount of tax due. In

FY 2002, for example, the Taxpayer Advocate Service closed more than 30,000
cases involving the IRS's EITC Revenue Protection Strategy examinations, and

in more than half of the cases, the IRS ultimately agreed to a change in the result
determined at the examination level.

Therefore, while IRS’s compliance strategy should be based on the best
research we have, no one should blindly cite the research conclusions as if they
present a perfect snapshot of reality. They can’t and they don’t.

IV.  THE MORAL DIMENSIONS OF TAX COMPLIANCE

The IRS Oversight Board's 2003 Compliance Study Report found that 81 percent
of individual taxpayers believe that no form of cheating on taxes is acceptable,
down from 87 percent in 1999.** The report also found that although 95 percent
of taxpayers at least “mostly agree” that paying taxes is a civic duty, since 1999
the proportion of taxpayers who “completely agree” that it is every American’s
civic duty to pay their fair share of taxes has steadiLy declined, from 81 percent in
1999, to 72 percent in 2002, o 68 percent in 2003.%

“ Data provided by the EITC Program Office to TAS for FY 2003 indicate nearly a 40 percent no
response/undeliverable rate for EITC correspondence. The no response/undeliverable rate
including Statutory Notice of Deficiency is 53 percent.

44 Roper Study, supra note 38, at 6.

®1d. at 9.
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To me, however, the most interesting finding of the Oversight Board's study
pertains to taxpayers’ expressed preference for whom the IRS should enforce the
laws against. Not surprisingly, taxpayers want the IRS to go after corporations
(83 percent say it is very important) and high-income individuals (79 percent).*®
Yet only 70 percent and 63 percent of taxpayers say it is very important to
enforce the tax laws against small businesses and low-income taxpayers.*
There is clearly a “not in my backyard” mentality at play here, which creates a
dissociation of tax compliance from personal integrity and civic duty.

| believe that the Congress, the Administration, and the IRS must make the case
that paying taxes is a civic duty. We can disagree and advocate about how the
tax laws are structured and about the rate and incidence of taxation. But once
these decisions are made, taxpayers must make their best efforts to comply.

We need to shift taxpayers’ focus from using someone else’s noncompliance as
an excuse to not comply. We must appeal to that strong element of personal
integrity that the Oversight Board’s study suggests is the strongest factor
influencing compliant behavior. We must make taxpayers see that
noncompliance has its victims and that its victims are us. We facilitate
noncompliance by our silence, in a thousand little ways — by our failure to object
when someone at a neighborhood barbecue gloats and jokes about not reporting
certain income or deducting personal expenses on a business return or by
agreeing to pay a child-care provider in cash at a lower rate of pay than when the
payments are reported to the IRS.

We need to make it clear that it is not okay to cheat on your taxes. In 1988, the
American Bar Association Commission on Tax Compliance noted that it is not
easy to modify prevailing norms and attitudes toward tax compliance. 1t
recommended, however, that Congress authorize a broad-based public
information campaign, modeled after the campaigns against smoking and drunk
driving. Such a campaign would have three basic messages:

1. Tax cheating has direct and indirect victims.
2. Tax cheating is a widespread social problem and does not affect just a few
people.

3. Everyone should attempt to influence the behavior of others: just say NO
to tax cheating.*®

| believe this proposal should be resurrected and considered. Such a campaign
couid be designed to build upon the findings of the Oversight Board Study and
appeal to the personal integrity of all U.S. taxpayers. The campaign, coupled
with media coverage about IRS efforts to identify, deter, and punish taxpayers

6 1d. at 16.

7 1d. at 16. With respect to low income evaders, the percentage increased by 7 points from 2002.
48 ABA Report, supra note 1, at 383.
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who cheat, could go far in making taxpayers not feel like chumps if they comply
with the tax laws.

V. BALANCING TAX ENFORCEMENT AGAINST TAXPAYER RIGHTS

The tax system historically has struggled to achieve the right balance between
enforcing the tax laws and respecting taxpayer righis. Indeed, perceptions about
IRS shortcomings have often led to fitful shifts between emphasis on
enforcement and emphasis on taxpayer rights. As the IRS is now stepping up
enforcement activities, it is the role of the National Taxpayer Advocate to help
ensure that the aggressive enforcement of the tax laws is balanced by the
aggressive protection of taxpayer rights. Moreover, it is the role of TAS to serve
as the safety valve for any excesses or oversights that might occur during the
implementation of enforcement initiatives. ’

In my most recent report to Congress, delivered on June 30, | focused on the
protection of taxpayer rights as a mandatory component of tax administration. |
noted that enforcement of taxpayer rights assures taxpayers that the IRS’
enforcement of the tax laws will be balanced and fair. It is easy to give lip service
to the term “taxpayer rights” but much more difficult to incorporate this concept

into action. My report identified three measures to bolster the protection of
taxpayer rights:

A. Taxpayer Rights Impact Statement

The IRS often implements new procedures, guidelines, or requirements that
further its enforcement or administrative goals but may place a significant burden
on the time, rights, or privacy of taxpayers. In 1998, Congress strengthened the
Office of the Taxpayer Advocate and created the Taxpayer Advocate Service
(TAS) to act as a safety valve when institutional tendencies within the IRS do not
adequately take account of taxpayer rights. Beginning immediately, the Office of
the Taxpayer Advocate will prepare a Taxpayer Rights Impact Statement (TRIS)
on major initiatives to help the IRS incorporate an awareness of taxpayer rights
into its program planning and implementation. If the IRS function responsible for
developing an initiative asks for our input during the planning phase, our taxpayer
rights perspective can be incorporated into the initiative’s design. | think this is
preferable. However, if the IRS does not request a TRIS prior to program

implementation, TAS will analyze programs on its own accord, if and when
appropriate.

B. Improved IRS Employee Training

Over the next few years, the IRS plans to hire thousands of new employees as
part of its initiatives to strengthen its enforcement of the tax laws. For these
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employees to pursue tax noncompliance aggressively yet fully respect taxpayer
rights, they require training in the foundational, technical, and behavioral aspects
of tax administration, including training in the importance of world-class customer
service and respect for taxpayer rights. During FY 2005, the Office of the
Taxpayer Advocate will study key aspects of the IRS training program for new
employees and make recommendations consistent with its objectives.

C. Increased Awareness of the Taxpayer Advocate Service

Other functions of IRS generally are and should remain the first point of contact
for taxpayers needing assistance with their probiems, but taxpayers must be
better informed that TAS is available as a backstop when regular IRS procedures
fail. A recent study commissioned by TAS indicates that approximately 1.5
million taxpayers at any given time meet the statutory “significant hardship” test
and thereby qualify for TAS assistance. Thus, as part of IRS employee training,
employees should be educated about existing guidelines for referring cases to
TAS. In addition, the study found that approximately 43 percent of taxpayers
who qualify for TAS assistance at any given time report that they feel intimidated
by the IRS. They therefore are unlikely to call the IRS to obtain assistance and
are in danger of becoming habitually non compliant. The Office of the Taxpayer
Advocate has developed an outreach strategy to inform this taxpayer population
about TAS and its ability to assist these taxpayers in resolving their tax problems.

V1.  CONCLUSION

The Commissioner has made it clear that the IRS is back in the business of tax
law enforcement, and that is a good thing. But it is essential that the IRS strive o
maintain a balance between enforcing the laws and protecting taxpayer rights. A
balanced approach protects taxpayer rights as aggressively as the law is
enforced. A balanced approach acknowledges that not all taxpayers who make
errors are intentionally noncompliant, and recognizes that different noncompliant
behaviors require different responses. It strives to support and appreciate
taxpayers who are complying with tax laws, to provide assistance, education, and
opportunities (including gentle persuasion) to taxpayers who are attempting to
comply, and to take firm, direct, and immediate action against taxpayers who do
not want fo comply. A balanced approach does not ignore areas of
noncompliance simply because they are difficult to deal with. It includes creative
approaches to intractable problems. And it does it on a solid foundation of
research, so that valuable and limited resources are used wisely and effectively.
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APPENDIX A: ABUSIVE SCHEMES “TIPPING POINT” STUDY

[For electronic copies, the Abusive Schemes “Tipping Point” Study will be
transmitted as a separate file.]
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Appendix A: Abusive Schemes “Tipping Point” Study

August 1, 2003

MEMORANDUM FOR NINA E. OLSON
NATIONAL TAXPAYER ADVOCATE

FROM: Mark J. Gillen
Director, Office of Program Evaluation and Risk Analysis

SUBJECT: Summary of OPERA’s Analysis of IRS’ Posture for
Identifying and Mitigating Abusive Tax Avoidance
Transactions and Schemes ~ Phase |

The attached briefing documents represent the Office of Program Evaluation and
Risk Analysis’ observations from our review of the Service’s efforts for identifying
and mitigating abusive tax avoidance transactions and schemes.

Our objective was to determine what approaches, processes, and procedures the
Service has developed and/or implemented that would enable (1) early
identification of abusive tax avoidance schemes and (2) mitigation of the impact
of these schemes before they proliferate.

The attachments summarize the information compiled from reviewing the four
operating divisions and other functions with responsibilities and activities relating
to abusive tax avoidance fransactions and schemes. This inciudes the offices
and programs specifically developed to combat abusive schemes or scams.
OPERA did not, however, validate any of the approaches, processes, and/or
procedures noted by the divisions or functions.

Attachment A lists those individuals and organizations that we interviewed during
our review. The additional attachments (Attachments B through G) provide a
snapshot of the strategic initiatives and internal structures to detect and mitigate
abusive schemes and scams as well as those schemes and scams already
identified by the Service.

If you have any questions or need additional information, please contact me at
(202) 927-5647, or have someone from your staff contact Timothy Morrison,
Senior Manager at (202) 927-5641.

Attachments
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OPERA Study of IRS’ Posture for Identifying and Mitigating
Abusive Tax Avoidance Transactions & Schemes

Phase | Observations and Proposed Plans for Phase lf
Briefing for the National Taxpayer Advocate

August 1, 2003

Since our initial briefing with you on May 21, 2003, and the briefing we gave to
the Abusive Tax Evasion, Avoidance Schemes & Devices (ATEASD) Executive
Steering Committee (ESC) on June 26, 2003, we have updated our compilation
(updates are highlighted with gray shading) of the Service's efforts to identify and
mitigate abusive tax avoidance transactions and schemes. In addition, we have
annotated and updated this briefing (highlighted with gray shading) document
that we originally gave to the ATEASD ESC and incorporated our modified
proposed plans for the second phase of this project.

Background

.

With the apparent increased appetite for tax avoidance schemes, like
abusive tax shelters, and scams, such as slavery reparations, the National
Taxpayer Advocate's Office requested analytical assistance from OPERA
to identify what IRS is doing to detect emerging schemes or scams and to
minimize the implications of those detected.

NTA and OPERA have collaborated on a compilation of IRS detection and
mitigation initiatives to identify the Service's current posture, capability,
and direction relative to abusive schemes and scams.

The collaboration started with those known to have explicit responsibilities
for abusive taxpayer activities, like: OPERA’s recent review of the
communications/outreach activities related to slavery reparations; those in
Criminal Investigation involved with fraud detection; those in Research
who have studied IRS’ previous Tax Protestor Program; and those in
LMSB who have pursued abusive tax shelters.

Between those contacted with known related responsibilities, Intranet
research, and OPERA’s work with the CFQO’s Office reviewing the FY2005
strategic planning submissions; we have learned that there are numerous
units involved in the detection and mitigation of abusive schemes and
scams and that their activities are being increasingly coordinated as well
as made known {o the public.

We also learned about the ATEASD and other coordinating bodies that
have been established to further and leverage the efforts of the many
throughout the Service involved with the detection and mitigation of
abusive shelters, schemes, and scams. We have received meaningful
insights about these individual and collective efforts from the ATEASD
membership and extensions of it in the respective organizations.
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Study Objectives

« |dentify what approaches, processes, and procedures the Service has
developed and/or implemented that would:
o Enable early identification of abusive tax avoidance schemes, and
o Enable the Service to mitigate the impact of these schemes before
they proliferate.

Methodology & Scope

Conducted interviews with officials from various operating divisions and
operating units who are known {o play an active role in identifying,
assessing and/or mitigating abusive tax avoidance transactions and
schemes.

Researched IRS Intranet and reviewed various documents related to
abusive tax schemes and scams.

Contacted others whose related activities were brought to our attention in
the interviews or research to identify their role and relationship to IRS’
abusive scheme and scam detection and mitigation efforts.

Information Compiled

L]

Based on those interviewed, we learned that numerous IRS units have
identified abusive taxpayer behaviors as serious concerns and have
strategic initiatives and internal structures to detect and mitigate abusive
schemes and scams. (Atfachments A, B, C-I, and C-1l, Clil respectively).
We have also compiled information about the schemes and scams
identified along with the unit identification and mitigation efforts, as well as
illustrations of the unit structures and related activities. (Atfachments D-1,
D-1l, E & F, respectively)

IRS has also initiated efforts to coordinate and leverage these unit
activities, including: establishing the ATEASD ESC and other coordinating
bodies; and warning the public about the “Dirty Dozen” for 2003 of
common scams, as well as others that have since been identified,
including the advance child tax credit scam recently brought to the public’'s
attention. (Aftachment G)

Observations

IRS has extensive efforts underway to combat abusive taxpayer
behavior. While the abusive tax shelter area is further along with regard
to its coordinated detection and mitigation capabilities, the comparable
efforts relating to abusive schemes and scams are being aggressively
developed in literally every major unit, through their strategic plan
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initiatives along with other activities, and coordinated through bodies like
the ATEASD.

While we noted that W&l is the only major unit without a strategic
initiative related to abusive taxpayer behavior—beyond an OP to
support the efforts of the other units--a structure or official responsible for
schemes or scams, or full ATEASD membership; it has comparable
strategic efforts to learn about its segment’s “taxpayer of the future”, W-4
initiative, EITC program activities, as well as the inclusion of individual
taxpayers in the detection capabilities managed by Cl and SBSE,

The compilation of the collective efforts across the Service fo identify and
mitigate abusive shelters, schemes, and scams shows a considerable
commitment to combat these behaviors. Most noteworthy may be the
range of the mitigation strategies, which employ the full arsenal of
tools available to the tax administrator from public information and
alerts, new disclosure requirements for promoters and participants, other
outreach and communication to affected areas, examination and
investigation, and litigation. We were struck by the range of treatments
applied to combating the abusive behaviors detected as well as the
response from taxpayers to each of the techniques employed. This range
illustrates and epitomizes the value of a combination of service and
enforcement in IRS efforts to attain voluntary compliance.

IRS units have identified numerous abusive taxpayer behaviors through a
wide variety of shelters, schemes, and scams; and have recently formed
bodies to coordinate its collective efforts to combat the proliferation
of these behaviors. While the Service's efforts to detect and combat
abusive taxpayer behaviors are expansive, the generation and
proliferation of these activities by promoters, scam artists, and others is
imposing—aespecially through mass mediums like the internet.

The coordinating bodies are at a relatively formidable stage, with their
natural evolution to proceed from coordinating our activities relative
to the known abusive behaviors to learn from our experience to
attempt the earliest possible identification of abusive behaviors to
preclude their proliferation.

Among the many challenges facing those combating abusive behaviors.is
clustering or categorizing the shelters, schemes, or scams identified:
in meaningful ways, especially since their identification emanates froma
variety of sources and are initially assessed within the various unit
structures. ’

The other natural evolution of this extensive body of work'is to analyze
and assess our individual and collective capability, based on what has
been identified and mitigated, to determine how fo get into a more
proactive posture through early detection, proliferation assessment,
and tailored mitigation strategies. This capability would build upon the
work that has been done and evolved to where we are today. It would
build upon this work to achieve earlier identification and even predictive
analytical capabilities. This would allow us to better target and leverage
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our finite resources to preclude proliferation that casts us into a reactive
mode and at a distinct disadvantage to minimize the compliance
implications.

Where Do We Go From Here?

Possibly, draw upon those who collaborated with us to compile this
portrayal o learn more about the various means for clustering or
categorizing the identified abusive taxpayer behaviors.

Note: While we are continuing to coordinate with SB/SE/SPDER on the
knowledge management initiative, we do not know the extent to which
these efforts will align.

During our June 26, 2003, presentation of our preliminary results of the
first phase of the project to the Abusive Tax Evasion, Avoidance Schemes
and Devices (ATEASD) Executive Steering Committee (ESC), ESC
officials suggested that OPERA consider using schemes like the Misuse of
the Disabled Access Credit and Home-Based Business, which have a
broad base and have widely proliferated. Since the ATEASD mesting, we
have talked with those in SB/SE involved with these schemes and others.
We will be meeting as early as next week with the ATEASD Co-Chairs to
discuss our interests and plans for the schemes we ultimately select.

We plan to look at the schemes selected for the following reasons:

(1) To gain an appreciation for them from initial identification by the
IRS, what parts of the Service were involved, what they did, when
they did it, and to what effect. By doing this, we would gain an
understanding of the IRS’ coordination and mitigation efforts by
seeing how the processes and structures described in our Phase |
compilation were applied, which would include the Service's
outreach, communication, and compliance activities.

(2) This would also involve determining how the scheme(s)
proliferated; that is, the type of promoter, the method(s) employed
by the promoter to disseminate the scheme, the characteristics of
the scheme, and the characteristics of those who participated in the
scheme.

(3) Then we will try to determine if any key traits can be identified, both
of the scheme and those participating in it, that would assist the
IRS in more quickly identifying and mitigating similar schemes in
the future. This will include identifying whether other analytical
tools could be employed to enhance the IRS’ early detection
capabilities and mitigation strategies for future schemes by trying to
apply such tools, through a proof-of-concept, o the data already
captured through the project or otherwise readily available.

A-5



331

Attachment A

Interviews Conducted

as

2 el x: i £ T
LMSB Office of Tax Shelter & Analysis (OTSA) Manager
Director Office of Pre-Filing & Technical Services (PTFS) & Co-Chair Abusive Tax
Evasion, Avoidance Schemes and Devices (ATEASD

Sinali BusinessibelibployenpEe
Director SB/SE Reporting Enforcement

Program Manager Abusive Tax Schemes
SBSE Laguna Nigel Lead Development Center
Deputy Director SBSE Compliance Policy &Co- Chair ATEASD
Territory Manager (TEC) Houston, TX .
Issue Specialist, Compliance Policy, Reporting Enforcement Abusive Tax Promotions
Director Centralized Workload Section & Delivery
Program Analyst- SBSE Reporting Compliance, O

gden Frivolous

‘ Cl Financial Crimes
Cl Refund Crimes

C| Philadelphia Lead Development Center
¥ )

Group Manager EO & EO Abusive Scheme Coordinator
Senior Technical Advisor to TEGE Commissioner

Tax Law Specialist, EP

Tax Law Specialist EO

Chief Strateg
fﬁﬁi LS Junical jglni
National Director Office of Communications
Media Relations Branch Chief

IS
Office of Appeals, Director Technical Services
‘ Office of Appeals, Technical Services, Tax Policy/Procedures

AR
Special Counsel of the Chief Counsel
Senior Counsel o the Chief Counsel
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Attachment B

Abusive Tax Schemes Strategic Initiatives

As result of OPERA's analysis of the FY05 Strategic Assessment submissions,
we learned that TEGE, LMSB and SBSE identified abusive tax schemes as one
of their key initiatives. The table below shows the specific TIP for each Operating
Division (OD) that addresses the abusive tax scheme issue.

TEGE TIP #3 Abusive tax schemes involving various types of tax:
exempt and government entities are beginning to
surface and appear to be growing.

LMSB TIP #5 Combat abusive tax avoidance transactions (ATAT)
by encouraging voluntary disclosure and
registration, providing early analysis and published
guidance, initiating alternative resolution methods
and maintaining a strong enforcement regime that
includes promoter audits, summonses and targeted
litigation.

SBSE TP #1 Compliance of SB/SE taxpayers continues to

- decline and tax avoidance continues to rise.

W&I No TIP but did have | Although W&I did not include a TIP specific to

an operating priority | abusive taxpayer behavior in its strategic

that commits to assessment, it does have some related strategic

support the other efforts underway, such as its “Taxpayer of the

OD’s efforts to Future” analysis, W-4 initiative, EITC program

combat abusive activities as well as the inclusion of individual

taxpayer behavior.! taxpayers in the detection capabilities managed by
Cland SB/SE.

' Operating Priority- Select W&I Compliance work to support high-priority Service
commitments, such as high-income taxpayers, NRP priorities, abusive schemes, and offshore
credit card abuses, associated with TIP #3- Improving W&I Enforcement Programs May Reduce
the Risks of Non-Compliance in W&I’s FYO05 Strategic Assessment.
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ATTACHMENT D-#
Description of Select Programs Offered by SB/SE and LMSB

SB/SE Programs
Frivolous Return Program (FRP) (Ogden Campus)

The FRP identifies those individuals filing frivolous returns, documents, and/or
correspondence and attempts to educate them as to their obligations to file and pay taxes.
FRP has been essential in countering abusive tax scheme activity surrounding Reparation
claims, Foreign Tax Credit Claims, Zero Tax cases, Constitutional Arguments, etc. This
centralized processing unit provides early and accurate identification of frivolous filings
and appropriate tax assessments, denial of erroneous refund claims, and consistent
treatment. This includes working frivolous filings from identifying them in initial
Submission Processing to conducting audits and assessing tax and penalties as well as
identifying promoters of the schemes. Since its inception in January 2000, the unit has
received 293,838 cases and closed 179,671 cases. Revenue protected was
$3,200,000,000 with $142,000,000 in additional tax assessments and 9,617 in frivolous
return penalties assessed.

Questionable W-4 Program

SB/SE designated an executive to work closely with other SB/SE employees and W&I to
develop a strategy for stemming the flow of Questionable W-4s. New tools fo identify
egregious W-4s are under development. The Questionable W-4 database was mated
against the Frivolous Filer Database. This match was used to identify common
characteristics and will be used in future decision-making processes. SB/SE is making
employer contacts to ensure that their responsibilities are being met and to survey for
potential promoters using the W-4 process to advise participants on strategies for “opting
out” of their filing requirements.

Offshore Credit Card Program (OCCP)

The OCCP is an initiative aimed at bringing back into compliance with U.S. tax laws
participants who used “offshore” payment cards or other offshore financial arrangement
to mask or shelter their income. Judicial summonses have been issued to several major
credit card companies and merchants. Data obtained is analyzed to identify U.S. persons
from the offshore card transactions. Identified U.S. cardholders are forwarded to a
central processing site in Philadelphia where relevant data is collected from internal and
external sources to build case files with information useful for the classification and
examination process. An outside vendor has been secured to automate the identification
and case building process being used in the Philadelphia Campus. Sorted and prioritized
cardholder data will be run against this'automated process.

In January 2003, SB/SE announced the Offshore Voluntary Compliance Initiative

(OVCI) aimed at encouraging the voluntary disclosure of unreported income hidden by
taxpayers in offshore accounts and accessed through credit cards or other financial
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ATTACHMENT D-ll
Description of Select Programs Offered by SB/SE and LMSB

arrangements. Under the initiative, eligible taxpayers have to pay back taxes, interest,
and certain accuracy and delinquency penalties, but will not face civil fraud and
information return penalties. To obtain the benefits of the initiative, taxpayers must
disclose information about who promoted or solicited their participation in the offshore
financial arrangement. OVCI reflects an attempt to bring taxpayers back into compliance
quickly while simultaneously gathering more information about the promoters of these
offshore schemes.

The Taxable Amended Return Project is aimed at identifying high-income individuals
who have attempted to avoid detection, penalties, and the disclosure of OVCI promoter
information by filing amended or delinquent returns that do not identify offshore
activities. An initial test review of a sample of delinquent and amended returns indicated
that criteria established by the project did assist in identifying taxpayers attempting to
avoid detection in offshore schemes. The project is still being tested.

Last Chance Compliance Initiative (LCCI)

Similar to OVCI, LCCI reflects a “last” attempt to bring taxpayers with unreported
income from offshore transactions back into compliance quickly while simultaneously
gathering more information about the promoters of these offshore schemes. The first
waive of LCCI letters will go out June 16, 2003 to individuals identified in connection
with OCCP but who failed to come in under OCVIL.

ATAT Strate

Reporting Enforcement recently redesigned its ATAT Program infrastructure to add an
additional ATAT Program Manager to cover Abusive Offshore Transactions. Seven new
Compliance Policy Technical Advisors, two Senior Compliance Policy Program
Analysts, and a new GS-15 Project Manager will also be hired to support the ATAT
Promoter, Emerging Issue, and Issue Management Strategies. Issue Management Teams
(IMTs) that include Executive Champions, have been formed to identify emerging issues
and to develop and implement alternative resolution strategies in ATAT promotions. The
hiring of six fields GS-14 Case Coordinators to support the IMTs has also been
authorized. Further, ATAT Case Building and Classification efforts have been
significantly restructured. Both are now centralized in two Campuses (Philadelphia —
offshore ATAT cases; Ogden — Domestic ATAT cases) with classification now being
conducted by Subject Matter Experts (SMEs) and Technical Advisors (TAs).

Partnering with other Divisions to Identify Emerging Issues
SB/SE is working with FinCen to obtain access to Bank Secrecy Act (BSA) data to

conduct Trend Analysis / Data Mining. SB/SE participates in the cross-divisional
Offshore Compliance Working Group exploring improved use of existing data, and new
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Description of Select Programs Offered by SBISE and LMSB

sources of data to identify offshore compliance risks and emerging issues. SB/SE also
participates on the “emerging issues” sub-group of the ATEASD ESC.

LMSB Programs

3 Treasury Regulations under Sections 6011. 6111 and 6112 of the Internal Revenue
Code

At the same time the Service announced the creation of OTSA, it issued three separate
groups of temporary and proposed regulations as part of a coordinated attack on shelters.
Disclosure Statements (section 6011)- Every corporate taxpayer that is required to file a
return for a taxable year and that has participated directly or indirectly in a “reportable
transaction” must attach to its return a disclosure statement. A separate disclosure
statement is required for each “reportable transaction.” A reportable transaction is either
a listed transaction (or a substantially similar transaction), or a transaction which meets
two out of five prescribed characteristics, and that meets the projected tax effect test.
Note: Effective June 14, 2002, this regulation was modified to extend the same reporting
requirements to individuals, trusts, partnerships, and S Corporations.

One of the items that must be included in the disclosure statement is: the names and
addresses of any parties who promoted, solicited, or recommended the taxpayer’s
participation in the transaction and who had a financial interest, including the receipt of
fees, in the taxpayer’s decision to participate.

Tax Shelter Registrations (section 6111) & Maintenance of Investor Lists (section 6112)-
IRC 6111 & 6112 require tax shelter organizers or sellers to register all tax shelters with
the Secretary and to maintain lists of investors and information about the transactions.

Registration: An organizer or seller of a tax shelter must register the shelter no later than
the day on which the first offering for sale of interests in a tax shelter occurs by filing
Form 8264 with the Ogden Compliances Service Center. Information required on the
registration includes identification and descnptxon of the tax shelter and the tax benefits
represented to the investors.

Investor Lists: any person who organizes a potennally abusive tax shelter or sells an
interest in such a shelter has to maintain a list identifying each person who invested in the
shelter. Any person who is required to maintain a list shall make the list available to the
Secretary for inspection upon request, and shall retain any information required to be
included on such list for seven years.

OTSA Hotline

OTSA maintains a Tax Shelter Hotline, which allows interested persons to submit
information to the Service relating to particular tax shelter transactions and activities.
Persons wishing to submit information to OTSA may do so via mail, telephone, fax or
email. All information received is entered into a log and a file is established. OTSA
reviews the information and makes appropriate referrals for compliance or other action.
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Corporate Tax Shelter Check Sheet- OTSA disseminated a tax shelter check sheet to
assist LMSB agents in identifying corporate tax shelters.

Information Document Request (IDR)- A mandatory IDR is required to be issued in all
LMSB corporate examinations started after April 23, 2002, or in process on April 24,
2002. The purpose of the IDR is to assist agents in identifying and developing tax shelter
issues.

Issue Champions

Issue champions are approved by the Commissioner, LMSB, upon recommendation of
the LMSB Tax Shelter Committee. They are appointed when a particular abusive tax
avoidance transaction becomes significant enough to warrant executive oversight and
direction. For several transactions that impact more than one OD, multiple issue
champions are appointed to ensure compliance and resolution matters are properly
evaluated and coordinated.
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ATTACHMENT E
Large and Mid-Size Business (LMSB) Example on Disclosure Initiative

[For illustrative purposes only — not intended to be a comprehensive account of LMSB
OTSA initiatives and/or activities].

Background Why IRS Offered This Disclosure Initiative

IRS believed that many taxpayers entered into questionable transactions based on
representations of financial advisors who marketed these transactions to them. These
taxpayers became aware that those transactions may be challenged upon an IRS audit and
result in additional tax and penalties. IRS recognized that taxpayers might have been
reluctant to voluntarily come forward and disclose the transactions due to the potential
substantial penalties that might follow. As a result, the IRS offered a disclosure initiative
to give taxpayers a limited time to come forward and disclose transactions without fear of
incurring a penalty.

Disclosure Initiative-Announcement 2002-2: The disclosure initiative, that began
December 21, 2001 and concluded April 23, 2002, provided taxpayers with a 120-day
opportunity period to voluntarily disclose their participation in questionable tax shelters
and other items that may have resulted in an underpayment of tax. The initiative was
designed to provide IRS with information that would help them more readily identify tax
shelter promoters, find other taxpayers who have not disclosed their participation in a tax
shelter and identify emerging abusive transactions.

Taxpayers making disclosures were required, among other things, to describe the material
facts of the item, provide the names and addresses of the promoters who solicited their
participation, provide copies of materials and documents requested, and sign a penalty
perjury statement regarding the accuracy of the information provided.

IRS aggressively examines the activities of promoters, who by law are required to
maintain lists of all investors who bought tax shelters from them. Once IRS receives the
investor lists from the promoters, they are able to identify other taxpayers who may have
participated in tax shelters but failed to disclose them.

OTSA received 1,664 disclosures from 1,206 taxpayers who disclosed their questionable
transactions. Taxpayers have disclosed transactions in which they claimed deductions or
losses amounting to billions of dollars. These disclosures have been assigned to field
agents to audit and resolve the disclosed transactions.

Mitigation Efforts

For those who voluntarily disclosed a transaction in accordance with the announcement,
IRS promised to waive certain accuracy-related penalties that might apply to tax shelters
and other questionable items that resulted in an underpayment of tax.

Disclosure under this initiative did not affect whether the IRS would impose, as

appropriate any other civil penalty applicable under Code, or investigate any associated
criminal conduct or recommend prosecution for any violation of any criminal statute,
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Large and Mid-Size Business (LMSB) Example on Disclosure Initiative

Published Guidance

Published Guidance such as notices, revenue rulings, and announcements provide the
general public with IRS’s position on certain transactions. The intended purpose of
published guidance is to serve as an early warning system to inform and deter taxpayers
from participating in abusive transactions.

It has been noted that although abusive tax avoidance transactions are not easy to define,
once they are disclosed and discovered they can be easily recognized. For this reason, the
best tool IRS has in dealing with abusive transactions is early identification. Identifying
questionable transactions early enables IRS to gather information and issue published
guidance, in some cases even before transactions show up on tax returns.

[Note: Source of data is from OTSA documents, IRS News Releases, and discussions with
OTS4 officials]
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ATTACHMENT F
Small Business and Self-Employed (SB/SE) Example on
Lead Development Center Activity on Schemes and Promoters

[For illustrative purposes only — not intended to be a comprehensive account of SB/SE
initiatives and/or activities].

The Office of Reporting Enforcement within SB/SE Compliance Policy has the
responsibility of providing Division-wide policy guidance for Fraud, Anti-Money
Laundering, and Abusive Tax Avoidance Transaction (ATAT) compliance processes.
Also, the office has the Lead Development Center (LDC) that identifies and builds
promoter cases.

Issue Identification

Lead Development Center

The LDC was established in April 2002 to centralize the receipt, identification,
development of leads on Abusive Tax Schemes and Promoters, as well as authorize and
refer 6700/ 7408 investigations to the Planning and Special Programs (PSP) offices to the
field groups for examination. The Center receives internal and external leads, and
researches abusive tax promotions for purposes of detection and case building. Also, the
LDC systematically conducts Internet research to identify leads and detect sites,
promoters, and promotional materials that market Abusive Tax Schemes over the Web.
Currently, the LDC is working with research and Counsel to develop more aggressive
techniques for finding promoters and schemes marketed over the internet.

The SB/SE Delegation Order 4.60 provides the authority to the LDC Program Manager to
approve promoter investigations under IRC sections 6700, 6701 and 7408. As of July 1,
2003, there are 489 promoter investigations in the field and 526 promoter leads in the
LDC to be evaluated and developed.

Mitigation Activities
Internal and External Toolkits

The ATAT Internal Toolkits (Anti-tax Law Evasion, Home-Based Business Schemes,
Employee Leasing, Abusive Trusts, Disabled Credit Schemes, Offshore Schemes,
Offshore Voluntary Compliance Initiative) were developed to provide SB/SE employees
with the official language and products that they are expected to use in abusive scheme
outreach efforts. Also, this is an effort to ensure consistent messages are delivered

- nationwide. The External Toolkits (Anti-Tax Law Evasion, Home-Based Businesses,
Abusive Trusts, Disabled Credit, and Offshore Schemes) are prepared as an effort to
reach the maximum audience by partnering with external stakeholders. These toolkits
will aid stakeholders in assisting the IRS with counter-marketing against abusive tax
schemes. It has been publicize that TEC has a major priority to counter-market against
abusive tax schemes by educating potential investors to avoid the schemes.
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ATTACHMENT F
Small Business and Self-Employed (SB/SE) Example on
Lead Development Center Activity on Schemes and Promoters

It is noted in the abusive schemes internal toolkits comprehensive strategy, that most of
the schemes encountered, will fall within, or have components of the following general
topics:

Abusive Offshore Tax Avoidance Schemes
Abusive Home-Based Business Schemes
Abusive Trust Schemes

Anti-Tax Law Evasion Schemes

However, the Service is working on developing additional toolkits that would address
specific schemes. One of the more specific toolkits developed address the subject
regarding Misuse of the Disabled Access credit. As of March 2003, TEC noted that 78%
of the schemes match up to the five toolkits

Reporting Enforcement is also working with other ODs to develop a Service-wide ATAT
Toolkit that includes a methodology for identifying, coordinating, and handling emerging
issues, frivolous tax schemes, and complex technical issues.

Parallel Investigations

A parallel proceeding between SB/SE and Criminal Investigation involves
simultaneously investigating or litigating of separate civil and criminal aspects of a case
involving a common set of facts. Due to the fact that the Service is facing numerous
abusive schemes, it has been recommended that the Service perform parallel
investigations. The Service’s civil and criminal functions would consider all the potential
benefits and risks involved in conducting parallel proceedings and make the best possible
decision to enforce the tax laws, promote voluntary compliance and protect the revenue.

In the past, the Service has traditionally completed the criminal investigation before
seeking civil remedies. This practice allowed the promoter(s) to continue marketmg the
abusive scheme while being investigated criminally.

The parallel approach does not mean the IRS should conduct civil and criminal
investigations jointly. However, it allows simultaneously civil and criminal
investigations to be conducted separately and distinetly.

An example of some of the civil remedies includes the following:

Section 6700, penalties against promoters of abusive schemes.
Section 6701, penalties against preparers.
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Small Business and Self-Employed (SB/SE) Example on
Lead Development Center Activity on Schemes and Promoters

Section 7408, authorizes an injunction in a U.S. District Court if a person violates 6700
or 6701.

Some of the criminal violations are:

Internal Revenue Code (IRC) 7201, Tax evasion.

IRC 7206(1), Filing false returns.

IRC 7206(2), Aiding and assisting in the preparation of false tax returns.

The SB/SE operating division with the IRS has developed procedures, which documents
the process for starting a parallel investigation with the CL

[Source: SB/SE web-site and discussions with SB/SE officials]
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ATTACHMENT G
Coordination Activities

[Efforts identified below may not include all coordination activities across IRS units on
schemes and scams]

ATEASD ESC* forum to develop a unified, cross-divisional IRS strategy for dealing
with abusive tax schemes and shelters. The primary focus is on coordination of
enforcement activities and resource issues. The ESC’s efforts are also coordinated with
outside stakeholders, including federal and state agencies.

Issue Champions- Issue Champions are appointed by the LMSB Commissioner upon the
recommendation of the Tax Shelter Committee when a particular tax shelter issue is
significant enough to warrant executive oversight and direction. In some instances, when
an issue impacts another IRS Division, that division may appoint a co-issue champion to
serve with the LMSB champion to ensure compliance and resolution matters are properly
evaluated and coordinated. For example, for the Son of BOSS tax shelter issue,
executives from both LMSB and SB/SE have been appointed to serve as joint issue
champions.

Issue Management Teams- Similarly, SB/SE established Issue Management teams that
include Executive Champions to provide a strategic approach to issue management.
Parallel Investigations- CI & SB/SE pursue civil and criminal investigations in parallel.
A six-way conference is held between CI & SB/SE to ensure IRS makes business
decisions about investigations that are in the best interest of IRS’s efforts to stop the
promotion of abusive schemes. LMSB is considering incorporating parallel investigation
methods in its promoter investigations.

Coordinated Outreach/Communication Efforts- to educate and warn taxpayers through a
consistent message about abusive schemes and the consequences of participating in them.
One of the most prominent public warnings has been the “Dirty Dozen” of Tax Scams for
2003, which has appeared in every major media outlet and picked-up by many other local
outlets as well. In addition, LMSB issues notices of “Listed Transactions™, alerting the
public to transactions it identifies as abusive and warning taxpayers not to invest in these
transactions.

News releases developed by C&L are utilized by the various ODs to raise awareness to
each of their respective customers about the IRS’ position on abusive schemes.

SB/SE’s internal and external toolkits are developed through a collaborative éffort with
TEC, Compliance CAS, LMSB, CI, Office Chief Counsel and the Office of
Communications and Liaison (C&L). The internal toolkits are used by SB/SE employees
in their abusive scheme outreach efforts and the external toolkits are used to aid
stakeholders in assisting the IRS with counter marketing against abusive tax schemes.

* An Executive Oversight Committee has recently been formed that is comprised of Senior Management
Officials from each of the ODs, Chief Counsel and Appeals. The purpose of this group is to deal with
broad overall policy decisions relating to abusive tax avoidance transactions and schemes. The status of
this committee is pending.
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PREPARED STATEMENT OF HON. JOHN D. ROCKEFELLER IV

Mr. Chairman, thank you very much for calling this hearing to discuss how we
can eliminate the outrageous disparity between taxes that are rightfully owed and
what is currently collected.

Last April, hundreds of thousands of West Virginians sat down to calculate their
income taxes. They worked their way through all the forms to determine their “fair
share” according to our tax laws. Many folks in West Virginia struggle to make ends
meet, and paying their fair share of taxes can be difficult. But they pay their taxes
because they know it is the right thing to do.

Well, Mr. Chairman, I think that those honest West Virginians would be appalled
by the evidence we are going to discuss today. They have a right to expect that their
government will protect them by fairly enforcing the tax laws. We all understand
that when some people are allowed to get away with not paying their taxes, it im-
poses a greater burden on every honest taxpayer. And I am embarrassed to tell my
constituents about the inept and unfair enforcement provided by the IRS today.

This year more than $300 billion in taxes, three-quarters of our projected budget
deficit, will go uncollected. Fancy accountants and lawyers will make millions of dol-
lars promoting tax shelters. Indeed from the period 1996 to 2000, a time of unprece-
dented profits and growth in corporate America, more than 60 percent of U.S. cor-
porations did not pay any federal income taxes.

Three years ago Enron collapsed revealing unscrupulous tax avoidance schemes.
Last year most of the Democrats on this committee cosponsored Senator Baucus’ bill
to close those loopholes, but no law has yet been enacted. It would be shameful for
Congress to enact another piece of tax legislation before taking steps to close the
indefensible loopholes that corporations use to avoid paying their share of taxes.

Closing loopholes is one step that Congress must take without delay. But we also
must ensure that the enforcement of our current laws is fair and reasonable. No-
body wants the Internal Revenue Service to act like loan sharks, harassing people
or threatening them. But honest taxpayers need to know that they are not fools.
They need to believe that their neighbors are also paying their fair share of tax.
Yet the state of the IRS enforcement capabilities is discouraging.

Over the last five years the level of enforcement personnel at the IRS has de-
creased by 25%. The likelihood of a corporation being audited has decreased by 67%.
And 80% of individuals who are known to use abusive tax shelters are not pursued.
The IRS knows of millions of cases of delinquent taxes that it does nothing to col-
lect. In fact, the Defense Department is aware that more than 27,000 of its contrac-
tors owe billions of dollars in unpaid taxes, but the government continues to do busi-
ness with these companies.

While all of these taxes go uncollected, the IRS has devoted enormous resources
to make it more difficult for low income workers to claim a modest Earned Income
Tax Credit. This pattern of inadequate and selective enforcement is inexcusable.

It is time for us to stop just wringing our hands and expressing outrage. It is the
responsibility of this committee to oversee this nation’s tax collection system. And
I want to work with my colleagues here to ensure that the system is fair and effi-
cient. I look forward to hearing from today’s panelists, especially Commissioner
Everson, what specific recommendations they have for closing the tax gap. And I
hope that all of the panelists will be candid about the reforms necessary and the
resources required.

I want to be able to say to the hundreds of thousands of honest taxpayers in West
Virginia that we have done everything possible to see that they are treated fairly.
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Introduction

Mr. Chairman, Senator Baucus, and members of the Committee, thank you for the opportunity to
testify before the Senate Finance Committee. I am Raymond T. Waguner, Jr. I recently marked
my first anniversary as a Member of the IRS Oversight Board.

It’s been an exciting year and [ have learned a lot about the needs of taxpayers and the IRS. I'm
pleased to be able to testify to you today on the subject of the tax gap.

Characteristics of the Tax Gap

Mr. Chairman, the National Taxpayer Advocate reported in her 2003 Report to Congress that the
IRS has estimated the gross tax gap for 2001 as approximately $311 billion. This amount is the
difference between what taxpayers pay voluntarily and what they are supposed to pay. The IRS
also collects approximately $55 billion as a result of late payments and additional enforcement
activities, so the net tax gap for 2001 was estimated at about $255 billion.

These numbers sound precise, but they are in fact estimates. The exact size of the tax gap is
uncertain. The Commissioner made this point in testimony earlier this year before both the
House and Senate Appropriations Committees. Current estimates are based on a model
developed under the now-defunct Taxpayer Compliance Measurement Program (TCMP),last
used in 1988. The program’s model was extended to 2001 based on current demographics, but
assumes that taxpayer behavior remains the same.

However, the tax administration system and our economy have markedly changed since 1988,
and the nature of these changes provides more opportunities for increased non-compliance. For
example:

« The tax code itself has grown increasingly complex during this period.

« In the past several years, we have seen a proliferation of abusive tax shelters coupled
with an erosion of ethical standards among tax professionals, including the large-scale
selling of abusive schemes by formerly respected members of the accounting and
legal professions.
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» Surveys conducted by the IRS Oversight Board indicated an erosion of taxpayer
attitudes regarding the acceptability of cheating. In 2003, 17 percent of Americans
believed it was acceptable to cheat at least a little on their taxes, compared to 11
percent in 1999.

«  Economic growth produced large growth in the numbers of high-income taxpayers,
increased capital transactions that are more difficult to audit, increased the number of
taxpayers claiming tax credits, and spurred the formation of S-Corporations and
partnerships, all of which provide more opportunities for non-compliance. The table
below illustrates how certain elements of taxpayer reporting have increased between
the years of 1990 and 2001.

Changes in Taxpayer Reporting From 1990 to 2001

Taxpayer Attributes (in thousands) 1990 (note 1) | 2001 (note 2) | Percent growth
All individual returns 113,717 130,255 15%
Individuals reporting AGI > $100,000 3,165 11,035 249%
Individuals reporting AGI > $1,000,000 61 192 215%
Individuals reporting net capital gain 9,217 12,631 | - 37%
Individuals reporting net capital loss 5,070 10,840 114%
Individuals reporting partnership income 3,210 4,357 36%
Individuals claiming tax credits 12,484 49,793 : 299%
Number of corporations 3,716 5,035 35%
Number of S-corps 1,575 2,986 90%
Number of partnerships 1,553 2,132 37%

Source: IRS SO Bulletins
Note 1: The year 1990 was chosen because it is the closest year to 1988 (the last year for TCMP) for which statistics of income

information is available.
Note 2: 2001 is the year for which the tax gap is estimated at $311 billion.

The National Research Program (NRP) is a IRS-wide research effort to determine compliance
with the tax laws. This information will be used to help the IRS develop comphance measures
and estimates of the tax gap, select returns for examination, and identify areas where instructions
and pre-filing taxpayer services can be improved. Through the NRP, the IRS will update its
research on the tax gap for individual taxpayers. As a consequence of the trends I just described,
it would not be surprising if the NRP results show significant growth in the tax gap.

Consequences of the Tax Gap

Mr. Chairman, the tax gap is not just a statistic thrown about by academicians and tax experts. It
is far more insidious. We must get behind the tax gap number and examine its corrosive effects
upon our entire tax administration system and the fiscal health of the nation. The tax gap’s
consequences are all too real and we feel them in our everyday lives.

s First, at the most basic level, the tax gap is an injustice. It means that honest taxpayers are
bearing the financial burden of those who do not pay what they owe. The men and
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women who play by the rules — regardless of income bracket — pay more in taxes to make
up for those who game the system and cheat. In a very tangible way, we are subsidizing
this army of tax scofflaws.

e Second, our nation finds itself, in a time of fiscal constraint with many worthy but
competing federal programs, from homeland security to education, chasing after the same
scarce budget dollars. We need the extra tax revenues that closing the tax gap would
provide.

e Third, and perhaps most troubling, the tax gap undermines confidence in the fairness of
our tax administration systern and contributes to non-compliance. Honest taxpayers hear
and read about growing tax cheating that goes unpunished. Promoters of abusive tax
avoidance schemes openly flout the law and dare others to follow their lead. Discouraged
by a lack of enforcement, some taxpayers go so far as to wonder if they too should not
cheat. Why should they pay if no one else is? As previously noted, the Board’s own
research points to an erosion of taxpayer attitudes towards cheating.

Recommendations to Reduce the Tax Gap

The tax gap was not created overnight, nor can it be reduced overnight or dealt with in a single
year. It can be however, by following a thoughtful, multi-year, strategic plan with persisténce,
discipline, and skill. Successful execution of the plan involves all participants in the tax
administration system-—the IRS, the Administration, Congress, taxpayers, and tax professionals.
This must be a unified effort.

The plan’s strategies are simple in concept but challenging to execute. Some are already
underway, but more must be done to bring the desired results. Each strategy reinforces the
others, and together form an integrated whole. They are:

Increase the effectiveness of the IRS
Provide additional resources

Measure results

Simplify the tax administration system

B

1. Increase the effectiveness of the IRS

The IRS Oversight Board recently approved the IRS Strategic Plan 2005-2009. 1ts major theme
is Service plus Enforcement Equals Compliance, which Commissioner Everson will describe
in his testimony. The plan’s underlying goal is to bring all taxpayers into voluntary compliance.
Education and service will help taxpayers who make honest mistakes to understand and comply
with their tax obligations. At the same time, effective enforcement efforts will be aimed at those
who willfully flout the tax laws.

The Board fully endorses that approach, and believes that the plan describes the goals that the
IRS must achieve in the next five years:

A. Improve Taxpayer Service
B. Enhance Enforcement of the Tax Law
C. Modermize the IRS Through its People, Processes, and Technology

“
3
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A. Improve Taxpayer Service

Taxpayers value the services the IRS provides to help them navigate an incredibly complex tax
code and meet their responsibilities under this law. The IRS has made considerable strides in
improving customer service during the past five years and these improvements are reflected in
taxpayer satisfaction surveys such as the American Customer Satisfaction Index (ASCI).
Taxpayers are better able to get through on the agency’s toll-free lines and receive correct
answers to their tax law and account questions. IRS web site usage continues to surge and new
features such as “Where’s My Refund?” and “Where’s My Advanced Child Tax Credit” have
been added. Electronic filing of individual tax returns grew by 15 percent in 2003.

Taxpayers value these services. The 2003 IRS Oversight Board Taxpayer Attitude Survey found
that “the most heavily relied upon source of tax information and advice are IRS representatives
(83 percent see them as very/somewhat valuable), closely followed by IRS printed publications
such as brochures (82 percent) and the IRS Web site (77 percent). The only non-IRS-provided
information source that is as highly rated is a paid tax professional (83 percent.).

Taxpayers Value IRS Service

Somewhat
valuable

{RS Representatives 83%

Paid Tax Professionals 83%

RS Printed Material 82%
[RS Web Site 77%
Rescurce mat' from 67%
sources other than IRS

Family or friends 81%

Source: IRS Oversight Board Taxpayer Attitude Survey 2003

The Board believes that improved service directly contributes to improved compliance. Mistakes
and lack of information can contribute toward non-compliance. And it’s no wonder; because the

4
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tax code’s complexity grows with each passing year, The IRS now estimates that it takes 28
hours and 30 minutes to complete an average tax return versus 7 hours and 7 minutes in 1988.

The IRS must do everything it can to help taxpayers navigate and understand their
responsibilities under the code. A failure to meet this pressing need would invite further
noncompliance.

The Board finds IRS customer service to be a work in progress still with ample room for
improvement in key areas such as telephone tax law accuracy. In this regard, the Board believes
that complacency is the worst enemy.

B. Enhance Enforcement

As the tax gap illustrates, enforcement remains a serious challenge for the IRS, and there is no
broad turnaround in sight. However, the Board recognizes that some improvements have been
made. For example, the IRS has been able torput the brakes on the rising collection backlog. The
Treasury Inspector General for Tax Administration (TIGTA) also found that many collection
compliance indicators showed improvement in FY2003. Collection re-engineering, which the
Board strongly supports, is generating positive benefits, such as a 15 percent increase in the
number of Taxpayer Delinquent Accounts closed and a substantial jump in the use of
enforcement tools, such as liens, levies and seizures. Other innovative programs are refocusing
resources in key areas:

« To pursue promoters of abusive shelters, domestic and offshore abusive tax avoidance
.. transactions (ATAT), high-income taxpayers, and unreported income, the IRS is
focusing resources away from traditional examination functions into key strategic
areas.

« . To improve its initially unsuccessful K-1 matching program, the IRS redesigned
forms and related instructions, making them easier to understand, simplified the filing
process, and worked closely with stakeholder groups to build understanding and
support for the program.

« To crack down on abusive shelters, the IRS has increased its use of promoter audits.
The IRS has over 100 such audits in progress, and established a Lead Detection
Center to centralize and develop leads on abusive tax avoidance transactions.

» To shorten the cycle time on large corporate audits from five years to two years, the
IRS is using a streamlined process to identify issues for audit by focusing on
materiality and risk analysis.

« To strengthen its Office of Professional Responsibility, the IRS appointed an
experienced director, and proposed tougher penalties on professional misconduct.

Enhancing enforcement is a major IRS goal for the next five years and it is already putting in
place an aggressive plan to improve its enforcement efforts. Commissioner Everson has
described the IRS’ plan in more detail, but key elements of its plan involve deterring abusive tax
schemes and behavior that erodes confidence in the tax administration system, ensuring that tax
professionals follow the law and adhere to high standards of integrity, deterring criminal activity,
and placing greater emphasis on the activities of tax exempt and government entities and their
misuse by other taxpayers. This last area is a growing area of abuse and I commend the Finance
Committee for its hearing on this subject in June.
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C. Modernize ltself through People, Processes, and Technology

The Board believes that human capital is the IRS” greatest resource and strength, and one of its
greatest challenges. The IRS possesses an extremely talented and dedicated workforce that
produces very high-quality work in spite of technological and resource limitations. However, the
IRS workforce cannot be taken for granted. It must be carefully selected, trained, and given the
skills and tools it needs to meet the demands of tax administration in the 21¥ Century, including
new and greater enforcement challenges. The IRS must develop an agency-wide human capital
strategic plan that keys in on five areas:

1. Replace lost critical talent — The IRS has a “graying” workforce with 25 percent eligible
to retire by 2006. Many of these individuals possess critical skills, such as maintaining
legacy IT systems, and institutional knowledge of enforcement that could easily be lost.

2. Build skills for complex work — Tax administration will become more complex in the
future as demonstrated by the challenges in combating abusive tax avoidance transactions
that are increasingly more sophisticated and harder to detect. Enhanced IT skills will
become more important in this new environment, such as the use of technology as the
preferred means of doing business.

3. Manage change — Even though the IRS customer-focused organization is firmly in place,
change will continue throughout the agency. The IRS is no longer a static organization;
new technology and process redesign will bring further challenges and greater change,
and with it, an increased demand for leaders and managers with change management
skills and experience.

4. Enhance performance — Given budgetary constraints, the IRS must enhance its
performance each year to meet greater work demand and improved customer service and
enforcement goals. Management skills take on greater importance in such a high
performance, goal-driven environment.

5. Engage the entire workforce — Workforce engagement remains a challenge. Surveys
indicate that upper management levels of the IRS are engaged in its mission and strategic
goals; but the same cannot be said for front-line managers and rank-and-file employees.
This is particularly troubling for front-line enforcement personnel.

Getting the right people with the right skills into the right jobs is but one part of the equation
when it comes to providing quality customer service and improved enforcement. To balance it,
we must give them the technology to do their jobs effectively and efficiently.

The IRS is modernizing its processes and technology through the Business Systems
Modemization (BSM) Program. This program has experienced serious schedule delays and cost
overruns, and in December 2003, the Oversight Board released an independent analysis of this
program in which the Board made nine specific recommendations for turning around the critical
but troubled program.

However, the Board still believes that the overall Modernization plan is sound and well-
designed. Moreover, it is critical to the future of tax administration and reducing the tax gap. The
IRS Oversight Board firmly believes that the IRS Modernization program cannot be allowed to
fail. The IRS cannot continue to operate with the outmoded and mefficient systems and
processes it uses today. Over time, the existing systems will become impossible to maintain and

6



375

at that point, the ability to administer our country’s tax system will be in grave danger. Such a
risk to our nation is unacceptable. We remain convinced that the overall Modernization plan is
sound and well-designed. The challenge is executing that plan.

2. Provide additional resources

One important strategy for closing the tax gap is combating egregious noncompliance. In the past
two years, the IRS sharpened its compliance focus on promoters and participants of abusive tax
shelters and tax evasion schemes. The Board supports this focus—but the job cannot be done
unless adequate resources are available for the IRS to fight back.

Enforcement activities are still at an unacceptable level simply because the IRS does not have the
resources needed to accomplish its mission. The agency continues to be outmanned and
outgunned. In FY2003, the IRS was able to pursue only 18 percent of known cases of abusive
devices designed to hide income, leaving an estimated $447 million uncollected. Meanwhile,
TIGTA notes that the combined Collection and Examination function enforcement staffing
declined from 25,000 at the beginning of FY 1996 to 16,000 at the end of FY2003, a 36 percent
decline. This staffing shortfall has produced startling consequences.

Number of Examination and Collection Staff Stagnant
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Source: Treasury Inspector General Tax Administration (TIGTA) Analysis

According to former IRS Commissioner Charles O. Rossotti in his “Report to the IRS Oversight
Board: Assessment of the IRS and the Tax system,” released in September 2002, fewer resources
means that;



376

e 60 percent of identified tax debts are not pursued

» 75 percent of taxpayers who do not file a tax return are not pursued

« 79 percent of identified taxpayers who use abusive devices (e.g., offshore accounts
and abusive tax shelters) to evade tax are not pursued

» 56 percent of identified taxpayers with incomes of $100,000 or more and
underreported tax are not pursued

« 78 percent of partnerships and similar document matching are not pursued.

The table below illustrates the extent to which several categories of enforcement workload the
IRS can and cannot accomplish and the resulting revenue loss per year.

Known IRS Workload Gap

] 1 s
» Ficld and Phone 4,506,060 | 1,816,713 | 2,689,347 | -60% $9,470 5450 3$296.4
Accounts Receivable

Cases of Abusive L 65,100
Devices to Hide
Income .
» Individuals Over 123,006 54,468 63,538 1 56% $266 2,603 $207.2
$100,000 Income
» Individuals Under 843,380 296,986 546,394 1 65% $4,492 7435 $430.1
$100,000 Income
»  Small Corporations 39,659 29,721 99381 25% $54 640 $50.9
»  Mid and Large 24,523 17,684 6,839 1 28% 36,526 1,812 $180.0
Corporations
Total 1,112,668 415,859 696,809 $11,786

ip
»  Reporting Compliance 20,690 6,780 13,910 1,192 ] 81016

Source: Commissioner Rossotti, Assessment of the IRS and the Tax System, End of Term Report to [RS Oversight Board, Sept. i002
The IRS Oversight Board finds the IRS” inability to keep up with a growing workload to be a
dangerous weakness in the tax administration system. Mr, Chairman, the Board acknowledges

that the IRS’s budget has increased in each year of President Bush’s Administration, and that the
Administration’s request for FY2005 is significant against other non-defense, non-homeland
security discretionary funding. That commitment is commendable, and the Board recognizes and
thanks President Bush and Secretary Snow for their efforts, especially at a time when the nation
must balance many important and competing priorities.
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However, the Board believes that now is a critical time for our tax system to be strengthened, not
merely maintained at current levels.

In its special report on the IRS FY2005 budget, the Board addressed this issue head-on by
reinvesting in the IRS to produce tangible benefits and results for America’s taxpayers and our
nation. The Board calls for a pragmatic budget that reflects the complex world in which the IRS
must operate and be funded.

The Board recommends IRS funding of $11.204 billion for FY2005, which is a 10 percent
increase from FY2004, with a significant increase of 3,315 full-time equivalents (FTEs) to boost
enforcement efforts. If enacted, the Board’s budget would increase our nation’s revenue by
approximately $5 billion each year once the IRS has hired and trained additional enforcement
personnel.

Under the Board’s budget, the IRS would have the additional resources to:
. Close over an additional 1,000 cases involving high risk/high-income taxpayers and

promoters who avoid paying income taxes by using offshore credit cards and abusive
trusts and shelters.

. Boost audit rates by 42 percent from FY2004 to examine companies that use aggressive
tax avoidance tactics, such as offshore transactions and flow-through entities.
. Contact an additional 200,000 taxpayers who fail to file or pay taxes due; a 40 percent

boost from FY2004 and a 27 percent increase from the Administration’s request. This
alone will allow the IRS to collect $84 million more in revenue owed than the
Administration’s request would allow.

. Sustain the one-on-one assistance that millions of Americans rely on at tax time. The
Board’s budget will ensure that the IRS will be able to maintain its improved service to
taxpayers by answering eight out of ten phone calls.

By comparison, the Board believes the Administration’s FY2005 budget cannot achieve its
stated goal to add almost 2,000 personnel to bolster the IRS’ enforcement efforts, and will
threaten hard-earned improvements in customer service. This year’s request will lead to a $230
million shortfall in the IRS budget because it fails to budget adequately for an anticipated $130
million of congressionally-mandated civilian pay raises, rent increases, and at least $100 million
of unfunded expenses.

In its FY2005 budget recommendation, the Board anticipates a 3.5 percent pay raise for civilian
employees, which achieves parity with the Administration’s call for a 3.5 percent military pay
raise. The Administration, by contrast, calls for a 1.5 percent civilian pay raise. The Board
believes that the 1.5 percent civilian pay increase fails to recognize recent history. FY2005 will
likely be the fourth year in a row in which the Administration has called for IRS staff increases,
while not covering pay raises or required expenses.

The Board was established to bring to bear its collective expertise and familiarity with private
sector best practices on the IRS” problems. To the private-life Board members, investments in
enforcement pay for themselves many times over, not only in revenue dollars but by the
deterrence value of reinforcing the belief that all taxpayers are paying their fair share. A strong
business case can be made for providing the IRS with several hundred million dollars so it can
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collect billions in revenue. Closing the tax gap is imperative. At a time when federal revenue as a
percentage of the economy has shrunk to 1950s levels and we face a $500 billion deficit, the
Board believes that we must strengthen our tax collection system.

For that reason, the Board recommends that both Congress and the Administration reevaluate
their methodology by including the revenue value to the country when estimating budget
requests for the IRS. Indeed, considering the positive impact of additional resources provides a
better framework for making informed decisions and will lead to a more effective IRS.

3. Measure results

Mr. Chairman, reducing the tax gap requires a firm grasp and understanding of current levels of
voluntary compliance. As previously noted, the data we now have is old and unreliable.
However, beginning in 2005, the NRP will provide for the first time in more that 15 years solid
estimates of voluntary compliance for the various segments of the U.S. taxpayer population. But
the NRP is more than numbers and raw statistics.

Reducing the current unacceptable levels of non-compliance requires that we better understand
the factors that drives voluntary compliance and non-compliance. That too is an important part of
NRP’s mission - finding out what makes taxpayers meet their obligations of their own accord.

In other words, we have to know what is working and what is not in both customer service and
enforcement. Based on this data, management can then make informed decisions that can boost
levels of compliance and help close the tax gap.

The IRS is no stranger to measures. Under former Commissioner Rossotti’s leadership, the
agency effectively deployed and used measures to help improve customer service in key areas
such as service on its toll-free telephone lines. These so-called “end result” and “outcome”
measures not only tracked progress but helped the IRS establish higher goals for improving its
service to taxpayers.

However, the lack of reliable voluntary compliance data has hampered the IRS’ ability to
effectively use outcorne measures for enforcement. The IRS has been forced into the position
where it must use interim measures such as the audit rate to track compliance. Thisis a
reasonable approach with the data available, but unsatisfactory in the long term. By their very
limited nature, interim measures cannot gauge the impact of education and outreach, practitioner
oversight and audit rates on voluntary compliance or how to best utilize resources to achieve the
most favorable outcome. The NRP will turn around this situation.

The NRP data will provide the IRS with information on the individual voluntary compliance
rate. And just as importantly, it will provide an accurate baseline from which the IRS can begin
to set long-term goals for the tax system compliance activities discussed in this testimony. This is
a positive step and the Board cannot stress enough the importance of this data and the
establishment of a long-term compliance goals. However, this is only the beginning. The IRS
must also understand the voluntary compliance rates for businesses, corporations and the tax-
exempt entities and what drives voluntary compliance for these taxpayers.

Mr. Chairman, as I mentioned earlier in my testimony; measures are more than sheer numbers.
Establishing long-term goals can be very powerful in energizing an organization. Take for
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example, the long-term goal established for e-filing. Although the 80 percent target was directed
specifically at the IRS, it required the shared commitment of the IRS, the practitioner
community, software developers and other partners to work towards achieving it. And while the
goal may not be reached by 2007, its impact is undeniable. It energized the participants in the tax
system to work together in an effort to achieve success.

Long-term goals for compliance can similarly energize the IRS and participants in the tax system
to work together to close the tax gap. Recently, Senator Baucus proposed that the IRS raise
voluntary taxpayer compliance to 90 percent by 2010. While I agree that we should set the bar
high, I caution against establishing a value for the goal without knowing where voluntary
compliance is today. Here again, the NRP can provide some valuable assistance,

In addition, the voluntary compliance goal should be embraced by all in the tax system and
should not rest solely on the IRS’ shoulders. We are all in this together and to improve voluntary
compliance takes the effort and commitment of taxpayers, the IRS, practitioners, the legal
community, the Administration, Congress, the business community and tax advisors. We'all have
a stake in improving the well-being of the tax system. And we need the right measures and
outcome goals to achieve that measure of success.

4. Simplify the tax administration system

The IRS Oversight Board is precluded by law from addressing tax policy issues, but it would be
remiss not to address the cost of our nation’s complex tax system; a cost ultimately borne by
taxpayers and the IRS.

The costly, confusing, and debilitating complexity of the tax code directly feed the tax gap. The
National Conmumission on Restructuring the IRS, of which the Chair was a member, said the
following on complexity of the tax code: ’

The Commission found a clear connection between the complexity of the Internal Revenue
Code and the difficulty of tax law administration and taxpayer frusiration. . .. The
Commission found that significant noncompliance—both inadvertent and intentional—
results from various obstacles within the current system, including the cost of compliance
and the complexity of the tax law.

A particularly troublesome complexity looming on the horizon is the Alternative Minimum Tax,
ag it threatens to ensnare more taxpayers in succeeding years. [n her annual report, IRS National
Taxpayer Advocate Nina Olson recommended repeal of the AMT, saying:

The AMT is extremely and unnecessarily complex and results in inconsistent and
ynintended impact on taxpayers. ... [T]he AMT is bad policy, and its repeal would simplify
the Internal Revenue Code, provide more uniform treatment for all taxpayers, and
eliminate the oddity of dual tax systems. AMT repeal would also allow the IRS to realign
compliance resources fo facilitate more efficient overall administration of the tax code.

The Board fully concurs with her assessment, and urges the Administration and Congress to
consider accepting this recommendation in future legislation.
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However, while it cannot and will not recommend specific legislative remedies to address the
cost and burden of tax complexity bome by all of us, the Board believes that most efforts to
simplify the tax code simply tinker at the edges. For that reason, the Board believes that by
solving the fundamental problems at the heart of a complex tax code requires fundamental
reform. The Board strongly encourages that Congress and the Administration explore ways to
simplify our tax code. The potential for the benefits counld be enormous for our society and our
economy.

Conclusion

Mr. Chairman, in conclusion, I want to thank the Committee for holding this valuable hearing
and shedding some important light on the nation’s tax gap. The tax gap is an affront to all honest
taxpayers and saps our nation of precious resources when it needs them most. The tax gap is an
enormous problem that has been mounting for years. However, the IRS Oversight Board believes
that in time, it can be solved through the four-pronged approach I have outlined today. Given the
right tools and resources, the IRS is up to the task at hand. But it cannot go it alone. The ultimate
success in closing the tax gap rests-in all of our hands and in our shared commitment and
dedication to the integrity and viability of our tax administration system. Thank you and I would
be happy to answer your questions



