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THE $350 BILLION QUESTION:
HOW TO SOLVE THE TAX GAP

THURSDAY, APRIL 14, 2005

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

The hearing was convened, pursuant to notice, at 10:10 a.m., in
room G-50, Dirksen Senate Office Building, Hon. Charles E. Grass-
ley (chairman of the committee) presiding.

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

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

The CHAIRMAN. Thank you all very much for coming to a very
important hearing on a very important day of April 14, the day just
before tax day, which we all know for decades as being April 15.

The eve before tax day is different than Christmas Eve because
taxpayers obviously have no choice on whether they want to give
or receive, because at this particular time, we are all giving.

The eve before tax day is also different than New Year’s Eve be-
cause taxpayers are spending it with pencils and calculators in-
stead of champagne and noisemakers, although I suspect some peo-
ple will be making a lot of noise in frustration as they try to figure
out their tax return and as they try to navigate the Earned Income
Tax Credit and the Alternative Minimum Tax.

People know how I have spoken out about the Alternative Min-
imum Tax. I want to give you an example. I do not think I am vio-
lating 6203 if I talk about my own tax return.

But I read in the Wall Street Journal that it takes 4 hours to
figure the Alternative Minimum Tax. Now, I do not know whether
it does or not. But about 3 weeks ago, my wife and I went to the
little town of Allison, Iowa to do our income tax and I had to pay
$75 Alternative Minimum Tax. Now, does that not seem a little bit
ridiculous and that we ought to be doing something about this?

Now, I am Chairman of the Senate Finance Committee. I have
not gotten anybody interested in doing anything about it unless
you’ve got some doggone big offset. It seems to me to be ridiculous
to have a tax policy to offset a tax that we never intended to collect
in the first place. I hope we can do something about that.

Now, continuing—and pardon me for digressing—unfortunately,
while a strong majority of Americans seek to honestly pay the
amount of tax that they owe and not one penny more, there are
many who are playing fast and loose.
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The problem of the tax gap is costing the Nation over $300 bil-
lion a year in taxes that are not voluntarily paid. I say to my col-
leagues that there are no easy solutions or answers here.

I am worried that too often Senators and Representatives feel
just a wave of the hand somehow can solve this problem, and just
magically put these billions of dollars into the Nation’s coffers. If
it were that easy, we would have had this job done a long time ago.

So, we are fortunate to have the Comptroller General of the
United States, Mr. Walker, here today, whose statement says, and
says it very effectively, that ending the tax gap will be a “chal-
lenging task,” and that there is no single solution. It will take mul-
tiple efforts on different fronts to address this issue.

As I said in last week’s hearing involving charities and charitable
giving, the tax gap, somewhat like a loaf of bread, is made up of
many different slices. We need to understand each one better and
look for several ways to address them.

But let me make it clear. We will work to address the tax gap.
We owe nothing less to the millions of honest working families who
find tax day the toughest day of the year. It is absolutely wrong
that families have to tighten their belts and find new ways to keep
the family budget balanced because others are not paying their fair
share.

Today, our witnesses will talk about under-reporting, talk about
under-payment, talk about non-filing of taxes. But we will also
hear about cases of outright fraud. This is not a matter of taking
advantage of complexities in the code or exploiting gray areas, but
open, intentional evasion of fuel excise taxes or totally false claims
for refunds of fuel taxes never paid on fuel that was not even pur-
chased.

This type of fraud probably affects every American, because this
is dedicated tax money that builds America’s highways in every
State of the Nation. For every dollar these bad guys steal, it is a
dollar that does not make your bridges safe or fix potholes on your
highways.

Last fall, as part of the American Jobs Creation Act, we were
able to enact an anti-fuel fraud package estimated to raise $9.3 bil-
lion by shutting down many of the schemes involved in fuel tax
fraud. But criminals are creative, and we continue to investigate
schemes that range from large-scale rings all the way down to
mom-and-pop operations.

Unfortunately, the higher the price of gasoline, the more that
they are motivated to do this by blending everything from used
motor oil to discarded paint thinner and cleaning products by the
billions of gallons to otherwise hide the true nature of gasoline that
they may or may not get at the pump.

Unfortunately, they not only steal from the U.S. Government,
but they are stealing from all of us as well. The tax gap is a $350
billion problem, and we are working very hard, slice by slice, to
find solutions for the American taxpayer.

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

Senator BAucus. Thank you, Mr. Chairman.

If everyone fully obeyed the law, our current tax code would
bring in as much as $353 billion each year. That is about $1 billion
a day in debt that the government would not be piling up, $1 bil-
lion a day less borrowing, if collected.

Mr. Chairman, in just the time since you announced this hearing
last Thursday, $7 billion in taxes that are lawfully owed have gone
uncollected. That number does not represent a new estimate based
on the latest research. I suspect that the actual number may be
significantly higher.

We all remember Everett Dirksen, an oil leader from Illinois who
once said: “A million here and a million there, and pretty soon you
are talking about real money.” Well, the $353 billion tax gap is cer-
tainly real money.

Most Americans would find that amount of money hard to vis-
ualize. I know I do. How much is $353 billion? That is pretty hard
to visualize. How high would a stack of $100 bills—not $1 bills, but
$100 bills—have to be to reach $350 billion? The answer is aston-
ishing: 334 miles high.

I have a stack here, a brick of $100,000. It is not actually
$100,000. [Laughter.] The front end is $100 bills and the back end
is $100 bills, but in the middle are $1 bills. [Laughter.] But this
represents $100,000. That is what a stack of $100,000 would look
like.

In my home State, a stack of $100,000 would stretch from Bil-
lings, MT to Missoula, MT—here is a map. This is Billings here—
all the way to Missoula, MT. That is about 330 some miles. We
have a big State in Montana. If this was stacked one by one right
next to each other all the way, that is the distance it would take,
a stack of not $100, but of $100,000 bills, this stack representing
100,000 bills.

Now, that is the same distance from Hartford, CT to Washington,
DC. That is about 350 miles. Or a stack from Los Angeles, CA to
San Jose, CA. That is about 342 miles. Or from Jackson, MS to At-
lanta, GA. That is about 380 miles.

Now, what does that mean for the average school teacher in my
State of Montana, or the waitress in Iowa, or the farmer in North
Dakota? What does that mean? It means you are paying more
taxes on your wages than you should because you are not collecting
the taxes from those who are evading the law. It means that the
value of the dollar in your pocket is actually less because our Na-
tion has been piling up debts and owes more money to foreign gov-
ernments.

It means we could reduce the deficit by three-fourths. Now, just
look at this. This is pretty instructive, I think. The green bar on
the left is essentially the tax gap, $353 billion. That is based on
the old data of several years ago. If we had current data, my guess
is it would be higher.

But that would pay for roughly three-fourths of the deficit right
there, just the tax gap, if people paid the money that they should
pay, and if Uncle Sam collected the money that is legally owed.
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It could pay for a large portion of annual Social Security outlays.
Again, about two-thirds to three-fourths of annual Social Security
outlays. It could pay for all of the annual Medicare outlays. All of
it. The tax gap covers all of the annual Medicare outlays. It is in-
credible. It is astounding, when you stop to think about it. It would
pay for it all.

We have a Social Security insolvency problem facing the Nation.
Just think, on an equivalent basis, how much of Social Security sol-
vency could be solved if general revenues were fully collected and
used to fund the Social Security trust fund, as opposed to payroll
taxes. Perhaps it could lower the payroll tax. Who knows? But the
point is, this is not just some academic concept. This is real money.
This is real.

I hope that finally, after all the talking we have had about the
tax gap over the years, that we can finally do something about it.
I think the American people, if they stopped and thought about it
a little more, would be pretty outraged. It is our responsibility to
actually do something about it.

Now, I am not going to speak at great length. We have great wit-
nesses here. But if we fail to collect the taxes that are lawfully
owed, what is the additional effect? It undermines people’s con-
fidence, not only in the tax system, but in our government. It just
undermines confidence.

People want to pay their taxes. Most people see it as their obliga-
tion, their civic obligation, their American obligation to pay their
taxes. But they also suspect that a lot of other people are not pay-
ing their taxes.

When they learn the amount that people are not paying, it really
starts to undermine people’s confidence in the tax system, in the
government, and they are going to begin to think, well, gee, why
should I pay? Others are not paying; why should I?

In addition, it starts to undermine our standard of living. It auto-
matically undermines Americans’ standard of living when taxes
that are legally owed are not collected. Again, it is worth repeating,
this is not about raising taxes. It is simply about making sure that
what is owed is paid. That is all this is about.

There is another part to this, and that is uncollected payroll
taxes, employment taxes. The annual tax gap for the under-report-
ing of payroll taxes is estimated at about $71 billion. That is on top
of the $353 billion.

About $71 billion there is under-reported. About $60 billion of
this is for under-reported Social Security employment taxes. So, we
can eliminate one-fourth or one-half of the Social Security tax gap
if we could collect payroll taxes that are legally owed.

I appreciate the witnesses we have here. I do hope that this is
the beginning of the end of the gap. We have talked about it a lot.
Let us start doing something about it. Let us really start doing
something about it.

I think we are only going to be able to do something about it if
we give ourselves deadlines, as metrics, the amount by which we
are going to reduce that gap over what period of time so we can
report progress or report lack of progress to see where we are and
give some actual accountability to the American people.
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It is an outrage. This is absolutely outrageous. So I hope, Mr.
Chairman, we finally do begin to get this solved. Thank you very
much.

Senator CONRAD. Mr. Chairman?

The CHAIRMAN. Yes?

Senator CONRAD. Might members of the committee have a chance
to study the display? [Laughter.]

I have never had my hands on $100,000.

Senator BAucus. Well, as a former tax commissioner of North
Dakota——

The CHAIRMAN. I guess, better yet, those of us from Iowa or
North Dakota do not even know there are denominations that big.
[Laughter.]

I just wanted to remind people, and I know you know this be-
cause you helped us accomplish it, but we did have about $24 bil-
lion worth of effort of tax shelter closing in the FSC-ETI bill last
year.

Senator BAucus. That is right.

The CHAIRMAN. Now we have an opportunity to turn to the sev-
enth Comptroller General of the United States, David Walker.
Since assuming his position November 9, 1998, he has been effec-
tively doing what Comptroller Generals are supposed to be doing,
improving the performance of the Federal Government. We all ben-
efit from that, but we in Congress see his agency as one of the
main helping hands that we have to do our oversight work.

General Walker?

STATEMENT OF HON. DAVID WALKER, COMPTROLLER GEN-
ERAL, U.S. GOVERNMENT ACCOUNTABILITY OFFICE, WASH-
INGTON, DC

Mr. WALKER. Mr. Chairman, Senator Baucus, Senator Conrad, it
is a pleasure to be before the Senate Finance Committee to talk
about this important topic of the annual tax gap.

With your permission, Mr. Chairman, I would respectfully re-
quest that my entire statement be included in the record so I can
move to summarize.

The CHAIRMAN. Yes. Let me say, so everybody else who is a wit-
ness will not have to go through the same process, your statement
will just be automatically included in the record, and we would like
to have you summarize according to the time that the staff has
warned you about. Thank you very much.

Go ahead.

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

Mr. WALKER. Thank you, Mr. Chairman. I will summarize using
three slides that are also in my testimony.

Let me say at the outset, with your comment, Mr. Chairman,
about this being April 14. For the record, I will file a timely exten-
sion tomorrow. I have paid AMT at least once already, so I share
your pain with regard to that issue, although my AMT number was
a little bit higher than your number.

The CHAIRMAN. You are not a farmer, that is why. [Laughter.]

Mr. WALKER. I am a public servant, like you are.

But let me also say for the record, while it may be somewhat
masochistic and it is not intended this way, I actually fill out my
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return by hand every year just to be able to go through the exercise
and experience the complexity, the confusion, and the type of pains
people go through, although I will file electronically this year, for
a number of different reasons.

I appreciate this opportunity to be before you. I think this is a
very important topic. What I would like to do is start with the first
slide which is in my testimony, to note that, as has been men-
tioned, it is important that we focus on this actual annual tax gap,
because it is the difference between what taxpayers timely and ac-
curately pay in taxes and what they should pay under the law.

Reducing this tax gap can help the Nation cope with its large
and growing fiscal challenges. I think it is important to note, as
Senator Baucus said, this is very important given the size of our
large and growing deficit. It is very important to note, as shown
in the far right-hand bottom corner, that the total estimate is $312
to $353 billion.

Senator BAUCUS. Excuse me, General.

Mr. WALKER. Yes, sir?

Senator BAUCUS. Frankly, I cannot read that. It is too far away.
Do you know where it is in your testimony?

Mr. WALKER. Yes, sir. I do know where it is in my testimony. It
is page 21, Senator.

Senator BAUcuUS. Twenty-one.

Mr. WALKER. Page 21. Thank you so much.

But as Senator Baucus mentioned, the unified budget deficit last
year was $412 billion, the on-budget deficit was $567 billion, and
so this is a big chunk of that money.

The IRS estimates that through its own enforcement efforts that
$312 to $353 billion will actually be about $257 to $298 billion, but
it is still a large and unacceptable number.

I think we must recognize that, in today’s times of large current
and projected deficits, that people have a patriotic duty to pay their
taxes. If they do not pay their taxes, they, in effect, among other
things, are not only taking from their country, they are taking from
their children and their grandchildren. It is very clear that, based
upon the current fiscal path that we are on, that a failure to pay
your tax dollar today means your children and grandchildren are
going to pay higher taxes in the future.

So, it is important that we focus on the fact that there is a patri-
otic duty and that you have to put a face on the failure of individ-
uals to properly pay their taxes.

In this regard, as you know, this tax gap estimate is based upon
2001 data and it did not represent an update of all the different
forms of taxation. It was primarily individual taxation and related
types of activities. Now, that is the biggest chunk of the money.

This committee has been concerned with tax-exempt entities.
There have been concerns with regard to corporations that are not
subchapter S corporations. So, clearly, more efforts need to be
taken in order to update data with regard to other aspects of non-
compliance.

But I think it was prudent and appropriate that the IRS start
off with the biggest number, which is the individual taxation, al-
though it did deal with somewhat dated information. This estimate
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is up from the last time the IRS undertook this effort for tax year
1988.

I think it is important to put this in context. Next, please. Each
of you Senators should have received a copy of the report that was
published on February 14, 2005 by GAO entitled, “Twenty-first
Century Challenges: Reexamining the Base of the Federal Govern-
ment.” (hitp:/ /www.gao.gov [ new.items | d05325sp.pdf)

Senator BAUCUS. Mr. General, again, we are looking for where it
is in your testimony.

Mr. WALKER. This, you do not have. It is just in my hands, Sen-
ator. I am just trying to bring it to your attention. Your staff has
this. If I can get you an additional copy, I will be happy to do that.

It is really important, in the little, spare time that you have,
which is basically zero, that you take an opportunity to look at this,
because it paints a very clear and compelling picture about where
we are and where we are headed from a fiscal standpoint.

This is one of the charts in my testimony. This chart is on page
8 of my testimony. There are two simulations shown in my testi-
mony to show where we are and where we are headed with regard
to our fiscal future. This is one of them. This is not a pretty pic-
ture.

The fact of the matter is that, based upon CBO’s long-range eco-
nomic growth assumptions, if you assume that discretionary spend-
ing grows by the rate of the economy, if you assume that the Social
Security and Medicare trustees’ best estimates of cost for those pro-
grams are accurate, and if you assume that all of the tax cuts are
extended and made permanent, this is our fiscal future. It means
that the Federal Government could be doing little more than pay-
ing interest on the massive Federal debt around 2040.

Social Security, frankly, is a small part of our challenge. It is less
than 10 percent of our fiscal imbalance. We could be facing much
greater problems, all the more reason why this committee is hold-
ing a hearing on the tax gap. Because if we can make progress on
the tax gap, it can make a major contribution to try to deal with
our imbalance.

But as Chairman Grassley properly said, we should have zero
tolerance for a tax gap. But it will never be zero. Just like fraud,
waste, abuse, and mismanagement in the Federal Government.

We are constantly trying to fight, along with the Inspectors Gen-
eral and others, including the Congress, fraud, waste, abuse, and
mismanagement in the Federal Government. It will never be zero,
so therefore we need to end up using other tools in order to accom-
plish the overall objective.

Clearly, I think it is important to note the next one, that the IRS
has started to allocate additional resources to tax enforcement-re-
lated activities. This chart on page 14 of my testimony shows that,
within the last several years, the IRS has started to increase its
examination rate for individual income taxes.

As you know, Senators, it is important to provide taxpayer as-
sistance in order to help people who want to comply with the law
be able to effectively comply with the law. The IRS has done a lot
over the last several years to try to improve assistance and respon-
siveness to taxpayers.
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At the same point in time, one has to recognize that not every-
body is intent on voluntarily complying and that some individuals,
even if they do file a tax return, do not necessarily include all their
income or do not necessarily properly state all their deductions, et
cetera.

As a result, it is very, very important to have a strong, effective,
and credible enforcement presence in order to employ the carrot-
and-stick approach. The carrot is, we are going to help you comply.
The stick is, if you do not comply, there could be significant ad-
verse consequences. So, it is important that continued progress be
able to be made here through a variety of different mechanisms.

But as the Chairman and the Ranking Member mentioned, we
are going to have to attack this on multiple fronts using multiple
strategies over a sustained period of time in order to be able to be
successful. That is going to include not just beefing up enforcement,
it is going to include simplifying the tax code.

It is also going to potentially include additional information re-
turns and additional withholding mechanisms with regard to cer-
tain segments of the population where the tax compliance rate is
lower.

Finally, I might note, as has been mentioned by Senator Baucus,
it is important that we have some metrics here. It is important
that we have goals, objectives and strategies with appropriate re-
sponsibility and accountability mechanisms as to what can be done
to try to close this tax gap.

I would respectfully suggest, Senators, that one of the other
things that you may want to consider is, I understand that, under
current law, that individual Revenue agents cannot be held ac-
countable for particular goals with regard to tax collections.

But I would respectfully suggest that one of the things you may
want to consider, as part of a comprehensive plan by the Agency,
is whether or not there could be a balanced scorecard approach
where at least Senior Executive Service members who are not deal-
ing directly with the taxpayers might be able to be held account-
able for providing quality service within their units, as well as try-
ing to make progress with regard to key enforcement goals.

Congress has enacted a number of pieces of important legislation
within the past few years to try to deal with taxpayer abuse, in-
cluding the creation of the Taxpayers’ Advocate Office. There are
certain checks and balances that exist in the system now that I
think can help to minimize the possibility of taxpayer abuse.

At the same time, becoming a high-performing organization and
making progress on goals require that there be some transparency
and accountability for achieving real results, while having checks
and balances to make sure that there are not abuses in doing so.

So, Senators, thank you very much for your time. I would be
happy to answer any questions that you may have.

The CHAIRMAN. All right. We will take 5-minute rounds. The
members who have come are in the order of: Grassley, Baucus,
Thomas, and Conrad.

I am interested, General Walker, in your comments about deal-
ing with the tax gap, the part that the taxpayers’ service might
play in that. I have always been of the view that most taxpayers
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want to comply, and if they can receive good information, will act
on it and comply.

Your views, then, on the importance of providing services, specifi-
cally what kind of services that can address the tax gap. In addi-
tion, while enforcement is easier to measure, how can we best
measure the impact of improved services? To what extent do you
find the IRS doing that?

Mr. WALKER. Well, clearly, Mr. Chairman, the IRS has placed a
considerable amount of time and attention and allocated additional
resources to increase taxpayer services in a variety of different
ways, including having the toll-free number capabilities where indi-
viduals can call in and ask questions.

I myself, quite frankly, have taken advantage of that on more
than one occasion. While sometimes the waits can be longer than
you would like, I have found in using these services over the last
several years, that the quality and the responsiveness has im-
proved. Some of the work that we have done at GAO was focused
on trying to make sure that that continues to occur.

So, yes, I believe that that is an important element and that we
need to try to use survey mechanisms, et cetera, to try to ascertain
whether, and to what extent, that is making a difference based
upon the persons who are being aided.

At the same point in time, I think it is fair to say that our tax
laws are incredibly complex. There is absolutely no question that
there needs to be simplification of our tax laws.

I am a certified public accountant and I do my own taxes, and
I can get it done. However, it is hard to imagine an individual who
in good faith is trying to comply facing this Herculean task, if you
are filing anything other than a short form. It is unbelievable. So,
I think simplification has to be part of it, too.

The CHAIRMAN. I would focus on the point that you make in your
testimony where you state that closing the tax gap, in some cases,
may not be feasible or desirable. Expand on that point. Because,
as I mentioned in my opening statement, too many members think
the tax gap is something that is just out there, ripe fruit to pluck.
I th}ilnkr)we all understand it is complicated, but would you respond
to that?

Mr. WALKER. Yes, Mr. Chairman. You are exactly right. It is
kind of like the issue that I touched on in my opening statement.
There are many people who believe that we can eliminate fraud,
waste, abuse, and mismanagement, and there are many people who
believe that, if all we did was have zero fraud, waste, abuse, and
mismanagement in the Federal Government, that would take care
of our deficit problems and our long-range fiscal imbalances. It is
just not feasible to do that.

The same thing applies with regard to the tax gap. It would be
overly intrusive with regard to many Americans if we were to re-
quire the detailed amount of information that would be reported to
the IRS. We have to balance enforcement with privacy and other
types of considerations.

I do, however, believe that additional progress can be made, but
I think a lot of that progress is going to require selected additional
information returns. For example, the cost basis associated with
capital gains.
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Right now, people have to report the amount of proceeds, but you
do not know what the cost basis is. Obviously, the gain or loss is
based upon the difference, and therefore that is an issue.

In addition, with regard to income that is received by individuals
through pass-through vehicles such as partnerships, such as sub-
chapter S corporations, whether or not there is a way, in addition
to the information that is being provided to the IRS, to have some
type of withholding for individuals that are receiving income on a
recurring basis through those entities. I, myself, used to be a part-
ner with a global firm that operated in partnership form. I would
end up filing my estimated on a quarterly basis.

I think there are many situations where there is a pass-through
vehicle where you might be able to have an entity, a corporate enti-
ty or a partnership, be able to do some things on behalf of those
par;clners or subchapter S shareholders that could help in this re-
gard.

The CHAIRMAN. My last question is, in regard to your study, it
is my understanding that you are looking into various tax reform
proposals. I would ask you to talk about tax reform and how it may
or may not help with the tax gap.

Mr. WALKER. Mr. Chairman, as I mentioned, I think tax reform,
clearly, has to be part of a comprehensive, long-term strategy to
maximize compliance and to minimize the tax gap. We have a tax
code today that is way overly complex.

When I fill out my own tax return, I am left with the feeling, not
only that it is overly complex, but that it is, to a certain extent,
a bait-and-switch system. I sit and I fill it out. I claim all of my
income and then certain of my deductions are limited and my ex-
emptions get phased out. Then all of a sudden, after I fill out all
of this, then oops, there is this surtax called AMT that comes up.

So, clearly, I think we need to try to do what we can to stream-
line and simplify it. That is easier said than done, but I think it
has to be part of our longer-term strategy.

The CHAIRMAN. Senator Baucus?

Senator BAucus. Thank you, Mr. Chairman.

General Walker, where do you think we should begin to simplify?
I think you are right. We all know intuitively, the code is way, way
too complex. So some of the questions that come to my mind are,
how do we get at this?

Targeting our efforts here, there is an opportunity for the Presi-
dent’s Commission on Tax Reform that is meeting right now to
tackle simplification. I am just curious about what advice you
might have that we could give them.

Mr. WALKER. Well, Senator Baucus, I will say that the Chairman
and Ranking Member of the Tax Reform group are your former col-
leagues, and also that I know them as well. I have had conversa-
tions with them, and we have also let them know that we would
be more than happy to share GAO’s work over the years in this
area.

I think you have to look at tax incentives and what can be done
to re-look at a lot of our existing tax incentives, whether they be
exclusions or whether they be deductions.

Candidly, one of the things that is noted in this booklet is that,
when you consider the total value of tax incentives each year,
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many years they exceed the total cost of discretionary spending, yet
they are off the radar screen. You do not see them.

We also have to take a look at not just how they might con-
tribute to simplification, but also, what type of results are these tax
incentives having? For example, the health care exclusion. Is that
?el%ing to control health care costs or is it exacerbating the prob-
em?

So, I would be happy to provide more information, if you would
like. We are sharing our knowledge and experience with the com-
mission that the President has appointed, and I look forward to
seeing what they come up with.

Senator BAUCUS. I appreciate that. I suppose one example would
be all the various education accounts. There are lots of different
credits and deductions for education. Frankly, I cannot keep them
all straight, there are so many of them.

The same is true in personal savings. There are a lot of personal
savings vehicles. To me, that is one area that can be simplified, too.
Let us get rid of a few of them, maybe package it in a way that
is more simple.

Mr. WALKER. With regard to those savings vehicles, Senator, as
you know, not only are there a lot of them, but in many cases you
do not have to preserve the income to retirement in order to be
able to use those vehicles and benefit from them.

Senator BAucUS. That is true.

If you could address, too, as near as you can tell, the degree to
which we have to give resources to the IRS so they can figure out
what the problem is. We hear lots of complaints that the computer
s})lfstem is antiquated. They are making efforts to try to address
that.

But I am a bit disturbed that the latest data that we have from
the IRS—I think it is 2001 data—is for under-reporting on the indi-
vidual side. We do not yet know what the tax gap is on the cor-
porate side, or other pass-throughs. We just know under-reporting
so far on individual income taxes, and that is just 2001. Heck, this
is 2005 already.

I would think that the Service would be able to tell us. I am sur-
prised at how long it has taken the Service to try to figure out the
answer to this question. If you could just comment a little on that,
please.

Mr. WALKER. Senator Baucus, you are correct that they use 2001
data in order to estimate the individual under-reporting gap. But
as you also understand, it took them a considerable amount of time
to do it. So, therefore, they have more timely data available to
them now, but clearly that is something that you may want to ask
the Commissioner about: what can be done to try to expedite the
availability of data? We have this problem in many areas of gov-
ernment, including, most acutely, I might add—no pun intended—
in the health care area.

With regard to resources, there is no question that there is a re-
source issue here. As you know, the President has proposed addi-
tional resources targeted for enforcement in his budget proposal for
the Congress’s consideration in that regard.

There is no question also that our study shows—and our work
over the years, as well as the IRS’s—that there can be a good re-
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turn on investment for targeted investment in enforcement activi-
ties, although I think we have to keep in mind that in the first
year there is not likely to be much of a return on investment be-
cause you are hiring the people in. You have to train them and
equip them. You have to do all these things where you are incur-
ring the costs, but you are not necessarily going to get the benefit
in year one.

I believe, over time, there has been a return of about 4:1 with
regard to IRS’s total budget, but there is a limit as to how far you
can carry that concept. We are doing work for the Congress, based
upon existing law, to monitor more closely the efforts that the IRS
is doing in the area of information technology upgrades. In fact, be-
fore additional funds flow to the IRS, GAO is required to provide
certain information to the Congress as a pre-condition.

So, clearly, some additional resources are necessary, but my view
is, as in all cases—even for GAO—to the extent that somebody
wants incremental resources, there should be a business case.
What do you want the resources for? What type of return on invest-
ment are we going to get? What are the metrics that we can use,
meaning the Congress can use, to ascertain whether or not people
are delivering on the promises over a period of time?

Senator BAUcUS. Well, my time has expired. But, for the record,
if you could, or maybe at some point, tell this committee, metrics
that you might suggest. You have been in the business a long time.
Your agency is well geared for this. But if you could give us some
ideas of what the metrics should be, that would be a real service.

Mr. WALKER. I would be happy to, Senator.

[The information appears in the appendix on p. 396.]

Senator BAuCUS. Thank you. I might add, too, I think you are
doing a great service, General. I mean, I think of people I know in
the government who are really trying hard, a lot of value added in
terms of service, and you are one of them. I want to thank you for
your service.

Mr. WALKER. Well, thank you, Senator. I have 3,214 people back-
ing me up, and they are great people, too. Thank you, Senator.

The CHAIRMAN. Thank you.

Senator Thomas?

Senator THOMAS. Thank you, Mr. Chairman.

Obviously, we are all aware of a number of problems here. By
the way, there is a package of savings arrangements out there now
that we introduced about a month ago, in a roll-out with Secretary
Snow and others, to simplify these savings vehicles.

How would you, in a fairly brief response, see the role of the
Comptroller in terms of this issue?

Mr. WALKER. The Comptroller General, myself?

Senator THOMAS. Yes. And your agency. You have 3,000 people
and we have all these problems, so what are you doing?

Mr. WALKER. Well, Senator, that is a good question. It is a full-
time job, trying to maximize the performance and assure the ac-
countability of the Federal Government. Over 90 percent of our re-
sources are geared towards working on issues that the Congress ei-
ther instructs us to do or asks us to do.
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In fact, we do quite a bit of work for this committee, the Senate
Finance Committee, with the areas under its jurisdiction, not only
the tax area, but also health care and other issues.

What is important is, we measure success by the results that are
achieved based upon our work. Take last year, as an example. We
issued over 1,000 reports and recommendations on a variety of
issues dealing with the Federal Government. Eighty-three percent
of our recommendations were adopted. The result of adopting those
recommendations was $44 billion in financial benefits—namely ei-
ther savings or money freed up for re-deployment to higher pri-
ority. That is a $95 return for every dollar invested.

We do three kinds of work: oversight work, insight work, and
foresight work. Oversight is the money being expended for the in-
tended purpose of compliance with the laws and regulations. That
is most of our work.

Insight work. What is working and what is not working with re-
gard to policies and programs?

Foresight work. What are some of the trends and challenges fac-
ing the country and the Congress, and how can we help you get
facts to make more timely and informed judgments? That is what
this book is about.

Senator THOMAS. Yes.

Mr. WALKER. So the answer is, we can do work in all three of
those areas geared towards trying to help improve performance, as-
sure accountability, and to close the fiscal gap over time.

Senator THOMAS. Well, that is great. I know it is a tough job. But
we are here looking at numbers back in 2000, where more money
is lost than you have talked about saving in these 4 years. Is it
that you do not know what to do? I mean, do you not know how
to solve the issue? You do not, or we do not? Is it that you do not
have the mechanism to do it? Why has there not been a move here
on $300 billion a year?

Mr. WALKER. In fairness, Senator, I think what is important is,
we have had areas of the IRS dealing with enforcement and deal-
ing with these issues on our high-risk list, which, as you know, is
published every 2 years, for a number of years.

As you know, we work for the Congress. We are auditors, inves-
tigators, evaluators, attorneys, et cetera. The primary responsi-
bility for administering the tax laws and for closing the tax gap,
really, is with the executive branch. The executive branch is re-
sponsible for managing the tax administration program.

Senator THOMAS. But you are a part of it.

Mr. WALKER. We are not. No, no, no. We work for the Congress.
We are in the legislative branch. We are the third largest agency
in the legislative branch.

Our job is to work with the Congress to try to help you exercise
your oversight responsibilities, your authorization responsibilities,
and your appropriations responsibilities. So what we try to do is do
work to point out to you and the executive branch agencies areas
for improvement and how to move forward.

Senator THOMAS. And the executive branch.

Mr. WALKER. Correct.
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Senator THOMAS. But certainly there is some coordination be-
tween you and the executive branch, or if there is not, there cer-
tainly ought to be.

Mr. WALKER. There is, absolutely.

Senator THOMAS. Yes.

Mr. WALKER. In fact, the President’s Management Agenda, which
I am sure you are familiar with, is based primarily on GAQO’s high-
risk list. Commissioner Everson, who was Deputy Director of OMB
when that was created, directly contributed to its creation. I think
he could tell you how much interaction we have with the IRS in
order to try to help them see the way forward.

Senator THOMAS. Well, I want to be clear, I am not trying to be
critical. I am trying to say, where is the problem? Is it a matter
of not having the ideas yet as to what to do, or is it a problem of
knowing that there ought to be some things done but we are not
able to do them? Maybe it is all legislative. If it is legislative, then
you ought to be giving us specific advice on what we ought to be
doing.

Mr. WALKER. Senator, there are several specific suggestions that
we have in our testimony. I think it is a combination. I think, num-
ber one, there are additional actions that need to be taken by the
Internal Revenue Service that do not require legislation.

Number two, there are some resource needs that the Congress is
going to have to decide on. Number three, I think you may well
have to do some things that are going to require legislation.

For example, to the extent that you are going to allow them to
use metrics to try to be able to balance not only service, but results
and enforcement, you may have to re-look at some of the restric-
tions that are currently placed on the IRS on the ability to consider
enforcement goals for senior executives for their evaluations.

Obviously, to the extent that there is tax simplification, that is
something that the Congress is going to have to do. That is not
something the IRS can do. So, we are going to have to act on mul-
tiple fronts over an extended period of time, and I would be more
than happy to meet with you, Senator, if you want to talk in more
detail about it.

Senator THOMAS. All right. Thank you very much.

Mr. WALKER. Thank you, Senator.

The CHAIRMAN. Senator Conrad?

Senator CONRAD. Thank you, Mr. Chairman. I thank the Chair-
man and the Ranking Member for holding this hearing. I think this
is very important.

As somebody who has a budget responsibility for our colleagues,
I have long been persuaded that the tax gap is one of the opportu-
nities to close the deficit without cutting spending, without raising
taxes. I think this is an opportunity for us to make real progress
on the deficit.

Obviously, we also have to restrain spending. We have also got
to find other ways to close this tremendous gap that we have, a
budget deficit that is advertised at $400 billion. But really what is
being added to the debt is not $400 billion.

I think a lot of people see the deficit and say, it is $400 billion,
that is what is being added to the debt. No. What is being added
to the debt is closer to $600 billion. The difference is the money
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that is being taken from various trust funds that have to be repaid
and that do not get included in the calculation of the deficit.

So, turning to the tax gap, this estimate of $312 to $353 billion,
which is an initial re-estimate, is still leaving out lots of things. As
I understand it, this is still based on the corporate side on data
from 1988, updated to 2001.

Based on my contacts with the accounting community, they be-
lieve the environment has changed substantially in that period and
that, in fact, the tax gap in the corporate area is probably much
larger than these estimates.

In addition, as I understand it, this does not include illegal activ-
ity. This is what is owed by people not being paid. Although I see
some indication that this includes over-stated deductions or credits,
tax shelter investors, skimmers, moonlighters. I am not sure what
“skimmers” refers to. I would be interested to hear from the Com-
missioner what all these terms relate to.

I heard on Tuesday of this week a former Commissioner of the
IRS, Donald Alexander, estimated the tax gap is more likely in the
$400 billion range because current estimates do not fully account
for non-filers, the underground economy, and certain other illegal
activity.

My own belief is, that is probably a greater likelihood. I think
the greater likelihood is that this estimate understates the tax gap.
As we get more refined data, we will find it is even larger, which
makes the imperative of moving forward even greater.

With that, Mr. Comptroller General, I want to thank you for the
energy and effort you have put into alerting the American people
of the fiscal imbalances facing the country, not only in the imme-
diate term, but in the longer term, the demographic tsunami that
is coming at us, a doubling of the people eligible for Social Security
and Medicare combined with our budget deficits, combined with
our trade deficits that mean we as a Nation are borrowing more
and more money, not only from ourselves, but borrowing it from
abroad as well, and that makes us increasingly vulnerable.

I want to salute you for really taking a leadership role. It is not
your responsibility to close the tax gap. Your responsibility is to
alert us and to alert the Nation about the nature of the tax gap,
and to make recommendations on how we can take action to close
it. So, I very much appreciate what you are doing in that regard.

Let me ask you this. I have become more and more convinced as
I look at this that we will never make dramatic progress in closing
the tax gap absent serious systemic tax reform. Can you give us
some idea—you have spent hundreds of hours on this subject—
what your conclusions are with respect to the need for tax reform
as a means of making substantial progress?

Mr. WALKER. I think one of the questions you are going to have
to deal with is how to streamline and simplify the tax code as it
relates to individual income taxes—I will start off with that—to
where you may end up having a flatter—not a flat—income tax,
but also less tax preferences.

I think, also, you are going to have to consider, in time, given the
change in the nature of the economy, given the change in the dis-
tribution of wealth and income in this country, at some point in
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time enacting some consumption-based taxes, while dealing with
the regressivity issue.

The fact of the matter is, the world has changed dramatically
since 1988, especially on the corporate side. We are truly in a glob-
al economy. We are competing on a global basis. We are not an is-
land. We may be the world’s only super-power, but we cannot go
it alone, and there are other countries coming up.

So the fact is, I think we are going to have to look outside the
box, not just try to tinker around the edges, but maybe reconsider
on what basis we are taxing and what we are giving preferences
to at the same point in time.

Senator CONRAD. I notice my time has expired. Thank you, Mr.
Chairman.

The CHAIRMAN. Now, Senator Crapo. Then after Senator Crapo,
Senator Lincoln.

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

Mr. Walker, I, too, appreciate you coming here and the important
work that you do.

I was interested in noting in your materials that the largest por-
tion of the tax gap is in the area of individual income tax returns.
In fact, according to the chart that I saw, somewhere between $198
and $234 billion worth of the gap is attributable to personal income
tax returns.

In that context, have you had a chance to read the letter that
was put out yesterday by the President’s Advisory Panel on Tax
Reform?

b 1\/{{1‘. WALKER. No, Senator, I have not. But I will do it when I get
ack.

Senator CRAPO. All right. I will just summarize one portion of it
to you, because it was interesting to me. They came out with six
themes that they are going to use to guide their further delibera-
tions. Throughout it was a concern that has been raised about the
complexity of the tax code.

It is interesting that you just commented on that in your re-
sponse to the previous question. One of their points was that the
complexity of our code breeds a perception of unfairness and cre-
ates opportunities for manipulation of the rules to reduce tax.

The profound lack of transparency that they noted means that
individuals and businesses cannot easily understand their own tax
obligations or be confident that their neighbors or competitors are
paying their fair share.

I recall back, oh, it has been 8 or 9 years ago now, I think, that
one of the magazines in this country created a typical situation for
a family of four, I think, and sent it out to a number of different
tax preparing groups, like accountants, or whatever it may be, and
asked them to prepare the tax return for this situation they had
created.

And I do not remember the number they sent it out to, but what-
ever it was, they got that number of answers back. From profes-
sionals, they got different answers to the same set of facts under
the tax code as to what the tax liability for this family would be.

With all of this kind of thing in mind, the question I have, com-
ing back to the fact that you have identified by far the largest part
of the problem being the individual income tax return arena, have
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there been any studies done to demonstrate a relationship between
the increasing complexity of the tax code and the increasing size
of the tax gap?

Mr. WALKER. I am not aware of any that are directly focused on
that, Senator. But you also may want to ask the Commissioner as
well. He might be aware of some.

Senator CRAPO. We will do that. It just seems to me that one of
the big problems that we face is the fact of the complexity. And I
have noted previously, if we could send out a basic set of tax infor-
mation to six different experts, or whatever the number was, and
get six different answers back, then how can the Internal Revenue
Service claim that they know the right answer when they audit a
tax return?

Now, obviously they get to say what the right answer is, which
is another part of the unfairness perceived by the American public.
But the fact is, here, in addition to the fairness issues that we are
addressing, it seems to me that one of the things that we could pos-
sibly do to improve the tax code dramatically in a number of ways,
which would also address the tax gap, is to reduce the complexity.
Could you comment on that?

Mr. WALKER. No doubt about that. But as you can see, Senator,
with regard to the summary of the results from the latest estimate,
the biggest problem is believed to be with under-reporting of in-
come, where individuals, whether they be individuals, subchapter
S corporation shareholders, partners or whatever, and whether it
be due to sales of stock or other types of investments, or whether
it be through interest income or other things, where income is not
being reported.

I think there is a lot that has been done over the last few years
to try to enhance reporting to the IRS so they can do matching. In
fact, they have done a lot on that. I have seen and experienced
some of that myself.

But I do believe, as I touched on before, if you really want to get
at this over the longer term, it is more than enforcement. It is also
having additional transparency, potential additional withholding,
and simplification so that people who, in good faith, want to com-
ply, can comply.

Senator CRAPO. When you talk about under-reporting, which I
did note was the lion’s share of the issue with regard to individual
tax returns, I assumed when I read that that there were ways to
under-report because of the complexity of the code. Is that correct?

Mr. WALKER. You may want to ask the Commissioner, but I be-
lieve a lot of that has to do with not as much complexity as it does
with the fact that there is income that is being earned that has not
been reported to the IRS, and the IRS does not have information
where it can match what the individual did as compared to what
they should have reported.

Senator CRAPO. In other words, just blatant refusal to report
transactions.

Mr. WALKER. Part of that number is represented by that. I think
the Commissioner could probably tell you more.

Senator CRAPO. All right. Thank you. Thank you very much.

The CHAIRMAN. Senator Lincoln, then Senator Wyden.
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Senator LINCOLN. Thank you, Mr. Chairman. Thank you for
bringing us together on such an important issue.

I am sorry I was late. I noticed in my office that there was a lot
of fun being had down here, so I thought I had better come down
here and check out what you guys were doing. A lot of laughter
going on.

The CHAIRMAN. Well, we try to earn our money, but we will be
corrected, if not, by you.

Senator LINCOLN. All right.

Mr. WALKER. The hundred thousand dollar stack may be gone
now, Senator. I am not sure. [Laughter.]

Senator LINCOLN. Well, thank you, too, Mr. Walker, for being
here. I would like to echo the sentiments from Senator Conrad
about how much we appreciate this.

We realize that we have a responsibility here to make the nec-
essary corrections and changes, simplifications, as you have men-
tioned, and we appreciate the way in which you have provided us
the information in a good, sound way to be able to make those deci-
sions.

I do think that the simplification that you have echoed is very
important. Senator Hatch and I have worked hard. Having recog-
nized that there were multiple different definitions of a child was
one of the very first steps, I guess, that we began to take up last
year, which was very helpful.

Just a couple of questions. I think one of the reasons that this
issue has become even more important has been the record deficits,
the historic deficits, that we are seeing in our Nation right now and
the need for us to look for places of how we can correct that.

I guess a very simple question would be if you think we are liv-
ing beyond our means. Even if we collected all of the taxes that
were owed, would we still be living beyond our means?

Mr. WALKER. Yes. We are on an imprudent and unsustainable
fiscal path. Last year, we had a unified deficit of $412 billion and
an on-budget deficit of $567 billion. Of the $412 billion number,
less than 25 percent related to Iraq, Afghanistan, and incremental
homeland security costs, and we had the strongest economic growth
of any industrialized nation. We are not on a prudent, nor are we
on a sustainable, path.

Senator LINCOLN. Well, I agree with you on that. I think that
that is why it is ever more responsible for us to look at this as an
issue that we should be able to deal with and improve upon.

One of the things that I have become concerned about, if we are
talking about dealing with the tax gap by cutting back taxpayers’
assistance, which is what is apparent in this budget, I suppose—
the budget request included a decrease in funding of the taxpayer
services to offset some of the increase in enforcement—what does
that do? I mean, I just put my taxes in the mail this morning. They
were enormously complicated, and I am probably the least com-
plicated of the 100 members up here.

Mr. WALKER. Well, it depends on how you cut back on it. I imag-
ine that might be a question you may want to ask the Commis-
sioner. Basically, it depends upon how those funds are being ex-
pended.
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Let me give an example I can relate to when I became Comp-
troller General in November of 1998. After studying our situation,
I ended up closing 5 of 16 field offices because I did not believe we
could justify maintaining the additional infrastructure costs associ-
ated with those.

We took a number of other actions that in some cases reduced
head count, and yet our results actually increased. Even though we
ended up closing certain offices, we increased automation, and we
ended up doing a number of other things designed to enhance our
overall productivity and effectiveness.

So, I think the key is not just whether or not the money is com-
ing out of that area or whether or not certain facilities may be
closed, but what are the likely implications of those actions given
other possible compensating actions? And there can be offsets be-
cause of process improvements, because of technological enhance-
ments, and other areas.

Senator LINCOLN. Well, the technological advancements, to a cer-
tain degree, though, do they not require a great deal of assistance
in coming up to speed?

Mr. WALKER. Yes, to the extent that you have technological en-
hancements, there is absolutely no question that there is a training
element of that. You end up having to train people on these new
technologies. They have to become familiar with these new tech-
nologies.

In the end, you have to have a human being there available to
be able to deal with people if the automated menus do not get the
job done. As you know, there are a lot of automated menus when
y}(l)u call the IRS. Sometimes it takes you a while to get through
them.

Senator LINCOLN. Well, I guess my concern has stemmed from,
particularly in some of our more rural areas, some of the problems
we have seen with EITC could really have been prevented, or we
could correct them, if we were able to have better assistance early
on in transferring or translating to a more technological solution.
But it seems to go backwards. It seems to me that we get the tech-
nology without the assistance to be able to implement it, particu-
larly in rural areas.

We have been trying to correct some of that, because there are
those who really have seen some of the problems we have had with
the ITC and have genuinely wanted to try to correct some of that
but really have not been able to get the assistance out to particu-
larly the smaller areas, the rural areas where we see a lot of those
EITC problems and claims existing.

Mr. WALKER. Well, a couple of thoughts off the top of my head.
We are becoming an increasingly wired society. More and more
people are using the Internet, and if one has access to the Internet,
irrespective of where you live, it is a universal communication
mechanism.

What has the IRS done and what else can the IRS do to provide
more information with regard to this and other areas of complexity
up front before people file their tax returns? Then, second, what,
if anything, might be able to be done to provide targeted informa-
tion to individuals who are claiming EITC such that they have cer-
tain information to be able to consider in future filings?
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Senator LINCOLN. Right. Progressivity.

The CHAIRMAN. Your time is up.

Senator Wyden, Senator Baucus has one more question. He has
t<f)‘ lan?e the room just for a minute. Could he ask a question ahead
of you?

Senator WYDEN. Of course.

Senator BAucus. I thank both of you very much. Just very brief-

y.

Mr. Walker, on page 22 of your report, it is basically pointed out
that the IRS has only looked at certain data. Given its current re-
search priorities, it will not begin another NRP—that is, another
study—of individual returns before 2008, if at all, and would not
complete such study until 2010.

It is my understanding that there is no effort to look at other sec-
tors, corporate returns, excise tax returns, et cetera, by the IRS.

You go on to say that, “Although the costs and burdens of compli-
ance measurement are legitimate concerns, we believe compliance
studies to be good investments.”

Could you just elaborate on that basic point? It looks like this is
not a comprehensive examination of data to determine whether or
not there is compliance. There is a concern because of the cost of
trying to determine whether there is compliance. As you point out,
in some cases that is a good investment.

Mr. WALKER. Right.

Senator Baucus. Could you just comment on that a little bit,
please?

Mr. WALKER. Well, Senator, as you know, the last time the IRS
did the estimate for the individual side was 1988, and this new es-
timate is focused on the individual side and it is based on 2001
data.

We think it is important to update it more frequently than every
13 years. We need to have metrics. We need to understand how we
are doing. In addition to that, we also need to make sure that we
do not leave segments of the taxpayer population off the radar
screen.

It is important that, periodically, we take a look at the corporate
side, that we look at the other elements that have not been looked
at, although it is fair to say, a vast majority, at least historically,
of the estimated tax gap has been associated with individuals, al-
though some of those could be partners in partnerships, or sub-
chapter S shareholders operating in corporate form. So, we believe
it is important to have a comprehensive plan to periodically update
all aspects of this to develop the metrics.

I will also say this, that there is no question you need to stream-
line and simplify the code. There is also a need to stabilize the
code, because one of the difficulties that the IRS will have is when
the law keeps on changing, it makes it that much more difficult,
not just for taxpayers to comply and those who assist to try to get
the job done, but also to come up with apples to apples comparisons
of how we are really doing on a trend line with regard to the tax
gap, because it is a moving target, if you will.

So, we do believe there needs to be a plan that provides more fre-
quent updates, and also a broader cross-section of the taxpayer re-
porting information.
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Senator BAucus. Thank you very, very much. I thank my col-
league.

The CHAIRMAN. Thank you.

Now, Senator Wyden?

Senator WYDEN. Thank you, Mr. Chairman.

Mr. Walker, let me commend you for all of the excellent work
that you do for the Congress. Probably no one avails themselves
more of your office than me, and I am very appreciative.

My concern, and the area I want to examine first with you, is
I am not convinced that the IRS is looking at the right places. I
am constantly being told, for example, that law-abiding citizens are
being hassled and that opportunities to collect more revenue are
being overlooked.

So my question to you is, based on what you know, do you think
the IRS is looking at the right places?

Mr. WALKER. I think within the last several years the IRS has
started to allocate additional resources to enforcement. It has fo-
cused those resources on the areas that historically have been a
problem. The results of this new study are preliminary. There are
more detailed results that will be forthcoming. I would hope and
expect that the IRS would be informed by those results in deter-
mining how they are going to allocate their future resources. I do
note that there are some aspects of the taxpayer universe that
have not been updated as a result of this. For example, the cor-
porate side. The world has changed dramatically on the corporate
side since 1988.

At the same point in time, it is my understanding that while
there is, I think, significant additional opportunity for abuse on the
corporate side because of some of those changes, it is my under-
standing the IRS is allocating additional resources there as well.

This is something you may want to pursue with the Commis-
sioner as to what degree of resource allocation and how that is
being targeted. For example, transfer pricing, I know, is a huge
issue in today’s global economy.

Senator WYDEN. I intend to pursue this, not just today, but in
the future. You all audit programs. You audit agencies. If you tell
us at some point that the IRS is not looking at the right places,
that is an argument for having you audit the auditors to make sure
that the enforcement efforts really go to the right place.

Now, you said earlier that you did not think closing the entire
tax gap was practical. But could you attach a figure on how much
you think the tax gap could actually be closed? This is, I think, es-
pecially relevant given the deficit. So, take a crack, if you would,
at trying to give us a number and your best and most realistic as-
sessment of how much of the tax gap could be closed.

Mr. WALKER. As you know, Senator Wyden, GAO prides itself on
having generally accepted methodologies, reasonable assumptions,
and fact-based inputs in order to be able to come to those conclu-
sions, so it is virtually impossible for me to give you a number.

I will tell you this: to a great extent it depends upon a variety
of factors. It depends upon whether or not you take steps to
streamline and simplify the code. It depends upon whether and to
what extent the IRS is given authority to be able to receive addi-
tional information returns.
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It depends upon whether and to what extent additional steps are
taken to try to increase withholding opportunities for certain types
of taxpayers. It depends upon whether and to what extent the Con-
gress ends up allocating targeted resource enhancements for en-
forcement where a business case can be made, that they can be a
good return on investment.

Ultimately, I think it depends upon whether or not the Congress
considers alternative means of raising revenue, such as consump-
tion-based taxes while dealing with the regressivity problem that
could be associated with that. You have to do that. Most major in-
dustrialized countries have moved more towards a consumption tax
base where you collect it differently.

Senator WYDEN. Let us say that is not done.

Mr. WALKER. All right.

Senator WYDEN. I would like to see some of that done.

Mr. WALKER. Sure.

Senator WYDEN. But if it is not done—and I will only ask once
more and not persist—can you give us some sense of what you
think might be realistic?

Mr. WALKER. You can raise tens of billions of dollars. How much
you can raise depends upon a variety of factors, but there is no
doubt in my mind that you can raise tens of billions of dollars.

Senator WYDEN. Well, I thank you. I thank you for your profes-
sionalism. I look forward to working closely with you.

Thank you, Mr. Chairman.

The CHAIRMAN. Yes. Thank you, General Walker.

Mr. WALKER. Thank you, Mr. Chairman. Thank you.

The CHAIRMAN. I would call our second panel, Mark Everson,
Commissioner of IRS, the person that is right in the middle of esti-
mating the size of the tax gap and currently doing a lot to address
it, but telling us how we can do more; and Mr. George Yin, Staff
Director, Joint Committee on Taxation, to discuss general prin-
ciples as identified by the Joint Committee staff that should influ-
ence any new tax legislation when we seek to enhance compliance;
Eileen O’Connor, Assistant Attorney General, Tax Division, De-
partment of Justice, telling us of progress already made in bridging
the tax gap, and particularly of tax-avoiding schemes that are
thwarted as a result of the work of her agency; Treasury Inspector
General of Tax Administration, Russell George, providing us addi-
tional information on the tax gap and possible solutions, telling us
also how the IRS can protect taxpayers’ rights and improve cus-
tomer service, all a concern to us, but something that needs to be
done as we look at the aggressive administration that it takes to
close the tax gap; and finally, Nina Olson, with the title of National
Taxpayer Advocate, who will discuss how both enforcement and
high-quality customer service does increase compliance.

We will proceed in the way you were introduced. So, Mr.
Everson?

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

Mr. EVERSON. Thank you, Mr. Chairman, Senator Crapo. I am
pleased to be here. I want to start out by saying, we do recognize
that it is not Christmas Eve, Senator, on April 14th.
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In fact, I will just tell you one story. This morning I got up, and
my dog, who usually gives me a pretty good welcoming—he is a
pug—he just sort of ignored me. My wife said to me, “See? This
time of year, nobody loves you.” [Laughter.]

I appreciate your continued interest in and support for our ef-
forts to increase compliance with the tax laws. Simply put, the tax
gap is the difference between the tax that taxpayers should pay
and what they actually pay on a timely basis.

Our research confirms that the vast majority of Americans pay
their taxes honestly and accurately, but the findings also show
that, even after IRS enforcement efforts and late payments, the
government is being short-changed by over a quarter trillion dol-
lars each year because some pay less than their fair share. People
who are not paying their taxes shift their burden to the rest of us.

In this time of budget deficits, a dollar not received by the gov-
ernment becomes debt, the burden of which will be felt by future
generations. Moreover, as President Kennedy stated in 1961, large,
continued avoidance of tax on the part of some has a steadily de-
moralizing effect on the compliance of others.

Our research shows the gross tax gap to be between $312 billion
and $353 billion. The old tax gap estimate for 2001 was $311 bil-
lion, a figure based on studies conducted in 1988 and earlier, so
there has been what I would term a modest deterioration in tax
compliance among individual taxpayers since the last study was
conducted in 1988.

IRS enforcement actions, coupled with late payments, recover
about $55 billion of the total tax gap, leaving a net annual tax gap
of between $257 billion and $298 billion.

Current data are preliminary, so our tax gap estimates are
shown as ranges. As refinements are made to the analyses, some
estimates may change. It is unlikely, but possible, that the final es-
timates of the total tax gap will fall outside the established range.

There are two views of the tax gap: by type of noncompliance—
that is to say, non-filing, under-reporting, and under-payment—and
by type of tax. The new research for 2001 addresses the under-re-
porting of income and self-employment taxes by individual tax-
payers. It is based on audits of 46,000 individuals. The study did
not address corporate compliance.

Preliminary findings include under-reporting noncompliance is
the largest component of the tax gap. Preliminary estimates show
under-reporting accounts for more than 80 percent of the total tax
gap, with non-filing and under-payment at about 10 percent each.

Individual income tax is the single largest source of the annual
tax gap, accounting for about two-thirds of the total. For individual
under-reporting, more than 80 percent comes from under-stated in-
come, not over-stated deductions.

Most of the under-stated income comes from business activities,
not wages or investment income. Finally, compliance rates are
highest where there is third party reporting or withholding. Pre-
liminary findings show less than 1.5 percent of wages and salaries
are misreported.

The next stage of our research will be to finish the data analysis
and refine the tax gap data by late this year. The IRS will use the
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data to update its statistical tools for selecting individual returns
for audit.

An understanding of the tax gap and its components will allow
the legislative and executive branches of government to make bet-
ter decisions about tax policy and the allocation of resources for tax
administration.

The study confirms two key points involving tax enforcement and
simplification. The IRS needs to enforce the laws, so that when
Americans pay their taxes they are confident that neighbors and
business competitors are doing the same.

At the same time, this research underscores the President’s call
for tax reform. Complexity obscures understanding. Complexity in
the tax code compromises both the service and enforcement mis-
sions of the IRS.

Those who try to follow the law but cannot understand their tax
obligations may make inadvertent errors or ultimately throw up
their hands and say, why bother? Meanwhile, individuals who seek
to pay less than what they owe often hide behind the tax code’s
complexity in order to escape detection by the IRS and pay less.

Since 2001, we have taken a number of steps to bolster enforce-
ment. These charts show you the story. We have increased total in-
dividual audits to more than 1 million; they were just over 600,000
4 years ago. We have also more than doubled high-income audits.
We have brought up recommended criminal prosecutions. That is
what we refer over to the Department of Justice.

Between fiscal year 2001 and 2004, the IRS increased its enforce-
ment revenues from $33.8 billion to $43.1 billion. Enforcement rev-
enues are the monies that result from IRS collection, audit, and
document matching activities.

Enforcement revenues directly reduce the tax gap and the Na-
tion’s budget deficit. They exclude the positive impact on compli-
ance that occurs when someone learns, in a casual conversation,
that their neighbor has been audited and then thinks twice about
fudging his or her own return.

The President has called for a nearly 8-percent increase for en-
forcement activities in the administration’s 2006 IRS budget re-
quest. These investments will pay for themselves several times
over and help reduce the tax gap. I thank the members of this com-
mittee for the efforts you have made to get more resources for the
IRS. Please keep it up.

Finally, I would like to point out that our system of tax adminis-
tration is fundamentally one of self-assessment and enjoys a high
compliance rate. The IRS is moving aggressively to reduce the tax
gap. With proper funding, over a number of years we will be able
to close a significant portion of the gap. But no one should think
we can totally eliminate the gap. That would take draconian meas-
ures and make the government too intrusive. We have to strike the
right balance.

Thank you.

The CHAIRMAN. Thank you, Mr. Everson.

[The prepared statement of Mr. Everson appears in the appen-
dix.]

The CHAIRMAN. Now, Mr. Yin?
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STATEMENT OF GEORGE K. YIN, CHIEF OF STAFF, JOINT
COMMITTEE ON TAXATION, WASHINGTON, DC

Mr. YIN. Thank you, Mr. Chairman, Senator Baucus, and mem-
bers of the committee. I am pleased to testify today about the tax
gap and ways to reduce it.

As you know, the Joint Committee staff recently completed a re-
port on options to improve tax compliance and reform tax expendi-
tures in response to a request of the Chairman and Ranking Mem-
ber. The report provides about 70 specific tax legislative options to
address one or more of the many contributing factors to the tax gap
and noncompliance.

In my brief time, I will describe some tax legislative principles
to enhance compliance. The staff report contains a number of items
that illustrate these principles. I have appended to my testimony
summaries of each option in the report, and am happy to respond
to any questions about them.

First, as has already been discussed, the most important way to
reduce the tax gap is to simplify the law. Complex laws spawn in-
advertent errors, as well as opportunities for intentional non-
compliance, and contribute to taxpayer confusion and real or per-
ceived unfairness in the tax system.

Studies have shown that taxpayers are less likely to be compliant
if they perceive the tax system to be inequitable.

Now, I recognize that simplification is often in conflict with other
policy objectives. But if a tax system fails to collect from taxpayers
the proper amount of tax due, every other policy objective, whether
it be efficiency, horizontal equity, redistribution, providing social or
economic incentives, or simply financing the government’s needs, is
undermined. Thus, effective tax compliance and enforcement are
core objectives, and simplification is the most important way to
achieve them.

The current and earlier Joint Committee work has provided over
100 specific suggestions on simplification. Let me just say that, in
addition to addressing issues like the AMT and certain larger areas
like education and some of the benefit areas on which we have
made suggestions, I would support the Chairman’s initial point,
which is that, in large part, it is just taking one step at a time.

These are hard issues. Individual provisions should be examined
to see whether they are vulnerable to noncompliance, and if so,
whether the policy objective that was designed for the provision
would justify the level of exposure that the provision provides.

The second principle is to increase the visibility of transactions
by, for example, requiring information reporting and tax with-
holding whenever administratively feasible. Withholding is the
more effective technique and can be expected to help stimulate im-
proved voluntary reporting and payment of tax apart from any
amounts actually withheld.

To begin to address the problem of income under-reporting by
sole proprietors, which is consistently the single largest contributor
to the tax gap, the staff report proposes requiring withholding on
certain government payments for goods and services.

The proposal can be expected to improve compliance to an impor-
tant extent without burdening any private sector payors. The pro-
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posal, thus, attempts to balance the goals of improving compliance,
while not creating undue administrative burdens.

Third, where possible, avoid having tax outcomes depend upon
difficult factual determinations. Such rules present compliance bur-
dens, noncompliance opportunities, and enforcement difficulties.
The report contains proposals to avoid having tax consequences de-
pend upon such determinations such as valuation issues.

In cases where a factual inquiry is unavoidable, the report offers
several rough, more administrable rules of thumb that attempt to
approximate the result that would arise if facts were fully known
and undisputed.

Fourth, treat the taxation of income and deductions consistently.
The mismatched treatment of income and related deductions is a
common sheltering technique. The report contains several pro-
posals to prevent this type of inconsistency.

Finally, as appropriate, supplement technical rules with stand-
ards. A strictly rule-based tax system cannot prescribe the appro-
priate outcome of every conceivable transaction that might be de-
vised by taxpayers. Thus, to improve compliance, technical tax
rules should be supplemented with anti-tax avoidance standards to
ensure that the Congressional purpose is achieved.

The staff report contains a proposal to apply a higher level of ju-
dicial scrutiny only to the relatively uncommon transactions bear-
ing the characteristics of tax shelters. In developing this proposal,
the staff examined the characteristics of each listed transaction
and a number of others, including transactions described in the
Joint Committee report on Enron.

By signaling to tax advisors and courts that tax rules should be
interpreted in a manner consistent with Congressional objectives,
the proposal may be expected to reduce tax shelter activity and the
size of the tax gap.

Mr. Chairman, the Joint Committee staff looks forward to con-
tinue working with the committee on the proposals contained in
the report, as well as in developing additional proposals to improve
taxpayer compliance and reduce the tax gap.

The CHAIRMAN. Thank you.

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

The CHAIRMAN. Now, Ms. O’Connor?

STATEMENT OF HON. EILEEN J. O°CONNOR, ASSISTANT AT-
TORNEY GENERAL, U.S. DEPARTMENT OF JUSTICE, WASH-
INGTON, DC

Ms. O’CONNOR. Good morning, Mr. Chairman, Ranking Member.
Thank you very much for inviting me to speak with you this morn-
ing about the progress that the Tax Division of the Department of
Justice has made in contributing to closing the tax gap.

While the tax gap remains a significant challenge, it is important
to recognize the dramatic improvements in tax enforcement since
2001, the most recent year for which we have a reliable estimate
of it.

Since then, the 500-plus men and women of the Department of
Justice’s Tax Division, including our 300 attorneys, have, among
other things, brought civil injunction suits to stop tax scams early
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and at their source, the promoters, even though criminal prosecu-
tion might be developed down the road.

We have brought suit against people and firms the IRS suspects
of promoting tax shelters to obtain information about those shel-
ters, including the names of those who engaged in them.

Through our civil litigation, we have also helped the IRS to iden-
tify those who have stashed money offshore to avoid reporting their
full income for tax purposes. Through our criminal prosecution pro-
grams, we have ensured that, consistent with Department of Jus-
tice policy, the most serious provable charges are brought.

The results have been dramatic. Since we began our injunction
program in 2001, we have obtained court orders enjoining more
than 100 tax scam promoters and preparers of fraudulent returns.

When we get these court orders, we also ask the court to order
the promoter to provide the IRS and the Department of Justice
with customer lists. Although total numbers are yet to be deter-
mined, it is estimated that these cases involved as many or more
than half a million participants, and attempted to cheat the United
States’ Treasury of nearly $2 billion.

In the sophisticated tax shelter arena, we have proven wrong two
assumptions that permitted this scourge on the tax system to flour-
ish. We have proven that tax shelter promoters and participants
will get caught, and when they do, their opinion letters will not
necessarily get them out of penalties.

Without meaningful penalties, there is no down side to partici-
pating in an abusive tax shelter. During the last 4 years, by obtain-
ing authoritative appellate decisions on tax shelters’ lack of merit,
the Tax Division has closed down tax shelters estimated to be
worth over $11 billion nationwide.

The shelter cases that the Division is currently handling impli-
cate over $20 billion in taxes, interest, and penalties payable to the
Federal Treasury. The return on investment of dollars spent in the
Tax Division of the Justice Department, depending on who, when,
and what you count, is in the range of 10 to 20 to 1.

The prospect of civil enforcement alone will not convince every-
one to comply with the tax laws, so the law provides criminal sanc-
tions as well. Criminal prosecutions deter tax fraud and reassure
honest taxpayers that the law is being enforced fairly and uni-
formly.

What effect the revival of tax enforcement will have on the tax
gap cannot be measured immediately, but we can already see the
impact on the behavior of tax scam promoters, on taxpayers, and
on tax advisors.

In addition to this anecdotal evidence, a poll the IRS Oversight
Board conducted last July and released last week provides concrete
evidence of our progress. For the first time since the poll began in
1999, the 2004 results showed a positive trend in public confidence
in tax enforcement. The poll results are consistent with our success
in demonstrating our commitment to detect, pursue, and punish
tax offenders.

But that is only part of the Tax Division’s contribution. The Tax
Division is important to the administration of the tax system pre-
cisely because it is not the Internal Revenue Service. Rather, it is
part of the Department of Justice, whose name describes its mis-
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sion. Justice requires that the laws be enforced uniformly and fair-
ly.
The Tax Division can sometimes help lead the IRS into new
areas of tax enforcement, such as our initiative to expand the use
of civil injunctions to stop tax scam promoters.

But for the most part, the input of the Division’s work flow is
driven by the IRS’s output, because only after IRS administrative
tools fail to resolve the matter must the Tax Division come to bat.
Tax Division activity, therefore, is a lagging indicator of the level
of IRS enforcement activity.

The IRS’s recent Son of Boss initiative is a good example of this.
The IRS’s recent announcement concerning the number of tax-
payers who participated in the Service’s Son of Boss settlement ini-
tiative was striking, not only because of the $3.5 billion the Service
has received through this initiative, but also because, out of nearly
1,800 Son of Boss participants that were identified through Tax Di-
vision litigation, one-third of those are not going to participate in
the IRS settlement initiative. That is going to create a litigation
tsunami which is going to be hitting the Tax Division, and is al-
ready beginning to hit.

The Tax Division is proud of the role that we have played in pro-
viding the enforcement stick that makes the IRS’s carrot of settle-
ment initiatives effective. It is essential that the Tax Division be
able to continue providing the support that is so critical to the
IRS’s success in promoting voluntary tax compliance.

By closing down tax shelters, enjoining tax scams, and appro-
priately prosecuting criminal activity, we are promoting justice.
There is much left to do, and we in the Tax Division look forward
to continuing to undertake these challenges.

I look forward to answering your questions. Thank you, Mr.
Chairman.

The CHAIRMAN. Thank you.

[The prepared statement of Ms. O’Connor appears in the appen-
dix.].

The CHAIRMAN. Now, Mr. George?

STATEMENT OF HON. RUSSELL GEORGE, INSPECTOR GEN-
ERAL FOR TAX ADMINISTRATION, U.S. DEPARTMENT OF THE
TREASURY, WASHINGTON, DC

Mr. GEORGE. Thank you, Chairman Grassley. Chairman Grass-
ley, Senator Baucus, thank you for the opportunity to present testi-
mony on the subjects of the tax gap and the balance that the Inter-
nal Revenue Service is attempting to strike among enforcing the
tax code, providing customer service, and protecting taxpayers’
rights.

Mr. Chairman, I believe the importance of these issues cannot be
overstated. Our Nation’s duty to provide for the general welfare
and protect its citizens is based on the ability to raise and collect
revenue on a timely basis through taxes.

Because the tax gap poses such a significant threat to the integ-
rity and administration of our system of voluntary compliance, one
of the top priorities I have set for TIGTA is to identify ways the
IRS can close the tax gap.
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As you know, the tax gap is not new. In testimony before this
committee in 1982, then-IRS Commissioner Roscoe Egger declared
that the tax gap had been a problem for years, but had reached
alarming levels by rising from $29 billion in 1973 to $87 billion in
1981. While $87 billion was then, and still is, quite a bit of money,
it is dwarfed by the latest IRS estimate that the tax gap now
stands between $312 and $353 billion each year.

Recommendations have been circulating for years on how to close
the tax gap. Some of those made 10 to 15 years ago are still rel-
evant. I have discussed them in significant detail in my written
testimony, Mr. Chairman, and will just touch on three briefly in
my oral comments.

The first recommendation is to simplify the tax code. As you have
heard repeatedly during this hearing, the complex tax code causes
taxpayers to struggle to comply with their tax obligations and the
IRS to struggle to apply the tax law. The Taxpayer Advocate iden-
tified the complexity of the tax code as the most serious problem
facing taxpayers.

TIGTA audit work supports her conclusion. We have performed
numerous audits testing the ability of the IRS’s employees to re-
spond accurately to tax questions. We have found that some IRS
employees—whose job it is to help taxpayers with tax questions—
cannot correctly apply the tax code.

Our most recent audit of the accuracy of responses provided by
IRS employees to taxpayers over the telephone found that only 62
percent of the answers given were correct. Much of this inaccuracy
is due to the complexity of the tax code.

The second recommendation that I will touch on this morning to
reduce the tax gap is that the IRS should work with Congress to
develop legislation requiring withholding on non-employee com-
pensation.

Non-employee compensation is money paid to independent con-
tractors who sell goods or perform services, such as sales represent-
atives, painters, landscapers, and the like. According to IRS esti-
mates, 5130 billion, or approximately 40 percent of the tax gap, is
attributable to individuals who under-report their business income.

TIGTA maintains that requiring withholding on non-employee
compensation could reduce the tax gap by billions of dollars. GAO
and the Taxpayer Advocate have made similar recommendations in
the past.

The third recommendation I will mention is that the IRS must
continue to address the cost increases and schedule delays that
have plagued efforts to modernize its computer systems.

Modernized systems will provide IRS employees with timely and
accurate information on the status of tax accounts, allowing for im-
proved customer service. Modernized systems will also dramatically
improve the ability of the IRS to collect delinquent taxes, thereby
reducing the tax gap.

Mr. Chairman, you also requested that I address the issue of the
IRS reaching the appropriate balance among enforcement, cus-
tomer service, and taxpayer rights.

Again, I have touched on this in some detail in my written testi-
mony, but I will say that since the passage of the Restructuring
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and Reform Act in 1998, the IRS has focused on customer service,
and as a result, customer service has improved.

However, the progress the IRS has made in this area is counter-
balanced by the fact that enforcement actions have dropped dra-
matically. Liens, levies and seizures against noncompliant tax-
payers are all down significantly from their totals in the 1990s.

For example, in 1997, the IRS issued over 3.5 million levies; in
2004, just over 2 million levies were issued. The drop in seizures
is even more striking, declining from over 10,000 in 1997 to just
440 in 2004.

Recently, however, enforcement actions have begun to increase.
I believe the recent increase in IRS enforcement actions is a move
in the right direction.

With that said, the IRS must exercise great care not to empha-
size enforcement at the expense of taxpayer rights and customer
service. I believe that steps to reduce the current level of customer
service should be taken only with the greatest thought and consid-
eration of their impact, and only with all the necessary data to sup-
port their actions.

Mr. Chairman, Senator Baucus, I appreciate the opportunity to
share my views this morning, and I look forward to taking what-
ever questions you may have at the appropriate time.

The CHAIRMAN. Thank you.

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

The CHAIRMAN. Now, Ms. Olson?

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

Ms. OLSON. Thank you, Mr. Chairman, Senator Baucus, and
members of the committee.

Tax evasion and tax cheating are serious problems for the tax
system and have real victims. The complexity of the tax code also
contributes to the tax gap by causing inadvertent errors and by cre-
ating loopholes ripe for exploitation.

If you divide the $256 billion-plus net tax gap by the roughly 130
million individual taxpayers, each individual taxpayer pays, on av-
erage, about $2,000 extra in taxes each year to subsidize non-
compliance. As the National Taxpayer Advocate, I view this as a
serious violation of the rights of compliant taxpayers.

The IRS is to be commended for aggressively attacking corporate
tax shelters and tax cheating by wealthy individuals. As we move
forward, however, we must address the fact that an estimated two-
thirds of the tax gap is attributable to noncompliance by self-em-
ployed individuals, not corporate tax shelters.

I am concerned that the IRS has not conducted enough research
to design a comprehensive and long-term strategy to increase com-
pliance in that sector.

The IRS’s current guiding principle is: service plus enforcement
equals compliance. Taxpayer service makes it possible, and even
easy, for taxpayers to comply with their tax obligations by pro-
viding forms and tax preparation, answers to tax law and proce-
dural questions, and the ability to resolve account problems.

Enforcement is designed to impose consequences on the relatively
few taxpayers who do not comply, and thereby deter noncompliance
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in general. Unfortunately, the IRS’s equation does not tell us what
is the optimal mix between service and enforcement, because each
of the equation’s elements is a variable.

For example, if we reduce service, there is no guarantee, no mat-
ter how much we increase our enforcement efforts, that compliance
will increase overall. Indeed, it is entirely possible that an increase
in enforcement initiatives, offset by a decrease in taxpayer service,
would result in less compliance.

The IRS’s current approach reflects the view that enforcement
activity should be increased while taxpayer service is reduced. Is
that the right answer? Within enforcement, where are our dollars
best targeted?

The truth is, we have no idea. The IRS is able to track revenue
collected as a direct result of its enforcement activities. While that
is useful information, it is the indirect effect of IRS’s activities on
both the taxpayer service side and the enforcement side that gen-
erates a far greater amount of revenue.

Even if the IRS only audits about 1 percent of tax returns, for
example, much larger numbers of taxpayers will choose to comply
because of the possibility that they could be audited. Thus, a single
audit has a ripple effect, or in economic terms, a multiplier effect.

But not all audits are created equal. One dollar spent on audit-
ing industries with historically high rates of noncompliance, such
as construction, may have a very different multiplier than an audit
of a corporate tax shelter.

Similarly, 1 dollar spent on making it easier for taxpayers to
comply with their tax obligations—for example, publishing forms,
advertising e-file, answering tax law questions—almost certainly
has a multiplier effect as well. We simply do not have adequate re-
search to show where the next dollar is best spent.

Moreover, in terms of improving overall tax compliance, we do
not have data that show whether the multiplier effect is generally
greater at this time for enforcement or for taxpayer service. Thus,
a decision to increase enforcement and reduce taxpayer service is,
to a large degree, based more on instinct than solid research.

To be sure, this is not easy research to do, and it is a long-term
project. But in the absence of better research, it is important to em-
phasize that the decision about how much to increase or decrease
certain activities, such as the taxpayer assistance centers, rep-
resents merely a policy call based on educated guessing.

In my written testimony and in my most recent report to Con-
gress, I discuss 24 options to address the tax gap. Some of these
recommendations attempt to reduce opportunities for noncompli-
ance, are relatively inexpensive, and can be implemented imme-
diately.

Other recommendations require either legislative action or
longer-term planning and some we may not want to implement for
policy reasons, but many of my recommendations are actionable
and all will have an impact on closing the tax gap.

As the IRS ramps up its enforcement programs, it must ensure
that aggressive enforcement of the laws is balanced by aggressive
protection of taxpayer rights. We must avoid the IRS’s pre-1998
systemic failure to listen to taxpayers’ concerns.
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Toward that end, an effective IRS enforcement strategy must rec-
ognize that Congress established the Taxpayer Advocate Service as
a safety valve against potential IRS enforcement excesses, and for
TAS to accomplish its mission of protecting taxpayer rights, it must
be adequately funded and be a key participant in all program plan-
ning.

In sum, I give the IRS high marks for its activities to combat cor-
porate tax shelters and abusive schemes, but I believe the IRS
needs to do much more, and better, research to help it map its fu-
ture compliance initiatives.

In developing these initiatives, the IRS should keep in mind that
both taxpayer service and enforcement, not enforcement alone, are
responsible for our overall 85-percent compliance rate.

If we erode service to pay for enforcement, I suspect we will end
up not only with a country full of unhappy taxpayers, but with a
lower overall compliance rate as well.

Thank you.

The CHAIRMAN. Thank you very much.

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

The CHAIRMAN. Senator Baucus intends to be here to ask ques-
tions as well, so, if I get done before he gets here, I will have to
maintain the panel at the table.

First, to Mr. Yin. As you know, over the past 2 years I have
pushed the Senate—and this committee, for the most part, has
agreed with this action—toward what we call the codification of the
economic substance measure. We have done that in several dif-
ferent bills.

This has been very controversial. We have had commentary on
what we tried to do. Quite frankly, the commentary has been al-
most 100 to 1 against our codification.

I noted with interest that your staff of the Joint Committee has,
for the first time, I believe, taken a position recommending codifica-
tion of economic substance. The version you recommend in the tax
gap report seems to be very targeted and limited somewhat com-
pared to what the Senate did.

I would like to have you compare our proposal with your proposal
and explain why you think your version might be the better of the
two.

Mr. YIN. I would be happy to do that, Mr. Chairman. As you
know, many of the concerns that have been expressed about the
version that was previously supported in the Senate are simply
variations of one common theme, which is that, if this step were
taken by the Congress and passed into law, it would unnecessarily
create uncertainty as to the tax consequences of many ordinary
business transactions that have nothing to do with tax sheltering
activity.

What we and the staff tried to do is, we tried to take those con-
cerns to heart. We tried to craft a solution which would take the
substance of what the Senate and your committee have previously
advocated, but target it in a way to demonstrate that the focus of
your committee’s recommendation would be on transactions that
have the characteristics of tax shelters.



33

By doing that, we were trying to find some middle ground be-
tween a rule that would be too widely applicable and one that
would be insufficiently broad.

We did examine every tax shelter transaction that we were
aware of, including a number of ones that were studied in the
Enron report, to try to develop the appropriate characteristics.

I would say, it is not an easy task. I would not begin to suggest
that we have found the perfect solution, but we were confident
enough to put it out for your committee’s consideration and Con-
gress’ consideration in this important question.

The CHAIRMAN. Ms. O’Connor, again, on economic substance, we
have noted that most of the cases in which economic substance has
produced an inconsistent or questionable policy, results have oc-
curred in the Federal District Court or the Federal Appeals Court,
or also in the Courts of Claims. This generally has not occurred,
in my judgment, in the U.S. Tax Court, I suppose mostly because
of more expertise in deciding taxation questions.

I note with particular concern the recent Coltec case before the
Court of Claims in which the judge declined to apply the economic
substance doctrine because Congress has not acted to codify the
doctrine.

My question is, do you think the Court of Claims and the Federal
District and Appeals Court possess the technical competency to in-
terpret the intent of increasingly complex tax law? Do you think
this is what lays at the base of the problem then on the economic
substance doctrine?

Ms. O’CoNNOR. The importance of the economic substance doc-
trine is directly related to a point that many people have already
discussed this morning, and that is the complexity of the Internal
Revenue Code, and the fact that that complexity permits people
who put together tax sheltering transactions to provide for them a
veneer of legitimacy.

It is penetrating that veneer of legitimacy and explaining to a
court what is actually at the heart of a transaction that does create
some complications for the attorneys who are presenting the case.

I am not sure I understand exactly what your question is with
regard to economic substance. And as to the abilities of judges who
are not tax specialists to entertain tax cases, I probably would be
well advised to say as little as possible. [Laughter.]

The CHAIRMAN. Not being a lawyer, maybe I ought to accept your
judgment on that, because I do not want to get you in trouble. But
I could point out—and I will not ask you to comment further, but
just so you know the basis of my question—there have been a lot
of different opinions on this issue.

I am going to ask Director Everson to speak to the same question
that I asked you.

Mr. EVERSON. We are concerned, Senator, with what can be
forum-shopping by taxpayers based on perceptions of getting a bet-
ter deal in one court as opposed to another. We do have a uniquely
complex sort of back-end in this system where you can go, just as
you indicated, to any one of the three different judicial review
mechanisms. Perhaps this should be looked at as we look at tax re-
form.
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The CHAIRMAN. You can probably comment, because we have had
these different court cases looking at economic substance, to a dif-
ferent point, with the idea that we wanted to leave some flexibility.
But that flexibility has turned into opposite opinions in some cases
of what should be done about the courts at the District Claims and
Appeals Court level.

Mr. EVERSON. I think that is just what I said. It should be looked
at. It is the back-end of the system. I am concerned that there is
forum-shopping that takes place out there.

The CHAIRMAN. So then it seems to me your statement then is
in support of Congress doing some codification.

Mr. EVERSON. I am not addressing economic substance, sir. I am
getting to that broader question you asked about District Courts
versus, say, the Tax Court.

The CHAIRMAN. Yes. That is fine.

Now I want to follow up with another question. Last fall, we en-
acted the American Jobs Creation Act, shutting down LILOS and
SILOS, but not without substantial concessions to shelter pro-
moters that were in the process of setting up these abusive
schemes.

The Senate-passed version would have shut down this abuse as
of November 17, 2003, which was a year before our enactment.
This tough deadline was watered down to March 13, 2004, 4
months later.

Then even worse, the enacted bill grandfathered in LILOS and
SILOS if the schemes had been submitted for approval by the Fed-
eral Transit Administration after June 30, 2003, but before March
13, 2004.

It gives the Federal Transit Agency more time to approve the
schemes until January 1 of next year, 2006. Incredibly, this pro-
vides shelter promoters another full year to get their deals ap-
proved by the Federal Transit Authority.

Treasury has been forced to grandfather in these rotten deals be-
cause of the bill’s effective dates. I understand a special footnote
had to be added to the IRS guidance on this abuse just to carve
out these grandfathered sheltered deals.

Will it help your enforcement effort if Congress goes back and
shuts down this give-away to tax shelter promoters? I want you to
know that I intend to monitor which deals are trying to slip
through the give-away. There is no way these deals deserve an-
other year, but answer my question about the ease of administra-
tion, or if that is a concern of yours.

Mr. EVERSON. Senator, I appreciate your concern here. My con-
cern is, this afternoon, I will be over at Ways and Means, and they
did take a different view of this, as you just indicated. Obviously,
I very much appreciate what you did in the JOBS act on shelters
in general.

As you have stated, that was the toughest anti-shelter legislation
since 1986. I agree with that. I appreciate your support. We are
going forward, as you know, aggressively, to work on SILOS and
LILOS on a continuing basis.

The CHAIRMAN. All right.

Before I turn to Senator Baucus, I have a question for Ms. Olson
and Mr. George dealing with the issue of whistle-blowers.
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I have seen first-hand the enormous benefit that whistle-blowers
can bring to the table in helping all of government, but particularly
those of us in Congress, in fighting fraud.

The False Claims Act has brought in over $10 billion in the last
10 years that has been recovered from fraud, particularly in Health
and Human Services, Department of Defense, but also other de-
partments of government. While taxes are not covered by the False
Claims Act, the Congress did give the IRS very far-reaching au-
thority to encourage and reward whistle-blowers.

However, in my view of the whistle-blower program at IRS, it
has been clear that the opportunities of encouraging and rewarding
whistle-blowers have not been realized. I would ask you two your
g}el:neraé views about this matter of encouraging whistle-blowers at
the IRS.

Then I would ask Commissioner Everson to comment on the
steps that the IRS and Treasury have taken to respond to my No-
vember letter to Secretary Snow on this matter of very strong im-
portance to me personally, and to this committee.

Ms. OLSON. Mr. Chairman, I looked into this issue last summer,
following your original hearing on the tax gap and listening to the
gentleman who was testifying as the whistle-blower. I have several
folks on my staff who have been very involved in this program in
the past. What we gathered is some information that I found very
interesting.

First, whistle-blowers only cost 4 cents on the dollar—the whole
administration of the program—which is essentially the same cost
of any enforcement program that the IRS runs.

What we also found was that there was really only a single pro-
gram analyst in the IRS in the Small Business/Self Employment
Division that issues guidance on this program, and that the rest of
theS authority over the program is spread out through the whole
IRS.

Individual Revenue agents and Revenue officers make the rec-
ommendations about what rewards should be given, and essentially
individually evaluate whether a lead is of any value whatsoever.

There is virtually no involvement or no one in authority in the
Large and Mid-sized Business Division involved in this program,
which is surprising, since so many of the leads involve corporate
tax shelters or issues in that area. It seems like that would be an
area of great impact.

We did make some recommendations including, at the very least,
that the IRS should create a joint task force involving LMSB,
Small Business, Criminal Investigation, and probably TEGE to
really look at the administration of this program and try to get
some coordination across divisions.

We also recommend that they look at the cycle time that it takes
from the point where leads are processed, and then once it is deter-
mined that a lead is good, that a payment goes out to the whistle-
blower. We have other issues that we will be glad to submit to you.

The CHAIRMAN. All right. Thank you.

Mr. George?

Mr. GEORGE. Thank you, Mr. Chairman. Many of the points that
Ms. Olson raised are concerns of the Inspector General’s Office. We
have actually recently begun to plan for, and audit, this issue
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based on your expression of interest. We would hope to have that
completed in the not-too-distant future. We will definitely keep the
committee staff informed.

I would note, also, I was at an event with former Commissioner
Sheldon Cohen just last week where he raised this very issue. And
while there are positive aspects to it in terms of increasing revenue
and closing the tax gap, he noted that it has been used as an abu-
sive tool in the past, too, and that is something that we want to
certainly take into consideration when we consider this program.

The CHAIRMAN. We were talking about this being more used at
the corporate level than at the individual level. Was that clear to
you?

Mr. GEORGE. Well, I will make sure that we take up that point.

The CHAIRMAN. All right.

Now, Commissioner Everson, I ask you to comment just on a lit-
tle different variety of my question about the response of your
agency and Treasury.

Mr. EVERSON. Yes. We are looking at this. You and I have had
conversations in the past. I know you had it in legislation and it
got stripped out. We want to do more here. As you know, we have
no shortage of leads on problems within the code. We would like
to do more here.

We want to make sure that anything that does happen here
statutorily has the right context to it, so that people who have been
involved in promotions, as an example, cannot take advantage of
this. It would have to be very carefully crafted to make sure that
the right people who truly are independent of the conduct do not
benefit from participating in this.

The CHAIRMAN. Could I ask you to comment on the fact that you
have fairly broad authority in this area already, and the extent to
which there is, in my judgment, not sufficient use of that broad au-
thority?

Mr. EVERSON. Yes. I think we probably can do more in this area.
I will be anxious to see what the Inspector General comes up with
in terms of specific recommendations. I think that will be a useful
exercise for us.

The CHAIRMAN. Thank you. I thank you all for your answers to
the questions.

Senator Baucus?

Senator BAucus. Thank you, Mr. Chairman.

Just kind of a question, a clarification here, Commissioner. In
the GAO report, on pages 13 through 15, essentially it points out
that there is an increase of examination rates of individual filers,
but that has been driven mostly by correspondence examinations,
while more complex field examinations have continued to decline.

In fact, there is a chart in here which basically makes that point
clear on how the correspondence is going up, but actually the field
examinations—that is, audits—is declining. Is that accurate? Just,
your comment about that.

Mr. EVERSON. I make it a practice not to question GAO facts, but
that is substantially correct. I think that is a good thing. Cor-
respondence audits are a very effective tool. If you look at what we
are doing, it enables us to make selected inquiries on particular
matters.
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For high-income individuals, my recollection is—and I will con-
firm this figure for the record—that when we did correspondence
audits in the last year, we were getting something like $16,000, on
average, for the audit in terms of the monies that would be as-
sessed and coming in. Highly effective. You target one or two areas
and go forward.

Now, we are trying to bring up the field audit rates, too. I think
they are starting to edge up, particularly on the high-income folks
as well. But we are not abandoning field audits, not at all, but we
are trying to target where we do our work.

Senator BAucus. I would like whomever can answer this and has
a strong view to address this: where do we get the greatest bang
for our buck? I ask that question because of that, and I looked at
your charts, Commissioner. Here is one. This is in no order. It says,
“Criminal prosecutions recommended.”

Mr. EVERSON. Right.

Senator BAucus. It is a big increase. Well, a percentage increase.
On an absolute basis, an increase, too, but not nearly as high as
it was back in the late 1990s.

Mr. EVERSON. That is correct.

Senator BAUcUS. This has, for fiscal year 2004, 3,000, roughly,
pursued, that is, criminal prosecutions recommended. So my ques-
tion really is, what was the result of all that? How many were ac-
tually followed up? How many reached settlement? How many were
prosecuted? What is the result, also in terms of revenue?

Mr. EVERSON. Sure. Let me make the first point, and then, of
course, defer to Attorney General O’Connor.

That is the front end in the sense of, those are what we send
over from our Criminal Investigations Division as recommenda-
tions. Justice has to go through their own process.

Senator BAucUS. I understand. That is my question.

Mr. EVERSON. Then there is a lag time here, as she indicated.

1Senator Baucus. I understand that. I am asking about the re-
sult.

Ms. O’CONNOR. The results are excellent.

Senator BAUCUS. Quantify the results, please.

Ms. O’CONNOR. There are some results that are not quantifiable.
In the last 4 years, we have increased the number of prosecutions
we have authorized per year by 60 percent. Last year, we author-
ized nearly 1,400 criminal tax prosecutions.

What is difficult to quantify is the deterrent value of that. Now,
when we prosecute a tax criminal, we are after not only the deter-
rent effect that the publicity that we are doing that is going to
gain, but we also want to collect the tax.

The Tax Division, in the last few years, has instituted a program
of working with U.S. Attorney’s Offices and the Internal Revenue
Service to make sure that, when someone is convicted of a tax
crime, they not only go away to prison for a few years, but they
also pay the taxes.

Senator BAucus. All right.

If I might, again, 3,000 pursued. How many actually prosecuted?

Ms. O’CONNOR. Three thousand is the number in the IRS
records. That is not all tax crimes. That 1,359, those are prosecu-
tions that we authorize. More often than not, those do go all the
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way to prosecution. Those are not already prosecuted. We will au-
thorize an investigation or a prosecution. It takes time, then, for
the prosecution to go forward, so I do not have a final number for
you on the number of people we convicted.

Senator BAUCUS. I understand that. Well, let us go back to 2002,
in the last 3 years, 2002, 2003, and 2004. For the record, what is
the number of criminal prosecutions recommended by IRS? Of
those, how many were prosecuted? Of those, how many resulted in
settlement? Of those, how many judgments did you get favorable
to the IRS, and the amounts? If you could do that, please.

Ms. O’CoNNOR. We would be happy to provide that for the
record.

[The information appears in the appendix on p. 275.]

Ms. O’CONNOR. Let me just say, generally, though, with our pros-
ecutions, they are either going to be prosecuted or they are going
to plead.

Senator BAucuSs. I understand. That is why I broke it down. I
understand that. The same is true, if I might, for the high-income
audits. That is, how much? There is significant increase, as you
pointed out, Commissioner, from fiscal 2001 to fiscal 2004?

Mr. EVERSON. Yes.

Senator BAUCUS. Again, on an absolute and a proportionate
basis, how much was recovered from those audits?

Mr. EVERSON. Sure. If you go back to the chart on the enforce-
ment revenues, this shows the progress we have made. When you
get into a discussion of the overall tax gap, just between 2001 and
2004 there, it has gone from 33.8, I believe it is, to 43.1. That in-
cludes a bump-up in collections, but a very big bump-up in exami-
nations that includes just these kinds of results as we get more
money. I will be happy to provide you the background.

Senator BAucUS. I am just curious.

Mr. EVERSON. Also, so you can see the correspondence audits.
Those are a good deal for the taxpayer.

Senator BAucUs. That would be good. That would be good.

And you have one chart on high-income audits.

Mr. EVERSON. Yes.

Senator BAUCUS. You have another one on individual audits. I
assume that high-income is a subset of the individual ones.

Mr. EVERSON. Yes, it is, sir. Yes, sir.

Senator BAucus. All right.

I am just concerned, frankly, about the data we have, or do not
have, to tell us the size of the tax gap, where it is, and that kind
o}fl a thing. I think this is your study. I am not sure which study
this is.

Your research program which you just concluded states that
under-reporters make up about 80 percent of the tax gap.

Mr. EVERSON. Yes.

Senator BAUCUS. I am a little concerned that you have not up-
dated, though, the non-filer figures since 1988.

Mr. EVERSON. Right.

Senator BAUCUS. That is about 13 years ago. I have a hunch our
society has changed a little bit. You say that is about 10 percent
of the gap, non-filers, as I recall.

Mr. EVERSON. Yes.
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Senator BAUCUS. I am just curious why you are not looking at
non-filers.

Mr. EVERSON. I want to make one clarification, too. I think
maybe our report has been a little misleading. I have never said
that that whole tax gap was in the State of Montana, as you have
it on that map. [Laughter.]

Senator BAucuUs. I appreciate that.

Mr. EVERSON. Can we go back to the tax gap map itself? You can
see that we have color-coded this. You should, I think, have a copy
of it in your materials.

Senator BAaucus. I do.

Mr. EVERSON. Where we have said, green is where we feel the
numbers are good, blue is where we feel the numbers are all right,
and yellow is where they are suspect, let us say.

To get to the non-filing, the reason we have estimated that as
blue, as good, is because what we can do is we can take a look at
census data and use that census data in conjunction with what we
get about individuals to do a reasonable estimate of the size of the
non-filing gap.

I am not worried that the non-filing gap that is out there at the
left is improperly sized in terms of an order of magnitude. The
number that I think that is a potential problem out there, just as
your colleague Senator Conrad and others have said, is the cor-
porate area, because we have not updated those numbers. That is
based on compliance behaviors, if you will, from 1988 taken for-
ward into 2001, the old model.

Now, let us go to our pie chart, if we could, on the allocation of
the resources. I think that the decision that was taken a couple of
years ago to do the individuals first was the right one.

Senator BAUCUS. I am sorry, Commissioner. I was distracted. Go
ahead. I am sorry.

Mr. EVERSON. Yes. All right.

I want to emphasize that the decision that was taken a couple
of years ago to do individuals first, that was the right one, because
it is such a preponderant part.

Senator BAUCUS. It sounds like it.

Mr. EVERSON. But going beyond this, the other thing is, as you
know, and Senator Grassley knows, our budget request and our
whole efforts have been geared in the last several years to high-
income individuals and corporations, the work we have been doing
in those areas. So, I am comfortable that we have waited to get
after this piece.

We do need to, as you have said, as the GAO has said, in the
coming months, to make sure we look at what our long-term re-
search program will be and fit this in. The next thing we are going
to do is flow-throughs. That is a very important piece of this. But
I think the sequencing we have done here is right.

Senator BAucus. Right. Now, if you could just help me under-
stand. Are you going to go back and look at non-filers?

Mr. EVERSON. I think we are going to be doing more work in re-
fining the non-filer work over the next year. My research director
is confirming that to me. Yes.

Senator BAucus. All right.

What percent of individual taxpayers are non-filers?
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Mr. EVERSON. About 10 percent.

Senator BAucUSs. Ten percent of all individual taxpayers are non-
filers?

Mr. EVERSON. Well, that is the figure you see. If you go back to
that figure, the non-filing gap, it is about 10 percent of the total.
The under-payment gap is about 10 percent as well. That is the
balance where someone recognizes that they have got a balance
due to us and then does not pay it.

Senator BAuCUS. Now, the yellow boxes here.

Mr. EVERSON. Yes.

Senator BAucUs. When are we going to get to those?

Mr. EVERSON. I think we will reach those judgments over the
coming months, and when we present the President’s budget next
year we will have finalized what the sequencing and the fund in-
vestment is on this. It costs about $100 million to do this work on
individuals over a couple of year period. I will be honest with you.

When I got on the job—it is about 2 years now—the first thing
I was asked, the head of the Small Business Division said to me,
can we not cut out doing this national research program, because
it took so many auditors off-line. But we said, no, even though you
in the Congress did not give us as much money as the President
requested. So, there is a squeeze here and we are trying to balance.

Senator BAucUs. Not us. Others.

Mr. EVERSON. Well, you are doing your best for us, and I appre-
ciate that.

Senator BAucus. It kind of raises another question. Let me back
up. Last July, Senator Grassley and I sent you a letter asking you
to recommend certain procedures, actions that should be taken to
get at the gap.

Mr. EVERSON. Right.

Senator BAUcUS. Especially with respect to, I think it was the
cash economy, independent contractors, the self-employed. I think
that is what it was. I asked you to rank solutions according to bur-
den on a taxpayer so we could get some sense of how to resolve all
these, not keeping you totally blind of the politics of this, because
obviously you have to do what is right here.

Mr. EVERSON. Right.

Senator BAUCUS. Actually, it was not a letter I sent you, it was
at a hearing.

Mr. EVERSON. It was an exchange somewhat like this.

Senator BAucus. That is what it was, somewhat like this.

Mr. EVERSON. Yes.

Senator BAUCUS. And you said you would get back by March 31.
Can you give me an idea of when we are going to get that?

Mr. EVERSON. Let me make a broad comment about attacking
the tax gap. As others have indicated, I look at this, as there are
two sides of this. The first side is improving the enforcement. That
is a big block of it.

The second side of this is statutory reform. We have been im-
proving enforcement. We are doing two things. We are improving
our internal processes and we are also trying to augment our re-
sources.

Within reform, we have to consider issues like reducing com-
plexity, just what you talked about this morning. I have testified
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to the Tax Panel about reducing the number of education credits.
People will be better able to understand what they are doing and
avoid inadvertent errors.

Senator BAucus. Right.

Mr. EVERSON. We have to look at increased reporting. This is an
example. There is a continuum here between increased reporting,
which is somewhat burdensome. The example that is always cited
here is that, in 1986, the Congress took its decision to request that
you put down a Social Security number on dependents. Before that,
you did not have to do that. The next year, 5 million dependents
vanished.

So even though there is not necessarily a change in enforcement,
just reporting itself has a positive effect. So, you can move, as
many have suggested and has been discussed this morning, to re-
quiring reporting for payments to businesses or to other unincor-
porated service providers. Then you can go all the way up to with-
holding.

You asked what the dollar value of that would be. I cannot tell
you that right now until we refine our estimates. That does not
sound like you got much out of your inquiry last year. I want to
assure you, you really did. Mr. Mazor, behind me, did not want to
give me the ranges we have given you on March 31.

Senator BAucus. He works for whom?

Mr. EVERSON. He works for me. But we are quite sensitive about
telling our career people to come up with the numbers in any way
that might imply that they are being rushed in their work.

So what we have done here is we have bracketed these estimates
right now, as I said in my opening statement, and we will refine
them over time. Then we will be able to better answer the question
you asked, sir, as we get a little more detail on this.

Senator BAucus. All right. So, again, when? When will we get
what?

Mr. EVERSON. At the end of the year, what we will have is the
refinements of these estimates that will say how much. Let us go
to the individual line items. We need copies of this, I think, for the
members.

Senator BAucUs. What I am really getting at is, when will we
get a response to the interchange that we had last July?

Mr. EVERSON. Well, when the research is completed. I indicated,
if you go back and look at that record, that this would be depend-
ent on the research. We now have ranges established in these
areas. We are going to tighten these ranges up on each of these
line items.

As has been indicated, a lot of this is in the business income
under-reporting by individuals, so you cannot say how much are
you going to get until you know how big the problem is.

We will have that refined by the end of the year. Then what you
have to do, sir, is you have to marry up that increased reporting
and the other things that should be considered in the tax reform
initiative as well.

Senator BAUCUS. So what kind of metrics make sense? If we
want to find out how we are progressing here or not progressing,
what kind of metrics make sense?
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Mr. EVERSON. Obviously, that enforcement revenue metric is a
key one. I am concerned. The Comptroller General and I had a con-
versation last evening—we were talking about today’s testimony—
just on this point that was raised, Section 1204.

It is a little tough, I think, for you to hold the IRS accountable
to get metrics results here if, as 1204 says, I cannot hold individ-
uals accountable for getting results. So, that is a dynamic we need
to talk about as we establish the metrics here, because a lot of this
does tie to enforcement.

Senator BAucus. What about his suggestion about being more
creative with SES employees?

Mr. EVERSON. That is impossible under the law right now. The
law says the Internal Revenue Service shall not use records of tax
enforcement results to evaluate employees, and then it goes on
about quotas. Senator Grassley and I have had a conversation on
that.

I do not want any quotas for my people, but it is kind of crazy
if I have Revenue agents out there and they are complying with
every procedure that RA has that protects taxpayers, every proce-
dure, they are doing it right, they are following all the processes,
but Chuck Grassley is taking in half as much money as Max Bau-
cus.

Now, I use that example only because Senator Baucus is asking
the question. [Laughter.] Even though you are both following all
the procedures in the law, you are doing twice as well, we cannot
recognize the differentials.

Senator BAucus. All right.

What about you?

Mr. EVERSON. Well, I do not know.

Senator BAucUS. We can hold you accountable.

Mr. EVERSON. I think you are doing a good job of that. [Laugh-
ter.]

Senator BAucus. But, I mean, whatever way you think works
best for you. I think you are doing a good job.

Mr. EVERSON. Thank you.

Senator Baucus. If we asked the Commissioner of the IRS to
come up with certain data by certain dates, can we not leave it up
to you to figure out how to do that?

Mr. EVERSON. Yes, we can, and we are doing it on things like
this.

The other point I want to make, though, is going back to what
David Walker said. You are not helping us because of the insta-
bility in the system. As the code keeps changing as we try to de-
liver metrics, it is tough.

Let me give you the simplest example here. Since 2001, you have
said the gap is higher. Well, that may or may not be true.

The individual piece where the noncompliance rate is relatively
high, those receipts have declined since 2001 from about $994 bil-
lion to, projected, under $900 billion this year. So, the impact of
noncompliance in the individual sector is actually lower in terms
of lost money.

On the other hand, you had an increase in the receipts that have
come in from corporations and from employment taxes since that
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time, so there is a mixed question here, independent of other
changes that are taking place.

Senator BAucus. Maybe we should ask you to give us rec-
ommendations to simplify the code.

Mr. EVERSON. Well, I can only suggest to you that I have testi-
fied before the Tax Panel. I have had conversations with the Sec-
retary. I had one with him just last week. He is very cognizant of
the compliance issues. If I can take just 1 more minute, with the
indulgence of the Chairman, I will tell you the five points of ref-
?rence that I have indicated that I think are important for tax re-
orm.

The first is that we have to build a system that is for the 21st
century, and not for the 1960s, that recognizes just these kinds of
changes where before people worked for AT&T, or the post office,
or the IRS. As I indicated, we get a lot of good information on that.

But the world has changed. There are many more self-employed
people, people who are independent contractors. It is against the
law for us to look at the issue of who an employee is. That has
been frozen since 1969. We need to look at the changes in the sys-
tem there.

Senator BAucUS. Other areas?

Mr. EVERSON. The second point. We need to look at the effect the
attitudes towards compliance will be. The President has talked
about that, in saying that appropriate progressivity must be re-
tained. Obviously we cannot be perceived as harming one element
or another.

A third area is administrability. You are not going to do us any
favor if you bolt on new taxes, like the VAT, without simplifying
other areas. That will make it harder.

The fourth point is a very simple one: do an apples to apples
comparison. There are compliance problems in all systems. Do not
compare a suboptimized system today with a perfect, theoretical
system.

Then the last point, sir, is just pay attention to the transition.
We cannot afford to just slap this together and have a rocky start.
If we have a rocky start, it will take us decades to recover.

Senator BAucuUs. I appreciate that.

This is my last point, or question. Who is in charge in the admin-
istration? Is there a sense of urgency in the administration? Has
Karl Rove talked to you about this, for example?

Mr. EVERSON. On tax reform or the tax gap?

Senator BAucus. Well, reform, gap. They are part of the same
fproblem. As every panelist has said, part of the gap solution is re-
orm.

Mr. EVERSON. Yes.

Senator BAUCUS. So I am just asking, who is in charge of trying
to close the gap? Is it the Secretary? Is it the President? I mean,
there are a lot of disparate parts here. You have the Service, you
have the Tax Division, you have the Taxpayer Bill of Rights, you
have the IG, and who knows who else.

We have these kinds of hearings often. But my belief is, we are
more likely to get it if somebody really cares at the top in the ad-
ministration and cracks the whip a little bit if it gets people work-
ing together to address the gap.
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Mr. EVERSON. I think the President has very much indicated his
support for addressing this, through the budget request he has
made for the IRS. As you are well aware, the average non-home-
land, non-DoD domestic discretionary program is down 1 percent in
the budget. We are getting a 4-percent increase.

Second, he has introduced reform. Those are the twin elements
that have to take place, as everybody has said this morning, for us
to get this job done.

Senator BAucus. Well, you are a good soldier, Commissioner, and
I appreciate that. But I, frankly, do not see it yet, and I hope to
see it.

Mr. EVERSON. Well, I will share your concern, sir.

Senator BAucus. Thank you very much.

Thank you.

The CHAIRMAN. Thank you. I have four questions. I hope all of
you do not have to go to the bathroom yet. [Laughter.]

Commissioner Everson, I would like to follow up on my program
where we were talking about whistle-blowers, but now I want to
turn to an area where, by contrast, the administration has shown
tremendous zeal for involving the private sector. That would be in
the area of private debt collection that Congress authorized last
year in the JOBS bill.

However, it is my understanding that this program still has not
gotten off the ground. I would ask you for its status, and also ask
any other panelist for their comments on this program, that is, how
much tax gap is represented by uncollected taxes.

Mr. EVERSON. Yes, Senator. I am happy to do that. This is an
important new tool for us. As you have indicated, over 40 States
already use private collection agencies to supplement their own ef-
forts. We have to do this right, though, because of the very real
concerns that people have about privacy, about debt collection in
general.

So we are working now to let initial contracts on this, and they
will be let in about 2 or 3 months. We will begin collecting the
monies, I would suggest to you, in January of next year.

The reason for the lag here is that it is the interaction of the sys-
tems. We have to do a lot of work in our computer systems be-
cause, if Mark Everson has a balance due, you cannot have some-
body calling from a private collection agency if I have just sent the
check in last week.

So, you have got to make sure that we interact correctly with
these folks, but they cannot have broad access to our system. We
have to set up a new, very protected system that both gives them
the current information they need, but no more than they need to
do this work. So, that is going to take us a little time.

The other thing we are very cognizant of is, we are only going
to get one chance to do this. This was, as you know, a closely de-
bated question. We are very appreciative of the additional author-
ity, and I think it is going to make a real difference, though.

The CHAIRMAN. All right.

Mr. George?

Mr. GEORGE. Thank you, Mr. Chairman. The Inspector General’s
Office supports the Commissioner’s deliberate approach to this,
given the high stakes involved. If this thing, as the Commissioner
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noted, is done incorrectly, it could truly adversely impact the peo-
ple who are least in need of the harmful effects of this.

My office has developed an audit plan. We will closely monitor
this matter and we will assess its effectiveness as soon as it is up
and running. We hope to do that as soon as the announcement is
made as to who the PCAs are.

Ms. OLSON. Mr. Chairman, my office is working closely with the
team in the IRS that is trying to design this. Our particular focus
is ensuring that the collectors are trained on taxpayer rights.

We are actively monitoring a referral program so that cases
where taxpayers are concerned come to my office to have their
cases worked, working with the IRS, so that we can monitor what
is going on with this program to make sure that it does not have
an impact on taxpayer compliance and that it does not cause any
of the violations that the Commissioner has talked about.

The CHAIRMAN. Yes. All right.

Mr. Commissioner, there is this recent study by TRACK, the re-
search organization at Syracuse that released a report that states
that, while big corporations involved in agriculture and manufac-
turing are nearly always audited by the IRS, that big banks and
insurance companies are only audited 20 percent of the time. With
the involvement of the farmers, it causes me to ask whether you
agree with the analysis of TRACK. This study raises serious ques-
tions about the need for full answers.

First, I would ask that the IRS clarify this issue for the com-
mittee by providing industry-by-industry audit rates and by size of
firm for large- and mid-sized corporations.

I would also like the IRS to provide the amount of tax voluntarily
paid by each sector, as well as the amount assessed and ultimately
paid by the sector in response to IRS audits.

Second, a senior IRS official was quoted, in response to TRACK,
as saying that the IRS allocates corporate auditors based on areas
with high risk of tax evasion, so then I ask the IRS to provide the
committee the analysis it used to make that determination.

Finally, the committee benefits from outside analysis of the work
of the IRS, such as performed by TRACK. And while I do not want
the IRS unduly burdened with complying with FOIA requests, I
also expect the IRS to make available to analysts audit and exam
information. The public benefits from openness in this area, and we
should be able to have an honest discussion based on those facts.
So, those are just requests, now.

Mr. EVERSON. I would be happy to comply with those requests,
sir.

The CHAIRMAN. All right.

[The information appears in the appendix on p. 276.]

The CHAIRMAN. Question. We recently developed testimony re-
garding the abuse of the research and development credit. We have
learned from conversation with the IRS that there are enforcement
problems regarding the definition of “qualified research,” the prop-
er treatment of allocated expenses, and abuse of the reduced credit
election.

Last year, we learned that, after the credit was claimed, the
technology was unsuccessful. The patents were donated to charity
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in exchange for an inflated deduction. We shut down that abuse,
as you know.

This year, we are learning that intangibles are migrating off-
shore to avoid tax through abuses of the transfer pricing rules and
cross-sharing agreements. We are also reviewing what role the ad-
vance pricing agreements may play in this area.

Is there a bigger problem with intangibles that Congress should
be focusing on? Is it time for Congress to step into the fray with
legislation?

Mr. EVERSON. Senator, this is an area of concern. You have cov-
ered a lot of ground in laying out that problem. As I have indi-
cated, issues relating to corporations are very significant for us.
Your committee has been very helpful in terms of highlighting the
APA.

In particular, our Chief Counsel, Donald Korb, has had a series
of public hearings on this. I think we will be able to share with you
some initial conclusions quite soon about where we need to go in
this area. So, we do need to look at this. Intangibles are important
and are a focus for us.

The CHAIRMAN. All right.

To Ms. O’Connor and you, Commissioner, your testimony noted
that you have had considerable success in obtaining shelter pro-
moter information, notwithstanding attempts by promoters to hide
behind Section 7525, the accountant-client privilege section.

It would seem to me that you have been dealt a significant blow
in your war on shelters by a ruling of Judge Holderman of U.S.
District Court for the Northern District of Illinois in the BDO
Seidman issue, where the judge held all but one of the 267 docu-
ments for which the accounting firm asserted privilege from IRS
scrutiny.

Would you comment on the impact of that ruling and whether
you need additional support from Congress in overcoming these
types of procedural road blocks to anti-shelter enforcement?

Ms. O’CoNNOR. I think to call the recent decision by Judge
Holderman in the BDO Seidman case a significant blow in our ef-
forts is a vast overstatement. I prefer not to comment on particular
litigation, particularly since this is a recent decision, and decisions
about whether to take an appeal are still under consideration.

I will note, however, that in this case this is one in a series of
rulings in the government’s efforts to get information from this
firm, and we have been largely successful. These particular docu-
ments were a small subset, a vast majority of which we have al-
ready obtained, and which the IRS is already putting to good use.

As for your offer of additional support, I am always happy to
have the Senators’ support for additional enforcement.

The CHAIRMAN. I must ask, is there any reservation in the re-
sponse you just gave to me, a la your reluctance to make a point
of view to our committee on whether District Judges, Circuit
Judges, and Courts of Claims are competent to issue on tax deci-
sions?

Ms. O’CoNNOR. You can ask very difficult questions. The Com-
missioner properly noted that taxpayers have a choice of forum.
They can ask the Tax Court to redetermine the Commissioner’s de-
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termination that they owe additional taxes, or they can go to a Dis-
trict Court or the Court of Federal Claims.

Certainly, when a taxpayer takes a case to the District Court of
Federal Claims, they are going to find a judge who is not a tax spe-
cialist. That is true of any particular technically complex area of
law. Part of the duty of the advocate is to explain everything that
is necessary, sometimes within page limits.

And with the schedules that the judges set, sometimes perhaps
it is not always possible to explain everything that one needs to in
order for the court to see things that would support the govern-
ment’s position.

I point out, however, that some of the recent setbacks you men-
tioned are also just at the trial level. And again, we have as an op-
tion to have a Court of Appeals take a look at those decisions.

The CHAIRMAN. All right.

Now, Commissioner Everson, and then we will dismiss the panel.

Mr. EVERSON. One of the singular achievements of the last sev-
eral years has been in this area in terms of the professionals who
this country entrusts to give advice to taxpayers to pay, as you say,
no more than what they owe, but what they owe.

Too many of them, through these abusive shelters, were doing
just the opposite. They were into value creation and risk manage-
ment and they tried to obscure the facts from the IRS by saying
that it was traditional privilege. That has been, I believe, substan-
tially rebutted.

This is further strengthened by the good work you have done in
the JOBS Act. Because of the penalties that are in there for non-
disclosure or list maintenance problems, we have got a lot of tools
here. I think we have turned the corner here.

We encourage the Justice Department to be aggressive in sup-
porting our positions here. We are not going to win every case
every time, but we want people to know that when they say “no
dice,” we are going to continue to pursue it. We respect the courts.
When they tell us we are wrong, obviously we abide by that. But
we count on the Justice Department. They have done a great job
on this privilege litigation.

The CHAIRMAN. All right. I thank you all very much for your pa-
tience.

Now I call the third panel, two people. Kevin Brown, Commis-
sioner of the Small Business/Self-Employed Division of IRS, testi-
fying about four major areas of continued compliance problems in
the fuel distribution system.

Then we will hear from Ms. Nancy Jardini, Chief of Criminal In-
vestigation, overseeing IRS investigations of criminal violations of
the tax code. She will discuss IRS efforts to combat fuel tax credit
and fuel excise tax evasion.

I am going to ask Mr. Brown to go first, then Ms. Jardini.

STATEMENT OF KEVIN M. BROWN, COMMISSIONER, SMALL
BUSINESS/SELF-EMPLOYED DIVISION, INTERNAL REVENUE
SERVICE, WASHINGTON, DC

Mr. BROWN. Good morning, Mr. Chairman. I appreciate the op-
portunity to be here today to describe recent compliance trends and
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issues in highway-related excise taxes, and to highlight Internal
Revenue Service activities to address them.

I would also like to thank your committee staff members who as-
sisted us during the preparation for this hearing.

Fuel excise taxes are an important source of Federal and State
revenues and finance a large share of improvements to the Nation’s
transportation system. The excise taxes imposed on gasoline, diesel
fuel, and kerosene account for more than 90 percent of Federal
Highway Trust Fund receipts. For fiscal year 2004, the fuel tax re-
ceipts deposited into the trust fund totaled $35.7 billion.

Maintaining the flow of receipts into the trust fund requires vig-
orous compliance activity. Federal and State excise tax rate in-
creases over the years have increased incentives for tax evasion.
The ongoing revenue losses are a significant problem for tax ad-
ministrators and for honest business taxpayers facing competition
from tax evaders.

The IRS has identified multiple points within the fuel distribu-
tion system that facilitate fuel tax noncompliance. First, the misuse
of dyed diesel fuel for tax evasion purposes persists, despite the nu-
merous legislative and regulatory steps taken by Federal and State
governments. During fiscal year 2004, the IRS conducted more
than 120,000 fuel inspections and assessed over $4.6 million in
penalties for misuse of dyed fuel.

Fuel “bootlegging” is a second significant problem. Taxpayers
evade payment of taxes to a high rate jurisdiction by bootlegging
the fuel from a jurisdiction with a lower rate. This activity occurs
between States frequently, costing the States tax revenues and
their share of the Federal Highway Trust Fund.

A third critical compliance problem is associated with improper
declarations of motor fuel on import/export documents. This activ-
ity, which involves bringing taxable fuel into the United States in
a manner that evades payment of any and all excise taxes, occurs
at border crossing points and points of entry for ocean-going ves-
sels.

Finally, the creation and use of adulterated fuel through
“cocktailing” (or blending) the product is a significant compliance
problem. This technique generates higher profits by increasing the
volume of diesel fuel with used motor oil and other distillates, in-
cluding pollutants, cleaning agents, and unfinished refinery prod-
ucts. This activity not only results in an ongoing revenue loss, but
also may be dangerous to the public when hazardous waste is
blended with taxable fuels.

In the last decade, there have been four major excise tax compli-
ance success stories, all of which reduce significantly the opportuni-
ties for tax evasion. First, moving the point of taxation for motor
fuels from the distributor back to the terminal. Second, requiring
home heating oil and other diesel products to be dyed red if sold
tax-free. Third, taxing undyed kerosene on the same basis as the
regular diesel fuel. Finally, implementing the Excise Summary Ter-
minal Activity Reporting System, also known as ExSTARS.

ExSTARS enables the IRS to track all fuel transactions that
occur within the fuel industry’s bulk shipping and storage system
and provides the capability to track fuel from the pipeline system
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to ‘ﬁle point of taxation for the Federal excise tax at the terminal
rack.

Through ExSTARS, we receive information on six to nine million
fuel transactions monthly, from over 96 percent of registered termi-
nals. The fact that 30 percent of these reports come to the IRS on
paper has hampered our efforts to use the data to detect under-re-
ported tax on individual excise tax returns.

However, this will be changing in January of 2006, and I want
to acknowledge this committee for its lead role in including man-
dated electronic filing of information reports in the recently passed
American Jobs Creation Act.

Mandated electronic filing, coupled with recently enacted legisla-
tion for increased penalties, will enable us to close the gaps in in-
formation reporting for ExSTARS.

In conclusion, while many challenges remain, I believe that we
are making progress in our goals to ensure that Federal motor
fuels taxes dedicated to the Federal Highway Trust Fund are re-
ported and paid.

This progress is due in no small measure to the continued leader-
ship, guidance, and active support of our excise tax programs from
this committee and the Congress.

Mr. Chairman, I thank you for this opportunity to appear before
this distinguished committee, and I would be happy to answer any
questions you and the other members of the committee may have.

The CHAIRMAN. Thank you.

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

The CHAIRMAN. Now, Ms. Jardini?

STATEMENT OF NANCY dJ. JARDINI, CHIEF, CRIMINAL INVES-
TIGATION, INTERNAL REVENUE SERVICE, WASHINGTON, DC

Ms. JARDINI. Good afternoon, Mr. Chairman. It is a privilege to
testify here today with my colleague, Mr. Brown. I want to echo his
comments of thanks to your staffs for working with us to prepare
testimony on these important issues.

The Internal Revenue Service’s Criminal Investigation Division
works to detect, halt, and investigate tax fraud and to protect the
revenue. Our testimony today will focus on our very limited, but
important, role in the overall IRS efforts involving compliance in
the areas of fuel tax credits.

Fraud related to fuel tax credits is definitely on the rise. CI ad-
dresses this on several fronts. We halt fraudulent refunds from
being released; we criminally investigate fuel tax credit claims that
are fraudulent; we refer questionable claims for civil examination;
and we accept referrals of developed criminal conduct from the
Small Business/Self-Employed Division.

From 1999 until today, CI's overall efforts to detect and deter re-
fund crimes have resulted in stopping nearly $4 billion in false re-
fund claims associated with a broad variety of schemes, including
the fuel tax credit.

CI employs a highly sophisticated data mining system, known as
the Electronic Fraud Detection System, which houses more data
than any other computer system at the IRS, with the exception of
the master file, and has the capability to combine refund returns
with other IRS files into one centralized system. This enables us
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to quickly detect suspicious activity and identify anomalous pat-
terns.

During the 2003 filing season, we identified the fraudulent use
of the fuel tax credit as an area of emerging concern, identified
over $19 million in suspicious fuel tax credit claims, and initiated
22 criminal investigations.

Nonetheless, the number of schemes continued to rise in 2004,
with a total of over $30 million in suspicious claims identified. In
response, CI almost doubled the number of criminal investigations
in this area.

Some of the characteristics of these schemes include stolen tax-
payer identities, the use of Schedule Cs, multiple years of returns
filed concurrently, and returns filed in different IRS processing cen-
ters.

I would like to point out that just yesterday an indictment was
handed up in the District of Minnesota involving almost $2 million
in fraudulent fuel tax claims claimed in 978 Federal income tax re-
turns during 2004.

After the original scheme perpetrated by a return preparer was
discovered, IRS data mining tools allowed us to trace other returns
originating from the same source. Of those returns, 99 percent con-
tained false fuel tax credits.

In January of this year, an individual was sentenced to Federal
prison for submitting false claims for refund of the fuel tax credit
in the District of Wisconsin.

In that case, the IRS processing center noticed a number of re-
turns claiming the fuel tax credits for individuals who, due to their
occupation, would not be expected to be able to claim that credit.
The defendant was part of a scheme with others who filed claims
totaling over $90,000 in fraudulent fuel tax credits.

In another recent scheme, we have identified over 4,200 tax re-
turns claiming more than $6 million in fuel tax credits utilizing
paper returns and Schedule Cs, and that investigation is currently
ongoing.

Based upon the emerging fraudulent conduct identified in this
area, we have several initiatives under way. We are continually im-
proving our electronic fraud detection system by adding new infor-
mation about schemes to the fraud criteria.

In the President’s 2006 budget request, $10.7 million is re-
quested to be used to curtail refund crimes which would be used
to support efforts in detecting fraudulent fuel tax refund claims
and other types of similar schemes.

The IRS is aggressively focusing on fraud referrals, ensuring that
Revenue agents, Revenue officers, and Special Agents know and
understand the badges of fraud and work together to ensure that
fraudulent activity is criminally investigated.

Finally, we continually improve our fraud scheme alerts to en-
sure that all employees of the IRS who are associated with returns
processing are aware of the emerging schemes, including the fuel
tax credit schemes.

Mr. Chairman, I thank you for this opportunity to appear before
your distinguished committee, and I welcome your questions.

[The prepared statement of Ms. Jardini appears in the appendix.]
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The CHAIRMAN. I am going to start with you, since you just fin-
ished, and it follows on to something you said.

Ms. JARDINI. All right.

The CHAIRMAN. Your testimony reflects increased criminal refer-
rals and paid taxpayer fraud. Have you seen significant growth in
the filing of fraudulent fuel tax refunds or of new and different
schemes that maybe you have not seen before?

Ms. JARDINI. We certainly have, Mr. Chairman. To put it in con-
text for you, 3 years ago, in 2002, we identified $2 million in fraud-
ulent fuel tax credit schemes. In 2004, we identified $21 million.
So, we are seeing significant growth in this area. We are seeing
these returns being submitted by promoters and preparers.

However, in the case that I referenced in my oral testimony that
was a plea agreement in January, it was a nurse who was com-
pleting returns for a number of associates, all fraudulently claim-
ing the fuel tax credit claim. So, this is not necessarily traditional
preparers or promoters who are engaging in this type of activity.

As I pointed out, we are seeing some trends in this area. We are
seeing the fuel tax credit being claimed largely in returns that
have Schedule C income. We are seeing multiple returns filed in
multiple different types, in multiple different campuses, and we are
looking at all of that conduct.

The CHAIRMAN. Yes. Following up on your comment about paid
preparers, how often do they participate in the refund schemes that
you detect, not only in fuel fraud, but you might say in all types
of fraudulent refund claims? Would additional preparer penalties in
this area be helpful in the administration of the claims?

Ms. JARDINI. Overall, in all of the refund claims that we detect
and identify, over half of those schemes utilize a paid preparer.
However, more than that utilize some type of preparer or promoter
who would not be covered by the regulations around Circular 230
and the traditional enrolled agents, or certified public accountants,
or professional tax preparers.

Within Criminal Investigation, we devote about 15 percent of our
direct investigative time, of our agents’ time in the field, to these
types of investigations.

In our estimation, support for the data mining and intelligence
analyst type of activity that we are pursuing to detect these types
of returns and stop them would be enormously useful.

The CHAIRMAN. Thank you.

Mr. Brown, it is my understanding that the IRS already receives
information reports on fuel transactions from registered terminals.
Would additional reporting requirements help the IRS to combat
additional fuel tax noncompliance?

Mr. BROWN. Yes. On the individual income tax side, as Commis-
sioner Everson just testified, we find that where we have informa-
tion reporting, coupled with document matching on the part of the
Internal Revenue Service—the type of thing you see with interest
and dividends in your personal situation—we have enormously
high compliance rates. So the more information reporting we have,
we absolutely believe that does increase compliance.

There are many places in this chain, as the fuel passes through
the chain. Fuel is imported into this country. It comes ashore in
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barges. It leaves domestic refineries. It travels through pipelines,
it travels on barges, it travels on trucks.

Our information reporting system, right now, picks up when the
fuel is delivered to a terminal. That is where we have information
reporting. As you can see, there are gaps in other places in the
process where information reporting would prove quite beneficial.

The CHAIRMAN. I want to continue with you. You have outlined
four areas of significant noncompliance. Would further changes to
the penalty structure deter additional noncompliance?

Mr. BROWN. One of the common schemes that I have referenced
in my written testimony is what they call “cocktailing,” or blending.
There is a chart that shows this, actually.

The CHAIRMAN. Yes. I have a picture of that here. It is difficult
to read, but I did see a picture of that right here.

Mr. BROWN. It is a handwritten sheet there that talks about how
people are blending. The reason they do this, I have learned over
the course of overseeing this excise tax area, is that diesel engines
will fire off of almost anything, so we put in legal taxable fuel, fuel
that has been taxed.

But if you mix it with all kinds of other products, it can be indus-
trial waste of different types, used dry cleaning fluids, used motor
oils, you mix those with the taxed fuels, and suddenly you have
more volume. You have a gallon that is half taxed and half not
taxed, and there is a tremendous incentive for profit.

As you can see from this, it does not require an advanced degree
in chemistry to figure out how to make something run in a diesel
engine. Rather, this is fairly rudimentary when you look at it.

The penalty structure, as it is right now, is if one of our fuel com-
pliance officers happens to detect a cocktailed fuel, one that is
mixed with inappropriate substances and taxable fuel, there is no
penalty.

The sanction is that you have to pay tax on what you have
added. That is it. The fuel with used dry cleaning fluids, whatever
it might be that you have added, you now have to pay tax on that
as if that is proper fuel. There is no penalty.

I would liken it to the tax shelter arena. The calculation on the
part of many sophisticated people in this country over the past sev-
eral years was that, if I get caught, all I have to do is pay tax and
interest. I might as well roll the dice and see what happens, be-
cause there is no real penalty here.

The CHAIRMAN. Last question to Mr. Brown. We continue to have
concerns over tax preparers and taxpayer participation in fraudu-
lent refund claims. Could you describe why fuel fraud claims have
become an enticing target for tax fraud schemes?

Mr. BROWN. Yes, sir. When you look at page 2 of the 1040, on
line 43, which is highlighted there, that is sort of the “eureka” mo-
ment for taxpayers. That is when they discover how much tax they
owe and they can compare it to what has been withheld or what
they have paid in estimated taxes so far during the year.

And right below there is the opportunity to claim credits. I think
our experience leads us to believe that taxpayers see the tax they
owe, skip down a few lines—as you can see on the chart, they are
down to line 69—and suddenly there is an opportunity to wipe the
tax out.
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One possible solution to that would be to not allow someone to
claim this credit on the income tax return, but rather to claim it
on an excise tax claims form.

We have a specific form, an 8849. And there, that would also
guarantee that it is reviewed by an excise tax reviewer as opposed
to just being reviewed in a service center by someone who is used
to reviewing all kinds of returns.

The CHAIRMAN. Yes. I said that was the last question, but let me
ask one more.

I understand that an unscrupulous fuel dealer can avoid pen-
alties for not paying tax on fuel by claiming the fuel “is not suit-
able for use,” even though the diesel engine could run on the fuel
without a problem.

Can you please explain in more detail how someone can avoid en-
forcement action by gaming the “suitable for use” rule?

Mr. BROWN. Certainly. Actually, in California we lost a criminal
case partially due to this very argument. We were unable to con-
vince a jury that a refiner’s product was suitable for use, even
though we were able to demonstrate that the product ultimately
ended up in a diesel-powered highway motor vehicle.

What is suitable for use is obviously a subjective determination
in the eyes of some judges in this country. I would urge you to take
a look at a standard that many States have employed successfully.

They have changed their definition to “fuel offered for sale.”
That, then, triggers the taxation if it is merely offered for sale as
opposed to getting into some heated debate about, actually, is it
suitable for use in an engine.

The CHAIRMAN. And that has been very successful in those
States?

Mr. BROWN. In those four States, they have reported success
with that standard, yes.

The CHAIRMAN. And so out of 50 States, 4 use that standard.

Mr. BROWN. There are four that I am aware of right now that
recently changed to that standard.

The CHAIRMAN. Well, obviously, I thank you very much for your
testimony. We started out with all panels today opening this hear-
ing with the question about how we close the $350 billion tax gap.
We have heard many good suggestions and comments today in re-
sponse to that question. These will help inform the committee and
help us in our work that is always ongoing to close the tax gap.

But we have also faced some cold reality, particularly from the
first two panels. Closing the gap will be a very hard and difficult
journey.

Now, of course, it is easy for any of us in Congress to give
speeches, on the eve of the day, decrying the tax gap. The hard
part is doing something about it.

I think we made a good start last year in the JOBS bill, and I
hope to continue that good work in cooperation, as I always do,
with Senator Baucus, during this Congress. I thank all of the pan-
els for working with us to help solve some of these problems of the
tax gap.

Thank you very much. There may be questions. I should have an-
nounced this to the other panelists as well. There may be some
members who could not come here, or even members who were
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here, that have additional questions for response in writing. We
would give 2 weeks for the response, please. Thank you all very
much.

The hearing is adjourned.

[Whereupon, at 1:06 p.m., the hearing was concluded.]



APPENDIX

ADDITIONAL MATERIAL SUBMITTED FOR THE RECORD

STATEMENT OF KEVIN M. BROWN
COMMISSIONER, SMALL BUSINESS/SELF-EMPOYED DIVISION
INTERNAL REVENUE SERVICE

Mr. Chairman and Members of the Committee, I appreciate the opportunity to describe
recent compliance trends and issues in highway-related excise taxes and to highlight
Internal Revenue Service activities to address them.

Background:

The IRS is responsible for administration of more than 40 separate excise taxes, including
taxes on various fuels. Fuel excise taxes are an important source of federal and state
revenues and finance a large share of improvements to the nation’s transportation system.
The separate excise taxes imposed to finance the Federal Highway Trust Fund program
include the tax on gasoline, diesel fuel, and kerosene.

Gasoline, diesel fuel, and kerosene (or taxable fuel) account for more than 90 percent of
trust fund receipts. When taxable fuel is removed from a terminal at the rack, it is taxed
unless it is dyed diesel fuel or kerosene. The registered position holder is liable for
payment of the tax. All position holders must be registered with the IRS. Additionally,
terminal operators must register with the IRS as a condition of storing untaxed (undyed)
motor fuels.

Taxpayers report their excise tax liability quarterly on Form 720, which is due one month
following the close of the quarter. On the Form 720, taxpayers report their liability (for
example, the number of gallons of each type of fuel and the tax due) and may make
claims of nontaxable use of the fuel. Any balance due is paid at the time the Form 720 is
filed. Taxable fuels are taxed as follows:

e gasoline at a rate of 18.4 cents per gallon; and
o diesel fuel and kerosene at 24.4 cents per gallon.

These rates include 0.1 cents per gallon to fund the Leaking Underground Storage Tax
(LUST) Trust Fund.

For FY 2004, the fuel tax receipts deposited in the Federal Highway Trust Fund totaled
$35.7 billion.

(55)
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Compliance Problems

Maintaining the flow of receipts into the Highway Trust Fund requires vigorous
compliance activity. Federal and state excise tax rate increases over the years have
increased incentives for tax evasion, with the tax exceeding the profit margin and/or the
cost of the product, in many instances. The ongoing revenue losses resulting from tax
evasion are a significant problem for tax administrators and honest business taxpayers
facing competition from tax evaders.

When taxpayers do not voluntarily meet their tax obligations, the IRS must use its
enforcement powers to collect the taxes due. During FY 2004, IRS examined 1,293
Forms 720 and recommended $90.2 million in additional taxes. However, we simply do
not have the resources to address every case of non-compliance. Consequently, we apply
the bulk of our resources to the most critical areas of excise tax noncompliance, while
still maintaining coverage for all other areas.

The IRS has identified multiple points within the Fuel Distribution System (FDS) that
facilitate fuel tax non-compliance. These points occur between the importation of crude
oil and finished petroleum products and the ultimate use of taxable fuel. The IRS
continues to address the most critical areas of excise tax non-compliance, including:

o the continued misuse of dyed diesel fuel;

o  “bootlegging” to evade payment of taxes at a higher rate;

e improper declarations on import/export documents to evade payment of any and
all taxes; and,

o “cocktailing” to illegally reduce the effective tax rate.

1 will describe each of these in greater detail.

The first of these critical compliance problems is the continued misuse of dyed diesel fuel
for tax evasion purposes. This activity persists despite the numerous legislative and
regulatory steps taken by Federal and state governments. The IRS currently has
approximately 120 Fuel Compliance Officers (FCOs) to monitor over 1,300 terminals, all
fuel wholesalers, thousands of retail motor fuel outlets, and U.S. border crossings.
Additionally, these Officers are charged with conducting periodic inspections of on-road
vehicles on highways throughout the country.

The FCOs continue to uncover fuel misuse. For example, during FY 2004, the IRS FCOs
conducted more than 120,000 fuel inspections and assessed over $4.6 million in penalties
for misuse of dyed diesel fuel. A further analysis of these results indicates that 70
percent of the penalties involved the misuse of fuel by taxpayers in the construction and
agriculture industries. Both of these industries are subject to broad-based tax exemptions
for non-highway use of motor fuels, thereby, presenting opportunities for abuse.

Fuel “bootlegging” is a second significant problem. This form of tax evasion occurs
when a low tax jurisdiction is located near a high tax jurisdiction, and taxpayers scheme
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to evade payment of taxes at the higher rate by “bootlegging” the fuel from the
jurisdiction with the lower rate. This activity occurs between states frequently — costing
states tax revenues and their share of the Federal Highway Trust Fund. For example, if
the tax rate in Georgia is 7.5 cents, taxpayers may illegally bootleg the fuel for sale in
North Carolina where the tax rate is 24.2 cents. The pennies-per-gallon difference is
huge in an industry where over 600 million gallons of product move through the Fuel
Distribution System daily. The IRS is currently partnering with its state tax counterparts
to establish the first “joint compliance center.” This center will be staffed with both
Federal and state enforcement personnel to share information, leads, and conduct joint
examinations. This coordinated approach will allow both the IRS and state revenue
organizations to better leverage resources to address this, and other, critical areas of
noncompliance.

A third critical compliance problem is associated with improper declarations of motor
fuel. Tax is imposed on the entry of taxable fuel into the United States. This activity
involves the illegal entry of fuel to the United States in a manner that evades payment of
any and all excise taxes, and occurs at border crossing points and points of entry for
ocean-going vessels. There are 55 border crossings between Canada and Mexico, and
more than nine million trucks cross these borders into the United States each year.
Currently, these activities can only be detected by conducting border checks. Each check
involves detaining a truck, reviewing the manifest, extracting a sample of the cargo, and
analyzing the sample to determine if the substance matches the description on the
manifest. These border checks are constrained by both the limited resources — IRS has
only 120 FCOs to perform all fuel compliance activities throughout the country — and the
potential disruption of international traffic due to the time required for each truck
inspection under the existing processes.

In one case, we identified an evasion scheme whereby the taxpayer brought fuel into the
U.S. and avoided the fuel information reporting requirements implemented in the late
1990s by diverting and storing the fuel in a facility operated by unregistered persons. We
also have identified instances where individuals sought to evade the tax by misusing the
bulk transfer system, which allows fuel to be moved from one barge-loading facility to
another barge-loading facility tax-free. In this instance, the individuals diverted the non-
taxed fuel, in route from one barge-loading facility to another, by off-loading the fuel
from the barge to tanker trucks to be delivered directly to retail outlets. This illegal
action enabled these individuals to bypass the intervening, and statutorily mandated,
movement of the fuel from the barge-loading facility to a registered fuel terminal where
the federal excise tax is imposed.

Another critical compliance problem is the use of adulterated fuel through “cocktailing”
or blending the product. This tax evasion technique creates higher profits by increasing
the volume of diesel fuel with used motor oil and other distillates including pollutants,
cleaning agents, and unfinished refinery products. This form of tax evasion is attractive
for two reasons. First, the substances used to extend the fuel are often not regulated and,
hence, are not in any fuel reporting system. Second, adding substances that are regulated
as waste materials to diesel fuel allows an unscrupulous individual to get paid to dispose
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of the waste product(s) and then get paid again by blending the waste product in the fuel.
This tax evasion technique not only results in an ongoing revenue loss, but also may be
dangerous to the public when hazardous waste is blended with taxable fuels.

Even activities not connected with the taxation of fuel at terminals, such as the cleaning
of barges that deliver crude oil and other products to refineries, have been linked to
schemes to evade excise tax. In these examples, the barge companies pay to have the
waste products that accumulate in the bottom of barges removed and disposed of
properly. Individuals engaged in this “stripping” activity combine these waste products
with legitimate diesel fuel destined for highway uses, as seen in a recent conviction in the
state of Texas.

Compliance Strategies and Successes:

In the last decade, there have been four major Excise Tax compliance success stories.
First, moving the point of taxation for motor fuels to the terminal rack significantly
reduced opportunities for tax evasion, some of which were carried out on a multi-million
dollar scale by sophisticated criminal organizations. Second, requiring home heating oil
and other diesel products to be dyed red if sold tax-free eliminated another key source of
evasion. The third was the taxation of undyed kerosene on the same basis as the regular
diesel fuel with which it is often mixed. The fourth was the implementation of the Excise
Summary Terminal Activity Reporting System (ExSTARS) to collect and share
information about the movement of all fuel and related products throughout the country.

What is EXSTARS

Matching information received from employers, financial institutions, and other
businesses with information reported by taxpayers has long been recognized as one of the
most powerful tools that the IRS uses to ensure income tax compliance. In fact, when
third parties provide information reporting to IRS (such as for interest and dividends) that
is fully matchable, we find that at least 90 percent of the personal income received by
taxpayers is reported.

Responding to industry concerns and recognizing that compliance with the Excise Tax
laws of this country would be greatly enhanced by a similarly constructed Excise
information matching system, Congress mandated the development of such a system in
the 1990s. ExSTARS is the information reporting system created by this mandate. It
enables the IRS to track all fuel transactions that occur within the fuel industry’s bulk
shipping and storage system — pipelines, barges, and terminals. ExSTARS also provides
the capability to track fuel from the pipeline system to the point of taxation for the
Federal Excise Tax at the terminal rack.

The design, development, and implementation of ExXSTARS is a tribute to the working
collaboration between the IRS, contractors, the Federal Highway Administration, state
tax administrators, and industry stakeholders over more than a five-year time period.
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This success story was a direct result of the sustained investment provided by the
Congress through the Transportation Equity Act for the 21% Century.

I am pleased to report that, as part of the EXSTARS implementation, we are currently
receiving information on six to nine million fuel transactions monthly. Approximately 70
percent of these are filed electronically — the rest are received on paper. When the system
was first rolled out in April 2001, we received information from only 894 out of 1346
(66%) registered terminals. As a result of our outreach with industry groups and
individual taxpayers, we now have received information from over 96% of registered
terminals. As the universe of filers has increased, we have been able to rely on the data
to identify failures to comply with the information reporting requirements, identify
vnusual and/or questionable movements of fuel, and identify leads for possible non-
compliance.

I must also report, however, that we have been limited in our efforts to use the data thus
far to detect underreported tax on individual excise tax returns. While the system has
been designed to perform this function, it has remained cost prohibitive to transcribe the
detailed and extensive information associated with the 30% of filings that we receive on
paper. I want to acknowledge this Committee for its lead role in including mandated
electronic filing of information reports with 25 or more transactions in the recently
passed American Jobs Creation Act. This requirement will be effective January 1, 2006.
Once the database is populated sufficiently throughout 2006, we will be in a position to
begin fully using the system as it was designed — to detect unreported transactions subject
to excise taxes and to verify the tax liabilities reported on the quarterly Forms 720.

In addition to mandating electronic filing, Congress enacted other legislation designed to
increase not only the filing compliance with ExXSTARS, but also the accuracy of the data
reported on the returns. Penalties of $10,000 for the initial failure to register; failure to
file ExSTARS information returns; and failure to include all required information were
enacted. These penalties, coupled with the mandated electronic filing, will enable us to
close the gaps in information reporting for ExXSTARS.

I know this Committee is exploring several options for expanded ExSTARS reporting. If
these proposals are enacted, we are prepared to work with you and all impacted
stakeholders to leverage the existing technology of ExXSTARS to meet the new
requirements.

Other Key Internal Revenue Service Compliance Strategies

While ExSTARS will enhance compliance efforts, including detecting the misuse of dyed
fuel, instances of willful non-compliance will continue to require IRS intervention. In
several of these areas, the IRS has explored the use of technology to address excise tax
evasion resulting from bootlegging, cocktailing and improper declarations.
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For example, the IRS developed “fuel fingerprinting” technology to combat fuel tax
evasion occurring “below the rack.” This technology examines the “chemical
fingerprint” of samples taken from retail stations for adulteration, or for a mismatch with
samples taken from the terminal racks that normally supply those stations. Fuel
fingerprinting allows for the detection of “transmix” taken out of pipelines, waste
vegetable oils, used dry-cleaning fluids, and other chemicals that may be mixed with
diesel fuel and find their way into the tanks of trucks on the road. This technology,
which provides a more efficient and comprehensive method to monitor compliance
compared to traditional audit techniques, is currently available throughout the country.
Additionally, we are expanding its use from diesel fuel to gasoline this fiscal year.

In the past, our examinations have focused on transactions arising from the sale of fuel at
terminals, wholesale distributors and retail stations. This was based on the principle that
the federal excise tax attaches as fuel leaves a terminal. In addition, we have had a
“below the rack” compliance program to address issues around illegal blending of non-
taxed products into legally taxed fuel. Now we are expanding our examination focus to
address recent examples of non-compliance as products leave refineries. Refineries
produce a number of petrochemical products from every barrel of oil. Only a portion of
these products are taxable. We have detected instances of products such as solvents or
cleaners (which are nontaxable if appropriately used for other purposes) being brought
into the fuel distribution system at later stages to avoid the excise taxes due. These
products are frequently blended with taxable fuel and sold on the retail market. Another
example involved the disbursement of fuel from terminals under a product name that
qualified for a non-taxable removal from the terminal. Millions of gallons of diesel fuel
were shipped as “distillate blendstock.” The purchaser of the fuel claimed it was
exported, but has been unable to provide any proof of export.

The above examples are part of an overall concern we are addressing. We have
determined that 12.5 billion gallons of fuel disbursed non-bulk each year from registered
terminals are classified as nontaxable. This represents over 6% of all fuel leaving these
terminals and is reported to the IRS as being for industrial use. We are starting a national
examination effort to verify that these disbursements are actually used for industrial
purposes and not diverted for use as a fuel in a motor vehicle.

In addition, we have partnered with external parties to provide specialized training to
excise agents on refinery accounting, production and shipping practices. This training
gives our agents the expertise to decipher complex chemical names and to determine the
true functionality of the product and whether it should be taxable. In our first
examination employing these new techniques, we are proposing over $130 million in tax
and penalties, and we have made referrals on several potential criminal cases for the
companies that purchased the fuel from the refineries.

Additionally, shortly after becoming Commissioner of IRS’ Small Business/Self-
Employed Division, I created a National Territory dedicated to managing the fuel tax
program. Once it is fully implemented, this operation will consist of a Territory Manger,
five Fuel Tax Managers and 50 Fuel Tax Agents. They will receive specialized training,
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including forensic accounting and auditing techniques relevant to each of the stages of
the Fuel Distribution System, to enable them to better detect the inappropriate and illegal
diversion of taxable fuel.

How Can the Congress Help

The progress we have made to date is due in no small measure to the continued
leadership, guidance, and active support of our Excise Tax Programs from this
Committee and the Congress. We are pleased to report the successes described here
today, and seek your assistance with future efforts to address and eliminate
noncompliance with federal excise tax requirements.

As I have described, significant challenges remain. Continued funding — as requested in
the President’s Budget — is needed to sustain the gains that have been made to date and
to move forward to implement the excise tax provisions included in the American Jobs
Creation Act. Future funding also will be critical for the maintenance and enhancement
of the ExXSTARS and its related systems.

Conclusion

Mr. Chairman, in conclusion, I believe that we are making progress in our goals to ensure
that federal motor fuels taxes dedicated to the Federal Highway Trust Fund are reported
and paid. In addition, we are using technology in the administration of the excise tax
program more efficiently and effectively than ever before. I thank you for your
continued support.
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WRITTEN TESTIMONY OF
COMMISSIONER OF INTERNAL REVENUE
MARK EVERSON
BEFORE
THE SENATE FINANCE COMMITTEE
ON “THE $350 BILLION QUESTION: HOW TO SOLVE THE TAX GAP”
APRIL 14, 2005

Introduction

Mr. Chairman and members of the committee, | am pleased to be here today to discuss
the tax gap with you. | would also like to provide you with some early updates to our
estimates of the individual income tax underreporting gap, as | agreed to do when | met
with you last July. Additionally, | would like to provide you with an overview of the steps
we are taking now and into FY 2006 to reduce the individual income tax underreporting
tax gap and to provide you with a summary of efforts we have undertaken to deal with
abuses of the tax system.

As you know, the tax gap is the difference between the amount of tax imposed on
taxpayers for a given tax year and the amount that is paid voluntarily and timely. The
tax gap represents, in dollar terms, the annual amount of noncompliance with our tax
laws.

Early Estimates

Today, 1 will share with you some preliminary resuits of our analysis of the compliance
data recently compiled by our National Research Program (NRP). The bottom-line
results are similar to those we previously observed: although American taxpayers
remain substantially compliant with the tax laws, the tax gap is nonetheless quite large
in dollar terms. The preliminary results for Tax Year 2001 indicate that individual
income tax reporting compliance may have gotten a little worse, but not alarmingly so,
since 1988, the last time we performed a similar study.

Historically, there have been three types of income that are not well represented in
compliance audits: informal supplier income, tip income, and unreported income that is
not detected by auditors. Our detailed analysis of the NRP data will be supplemented
with other data and special analyses to account more accurately for these three income
types. These supplemental analyses in the past have taken several years to complete
after the audit data have become available. We plan to apply new technologies this
time, and we expect to have detailed, more reliable estimates of the tax gap available
by the end of this year.

in the meantime, we have developed a set of preliminary updates to our tax gap
estimates based on an initial analysis of the NRP data. We derived these estimates
using a simple and quick approach that reflects the historical magnitudes of adjustments
made to the raw audit data to account for informal suppliers, tips, and undetected
noncompliance.
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Our preliminary updates employ a range of estimates, reflecting different assumptions
and levels of certainty. To give an idea of the magnitudes involved, our old projection of
the overall Tax Year 2001 gross tax gap (i.e., for all types of tax, and all forms of
noncompliance) was $311 billion, based on data from the 1980s and projected forward.
Our initial updated estimates, incorporating data from the recently completed study,
range from $312 billion to $353 billion. The range for the net tax gap (i.e., the amount of
the tax gap left after enforcement efforts and collection of late payments) is from $257
billion to $298 billion. The corresponding noncompliance rate associated with our old
projection was 14.9 percent, while the new estimates range from 15 percent to 16.6
percent. | want to emphasize at this early stage in our analysis that these ranges are
not upper and lower bounds; our final estimates could conceivably lie outside that
range, and it is even more likely that our estimates for specific components of the tax
gap (e.g., specific line items) will change significantly once we complete the detailed
analysis. The range of estimates we are providing today also does not represent a
statistically-based confidence interval, although we do plan to include such intervals
with our comprehensive estimates at the end of the year.

Noncompliance takes three forms: not filing required returns on time; not reporting
one’s full tax liability even when the return is filed on time; and not paying by the due
date the full amount of tax reported on a timely return. We have separate tax gap
estimates for each of these three types of noncompliance. Our preliminary estimates of
underreporting by individuals appear to be consistent with previous studies, indicating
that the underreporting portion is about 80 percent of the overall tax gap, with nonfiling
and underpayment splitting the remaining 20 percent.

The National Research Program

Before providing more detail about these new estimates, | want to put them in context. |
wili start by summarizing the features of the new NRP data upon which the estimates
are based, and then explain what the estimates do and do not include.

The NRP data that were ready for analysis in early January represent the first
comprehensive reporting of compliance data since Tax Year 1988. We conducted
several much narrower studies since 1988, but nothing that would allow us to update
our estimates of the tax gap. All of our estimates of the tax gap in recent years have
been rough projections that assume no change in compliance rates among the major
tax gap components; the magnitude of these projections merely reflected growth in tax
receipts in these major categories. Like the compliance studies of the past, the NRP
was designed to allow us to meet certain objectives: to estimate the overall extent of
reporting compliance among individual income tax filers, and to update our audit
selection formulas. | will focus today on the first of these objectives.

Regular audits have two important shortcomings as a basis for compliance
measurement. First, returns selected for regular audits are not intended to be
representative. Second, the audits are not exhaustive, but instead focus on issues that
appear to be most in need of checking. in the past, IRS overcame these shortcomings
by conducting thorough, exhaustive audits on a representative sample of returns. From
the early 1960s through 1988 we periodically conducted the Taxpayer Compliance
Measurement Program (TCMP), consisting of line-by-line audits of random samples of
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returns, which provided us with information on compliance trends, and allowed us to
update audit selection formulas. By the 1990s, however, it became apparent that we
needed to find a less intrusive way to measure compliance with the tax laws. The
National Research Program grew out of that need, and introduced several innovations
designed to reduce the burden imposed on taxpayers whose returns were selected for
the study.

The first NRP innovation was to compile a comprehensive set of data to suppiement
what was reported on the selected retums. The sources of the “case building” data
included third-party information retumns from payers of income (e.g., Forms W-2 and
1099) and prior-year returns filed by the taxpayers. Also, for the first time we added
data on dependents from various government sources, as well as data from public
records (e.g., current and prior addresses, real estate holdings, business registrations,
and involvement with corporations). Together, these data reduced the need to ask
taxpayers for information, with some of the selected taxpayers not needing to be
contacted at all by the IRS. In effect, these data allowed us to focus our efforts where
the return information could not otherwise be verified. This pioneering approach was so
successful it is being expanded into our regular operational audit programs.

A second major NRP innovation was to introduce a “classification” process, whereby the
randomly selected returns and associated case-building data were first reviewed by
experienced auditors, referred to as classifiers, who identified the best way to handle
each return in the sample. In this way, each return was either: (1) accepted as filed,
without contacting the taxpayer at all (though sometimes with minor adjustments noted
for research purposes); (2) selected for correspondence audit of up to three focused
issues; or (3) selected for an in-person audit where there were numerous items that
needed to be verified. In addition, the classifiers identified compliance issues that the
auditors had to evaluate, though the examiners had the ability to expand the audit to
investigate other issues as warranted.

Other NRP innovations included streamlining the collection of data, providing auditors
with new tools to detect noncompliance, and involving stakeholders ( including,
representatives of tax professional associations) in the design and implementation of
the study. Moreover, a more focused selection process resulted in the NRP sample
including around 46,000 returns—somewhat fewer than previous compliance studies,
even though the population of individual tax returns had grown over time. Clearly, the
NRP approach was much less burdensome on taxpayers than the old TCMP audits,
which examined every line item on every return. At the same time, we expect that the
data collected through the NRP will be about the same quality as that collected under
TCMP. A portion of the sample was designed to allow us to test the reliability of this
methodology.

The new NRP data relate only to the accuracy of timely filed individual income tax
returns. We are therefore able to use the data to update our estimates of just the
individual income tax underreporting gap and the self-employment tax underreporting
gap. All other components of our tax gap estimates remain the same projections to Tax
Year 2001 that we have been using for the last few years. It is important to emphasize
that the other components of the overall individual income tax gap remain unchanged.
Specifically, we do not yet have new estimates for other taxes such as the corporate
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income tax or the estate tax. Moreover, we do not yet have a new estimate for the
individual income tax nonfiling gap, though we anticipate having an update later this
year. We are also not changing our Tax Year 2001 figures for the underpayment gap,
because these are actual amounts tabulated from our Master File records rather than
estimates or projections. (The underpayment gap is the one exception to the rule that
the tax gap cannot be observed, and therefore must be estimated. That is because the
underpayment gap is the amount that is reported on timely filed returns, but is not paid
on time—information that is available on IRS records.)

Distinguishing the Tax Gap From Related Concepts

The tax gap is not the same as the so-called “underground economy,” though there is
some overlap (particularly in the legal-sector cash economy). For example, the tax gap
does not include the illegal sector of the economy, and the underground economy does
not include tax noncompliance problems such as overstated deductions or improper
filing status.

Equally important, the tax gap does not arise solely from tax evasion or cheating. It
includes a significant amount of noncompliance due to complexity of the tax laws that
results in ignorance, confusion, and carelessness. This distinction is important, though
at this point, we do not have sufficiently good data to help us know how much arises
from willfulness as opposed to innocent mistakes.

The New Estimates

Qur preliminary estimates of the individual income tax underreporting gap based on the
new NRP data range from $150 to $187 billion, representing about half of our overall tax
gap estimates of $312-$353 billion. This is consistent with the fact that the individual
income tax accounts for about 46 percent of all tax receipts. Moreover, these figures
are roughly in line with our earlier projections from compliance data compiled in the
1980s, though they suggest that reporting compliance among individuals has worsened
slightly since Tax Year 1988. Itis important to note, however, that the data represent a
single point in time for Tax Year 2001 and so cannot tell us whether compliance trends
today are improving or getting worse.
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Preliminary NRP-Based Tax Gap Estimates, Tax Year 2001

Gross Tax Gap Share of
Tax Gap Component (8 bilions) Total Gap
Individual income tax underreporting gap 150-187 48-53%
Understated non-business income 42-57 13-16%
Understated net business income 83-99 27-28%
Overstated adjustments, deductions, exemptions, and 25-30 8-9%
credits
Self-Employment tax underreporting gap 51-56 16%
All other components of the tax gap (not updated vyet) 111
Total Tax Gap 312-353
Note: Detail does not add to totals due to rounding

As in previous compliance studies, the NRP data suggest that just over half

($83-99 billion) of the individual underreporting gap came from understated net
business income (unreported receipts and overstated expenses). About 30 percent
($42-$57 billion) came from underreported non-business income, such as wages, tips,
interest, dividends, and capital gains. The remaining $25-$30 billion came from
overstated subtractions from income (i.e., statutory adjustments, deductions, and
exemptions), and from overstated tax credits.

The corresponding NRP-based preliminary estimates of the self-employment tax
underreporting gap range from $51 to $56 billion, and account for about one sixth of the
overall tax gap. Self-employment tax is underreported primarily because self-
employment income is underreported for income tax purposes. Taking individual
income tax and self-employment tax together, then, we see that individual
underreporting contributes about two-thirds of the overall gross tax gap.

Early indications are that the sections of the Form 1040 where the most noncompliance
occurs have not changed dramatically since the last compliance study in 1988. The
amounts least likely to be misreported on tax returns are subject to both third-party
information reporting and withholding, and are therefore the most “visible” (e.g., wages
and salaries). Amounts subject to third-party information reporting, but not to
withholding (e.g., interest and dividend income), exhibit a somewhat higher misreporting
percentage. Amounts subject to partial reporting by third parties (e.g., capital gains and
mortgage interest payments) have a still higher misreporting percentage. And, as
expected, amounts not subject to withholding or to third-party information reporting
(e.g., sole proprietor income, and the “other income” line on the 1040) are the least
visible” and, therefore, are most likely to be misreported.

We expect to be able to provide good estimates of these misreporting rates for each line
of the 1040 once we complete our detailed analysis of the NRP data at the end of this
year. In the meantime, early indications are that reporting rates have remained fairly
stable, with a few exceptions. First, the underreporting of net income from “flow-
through” entities such as partnerships and S-corporations appears to be on the rise.
This is consistent with what we have been finding in our regular audits, as taxpayers
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use increasingly sophisticated abusive schemes to reduce or eliminate their tax liability.
With this in mind, we are exploring how to conduct our next NRP reporting compliance
study on flow-through entities—not just to monitor compliance in this area, but also to
help develop better audit selection methods and other creative interventions. Second,
the reporting of sole proprietor income and expenses (e.g., gross receipts, bad debts,
and vehicle expenses) appears to have worsened. With transactions that are less
“visible” to the IRS, and with very low audit rates by historical standards, some sole
proprietors may have become emboldened to cut corners on their taxes. Other small
business owners may simply be swamped by the cost and complexity of meeting their
tax obligations and other business requirements. Third, early indications are that
taxpayers in 2001 tended to overstate their deductions somewhat more than in 1988,
the last tax year for which we have comparable compliance data. Like most business
income and expenses, many of these deductions are not subject to third-party
information reporting.

What We Are Doing Today to Address the Tax Gap

Most Americans pay their taxes honestly and accurately, and have every right to be
confident that when they do so, their neighbors and competitors are doing the same.
Let me provide an overview of the steps we have taken over the past year to bolster this
confidence, turning briefly to each of our four Servicewide enforcement priorities.

Our first enforcement priority is to discourage and deter non-compliance, with emphasis
on corrosive activity by corporations, high-income individuals, and other contributors to
the tax gap.

¢ In 2004, audits of high-income taxpayers jumped 40 percent from the year
before. We audited almost 200,000 high-income individuals last year — double
the number from 2000.

e Overall, audits for individuals exceeded the one million mark last year, up from
618,000 four years earlier.

¢ In 2004, the number of audits of the largest businesses — those with assets of
$10 million or more — finally increased after years of decline.

In addition to traditional audits, the IRS also uses computer matching of Forms W-2 and
1099s in its Information Returns Program, or document matching as it is often called.
This technique is very effective for verifying income items reported on individual returns
against that reported by third parties, including wages, interest, dividends and
miscellaneous payments. During FY 04, the IRS closed more than 3.7 million document
matching cases and collected about $2.7 billion as a result of these taxpayer contacts.

The centerpiece of our enforcement strategy is combating abusive tax shelters, both for
corporations and high-income individuals. | will touch upon two important initiatives of
the past twelve months.

We have continued a program of settlement offers for those who entered into abusive
transactions in the past but would like to get their problems behind them. Last May, we
made a settlement offer regarding the Son of Boss tax shelter, a particularly abusive
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transaction used by wealthy individuals to eliminate taxes on large gains, often in the
tens of millions of dollars. In this program, for the first time, the IRS required a total
concession by the taxpayer of artificial losses claimed and, for most taxpayers, required
a payment of penalties. | am pleased with the response to the offer. So far, $3.2 billion
in taxes, interest and penalties have been collected from the 1,165 taxpayers who are
participating in the settiement initiative. ' The typical taxpayer payment was almost $1
million, with 18 taxpayers paying more than $20 million each and one paying over $100
million. Processing of individual settiements continues.

Based on disclosures we have received from promoter investigations and from investor
lists from Justice Department litigation, we have determined that just over 1,800 people
participated in Son of Boss. When the project concludes in the coming months, we
expect the collected figure should top $3.5 billion.

In February 2005, we announced a second important settlement initiative — this one
relating to a transaction that involved executive stock options. This abusive tax
transaction involved the transfer of stock options or restricted stock to family-controlied
entities. These deals were done for the personal benefit of executives, sometimes at
the expense of public shareholders. This shelter was not just a matter of tax avoidance
but, in some instances, raises basic questions about corporate governance. Again, the
settlement offer is a tough one: full payment of the taxes plus a penalty.

A noteworthy point about the stock option settlement offer is that our actions in this
matter were closely coordinated with and supported by the Securities and Exchange
Commission and the Public Company Accounting Oversight Board.

Our settlement initiatives and increased audits have sent a signal to taxpayers: the
playing field is no longer as lopsided as it once was. Non-compliant taxpayers might
have to pay the entire tax, interest, and a stiff penalty. A taxpayer might have to wrestle
with questions like “how much am | going to have to pay the lawyers and expert
witnesses to litigate this thing?” Moreover, going to court is a public matter. Damage to
one’s reputation is a potential factor. Many wealthy individuals, otherwise seen as
community leaders, may not want to be identified as paying less than their fair share in
taxes.

Another example of cooperation in the battle against abusive shelters is in the
international arena. A year ago, | announced the formation of what has come to be
known as the Joint International Tax Shelter Information Centre. Since last L.abor Day,
we have had an operational task force of personnel from Australia, Canada, the United
Kingdom, and the U.S. working together on-site here in Washington. We are
exchanging information about specific abusive transactions. Results to date are
promising. Thus far, we have uncovered a number of transactions which, but for the
Centre, we would have unraveled only over a number of years, if ever. It makes sense
that we continue to work with other countries because, in this increasingly global world,
we are up against what is, in essence, a reinforcing commercial network of largely
stateless accounting firms, law firms, investment banks, and brokerage houses.

We have also worked jointly with the Department of Justice to obtain civil injunctions
against abusive tax scheme promoters and abusive return preparers. The Government
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stepped up use of civil power in 2001 to prohibit promoters from selling illegal tax
schemes on the Internet, at seminars or through other means. Currently the courts
have issued permanent or preliminary injunctions against more than 100 abusive
scheme promoters. They have issued injunctions against 17 abusive return preparers —
all permanent injunctions. And an additional 49 suits have been filed by Justice seeking
injunction action — 28 against scheme promoters and 21 against return preparers.
injunctions issued have involved schemes such as:

Using abusive trusts to shift assets out of a taxpayer’s name while retaining control
Misusing “corporation sole” laws to establish phony religious organizations

Using frivolous “Section 861” arguments to evade employment taxes

Claiming personal housing and living expenses as business expenses

Filing tax returns reporting “zero income”

Misusing the Disabled Access Credit

The IRS has another 1,000 investigations ongoing for possible referral to DOJ; and
individual examinations are being conducted on thousands of scheme participants.
Most of the investigations and examinations are being conducted by the IRS Small
Business/Self~Employed (SB/SE) Division.

Our second enforcement priority is to assure that attorneys, accountants, and other tax
practitioners adhere to professional standards and follow the law.

Our system of tax administration depends upon the integrity of practitioners. Altogether,
there are approximately 1.2 million tax practitioners and return preparers. The vast
majority of practitioners are conscientious and honest, but even honest tax
professionals suffered from the sad and steep erosion of ethics in recent years by being
subjected to untoward competitive pressures. The tax shelter industry had a corrupting
influence on our legal and accounting professions.

We have done quite a bit since March 2004 to restore faith in the work of tax
professionals. We have strengthened regulations governing the standards of tax
practice to discourage the manufacturing of bogus legal opinions on the validity of tax
shelters. The Treasury and IRS standards set forth rules governing what does and does
not qualify as an independent opinion about a tax shelter.

Last year, the government won a series of court opinions on privilege. The cases
confirm that promoters who develop and market generic tax shelters can no longer
protect the identity of their clients by hiding behind a false wall of privilege.

Abusive tax shelters often flourished because penalties were too small. Some biue chip
tax professionals actually weighed potential fees from promoting shelters, but not
following the law, against the risk of IRS detection and the size of our penalties.

Clearly, the penalties were too low. They were no more than a speed bump on a single-
minded road to professional riches.

But these speed bumps have become speed traps. Last fall, Congress enacted and the
President signed into law the American Jobs Creation Act of 2004. The legislation both
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created new penalties and increased existing penalties for those who make false
statements or fail to properly disclose information on tax shelters. Under the new law,
the IRS can now impose monetary penalties not just on tax professionals who violate
standards, but also on their employers, firms, or other entities if those parties knew, or
should have known, of the misconduct.

Our third enforcement objective is to detect and deter domestic and off-shore based
criminal tax activity and related financial criminal activity.

Last year, the IRS referred more than 3,000 cases to the Justice Department for
possible criminal prosecution, nearly a 20 percent jump over the previous year. We
continue our active role in the President’s Corporate Fraud Task Force. We are going
after promoters of tax shelters — both civilly and, where warranted, criminally. This
tactic is a departure from the past. Previously, during a criminal investigation, all civil
activity came to a halt. The result was that our business units were reluctant to refer
matters for criminal investigation lest they lose their traditional turf. But, we are now
moving forward on parallel tracks with the Department of Justice. We have a number of
important criminal investigations underway. The enforcement model is changing.

Our fourth enforcement priority is to discourage and deter noncompliance within tax-
exempt and governmental entities, and misuse of such entities by third parties for tax
avoidance purposes.

Consider, for example, tax-exempt credit-counseling agencies. These organizations are
granted tax-exempt status because they are supposed to be educating and assisting
people who have credit or cash flow problems. Unfortunately, too many of these
organizations, instead, operate for the benefit of insiders or are improperly in league
with profit-making companies. We are carefully scrutinizing these organizations. We
currently have half the tax-exempt credit counseling industry — in terms of asset size
under examination.

Some shelter promoters join with tax-exempt organizations to create abusive shelters.
The organization receives a large fee from the taxpayer who is taking advantage of its
tax-free status. If there are losses, the taxpayer writes them off. Meanwhile, profits
from a related transaction are parked with the exempt organization which means the
profits go untaxed. That is an unintended abuse of the tax exemption that our nation
bestows upon charities.

It is heartening to see leading members of the non-profit community taking steps to
address abuses. | particularly want to salute the Independent Sector -- which recently
delivered a constructive report to this Committee. The report states that the
“government should ensure effective enforcement of the law” and calls for tougher rules
for charities and foundations. The report calls for stronger action by the IRS to hold
accountable charities that do not supply accurate and timely public information. |
encourage the accounting, legal, and business communities to be as enthusiastic about
confronting abuses and the erosion of professional ethics as the non-profit community.
An interesting point to note is that the report supports mandatory electronic filing of all
tax returns for non-profits.
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| also want to note that the Senate Finance Committee held a very productive and
thoughtful hearing last week on issues involving charities. | appreciate the Committee’s
leadership in bringing these issues to the forefront. The threat to the integrity of our
nation’s charities is real and growing. At the IRS, we take it very seriously. We are
augmenting our resources in the non-profit area. By the end of September, we will have
increased the number of our personnel who audit tax-exempt organizations by over 30
percent from two years earlier. If we do not act expeditiously, there is a risk that
Americans will lose faith in our nation’s charitable organizations. If that happens,
Americans will stop giving and those in need will suffer.

As we move forward with these priorities, we will leverage our success to achieve
greater resuits within our FY 2006 budget request.

President’s FY 2006 Budget Seeks Increase in Enforcement to Address Growing
Tax Gap

The President’s fiscal year 2006 budget requests $10.679 billion for the IRS, a 4.3
percent increase over the fiscal year 2005 enacted level. This request represents a 1
percent decrease in Taxpayer Service and a 2 percent decrease in Business Systems
Modernization, but an 8 percent increase in enforcement.

This budget includes $265 million for initiatives aimed at enhancing the enforcement of
the tax laws. This request is above the increases to fund the pay raise and other cost
adjustments ($182 million), for a total of $446 million for new enforcement investments
and cost increases. It is important Congress fully fund these cost increases and new
enforcement investments. The President’s budget proposal to fund them as contingent
appropriations reflects the importance of this investment to the Administration.

We will use the additional funds for enforcement in several key ways to combat the tax
gap. These investments will yield substantial results. IRS enforcement activities,
coupled with late payments, recover about $55 billion of the tax gap, leaving a net tax
gap of between $257 billion and $298 billion.

Since 2001, the tax year covered by the NRP, we have taken a number of steps to
bolster enforcement. We increased our enforcement revenues by nearly 28 percent
from $33.8 billion in 2001 to $43.1 billion in 2004. Audits of high-income taxpayers
— those earning $100,000 or more — topped 195,000 in fiscal year 2004, which is
more than double those conducted in 2001. Total audits of all taxpayers topped 1
million last year — a 37 percent jump from 2001.

We are ramping up our audits on high-income taxpayers and corporations, focusing
more attention on abusive shelters and faunching more criminal investigations. As
discussed earlier, we recently announced that we have, so far, collected $3.2 billion
in the settlement initiative for Son of Boss, a particularly abusive tax shelter.

The IRS vyields more than four dollars in direct revenue from its enforcement efforts for
every dollar invested in its total budget. In FY 2004, we brought in a record $43.1 billion
in enforcement revenue — an increase of $5.5 billion from the year before, or 15 percent.
Beyond the direct revenues generated by increasing audits, collection, and criminal
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investigations, our enforcement efforts have a deterrent effect on those who might be
tempted to skirt their tax obligations.

The nearly 8 percent increase for enforcement activities in the Administration’s 2006
IRS budget request will increase audits of corporations and high-income individuals as
well as expand collection and criminal investigation efforts.

Program Performance

The IRS expects to achieve the following levels of performance after attaining full
performance of the requested FY 2006 initiatives:

+ Increase in field examinations for high-income individuals with complex
returns; significant increase in collection processed; and closing of over
40 percent more delinquent balance-due accounts in FY 2008 than in FY
2004;

o Nearly double the audit coverage for individuals with income between
$250,000 and $1 million, from 1.5 percent in FY 2004 to 2.8 percent in FY
2008;

« Auditing 15 percent more individuals earning above $1 million, from 3.4
percent projected for FY 2004 to 3.9 percent in FY 2008;

» Significantly more collection cases processed, closing 50 percent more
delinquent accounts in FY 2008 than FY 2004;

« Double the audit coverage for mid-size corporations, from 7.6 percent in FY
2004 to 16 percent in FY 2008; and

« Increased efforts to deter abusive tax shelters among corporations

Conclusion

On the whole, our system of self-assessment of tax liabilities appears to be working
nearly as well as it did in 1988. However, the new compliance data suggest that some
types of income may be less accurately reported now than in the past. Itis clear that
consistent efforts to keep the complexity and unnecessary burden of the tax system to a
minimum, to provide the excellent service that the taxpaying public deserves, and to
maintain a strong and well-targeted enforcement presence are necessary to improve
compliance rates.

While IRS enforcement efforts have lagged in recent years, that is now changing. We
will continue to improve service and respect taxpayer rights. But we will also enforce
the law. We won't relax until taxpayers who are unwilling to pay their fair share see that
that is not a worthwhile course to follow. As Chairman Grassley has said, “taxpayers
have to pay what they owe, not a penny more nor a penny less.”

Thank you very much for the opportunity to discuss the tax gap and our efforts to
combat it. | am happy to take your questions.
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Questions for the Record for
The Honorable Mark Everson
April 14, 2005

From Senator Santorum:

1) For many middle-income families, the best opportunity for savings outside an
employer-based plan arises when they are refunded their overpayment of federal
income taxes. Each year, roughly 100 million American taxpayers put themselves in a
position to receive federal income tax refunds averaging about $2,000 each.

The federal income tax system does not currently provide the option of bifurcating a
refund. Taxpayers, for example, cannot direct a portion of the refund to one or more
accounts for longer-term saving while receiving the balance to meet more immediate
spending needs.

The Administration has supported divisible refunds in each of its last two budget
documents and split refunds are scheduled to be ready for the 2007 tax season, what
are the plans and status for implementation?

ANSWER

1 agree that the split refund initiative is a great opportunity for many Americans to
save. We are working toward making this program available as quickly as
possible but unfortunately cannot implement it until the 2007 filing season
(corresponding to tax year 2006). | have instructed my staff to form an
implementation committee to resolve a number of complex information systems
and administrative issues to ensure a successful program rollout.

The committee will address a variety of issues, such as adding a new schedule to
the tax forms, programming our computers, and testing the changes. In addition,
we must work closely with the Treasury Department’s Financial Management
Service, which is responsible for disbursing tax refunds, to ensure both agencies’
systems changes are compatible so refunds will be deposited to the proper
accounts. The committee faces a rigorous agenda to resolve these issues and
meet the 2007 filing season deadline.

From Senator Baucus:

IRS Budget and Cuts in Taxpayer Service

1. In light of the $353 billion tax gap, please explain how the IRS’s proposed budget will
close the tax gap?

The President’s Fiscal Year (FY) 2006 budget requests $10.7 billion for the
IRS, a 4.3 percent increase over the FY 2005 enacted level. This request
represents a one percent decrease in Taxpayer Service, a two percent
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decrease in Business Systems Modernization (BSM), and a nearly eight
percent increase in enforcement. Our enforcement efforts are designed to
increase compliance and reduce the tax gap.

This budget includes $265 million for initiatives aimed at enhancing the
enforcement of tax laws. This request is above the increases to fund the pay
raise and other cost adjustments ($182 million), for a total of $446 million for
new enforcement investments and cost increases. It is important that
Congress fully fund these cost increases and new enforcement investments.
The President’s budget proposal to fund them through an adjustment to the
discretionary caps reflects the importance of this investment to the
Administration.

Combating tax non-compliance is a top priority for the IRS. Americans
deserve to feel confident that when they pay their taxes, their neighbors and
competitors are doing the same. If approved by Congress, we will use the
additional funds for enforcement in several key ways to address the tax gap.
The additional investments will yield substantial results. IRS enforcement
activities, coupled with late payments, recover about $55 billion of the tax gap,
leaving a net tax gap of between $257 billion and $298 billion.

We increased our enforcement revenues by nearly 28 percent from

$33.8 billion in 2001 to $43.1 billion in 2004. We are ramping up our audits on
high-income taxpayers and corporations, focusing more attention on abusive
shelters and launching more criminal investigations. We have collected

$3.7 billion in the settiement initiative for the Son of Boss transaction, a
particularly abusive tax shelter in which many high-income individual
taxpayers participated. Audits of high-income taxpayers ~ those earning
$100,000 or more — topped 195,000 in fiscal year 2004, which is more than
double the number conducted in 2001. Total audits of all taxpayers topped
one million last year — a 37 percent jump from 2001.

. 1am very concerned about the prospect of closing up to 100 of the Taxpayer
Assistance Centers (TACs). These walk-in sites provide a face-to-face lifeline
between the IRS and taxpayers.

ANSWER

The way taxpayers pay their taxes and access IRS information is changing. In
recent years, the use of IRS.gov and e-filing has increased rapidly while paper
filing and visits to walk-in Taxpayer Assistance Centers (TACs) have declined.
This shift presents an opportunity to adjust the way the IRS serves taxpayers
and to focus on the most efficient services.

We announced on May 27, 2005, that we plan to close 68 TAC sites as part of
our continuing efforts to create efficiencies, modernize operations, and reduce
costs, while at the same time maintaining our commitment to taxpayer service.
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While TACs offer personal, face-to-face assistance, they are by far the most
expensive means for the IRS to deliver service. Changes in customer
expectations, coupled with a one percent reduction in taxpayer services in our
proposed FY 2006 budget, required us to conduct a critical, but objective,
analysis of walk-in assistance. Adjusting TAC sites to reflect current traffic
volumes and local customer need will result in staffing and building cost
savings of $45 million to $55 million during FY 2006, with minimal adverse
impact on customers.

Furthermore, the Government Accountability Office (GAO) has recognized the
significant progress the IRS has made in improving service to taxpayers. A
2004 GAO report noted that “the use of IRS’s walk-Iin assistance sites is
declining. The improvements in telephone service, increased Web site use,
and the availability of volunteer sites raise a question about whether IRS
should continue to operate as many walk-in sites. Reconsidering the level and
types of service is an option — but not a recommendation - to be considered
by IRS management and the Congress.” (See “Internal Revenue Service:
Assessment of Fiscal Year 2005 Budget Request and 2004 Filing Season
Performance” (GAO-04-560T).)

a. What criteria did you use to determine which TACs to close?

ANSWER

Our challenge was identifying the most appropriate TACs for closure —
those where the closure would have the least impact on taxpayers and
our employees. This was a data-driven decision based on a business
model with five neutral criteria (a copy of the criteria is attached as
Appendix 1):

Demographics with 12 subcomponents;
Geography with 4 subcomponents;
Workload with 3 subcomponents;
Facilities cost with 6 subcomponents; and
Employee cost with 8 subcomponents.

We populated the business model with FY 2004 data and the most
recent census information and assigned weights to each criterion. Our
weighting was customer-centric and based on internal and external
stakeholder input. We assigned nearly two-thirds of the weighting to
customer considerations — workload, geography, and demographics —
and only one-third of the weighting to employee and facilities costs.

We applied three business rules to the weighted model for fairness:

1) A significant office presence will remain in the top 35 metropolitan
areas based on the latest census population information.
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2) No state would lose more than half of its TACs, nor have a TAC
closed that accounted for more than 40 percent of the customers
serviced in that state.

3) Alaska and Hawaii would not have any TACs closed as they are
remote locations away from the continental U.S.

The data, weights, and rules produced a ranked listing of TACs. In
general, we are retaining a TAC footprint in high traffic areas with the
greatest need and rural areas with limited accessibility to other offices.

. How many of the Taxpayer Assistance Centers are you planning to shut down
in the State of Montana?

ANSWER
We are planning to shut down a total of three TACs in Montana. We will
shut one TAC in Bozeman, one in Great Falls, and one in Missoula.

. Please provide a list of all TACs on the closure list.

ANSWER

3090 Hwy. 95 Bullhead City AZ
2450 S. 4th Ave. Yuma AZ
2400 W. Dunlap Phoenix NW AZ
2610 Sweetwater Ave. Lake Havasu City AZ
5104 N. Blythe Ave. Fresno CA
1 Civic Center Dr. San Marcos CA
1332 Anacapa St. Santa Barbara CA
2345 S. Second St. El Centro CA
751 Daily Dr. Camarillo CA
5300 California Ave. Bakersfield CA
777 Sonoma Ave, Santa Rosa CA
2864 S. Circle Dr. Colorado Springs CO
150 Court St. New Haven CT
135 High St. Hartford CT
9450 Koger Blvd. Saint Petersburg FL
7850 S.W. Sixth Ct. Plantation/Fort Lauderdale|FL
2891 Center Pointe Dr. Fort Myers FL
2888 Woodcock Blvd. Atlanta (Koger) GA
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1820 East 17th St. Idaho Falls

611 Wilson Ave. Pocatello

2001 Butterfield Rd. Downers Grove

1415 Director's Row Fort Wayne

1250 Hancock St. Quincy

78 Center St. Pittsfield

247 Stevens St. Hyannis iIMA
881 Main St. Fitchburg IMA
11510 Georgia Ave. Wheaton MD
212 W. Main St. Salisbury MD
201 Thomas- Johnson Dr. Frederick MD
190 Admiral Cochran Dr. Annapolis MD
68 Sewall St. Augusta ME
220 Maine Mall Rd. South Portland IME
250 Marquette Ave. Minneapolis IMN
3333 S. National Ave, Springfield MO
2681 Palmer St. Missoula MT
11 5th St. N. Great Falls MT
220 W. Lamme St. Bozeman MT
3904 Oleander Dr. Wilmington NC
320 Federal Place Greensboro NC
80 Daniel St. Portsmouth NH
196 Main St. Keene NH
1719-C Rte. 10 Parsippany NJ
1 Kalisa Way Paramus NJ
165 Passaic Ave. Fairfield NJ
100 Dey Place Edison NJ
200 S. Virginia St. Reno NV
153 Sawkill Rd. Kingston NY
Clinton Ave. & N. Peari St. Albany NY
1200 Waters Place Bronx NY
290 Broadway New York (Downtown) NY
1180 Veterans Memorial Hwy. Hauppauge NY
625 Fulton St. Brooklyn NY
242 W. Nyack Rd. West Nyack NY
162 W. Chestnut St. Washington PA
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2801 Eastern Boulevard York PA
1 Poston Rd. Charleston SC
825 E. Rundberg Ln. Austin TX
1100 Commerce Dallas TX
173 E. 100 North Provo uTt
903 Gateway Bivd. Hampton VA
5205 Leesburg Pike Bailey’s Crossroads VA
East Ridge Prof Bldg Route 4 Woodstock Ave.jRutland VT
1222 Putney Rd. Brattleboro VT
9833 Poplars Ave. Silverdale WA
1920 Libal St. Green Bay Ul
545 Zor Shrine PI. Madison Wi
2403 Folsom St., Eau Claire Wi
1949 Sugarland Dr. Sheridan WY

d. When are you going to shut down the TACs?

ANSWER

We anticipate beginning an orderly shutdown later this year and will
give local taxpayers advance notice through office signage, the media,

our local phone number message and our website at IRS.gov.

e. Given that access to taxpayer service has an obvious impact on voluntary
compliance, what will the impact be on compliance when you shut down the

TACs?

ANSWER

TAC closures will have a minimal impact on voluntary compliance

because all of the services currently available for taxpayers will still be

in place. Taxpayers can call, write, work with volunteer taxpayer
assistance services, utilize the Internet services, and, if they find it

necessary, walk in to one of the 332 remaining TACs for face-to-face

assistance.

f. How are you going to fill in the void created by closing these locations?

ANSWER

We will continue to fully support both the remaining 332 TACs and all
alternative means of obtaining taxpayer services. Many taxpayers have
already migrated to more convenient, available-on-demand services,
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such as IRS.gov for tax forms and information, for free e-filing through
Free File, and to check the status of their refunds. More taxpayers —
44 percent more this year — are turning to free online e-filing.

Many senior citizens and families qualifying for EITC already use the
free volunteer tax preparation help in their communities. Between 1999
and 2004, the number of returns filed through these volunteer sites
increased 88 percent, reaching 976,000 Volunteer Income Tax
Assistance (VITA) returns and 958,000 Tax Counseling for the Elderly
(TCE) returns in FY 2004.

Toll-free telephone help is the convenient choice for many, fielding
77.5 million calls last year. In-person phone help will be available

12 hours a day and automated phone help is available nearly
round-the-clock, making this assistance available when taxpayers want
it.

3. At the Senate Appropriations’ hearing, you seemed to justify some of the cuts in
Taxpayer Service by shifting reliance to volunteer initiatives, like VITA. Yet, Mr.
George of TIGTA recently reported that there was a 100% error rate in a sample of
returns prepared by volunteers. Please explain why you are shifting a burden that is
inherently the IRS’s to a volunteer effort?

ANSWER

The shift to volunteer initiatives reflects a trend in taxpayer preferences
toward lower-cost, more efficient means of obtaining service. Because of the
benefits both to taxpayers and the IRS, we fully support this trend, although
we share your concern with the accuracy of returns prepared by volunteers.

We anticipate that the results of the Treasury Inspector General for Tax
Administration’s (TIGTA) 2005 audit of VITA sites will indicate progress over
the findings of its 2004 review of return preparation at VITA sites. There is still
much room for improvement in the program, though, as evidenced by TIGTA’s
2004 report, which served as a catalyst for significant changes and
improvements in the volunteer programs. While the scenarios used by
TIGTA’s auditors last year did not represent the taxpayer filing characteristics
of the vast majority of volunteer-prepared returns, TIGTA did identify a number
of program needs. Below is a description of the needs identified by TIGTA,
the actions taken by the IRS to address them, and preliminary resuits.

Need: Ensure volunteers are qualified, trained, and certified.

Action: All volunteers who provide tax law assistance must now pass an IRS
test or a partner-prepared test approved by the IRS in order to be certified. We
offered a new on-line training and certification process this year, already used
by 10,000 volunteers.



80

Need: Volunteers need to obtain sufficient information to correctly apply the
law.

Action: IRS developed a three-pronged process of structured fact gathering,
including (1) use of a standardized intake sheet, (2) interview process using
reference materials, and (3) use of a structured quality review process.

Need: Ensure returns prepared by volunteers go through quality review.
Action: The quality-review process has been mandated for all volunteer sites.
All sites are required to conclude each return preparation with a structured
quality review to ensure accurate application of tax law.

Need: Ensure VITA site information is current and accurate.

Action: Timely and accurate input of site information into the database used
by toll-free assistors is required of all field offices. Verifying individual site
information will remain a formal requirement in Stakeholder Partnerships,
Education and Communication (SPEC) filing season readiness certification
and in site reviews.

Need: Volunteer training does not stress the use of the probe and response
guide.

Action: The use of reference materials has been integrated into all aspects of
volunteer training and site operation including site reviews.

As previously stated, we must continue to make significant improvements in
the accuracy of volunteer-prepared returns. TIGTA has indicated that SPEC is
focused on the right issues and has supplied appropriate support resources
and management attention to quality improvement. Consistent adherence to
these steps will take time, given the diversity of program participants.

The SPEC business model is based on expanding access to tax preparation
services to low-income and other underserved taxpayers through external
partner involvement and investment. Partners join volunteer return
preparation initiatives because they provide tangible benefits for their
constituents. The challenge is to balance IRS and external partner resource
investment so that programs do not just increase service access, but are
sustained over time at the highest levels of quality for return-preparation
services.
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It is also my understanding that the [RS is proposing to eliminate electronic tax law
assistance over the internet and is planning reductions in hours that telephone
assistance would be available. Together with the TACs, these are all important
sources of information and service to taxpayers. What is your business
casefjustification for this “triple whammy” to taxpayer service and what is the cost in
terms of compliance? Please explain.

ANSWER

We are aware of the need to operate efficiently, consolidate operations and
drive down costs wherever we can. However, these steps must be taken in a
manner that will not compromise the progress we have made in taxpayer
service over the past several years. In today’s fiscal environment, we
recognize that resources are tight. Nevertheless, we are determined to do all
we can to improve service and modernize the IRS. We are working
aggressively to improve productivity and achieve cost savings, which we will
apply to other priority areas, such as enforcement. The FY 2006 budget
reduction initiatives focus mainly on targeted reductions in assistance,
outreach, and processing program areas. Reductions and cost savings will
also be achieved through improved efficiencies and reengineering of business
processes in key program areas in accounts management, submission
processing, media and publications, field assistance, and outreach and
education. Approximately 65 percent of these reductions will occur in
assistance, 20 percent in outreach and 15 percent in processing. We will
minimize the impact on taxpayers by continuing to provide alternative means
1o obtain service, wherever possible. Our budget estimates that all these
taxpayer service reengineering initiatives will yield $134 million in savings that
we can reinvest in other program areas. The reductions represent a balanced
approach in program delivery and service to taxpayers to enable them to meet
their tax obligations. The three specific reductions you cite are examples of
where the impact on taxpayers can be minimized or where alternative services
are readily available.

Electronic Tax Law assistance (ETLA) is an e-mail-based service that has had
very limited use over the last four years. ETLA was not designed to be a
primary service delivery channel for large numbers of taxpayers. Our primary
method of assisting customers with tax law questions is through the Toll-Free
telephone system. Approximately 110,000 ETLA inquiries were received in

FY 2004. This compares with over 8.6 million tax law inquiries handled via our
Toll-Free lines. During the past five years, there have been heavy investments
in virtually every aspect of the Toll-Free service. Each year substantial
progress is made toward achieving the goal of providing “world class”
telephone service. Allocating appropriate levels of staffing to provide e-mail
tax law assistance to a large volume of e-mail inquiries diminishes our staff
available to provide telephone service. We also offer alternative Internet
services on IRS.gov, such as our “frequently asked questions,” that provide a
readily available non-labor-intensive source of Web-based tax law assistance,
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as well as IRS publications that can be viewed on-line or downloaded on
virtually every tax law subject.

Two issues are driving the change for Toll-Free hours of service: customer
demand and efficiency. Call volume is low during the late evening and early
morning; 93 percent of current IRS callers call during the 12 hours the IRS will
retain Toll-Free service. Maintaining staffing in all skill categories during
hours when demand is low leads to long periods of less productive “available
time” (periods when assistors are waiting for the next call). We will save
resources because we can answer nearly the same number of calls during
these shorter hours without hiring as many employees. There will be minimal
impact on the level of service. By eliminating service during early morning
and late evening hours — when customer demand dips to a level that cannot be
staffed efficiently — employees will still be able to provide the same level of
service to the vast majority of our customers who call during the “core” hours.
The IRS will modify its tax form instructions, and publications to reflect the
change before the next filing season.

We have already detailed above our alternatives for TAC walk-in service. We
do not anticipate any impact on taxpayer compliance due to these modest
changes in taxpayer service. Those taxpayers who want to comply will be
able to receive the assistance they need and deserve from the IRS.

. The IRS has announced its intentions to discontinue the popular and successful
Tele-file program based on the notion that is too expensive. However, over 4 million
individual and 1 million employment tax returns were filed using Tele-file last year.
Please provide the IRS’s business casefjustification for shutting down Tele-file.

ANSWER

The IRS will discontinue the TeleFile program in Fiscal Year 2005. Because of
increasing costs of maintaining the TeleFile infrastructure, declining use by
taxpayers, and the significant growth of other, more reliable and efficient filing
alternatives, such as Free File, IRS will discontinue the TeleFile program by
the end of fiscal year 2005.

« TeleFile allows the telephone filing of Forms 1040EZ (and some state
individual tax returns), Forms 941 (Employer's Quarterly Federal Tax
Return) and Forms 4868 (Application for Automatic Extension of Time to
File U.S. Individual Income Tax Return).

o TeleFile was initially rolied out to a segment of 1040EZ filers in 1992 as
the IRS’s first non-paper e-file option.

« TeleFile has been available nationally for EZ filers since 1997. Form 941
was added in 1998 and Form 4868 in 2001. It is free to the user, but it
lacks basic support features like help or printing capabilities.
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Since 1999, overall TeleFile use by EZ filers has steadily declined. TeleFile is
responsible for only seven percent of all Forms 4868, and less than five
percent of all Forms 941. Although usage of TeleFile for filing Forms 941 and
4868 has grown slightly, the overall TeleFile volume has declined.

Additional factors also support terminating TeleFile:

« increasing projected costs to operate and maintain the system, which are
unaffected by changes in TeleFile usage;

« growth of other electronic filing alternatives (specifically Free File); and

+ sunset of state TeleFile programs.

Number of TeleFile users (2004):

« four million EZ filers (as of May 27, 2005, 3.3 million used TeleFile during
the 2005 filing season, down 13 percent from the same time in 2004);

¢ less than one million employment tax return Form 941 filers; and

» fewer than six hundred thousand extension Form 4868 filers.

Other e-file usage continues to grow. Last year individuals filed over

61 million electronic returns. This year, over half of all individual returns have

been filed electronically.

* As of May 27, 2005, of the more than 124 million total individual returns
filed, 66.6 million returns were filed electronically.

+ The number of online returns is 16.8 million, a 17.2 percent increase over
the same time last year.

¢ Through April 28, 2005, five million Free File returns have been accepted,
an increase of 47 percent from last year.

. Itis my understanding that the IRS could actually retain Tele-file and achieve costs
savings by eliminating the “excess capacity” and unneeded circuits. Has the IRS
considered whether it has “excess capacity” and if some of the circuits and sites
could be shut down? Please explain.

ANSWER

The IRS constantly monitors processing capacity requirements for the TeleFile
system. The IRS estimates that there is approximately 20 percent excess
capacity on the TeleFile system. However, this excess capacity alone does
not permit shutting down one of the three sites without increasing the risk of
reducing service and increasing costs. Shutting down circuits does not
provide significant savings because it only reduces fixed costs that are
already low.

This April, TeleFile processed approximately 974,000 calls during its peak day.
During the peak hour of that day, the system processed approximately 78,000
calls. Sudden outages can happen any time. For example, this year, one of
the sites had a phone outage (all phones) that required approximately three
hours to resolve. Because of the fault-tolerant design, the system was able to
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handle all incoming calls during the outage. The system utilized
approximately 80 percent of its total capacity during this year's peak
processing period.

National Research Project (NRP) Tax Gap Study

. Given that the results of the NRP are preliminary and that it will be years before the
IRS gathers new research on the numerous other components of the tax gap, how
does the IRS plan to use the results to direct IRS resources?

ANSWER

The NRP-based tax gap estimates released at the end of March are preliminary
because additional data and analyses are needed to supplement the raw NRP
results, much as was done for previous compliance studies. The NRP data for
individuals are essentially complete; the IRS is already using these data to
develop new formulas to select returns for audit and will use those formulas in
the next filing season. The IRS’ preliminary analysis suggests that individual
income tax compliance has not changed dramatically since 1988, so the IRS is
not likely to change resource allocation substantially in the near future as a
result of the study. However, as the IRS conducts more detailed analysis,
there may be instances where resource allocation changes are called for.

. Given the limited scope of this study, how will we be able to accurately estimate the
tax gap?

ANSWER

The most recent tax gap estimates released at the end of March fell into three
categories: (1) actual amounts or those updated in the recent NRP study;

(2) reasonable estimates; and (3) older, weaker estimates that rely on
projections based on research that was conducted for tax years 1988 or
earlier. The first category (actual or recently completed figures) accounts for
about two-thirds of the estimated tax gap. IRS will work on updating the other
components over the next few years. Until the other components of the tax
gap are updated, the IRS will have to continue to use projections based on this
older, weaker data as placeholders.

. Inlight of the fact that the data is preliminary and incomplete, how will the IRS
transiate the results of the study into specific actions that will close the gap?

ANSWER

As indicated in the answer to question 1, the NRP data are essentially
complete. Estimates of the tax gap based on the NRP and other data will
become progressively more detailed and accurate over the course of this year,
and these estimates will feed into resource allocation decisions. Moreover,
IRS is already using the NRP data to update workload selection formulas,
which are used to help select returns for audit.
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4. Can you give us more detail behind the estimated results? For example, you
estimate that $11-8$14 billion of the annual tax gap results from misstatements of
credits. Please provide more detail with respect to that estimate?

ANSWER

Given the very preliminary nature of the analysis so far, we have much less
confidence in detailed estimates of specific tax return line items than in the
overall tax gap estimate. Once the estimates are finalized, we will be in a
better position to provide detail on the portion of the tax gap that results from
misstatements of credits and other specific questions.

5. The IRS claims that nonfilers make up 10 percent of the tax gap. However, the IRS
has not researched nonfilers to accurately estimate the scope of the nonfiler
component of the Tax Gap. Does the IRS plan to research nonfilers? Please
explain.

ANSWER

The estimate of the nonfiling gap included in the March release was based on
a very detailed study of individual income tax nonfilers for Tax Year 1988.
That estimate was published in the Service’s 1996 report on the individual
income tax gap. We are in the process of updating that estimate so it will be
more comparable to the recent data on reporting compliance we obtained from
the NRP. The IRS also has an estimate of the estate tax nonfiler gap based on
1992 data, which is reflected in the March release. However, the IRS does not
currently have estimates of the nonfiling gap for corporation income tax,
employment taxes, or excise taxes. Those components are particularly
difficult to estimate, but they are likely to be relatively small in magnitude.

6. What are your plans for conducting studies of other portions of the tax gap? When
do you expect to begin these studies, and when will we have results?

ANSWER

The next reporting compliance study conducted by the NRP will focus on
flow-through entities (beginning with S-Corporations), and those examinations
are scheduled to begin later this year. Because of their complexity, those
examinations are likely to stretch over many months. The IRS will also work
diligently on updating other components of the tax gap using the resuits of
regular enforcement programs and other data.

7. What is the IRS's long-term strategy to close the tax gap? Does the IRS intend to
use the results of tax gap studies for long-term strategy? Please explain.

ANSWER

The IRS has been working within the contours of the current system to narrow
the tax gap under current law. The IRS pursues a balanced strategy for
reducing the tax gap associated with past tax years (primarily through



86

enforcement) as well as the tax gap associated with future years (primarily
through taxpayer service and the deterrent effect of enforcement). ltis
unrealistic to believe that the tax gap can be entirely eliminated, since to do so
would require Draconian steps, but the IRS will strive to make it as small as
possible given resource constraints. The tax gap studies we undertake help
us to understand the size and nature of the problem. Although it wouid be
inappropriate to allocate our enforcement resources in proportion to the size
of the tax gap in various components of the population, having estimates of
the magnitudes of the various components of the gap does help us to make
strategic decisions about areas of focus and prioritize research efforts. That
research ranges from finding ways to make existing IRS programs (both
enforcement and non-enforcement programs) more cost-effective to
identifying new (better) ways of reducing noncompliance.

8. To close the tax gap, we need to understand why taxpayers do not comply.

a. What research has the IRS conducted to identify key factors of taxpayer
noncompliance?

ANSWER

The IRS has conducted some statistical research aimed at estimating
the extent to which various IRS activities and other factors influence the
compliance of the overall taxpayer population. Our findings, which are
generally consistent with those of outside researchers, indicate that
there are many determinants of voluntary compliance. In particular,
there is strong evidence that IRS enforcement efforts induce greater
compliance in the overall population (e.g., through deterrence).

The NRP reporting compliance study of individual taxpayers (like the
compliance studies of the past) included a requirement that the auditors
indicate the reasons for noncompliance they detected. However, it is
extremely difficult for auditors to discern taxpayers’ motivations,
particularly related to possible willful noncompliance. These reason
codes, therefore, will likely give some insight as to the mechanics of the
taxpayer’s errors (e.g., lack of proper documentation for a claimed
deduction), but may not be conclusive about the motivation underlying
the error. We expect future analysis of the data on individual reporting
compliance from NRP to focus on understanding the causes of the
errors detected.

In addition, the IRS has sponsored several large taxpayer opinion
surveys over the years, which have provided significant insight into the
trends in taxpayer thinking, and some of the questions in these surveys
have focused on compliance issues. However, just as it is difficult for
auditors to discern taxpayers’ motivations, it is also very hard to use
opinion surveys for that purpose. Taxpayers may not be completely
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honest about any willful noncompliance on their part, much less about
what would cause them to be fully compliant in the future. Indeed,
taxpayers may not even be cognizant of the extent to which various
factors influence their compliance decisions.

b. Has the IRS pursued research to determine the relationship between IRS
service levels and taxpayer compliance? If not, why not?

ANSWER

The IRS has conducted some statistical research to expiore the impact
of several IRS service activities, and several other studies have
attempted to identify whether the Toll-Free telephone assistance
program promotes greater voluntary compliance. However, it has been
much harder to detect a significant impact of service activities on
overall taxpayer compliance than it has been to detect such an effect
with respect to specific enforcement activities. This may be due to
significant data and estimating difficuities rather than to a lack of such
an impact entirely, and we recognize that more research is needed.

Reducing the Employment Tax Gap

According to the new IRS National Research Program (NRP) report, the annual nonfiler
and underreporter tax gap for employment taxes is between $66 and $71 billion per
year. We understand that the bulk of that is in Social Security employment taxes -
FICA and SECA. The remainder is mostly Medicare employment taxes.

1. If sufficient resources were available to the IRS, would it be achievable to reduce the
Social Security employment tax gap by one-fourth or one half-over over a ten
horizon - or longer if necessary? If not, why not? Please explain.

ANSWER:

Of the $66-71 billion in underreported employment taxes reported in the
preliminary National Research Program (NRP) report, about 78 percent relates
to self-employment (SECA) tax alone. Hence, the noncompliance the IRS must
deal with is not Social Security tax per se, but the noncompliance of taxpayers
with self-employment income (e.g., sole proprietors, partners, and members of
limited liability corporations). Reducing the SECA tax gap can be
accomptlished primarily by reducing the underreporting of business income.

The IRS expends substantial resources — approximately 60 percent of
individual field examinations — addressing underreported business income by
sole proprietors. Since 2002, Schedule C audits have increased 36 percent,
and audit coverage has increased from 1.64 percent to 2.07 percent.
Recognizing that over 20 percent of the estimated employment tax gap comes
from FICA/FUTA noncompliance, the IRS also devotes approximately 300
employees to, and conducts 15,000 audits in, that area. In addition, the IRS
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devotes resources to outreach and education programs for small businesses
to reduce burden and to foster compliance.

Although application of additional resources to the problem would most
surely reduce the gap in this area, making precise estimates of how much and
by when is not possible. The IRS will, however, continue to devote substantial
resources to this component of the tax gap.

. What, if any, are the IRS’s specific plans to reduce the Social Security employment
tax gap?

ANSWER:

The IRS is pursuing an Employment Tax Strategy to address the employment
tax gap. As part of this strategy, we will be expanding our use of internal data
sources to identify workload that has the greatest impact on the employment
tax gap. For example, we plan to use Currency Banking Retrieval System
(CBRS) data on cash transactions as part of our case building process to
identify taxpayers who deliberately conduct business in cash and may be
attempting to avoid taxes altogether. We also are using internal data sources
to select nonfiler cases that involve a pattern of consistent noncompliance
over two or more years.

To combat the concern that some S corporations may be underreporting their
officer compensation, we are applying enforcement resources to 1120S
(Subchapter S corporations) and officer compensation issues. Most closely-
held businesses report payment of a reasonable wage to their shareholders
who perform services as employees of the corporation. However, a significant
number fail to properly establish reasonable compensation for any
shareholder actively operating a corporate business. Because a shareholder
officer in an S corporation owes FICA tax on his/her compensation for
services, the issue is determining reasonable compensation for services for
application of the FICA tax.

It also is not uncommon for employment tax issues to surface in conjunction
with income tax audits, and we plan to continue to devote a portion of our
employment tax resources to address these issues. The related
noncompliance involves a wide range of employment tax issues including, but
not limited to, the taxation of fringe benefits, determination of an employee
versus an independent contractor, and backup withholding.

Voluntary programs that impact the tax gap and change long-term taxpayer
reporting patterns also are an important part of our employment tax strategy.
For example, in May 2003, the IRS released a new voluntary agreement for the
Gaming Industry, Revenue Procedure 2003-35, encouraging nationwide
consistency for tip reporting for this industry. This agreement allows a
gaming industry employer, its employees, and the IRS to work together to
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determine tip rates for tipped employees in specified occupational categories,
prescribes a threshold level of participation by the employer’s employees, and
reduces both compliance burden for the employer and enforcement burden for
the IRS. The American Gaming Association is an active partner in the national
roliout of the gaming agreement and was instrumental in drawing up the
agreement. Nevada and New Jersey have successfully signed up all of their
casino properties under the new gaming voluntary compliance agreement
(over 250 casinos). As a result, reported employment tip wages from these
two states are expected to increase by over $1 billion annually, with minimal
use of IRS resources. The IRS has expanded this initiative to all states that
currently have gaming.

The IRS also is focusing resources on noncompliance among Federal, state
and local government entities including:

a. Establishment of a dedicated Federal Agency tax compliance
enforcement group during FY 2005 in the IRS’ Tax Exempt and
Government Entities Division;

b. Expansion of compliance coverage of Federal, state and local entities
beginning in FY 2005; and

c. Initiation of an examination program during FY 2005 for state and local
governments with payrolls in excess of $40 million.

. Do you think that expanding information reporting and/or withholding requirements
would help close the Social Security employment tax gap?

ANSWER

Based on years of research on compliance behavior, via the Taxpayer
Compliance Measurement Program (TCMP) and the successor National
Research Program (NRP), the IRS has found that taxpayers are most
compliant when there is third party information reporting on specific items to
both the taxpayer and the IRS and when there is withholding. In fact, the rate
of misreporting under this scenario of combined withholding and reporting is
less than two percent of the amount that should be reported (such as for
wages and salaries). Compliance is slightly lower when there is just the
information reporting - the misreporting percentage is less than ten percent.
However, compliance drops off dramatically, with misreporting percentages of
30 percent or higher, when there is neither information reporting nor
withholding. The benefits that would come from expanded withhoiding and
information reporting need to be balanced against the increased cost that
such expansion could involve.



90

4. Do you think that better coordination between the IRS and the state licensing
agencies is a viable way to identify potential Social Security employment tax
offenders? Does the IRS have any efforts underway at this time?

ANSWER

Better coordination with states, local governments, and other federal agencies
is one of the IRS’s continuing goals and we are always looking for new
opportunities to work together to solve mutual compliance issues and
probiems. For example, many locally- or state-issued licenses require a
statement by the applicant estimating his or her annual gross receipts.
Contractors’ licenses often are issued in classes based on the dollar threshold
of construction projects. However, our efforts to directly use state licensing
data have been limited. While those databases can clearly help identify
underreporters and non-filers, the data matching and data perfection
processes are quite labor intensive.

We already have a number of other related Fed/State initiatives in place or
under development that may help to reduce the employment tax gap:

Leveraging State Audit Results
The IRS recently rolled out a new national initiative to use audit reports made

available by state revenue agencies and state unemployment tax agencies more
effectively. State audit findings, that earnings have been understated or that
workers have been misclassified as independent contractors, will be used to
determine whether additional Federal employment taxes are due and to take
appropriate action to collect any unpaid FICA and other taxes. This initiative
will significantly enhance the audit coverage IRS could attain through its own
resources.

Leveraging State Non-Filer Activity
Most state tax agencies have statutory “license clearance authority.”

Self-employed individuals and other businesses are subject to revocation,
suspension, or denial of business licenses or sales tax permits if they do not
file and pay their state taxes. This is a powerful compliance tool that is
effective in securing unfiled state tax returns. The IRS is currently testing a
“reverse filing match” initiative to identify those taxpayers who have filed a
state tax return but not the corresponding Federal return. Preliminary IRS
testing of more than 300 delinquent state returns has shown very promising
results.

Questionable Employer Tax Practices Initiative

The IRS Is developing a proposal for a national strategic employment tax
collaboration with the U.S. Department of Labor, state unemployment
agencies, and state revenue agencies. The intent of the proposal is to create a
coordinated approach to planning, data sharing, compliance activities,
employer education, and media engagement on compliance issues such as
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misclassified workers, misclassification of officer compensation, abusive
employee leasing practices, non-filing, and non-payment. We anticipate that
this approach could significantly leverage the resources of the IRS and the
state agencies in addressing both the Federal and state employment tax gaps.

National Directory of New Hires (NDNH)

The IRS currently has access to the Department of Health and Human
Services’ NDNH database, but only for the purpose of administering the
Earned Income Tax Credit. Expanded access to new hire data and quarterly
wage detail data from the NDNH would facilitate the resolution of unfiled FUTA
(Form 940) and FICA (Form 941) returns and help the IRS to identify current
collection sources. A legislative proposal to provide such access is included
in the Administration’s 2006 Budget. A detailed explanation of the proposal
may be found on page 132 of the General Explanations of the Administration’s
Fiscal Year 2006 Revenue Proposals (“2005 Blue Book™).

Tax Shelter — Listed Transaction Process

Designation of an issue as a listed transaction is an important weapon in the battle
against abusive transactions. Because the American Jobs Creation contains several
provisions relying on listed transaction status, use of listing has grown in importance. In
addition, the IRS has several audit procedures that are triggered by a listing status,
including a mandatory information document request (IDR), penalty development and
approval, and requests for tax accrual workpapers. However, only one transaction,
SILOs, has been listed during the last year.

1. Please explain why there have not been more new listed transactions.

2. Please describe the criteria used to determine whether an issue becomes a listed
transaction and whether a concerted, consistent and comprehensive approach is
being taken to make maximum use of the recent legislation and established IRS
procedures associated with listed tax shelters.

ANSWERS to Questions 1 & 2

The ability of the IRS and the Treasury Department to list a transaction is an
important tool in curbing abusive tax avoidance transactions and to provide
guidance to taxpayers and their advisors on our interpretation of the
transaction. Listing a transaction has significant consequences, including
disclosure obligations that are imposed on taxpayers and their advisors and
the potential for penalties. The disclosure obligations are now supported by
meaningful penalties that recently were enacted as part of the American Jobs
Creation Act of 2004 (Jobs Act).

From the IRS’ standpoint, the publication of a listing notice merely begins the
process of actions necessary to develop and dispose of cases involving
transactions covered by the notice, administratively or in the courts. IRS
personnel engaged in a variety of these enforcement efforts during the past
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year with respect to previously issued listing notices, the most notable of
which was the settlement initiative covering Son of BOSS transactions
described in Notice 2000-44 [2000-36 I.R.B. 255].

To evaluate the merits of a transaction and decide whether listing is
appropriate, the Treasury Department and the IRS must understand the facts
of the transaction, the tax positions claimed by the taxpayer, and the potential
abuse of the transaction. In general, once the Treasury Department and the
IRS become aware of a potentially abusive transaction, the first step in the
process is to gather the information necessary to evaluate the transaction.
When there is sufficient information to understand the transaction, technical
experts at the IRS consider the appropriate legal analysis of the transaction.
Determinations are then made as to whether the transaction should be
considered for listing.

The Treasury Department and the IRS have an obligation to understand fully
and to evaluate carefully a transaction before it is designated as a listed
transaction. To maintain the credibility of the message sent by the
designation of a transaction as a listed transaction, the process must be
undertaken in a deliberate manner. As you note, the Treasury Department and
the IRS recently listed one transaction (Notice 2005-13 [2005-9 I.R.B. 630],
Sale-in/Lease-out (SILO) transactions). While the Treasury Department and
the IRS are considering a number of other potentially abusive transactions for
listing, no final determinations have been made. There are a variety of
potentially abusive transactions, and each transaction presents unique
challenges in determining whether, as a factual and a legal matter, the
transaction is one that merits designation as a listed transaction. Not every
tax avoidance transaction is or should be designated as a listed transaction.
Certain transactions that give rise to improper tax benefits are best addressed
using traditional tools, such as issuing published guidance expeditiously to
make clear that those transactions have questionable legal support. For
example, the Treasury Department and the IRS quickly acted to address
abuses associated with qualified transportation fringe benefits by issuing
Revenue Ruling 2004-98 [2004-42 |.R.B. 664]. In other cases, the inquiry
regarding the propriety of a transaction is so fact -specific that a listing notice
cannot be tailored adequately to address only abusive fact patterns. The
determination to refrain from listing a transaction does not represent a
determination that the transaction will not be challenged or that the tax
benefits should be allowed.

Through published guidance, enforcement, and support of legislative
changes, the Treasury Department and the IRS have generally been
successful in addressing tax shelters. These successes, however, bring other
challenges such as understanding the shifting tax shelter marketplace. The
nature of taxpayers who are likely to enter into potentially abusive
transactions may change. For example, with the passing of the
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Sarbanes-Oxley Act and requirements for reporting involvement in tax
shelters to the Securities and Exchange Commission, large public companies
may be less inclined to enter into potentially abusive transactions. Also, the
types of promoters appear to have changed and those that remain have
aitered their methods for marketing and selling transactions.

In addition, the IRS is also receiving an increasing volume of disclosures from
investors and material advisors. The IRS is currently taking steps to review
these filings and to determine which of them should be referred for listing
consideration based on known information from various sources and which
need to be pursued in an examination to ascertain more facts. While the
Treasury Department and the IRS are prepared to address these challenges,
understanding the evolving market for tax shelters and identifying the trends
of potentially abusive transactions continues to present challenges as that
market adapts to the reinvigorated attention shelters have received from
Congress, the IRS, and the Treasury Department.

In addition to considering additional transactions for listing, the IRS and
Treasury Department are working to establish procedures to implement the
statutory changes made by the Jobs Act. In the past six months, interim
guidance has been issued with respect to the revised disclosure provisions in
Internal Revenue Code {Code) sections 6111 and 6112, and with respect to the
new penalty provisions in Code sections 6662A and 6707A. This guidance will
allow the IRS to apply the recent statutory changes in appropriate cases.

“Free-File” Initiative

How many companies participated in the tax year 2004 program?

ANSWER
For tax year 2004 (Filing Season 2005), twenty (20) companies participated in
the IRS Free File program.

How many years has each of these companies been in business?

ANSWER

We do not have records of how long each company has been in business;
however, the chart below shows how long each company has been involved in
the Online Filing Program.

. . Online Filing Free File
Free File Alliance Member Services Participant
#1 Discount Tax Return Service, LLC Aug. 2002 3 years
1040Now, Inc. Nov. 1997 2 years
123 Easy Tax Filing, LLC Aug. 2002 1 year
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. . Online Filing Free File
Free File Alliance Member Services Participant
2" Story Software, Inc. Nov. 1998 3 years
Braman Tax Services Nov. 2002 2 years
C&S Technologies Oct. 1999 3 years
CCH, Inc. Dec. 1998 3 years
Efile Tax Returns, Inc. Aug. 2002 3 years
ezTaxReturn.com Dec. 2000 3 years
FileYourTaxes.com Nov. 1991 3 years
Free Tax Returns.com, Inc. Feb. 2001 3 years
H&R Block Oct. 1991 3 years
Intuit Oct. 1991 3 years
my1040ez.com, Inc. Jun. 2001 3 years
OnLine Taxes, Inc. Dec. 1999 3 years
Tax Centers of America Oct. 1992 1 year
Tax-Engine.com Oct. 2002 3 years
TaxNet, Inc. Oct. 2004 1 year
TaxSimple Dec. 2002 3 years
TaxSlayer Oct. 1991 3 years

3. How many years has each of these companies participated in the program?

ANSWER
Please see answer to Question 2, above.

4. Who decides if a company participates in Free-File — the Free-File Alliance or the
IRS? Whether the Alliance or the IRS, what processes and what criteria are used to
determine whether a company should be allowed to participate? How is quality
control measured? If the Alliance makes the decision, how does the IRS oversee
the Alliance?

ANSWER
Both the IRS and the Free File Alliance, LLC (FFA), play a role in deciding
whether a company may participate in the Free File program.

According to the Free On-Line Electronic Tax Filing Agreement (October 30,
2002) between IRS and the FFA, the Consortium (a.k.a. the Alliance) shall
accept offerings from entities that are Authorized IRS e-file Providers in
accord with IRS Revenue Procedure 2001-31 and are in compliance with
applicable law, including but not limited to, Department of the Treasury/IRS
rules, including but not limited to 31 C.F.R. Part 10, IRS Revenue Procedure
2001-31, current versions of IRS Publications 1345 and 1345-A, and 26 U.S.C.
§ 7216.
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In its 2004 Operating Agreement (Article IV Section 4.1), the FFA outlines its
admission requirements for Alliance membership. (See Appendix 2.)

Participants in the Free File program are Authorized IRS e-file providers that
must adhere to IRS Revenue Procedure 2001-31. Acceptance into the IRS
e-file program entails completing and submitting an IRS e-file application and
undergoing an annual suitability check by IRS. Suitability checks may inciude
the following: A criminal background check; a credit history check; a tax
compliance check to ensure that all required returns are filed and paid, and to
identify fraud and preparer penalties; and a check for prior non-compliance
with IRS e-file requirements.

In addition, participants in the Free File program undergo software and/or
communications testing with IRS before acceptance into the program. The
purpose of testing is to ensure, prior to live processing, that the participants
transmit in the correct format and meet the IRS electronic filing specifications;
that returns have few validation or math errors; that required fields will post to
the IRS Master File; and that the participants understand the mechanics of IRS
e-file.

. What oversight occurs during the filing season of each company’s software and
operations, including, but not limited to, whether the software is accurate, what
ancillary products are being sold (e.g., refund anticipation loans, refund ATM cards,
audit insurance, etc.), and whether the taxpayer gets what he/she pays for? Who
does this oversight — the Alliance or IRS? If the Alliance, what oversight does IRS
perform of the Alliance?

ANSWER

Ensuring the integrity and functionality of the Free File program is extremely
important. As a result, there are a variety of measures to assure that
companies participating in the Alliance are able to support their free offering
while providing taxpayers with a quality product. For example, companies
interested in participating with the Free File program must adhere to all
requirements associated with the IRS e-file program (e.g., application,
suitability, testing, etc.) and must provide such services in accordance with all
applicable federal, state and local laws, rules and regulations. Other
requirements for Free File participation include (but are not limited to):

Certification of third party privacy and security.
Compliance with all federal rules and regulations on taxpayer privacy.
These rules generally prohibit use of tax return data for purposes not
specifically authorized by the taxpayer.

» Financial contribution to the operation of the Free File Alliance in
accordance with Operating Agreement.
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To ensure that Alliance members adhere to the standards and requirements
set forth in the Alliance’s Operating Agreement, the Service conducts reviews
of all Alliance member web sites prior to launch. A Service review team
examines all sites before that are posted on the Service’s Free File site. A
checklist ensures consistency among reviewers. In addition, the Service
monitors the progress of each member during the filing season. Members are
also required to alert the Service immediately if any problems arise. If
appropriate, the Service will remove the provider from the online listing until
the problem is resolved.

To use Free File services, taxpayers are under no obligation to purchase any
product from participating companies. Although the IRS does not endorse the
use of such products, obtaining a fee-based product is a decision left to the
individual taxpayer.

. Does the IRS or the Alliance (please specify if none, one or both) keep track of the
types of ancillary products that are being sold and the revenues received from them,
including, but not limited to, refund anticipation loans, refund ATM cards, audit
insurance, etc.? Please provide detailed information, including how many
companies offer each type of product, the number of taxpayers buying each product
and the revenues received from each product.

ANSWER

Neither the IRS nor the FFA keeps track of the types of ancillary products
individually sold by each of the FFA members and the revenues received from
them. The FFA members view such information as proprietary. However, the
IRS responds to all taxpayer communications expressing valid concerns or
complaints about a Free File offer. Such concerns and complaints are
resolved and the affected FFA member is notified and required to solve any
identified problem and to ensure that future problems do not occur.

. What is the IRS’s position with respect to any perceptions of conflict of interest or
implied endorsement of certain companies’ tax filing products that could result from
the ability to link to them directly from the IRS website.

ANSWER

The IRS expressly does not endorse the cross-selling of any ancillary
products or services posted on an Alliance member’s web site. To use Free
File services, taxpayers are under no obligation to purchase any product from
participating companies. IRS clearly communicates this message on the IRS
website. Ultimately, the choice for obtaining a fee-based product is a decision
left to the individual.

Prior to exiting the IRS web site to link over to an Alliance member’s website,
taxpayers are presented with an IRS disclaimer screen alerting the taxpayer
that they will be leaving a government website and entering a privately owned
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website created, operated and maintained by a private business. The taxpayer
is provided an opportunity to decide whether to continue and exit or remain
within the IRS website.

8. Has the IRS estimated what the cost would be if the agency contracted out the Free-
File program to a bidder?

ANSWER

In its EZ Tax Filing Business Case and Capital Asset Plan (December 10,
2001), the IRS considered two alternatives for assuring a free Internet option
for taxpayers. They are as follows:

* Proprietary Government Solution: An IRS branded, free Internet tax
filing site. The IRS would outsource development and maintenance of
the site as well as the customer service.

» Industry/Partnership Solution: Explore with industry the development
of a partnership to assure the availability of free Internet filing options
for a broad base of tax filers.

The proprietary government solution, referred to as NetFile in the original
business case, was targeted at providing no-cost, online Internet filing
capabilities to a broad market of approximately 20 million taxpayers — wage
earners who self-prepare and mail-in paper returns (1040EZ and 1040A). It
was estimated that NetFile could, with the necessary resources, be
implemented in a 24-month timeframe requiring estimated investment costs of
$31.3 million (in 2001 dollars) for the FY 2002 — FY 2007 period. While the IRS
would be able to reduce costs for processing returns, incremental customer
service support and marketing costs would absorb these savings, resulting in
a negative On-Budget benefit for the IRS in the above time period.

9. Please provide a list of all the complaints and problems the IRS has received from
taxpayers, including, but not limited to, violations of confidentiality.

ANSWER
See Appendix 3

10.Does the Alliance receive any type of fees, compensation, remuneration, or
reimbursement from the companies that participate? If so, describe what the
amounts are based on (including the sale of anciliary products), what the Alliance
uses them for, and the amounts received. In exchange for the fees, compensation,
remuneration, or reimbursement, do the companies receive anything other than the
right to put their software on the Free-File website?

ANSWER
Members of the Alliance pay an initial capital contribution to the FFA, not the
IRS, to participate as a member of the Free File Alliance to defray ordinary and
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necessary operating expenses. At the discretion of the Executive Director,
members may be required to make additional capital contributions to pay any
extraordinary and unbudgeted expenses.

Private Collection Agencies

The IRS announced that it expects to implement private collection services in early
2006.

1.

Has the IRS selected a vendor(s)? If so, please identify all vendors.

ANSWER

The Request for Quotes (RFQ) was issued to Private Collection Agencies
(PCAs) that are schedule vendors with General Services Administration (GSA)
Financial and Business Solutions (FABS) Schedule 520, Special item Number
(SIN) 4, Debt Collection Services contracts. IRS anticipates actual award for
the limited implementation efforts to three of these schedule vendors
sometime this summer.

. What criteria are used to select a vendor?

ANSWER

The RFQ will have 3 primary evaluation factors. The first is technical and past
performance. The IRS will evaluate the vendor’s technical approach to
satisfying the requirements outlined in the statement of work. This will
include the vendor's methods of telephone contacts, direct mailing efforts,
skip tracing, skill mix of personnel assigned to contract, monitoring and
compliance programs, and ability to provide for Federal Government
monitoring of its systems.

The technical review will include an evaluation of the vendor's management
plan, including how the vendor will organize, staff, train and manage the work.
The vendor's physical security, data integrity, communications security,
disaster recovery plan, and personnel security shall be evaluated. The IRS will
evaluate how the vendor will meet privacy requirements.

The IRS will also evaluate the vendor's relevant experience in the collection of
debt owed the Federal Government. The vendor's recovery rate in the
collection of federal, state, and local government debt, and consumer and
commercial debt will be evaluated.

The second evaluation factor is licensing and bonding information. Due to the
nationwide aspect of the program vendors must meet industry requirements,
including licensing and bonding requirements, for collecting consumer and
commercial debt nationwide and in the territories of Puerto Rico, Guam, and
the Virgin Islands.
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The third evaluation factor is pricing.
. How will the IRS determine which cases to assign to the vendors?

ANSWER

During the limited implementation phase, the IRS will be assigning delinquent
tax accounts that have less complex collection issues. These will include
accounts where the taxpayer owes greater than $100 but less than $25,000 and
has acknowledged the amount owed. They will be accounts the IRS does not
have the resources to address internally but believes can be collected with
proactive methods.

. What training or other orientation will IRS give to the vendors and their employees?

ANSWER

The IRS will provide the vendors with specific training. This training will
include information on tax receivables, forms, tax-periods, filing statuses, etc.
In addition there will be significant training regarding taxpayer rights, privacy,
disclosure, browsing and safeguards, to include the mandatory training
provided annually to IRS employees on these topics.

. How will the [RS evaluate the performance of the vendors? How often will these
evaluations occur? Who in IRS will be responsible for this oversight?

ANSWER

The IRS will evaluate the performance of the vendors using a balanced
measures scorecard. There are five elements to the scorecard. The elementis
for evaluation are (1) dollars collected as a percentage of dollars placed;

(2) accounts resolved to include appropriate administrative resolutions in
addition to accounts closed as full paid or in repayment status; (3) quality
score from IRS monitoring of PCA activities for adherence to technical
approach proposed; (4) taxpayer satisfaction as determined by IRS surveying
of customer satisfaction similar to IRS surveys; and, (5) PCA employee
satisfaction to be determined by employee turnover on IRS account work and
periodic focus groups with PCA employees.

. What processes/safeguards will be used to protect taxpayer rights?

ANSWER

First, the IRS will review and approve all written communication with
taxpayers. Additionally, the IRS will establish an oversight group, within the
IRS compliance organization, with responsibility for monitoring PCA activities.
This will include ensuring only approved written communications are provided
to taxpayers. The oversight group will also monitor PCA employee telephone
conversations with taxpayers, both live and recorded. IRS monitoring could
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result in identification of complaints that would resuit in point deductions from
the balanced measures scorecard and reductions in vendor payments
commensurate with the level of the violation identified.

Second, the same IRS standards for customer service and protection of
taxpayer rights will be strictly enforced. PCAs will have limited contact with
taxpayers (telephone and written correspondences only), have no
enforcement powers and will be prohibited from threatening or intimidating
taxpayers or implying that enforcement actions will be taken against them.

Specific safeguards to protect the taxpayer include:

o Fair Debt Collection Practices Act.

« Protections against Unauthorized Disclosures — Permit a taxpayer to
pursue legal action against any person who is permitted to receive tax
returns and return information for purposes of assisting in tax
administration, but who unlawfully inspects or discloses that information.
Civil and criminal penalties also may be imposed.

e Assistance from the National Taxpayer Advocate — PCAs will be required to
inform taxpayers of their right to obtain assistance from the office of the
National Taxpayer Advocate and immediately notify the designated point of
contact that TAS assistance has been requested.

e Protections with respect to Third Party Contacts, Installment Agreements
and communications — Examples of these protections include the
prohibition on levy during the consideration and term of the installment
agreement, as well as immediately after a proposed rejection or termination
of an installment agreement.

e Protections against conduct that violates Minimum Standards ~ Such
protections require, for example, that PCAs comply fully with the
provisions of section 1203 of the Internal Revenue Service Restructuring
and Reform Act of 1998, including removal of PCA employees who violate
the requirements of this provision from administration of the IRS contract.

. What actions will IRS take if a vendor is determined to be ineffective or in violation of
taxpayer rights? How will the IRS handle complaints from taxpayers?

The IRS has the ability to terminate vendor contracts for non-performance to
include violation of taxpayer rights.

The vendor is required to provide taxpayers wishing to complain about the
vendor the appropriate IRS contact information, including the title and address
of the IRS contracting officer’'s technical representative. When a complaint is
received by the IRS, the vendor will be instructed to suspend collection
activity on the account in question. The vendor will not be allowed to resume
collection activity on the account until authorized by the IRS.
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The IRS will require the vendor to keep a log of all complaints. The complaint
logs shail be accessible by designated IRS representatives. In addition, the
vendor's Management Plan shall address in specific detail how the vendor will
address, mitigate and resolve complaints, as well as its plan for prevention of
additional or repeat complaints.

Complaints that are validated will have a negative impact on the vendor’s
performance, including point deductions on the balanced measures scorecard
and reductions in vendor fees awarded. The contracting officer will request
remediation plans, as appropriate, for complaints against specific PCA
employees. These remediation plans may include removal of the offending
PCA employee from performance on the IRS contract. In appropriate
circumstances, validated complaints can lead to the termination of vendor
contracts.

. What impact do you think the use of outside collection agencies will have on the tax
gap?

The PCA activities will assist the IRS to address significant backlogs in
delinquent tax receivables. The anticipated results will include additional
revenue to the Treasury and appropriate identification and classification of
receivables.

. How much money do you expect to be collected each year? How much will this
cost, including amounts paid to the vendors and I1RS resources for oversight,
processing, etc.? How does this cost compare to the IRS doing this work for itself?

The IRS is reviewing revenue estimates from PCA collections as it works to
implement the program following its legislative authorization. Currently, we
estimate that PCAs will collect $1.4 billion in outstanding tax debt over the
next ten years. However, we are working to refine our estimate and determine
spreading of revenue as the program becomes fully functional. Commission
fees will be paid to the vendors on dollars collected at specified rates. The
fees will be based on the balance range (amount outstanding) of the account,
not to exceed 25 percent of the amount collected.

The IRS has requested additional staffing to support the PCA efforts within the
IRS. This staffing will be used to resolve issues that are not within the
authority of the PCAs, to provide oversight and quality review of PCA
activities, and to manage the contract provisions as the contracting officer’s
technical representative. It is anticipated that, at full capacity (FY 2008), this
will require an additional 140 Full Time Equivalent within the IRS.

The accounts that the IRS anticipates placing with PCAs are not being actively
addressed by IRS resources. The volume of delinquent taxpayers exceeds the
IRS’ collection capacity, resulting in a backlog of cases that the IRS cannot
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work without additional resources. Due to the limited nature of activity that
can be performed by the PCAs, we do not have precise comparative estimates
of what the cost would be for the IRS to work the accounts internally. The
cost for the IRS to perform these tasks may be lower. As noted above,
though, the IRS does not have the resources necessary to pursue collection of
these tax debts.

The Government Accountability Office (GAO) has recommended that as soon
as practical after experience is gained using PCAs, the Commissioner should
ensure that a study is completed that compares the use of PCAs to a
collection strategy that officials determine to be the most effective and
efficient overall way of achieving collection goals. In the IRS’ response to
GAO, the IRS confirmed its commitment to performing an analysis of the PCA
program once actual data are readily available, and any strategic impact of the
program on the overall collection of delinquent taxes.

The IRS recently released Tax Gap estimates from its National Research Program
study. The estimates are based on examinations conducted on tax year 2001 returns.
Since that time, Congress has passed important measures to simplify and reduce
erroneous payments in the EITC, and the IRS has implemented a number of additional
administrative improvements. Changes since Tax Year 2001 that should reduce EITC
errors include the following:

Simplifications and clarifications of tax law that are reducing overpayments:

Major changes were enacted in 2001 to simplify the EITC and reduce errors. Treasury
economists have estimated that these provisions reduce overpayments by about $2
billion a year. (These provisions were not yet in effect in 2001.) Changes that were
enacted in 2001 — and additional changes enacted since then — that simplify the EITC
and should reduce erroneous payments include:

. Rules to simplify what had been exceedingly complicated (and essentially
unenforceable) rules regarding who can claim a child for the EITC in a muiti-
generational household

. New rules that conform the definitions of AGI and earned income used in the
EITC to the definitions used in the rest of the individual income tax code.
Previously, the EITC had its own idiosyncratic definitions.

. Uniform Definition of Qualifying Child — enacted last year, this measure is
designed to reduce confusion and improve consistency across the EITC and
other child related tax provisions, such as the child tax credit. Previously there
were large inconsistencies between the definition of qualifying child used in the
EITC and the definitions used for other child-related provisions of the code.
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Administrative Changes:

The IRS has:

. Increased examination coverage — since tax year 2001, EITC examinations
(audits) have risen from 373,000 to 465,000, an increase of nearly 25 percent.

. Implemented numerous business process reforms that enhance IRS’ ability to
identify erroneous EITC returns. These include:

[e]

Use of a private sector solution to improve the way EITC returns are
selected for examination and to identify the most cost-effective methods of
collecting EITC overpayments

A new process to identify errors in amended EITC returns.

Enhanced research to improve methods for selecting returns to scrutinize
more closely, and thereby to target EITC compliance resources more
effectively.

New inventory management tools that will route the most egregious EITC
returns to examiners with specific expertise no matter where they are
across the country

A Decision Support Tool that will ensure consistency in EITC
examinations, so similarly situated taxpayers will be treated similarly no
matter their geographic location.

General automation of IRS examination processes to increase efficiency,
speed, accuracy and fairness.

. Instituted an ongoing preparer strategy designed to identify and punish
unscrupulous preparers who help their clients improperly claim the EITC

. Instituted tests (now underway) of specific methodologies to combat the three
largest types of EITC errors:

[e]

Qualifying Child Certification — the IRS is conducting tests to determine
the effects of requiring a subset of EITC claimants to provide extensive
documentation proving that they lived with the children they are claiming
for more than half the year.

Filing Status — the IRS is testing methods to identify taxpayers using an
incorrect filing status.
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o Under-reported Income - the IRS is revamping the way it identifies
unreported income, with a specific focus on EITC taxpayers

. Partnering with state governments to share information that can be used to
identify and address EITC error.

. Acknowledging the steps that Congress and IRS have made since 2001, do the
recently released Tax Gap estimates from the IRS National Research Program
study reflect current levels of EITC error and non compliance?

ANSWER

No. The recently released tax gap estimates, developed in part from the
first phase of the National Research Program (NRP) study, which focused
on individual taxpayers for tax year 2001, are estimates of compliance for
tax year 2001 and therefore do not reflect the impact of recent statutory and
administrative changes.

. If not, by how much (according to IRS estimates) have the recently enacted
legislative reforms as well administrative actions reduced error and non
compliance in the EITC?

ANSWER

The Economic Growth and Tax Relief Reconciliation Act of 2001 contained
some provisions that should help lower Earned Income Tax Credit (EITC)
noncompliance, including a simplification of the adjusted gross income
tiebreaker and marriage penalty relief. Treasury has estimated that these
provisions reduced EITC erroneous claims by roughly $2 billion (in 1999
dollars).

From Senator Rockefeller:

| am very concerned about the IRS’s decision to reduce taxpayer services at the same
time that it increases enforcement efforts. Many Americans depend on the face-to-face
assistance that they can receive from Taxpayer Assistance Centers.

Please explain the process that the IRS will go through to determine which Taxpayer
Assistance Centers will be closed? What criteria will be used to evaluate the Centers?

ANSWER

Our challenge was identifying the most appropriate Taxpayer Assistance Centers
(TAC) for closure — those where the closure would have the least impact on
taxpayers and our employees. This was a data-driven decision based on a
business model with five neutral criteria (a copy of the criteria is attached as
Appendix 1):

¢ Demographics with 12 subcomponents;
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Geography with 4 subcomponents;
Workload with 3 subcomponents;
Facilities cost with 6 subcomponents; and
Employee cost with 8 subcomponents.

e ® o o

We populated the business model with FY 2004 data and the most recent census
information and assigned weights to each criterion. Our weighting was
customer-centric and based on internal and external stakeholder input. We
assigned nearly two-thirds of the weighting to customer considerations -
workload, geography, and demographics — and only one-third of the weighting to
employee and facilities costs.

We applied three business rules to the weighted model for fairness:

1) A significant office presence will remain in the top 35 metropolitan areas
based on the latest census population information.

2) No state would lose more than half of its TACs, nor have a TAC closed that
accounted for more than 40 percent of the customers serviced in that state.

3) Alaska and Hawaii would not have any TACs closed as they are remote
locations away from the continental U.S.

The data, weights, and rules produced a ranked listing of TACs. In general, we
are retaining a TAC footprint in high traffic areas with the greatest need and rural
areas with limited accessibility to other offices.

What specific role will the Taxpayer Advocate Service play in making these decisions?

ANSWER

The National Taxpayer Advocate (NTA) was briefed on the model and asked for
her opinion on the criteria utilized. Based on feedback from the NTA, we
assigned the majority of the weight—nearly two-thirds—to customer
considerations: workload, geography, and demographics; only one-third of the
weighting went to labor and facilities costs. However, because this was an
objective, data-driven business decision, the NTA did not have a specific role in
the decision process resulting in the final identification of the 68 sites to be
closed.

Has there been any effort to decrease the utilization of Taxpayer Assistance Centers in
recent years?

ANSWER

In recent years, the number of taxpayers walking into a TAC for assistance has
decreased from a high of nearly 10 million contacts in FY 2000 to about

7.7 million contacts in FY 2004. This trend reflects the increased availability and
quality of services that do not require travel or waiting in line. Such services
include improved access to IRS telephone service, the increasing availability of
volunteer assistance, and the many services now available through IRS.gov, such
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as “Free File” and “Where’'s My Refund?” In addition, the ability to download
forms online has also contributed to the decline in the number of customers
walking into a TAC. We have also continued to improve our telephone service for
taxpayers who call the IRS with questions. The use of other aiternatives, such as
volunteer return assistance at Volunteer income Tax Assistance (VITA) sites and
Tax Counseling for the Elderly (TCE) sites, has steadily increased while the
number of TAC contacts decreased. In FY 1999, for example, VITA sites filed
almost 584,000 returns, and TCE sites filed 446,000 returns. In the next five years,
the numbers of returns filed through these sites increased 88 percent, reaching
976,000 VITA returns and 958,000 TCE returns in FY 2004.

For example, have employees been discouraged from accommodating as many
taxpayers as may request assistance?

ANSWER

No. Although a strategic effort was made to reduce traffic at TACs, we believe
other IRS initiatives such as e-Services have contributed to an increase in
taxpayers meeting their customer service needs through an environment other
than face-to-face.

Field Assistance’s target state described in the Concept of Operations (CONOPs)
establishes the foundation for its strategic direction. The target-state objective
requires the gradual refocusing of resources from the traditional pre-filing work
to face-to-face Compliance work through the year 2010. To impact this objective,
Field Assistance started with efforis to redirect traditional return preparation, and
aggressively marketed the use of self-service mechanisms to obtain forms,
publications, and transcripts. The shift from face-to-face to self-help
mechanisms is being achieved by implementing targeted objectives, such as
reduction in return preparation and revamping procedures related to account
transcripts and the issuance of ITINs. However, there are other taxpayer
behaviors influencing the number of visitations to TACs. For example, request
for transcripts through the toll-free number and the Transcript Delivery System
(TDS) for practitioners have accounted for a significant decrease in volume.
Further, on a yearly basis return preparation was reduced by 20 percent by
redirecting customers to specific alternate methods such as “Free File,” SPEC
partners, and the local practitioners’ association websites.

How will the [RS serve customers who will no longer be able to receive face-to-face
assistance at a Taxpayer Service Center?

ANSWER

We will continue to fully support the remaining 332 TACs and ali alternative
means of obtaining taxpayer services. Many taxpayers have already migrated to
more convenient, available-on-demand services, such as IRS.gov for tax forms
and information, for free e-filing through Free File, and to check the status of their
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refunds. More taxpayers — 46.6 percent more this year — are turning to free online
e-filing.

Many senior citizens and families qualifying for EITC already use the free
volunteer tax preparation help in their communities. Between 1999 and 2004, the
number of returns filed through these volunteer sites increased 88 percent,
reaching 976,000 VITA returns and 958,000 TCE returns in FY 2004.

Toll-Free telephone help is the convenient choice for many, fielding 77.5 million
calls last year. In-person phone help will be available 12 hours a day and
automated phone help is avallable nearly round-the-clock, making this assistance
available when taxpayers want it.

If Taxpayer Assistance Centers located near Taxpayer Advocate Offices are closed,
what efforts will be made to ensure that the Taxpayer Advocate Offices are able to
accommodate taxpayers who are accustomed to receiving assistance from the IRS at
that location?

ANSWER

We do not anticipate a significant increase in referrals to the Taxpayer Advocate
Service (TAS). TAS criteria for assisting taxpayers are very specific and its
employees already have instructions on how to inform taxpayers who do not
meet the criteria what they need to do to receive assistance. In addition, a
comprehensive communications plan is being developed to ensure that internal
and external stakeholders, as well as the tax-paying public, are well-informed
regarding final TAC closure decisions. The IRS has always utilized multiple
channels of communications, including mass media (national and local),
stakeholder groups, community-based groups, the practitioner community, IRS
publications, and the IRS Web site. We also intend to ensure that taxpayers
affected by these closures will be informed regarding the alternative services that
are available to meet their needs, such as volunteer return preparation sites and
other alternatives such as Toll-Free telephone service and IRS.gov.

From Senator Kerry:

1. How many employees currently work in the Boston call center and what is the
estimated date for the Boston closing? Where will these employees be placed?

ANSWER

Eighty-five employees currently work in the Boston call site. We anticipate
beginning an orderly shutdown later this year with closure occurring by

October 1, 2005. We have offered all employees at the Boston call site the
opportunity to transfer to the Andover campus call site. In addition, we requested
and received authority from the Office of Personnel Management to offer early
outs and buy outs to any of the 85 employees who decline to transfer to Andover.
We hope to begin negotiations with the National Treasury Employees Union as
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soon as possible to give our employees time to decide the best course of action
in their individual circumstances.

2. How many taxpayers does the Boston toli-free center serve and how will the closing
impact Massachusetts taxpayers?

ANSWER

The Boston satellite office has answered 198,628 of the 19,900,258 calls answered
by IRS in 2005. Calls are routed to the Boston satellite office from taxpayers
nationwide and represent only .009 percent of our total calls answered.
Taxpayers will not notice a change because their calls are currently routed and
answered nationwide. We do not anticipate any level of service reductions to any
taxpayers due to this change.

3. To what center or centers will the current call volume in Massachusetts be directed?

ANSWER

We will re-route the calls/work to our other major call centers. The change will be
invisible to callers — we currently route calls to the first available assistor
nationwide. For example, calls from Boston taxpayers could be answered in
Fresno, CA, or Andover, MA.

4. What criteria will you use to determine which Taxpayer Assistance Centers (TACs)
will be closed and how will you analyze the criteria to determine how current taxpayers
who utilize the TACs will be affected?

ANSWER

Our challenge was identifying the most appropriate TACs for closure — those
where the closure would have the least impact to taxpayers and our employees.
This was a data-driven decision based on a business model with five neutral
criteria (a copy of the criteria is attached as Appendix 1):

Demographics with 12 subcomponents;
Geography with 4 subcomponents;
Workload with 3 subcomponents;
Facilities cost with 6 subcomponents; and
Employee cost with 8 subcomponents.

We populated the business model with FY 2004 data and the most recent census
information and assigned weights to each criterion. Our weighting was
customer-centric and based on internal and external stakeholder input. We
assigned nearly two-thirds of the weighting to customer considerations —
workload, geography, and demographics — and only one-third of the weighting to
labor and facilities costs.
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We applied three business rules to the weighted model for fairness:

1) A significant office presence will remain in the top 35 metropolitan areas
based on the latest census population information.

2) No state would lose more than half of its TACs, nor have a TAC closed that
accounted for more than 40 percent of the customers serviced in that state.

3) Alaska and Hawaii wouid not have any TACs closed as they are remote
locations away from the continental U.S.

The data, weights, and rules produced a ranked listing of TACs. In general, we
are retaining a TAC footprint in high traffic areas with the greatest need and rural
areas with limited accessibility to other offices.

5. How many taxpayers do the TACs in Massachusetts serve and how will a potential
TAC closing in the state impact Massachusetts taxpayers?

ANSWER

During filing season 2004, TACs in Massachusetts served 57,951 taxpayers.
During filing season 2005, TACs in Massachusetts served 39,167 taxpayers. This
one-year decline of more than 30 percent is consistent with the decline seen in
other TAC offices around the country.

We have identified four TACs in Massachusetts for closure. We are closing one
TAC in Fitchburg, one in Hyannis, one in Pittsfield, and one in Quincy. These
closings should have a minimal impact on Massachusetts taxpayers. Nationwide,
the number of taxpayers walking into an IRS TAC office for assistance has
decreased from a high of nearly 10 million contacts in FY 2000 to about

7.7 million contacts in FY 2004. This trend reflects the increased availability and
quality of services that do not require travel or waiting in line. Examples inciude
improved access to IRS telephone service, the increasing availability of volunteer
assistance, and the many services now available through IRS.gov, such as “Free
File” and “Where’s My Refund?” In addition, the ability to download forms online
has also contributed to the decline in the number of customers walking into a
TAC. We have also continued to improve our telephone service for taxpayers
who call the IRS with questions. The use of other alternatives, such as volunteer
return assistance at Volunteer Income Tax Assistance (VITA) sites and Tax
Counseling for the Elderly sites (TCE), has steadily increased while the number of
TAC contacts decreased. In FY 1999, for example, VITA sites filed almost 584,000
returns, and TCE sites filed 446,000 returns. In the next five years, the numbers
of returns filed through these sites increased 88 percent, reaching 976,000 VITA
returns and 958,000 TCE returns in FY 2004.
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Appendix 2

4.1 Admission of Members. In order to be considered for membership in the Alliance, a
Person must meet the eligibility criteria as set forth in Section 1.11 and the Standards
of Practice in Article V. Additionally, (i) unless it is a New Market Entrant, the
Person must have processed a cumulative total of 2,500 online returns during years
prior to the date the Member executes this Agreement; (ii) the Person’s offering of its
Services must be made available to not less than 10% of the individual taxpayer
population, and (iii) the Services must be offered on a non-discriminatory basis.
Whether or not an applicant meets these criteria shall be determined by the Executive
Director, utilizing the databases of the IRS, or other IRS-mandated source of data, to
review a Person’s tax return processing history and to measure the scope of the
Services it offers based upon tax return demographics. On or about the date that the
Alliance was established, the Executive Director contacted those Persons to be
considered for Membership in the Alliance. Any Person who wishes to join and
meets the above criteria and the criteria set forth in Section 1.11, may make
application to the Alliance, certifying to the truth of the its representations regarding
its eligibility and the representations and warranties set forth in Section 7.1 below,
and confirming the Tier level at which the Person wishes to join the Alliance, as well
as providing an offer of Services consistent with that request. The Executive Director
will publish a date and place for the receipt of offers and any required payment. Such
date shall be after November 15 of each year unless otherwise indicated by public
notice of the Executive Director. For 2004, the date is December 1, 2004. If a Person
submits its application later than the date established by the Executive Director, the
Executive Director shall make reasonable efforts to include the Person for
consideration of membership in the Alliance, but such Person shall not be guaranteed
that it will be considered or included in the next publication of Members if it does not
timely submit its application. The Executive Director shall review each application
received, request any additional information needed, and, following any review and
consultation with the IRS deemed necessary in the Executive Director’s sole
discretion, the Executive Director shall contact each Person to confirm or deny
eligibility as a Member of the Alliance, and if accepted, the applicable Tier of
Membership. Acceptance or rejection and the Tier level shall be within the sole and
absolute discretion of the Executive Director.
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