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Mr. Chairman, Ranking Member Regula, and Members of the Subcommittee:

Thank you for inviting me to testify today about tax fairness in policy and enforcement.
  Before I discuss specific issues of fairness in tax administration, I would like to make three threshold observations about the components of a balanced tax system.

First, I think we can all agree that good tax administration requires the IRS to collect the correct amount of tax from each taxpayer while it respects the rights of each taxpayer.  In order for the IRS to treat taxpayers fairly, even when it takes a compliance or enforcement action against them, the IRS must be properly funded. In the National Taxpayer Advocate’s 2006 Annual Report to Congress, I made a recommendation that squarely addresses IRS funding – namely, to change the budget rules by which IRS funding decisions are made to provide funding at whatever level will maximize tax compliance, with due regard for protecting taxpayer rights and minimizing taxpayer burden.

Second, in our focus on closing the net tax gap, estimated to be about $290 billion for 2001, we must not forget that taxpayers paid almost 84 percent of the tax dollars known to be due and owing.  Of the $2.24 trillion collected annually by the IRS, only two percent is attributable to enforcement activity.  Taxpayer service surely plays an important role in collecting the other 98 percent of revenue.  With the recent focus on closing the upper end of the tax gap, we must be very careful not to take currently compliant taxpayers for granted and fail to provide them the services they need to comply.  Once we lose these taxpayers’ confidence and trust by degrading IRS level of service, it will be very hard to gain it back.

My third observation relates to the importance of research in addressing the tax gap.  Without a clear understanding of the causes of noncompliance, we will be shooting in the dark.  We need to know whether noncompliance is inadvertent (due to tax law or procedural complexity) or facilitated by preparers or promoters, or whether it is asocial (evasion) or social (in response to a perceived unfairness in the application of the laws).  Each type of noncompliance requires a different approach to bring the taxpayer into compliance.  Thus, Congress should fund a robust IRS research program.  A starting point would be to fund the National Research Program on an ongoing basis, with taxpayer interviews conducted by a neutral party after completion of the audit and designed to understand the causes of the identified noncompliance.  Such knowledge lays the groundwork for a sound and strategic approach to minimizing the tax gap without harming well-meaning taxpayers in the process.

I. Overview of the Problem of IRS Underfunding

The Internal Revenue Service is effectively the Accounts Receivable Department of the United States Government.  On a budget of about $10.6 billion,
 the IRS currently collects about $2.24 trillion a year.
  That translates to an average return-on-investment (ROI) of about 210:1.

Rather than recognizing the IRS’s unique role as the revenue generator for the federal government, however, the congressional budget rules treat spending for the IRS exactly the same way they treat spending for all other federal agencies.

The current budget procedures work essentially as follows:  Early each year, a spending ceiling is established for a category of programs that in recent years included the Department of Transportation, the Department of the Treasury (of which the IRS is a part), the Department of Housing and Urban Development, the Judiciary, the District of Columbia, and independent federal agencies.
  The House and Senate Appropriations subcommittees with jurisdiction over this grouping of federal programs must apportion the total number of dollars it receives among them.  If more funding was provided for transportation programs, for example, less funding was available for the IRS.  Thus, the IRS competes dollar-for-dollar against many other federal programs for resources.

These procedures make little sense.  The IRS collects about 96 percent of all federal revenue.
  The more revenue the IRS collects, the more revenue Congress may spend on other programs or may use to cut taxes or reduce the deficit.  The less revenue the IRS collects, the less revenue Congress has available for other purposes.

If the federal government were a private company, its management clearly would fund the Accounts Receivable Department at a level that it believed would maximize the company’s bottom line.

Since the IRS is not a private company, maximizing the bottom line is not – in and of itself – an appropriate goal.  But the public sector analogue should be to maximize tax compliance, especially voluntary compliance, with due regard for protecting taxpayer rights and minimizing taxpayer burden.  If the IRS were given more resources, studies show the IRS could collect substantially more revenue.

Former IRS Commissioner Charles Rossotti has written:

When I talked to business friends about my job at the IRS, they were always surprised when I said that the most intractable part of the job, by far, was dealing with the IRS budget.  The reaction was usually “Why should that be a problem?  If you need a little money to bring in a lot of money, why wouldn’t you be able to get it?”

Yet obtaining a little extra money to bring in a lot of extra money remains an intractable challenge for the IRS.  Over the past few years, Congress has focused increasing attention on the “tax gap” 
 – the difference between taxes owed and taxes paid, even while it holds the IRS accountable for improving taxpayer service.
  As part of this discussion, it should be recognized that the IRS currently suffers from a “resources gap,” and the IRS’s lack of resources is a significant impediment to its ability to improve taxpayer service, help close the tax gap, and thereby reduce the federal budget deficit.

II. The Consequences of Underfunding the IRS

The failure to fund the IRS at appropriate levels leads to two sets of consequences.  First, the IRS lacks the resources to collect a significant amount of unpaid tax, resulting in a larger tax gap and a larger budget deficit.  Second, the lack of resources often leads the IRS to take steps that are, in my judgment, unwise and unfair from the standpoint of tax compliance and taxpayer rights.  For example, in a tight budget environment, the IRS demonstrates an increased tendency to look for “efficient” approaches to tax administration (i.e., efficient from the IRS perspective) and a resistance to analyzing problems from the taxpayer perspective.  I provide examples of this tendency to superficial efficiency below.

III. Insufficient IRS Funding Leads to a Failure to Collect Unpaid Taxes

In his final report to the IRS Oversight Board in 2002, former Commissioner Rossotti presented a discussion titled “Winning the Battle but Losing the War” that detailed the consequences of the lack of adequate funding for the IRS.  He identified 11 specific areas in which the IRS lacked resources to do its job, including taxpayer service, collection of known tax debts, identification and collection of tax from nonfilers, identification and collection of tax from underreported income, and noncompliance in the tax-exempt sector.

Commissioner Rossotti provided estimates of the revenue cost in each of the 11 areas based on IRS research data.  In the aggregate, the data indicated that the IRS lacked the resources to handle cases worth about $29.9 billion each year.  It placed the additional funding the agency would have needed to handle those cases at about $2.2 billion.

Significantly, this estimate reflects only the potential direct revenue gains.  Economists have estimated that the indirect effects of an examination on voluntary compliance provide further revenue gains.  While the indirect revenue effects cannot be precisely quantified, two of the more prominent studies in the area suggest the indirect revenue gains are between six and 12 times the amount of the proposed adjustment.

I want to emphasize that the existing modeling in this area is not especially accurate, and estimates of both the direct and indirect effects of IRS programs vary considerably.  The IRS needs to develop better modeling to produce more accurate return-on-investment estimates.  But I also want to emphasize that almost all studies show that, within reasonable limits, each additional dollar appropriated to the IRS should generate substantially more than an additional dollar in additional federal revenue assuming the funding is wisely spent.

IV. Insufficient Measures and Funding Result in an Unbalanced and Inadequate IRS Compliance Program

The IRS can do more – much more – to improve tax compliance.  Yet the lack of appropriate and reliable measures of investment return for taxpayer service leads the IRS to chronically underfund taxpayer service activities.  And the pressure to show activity and generate numbers in the enforcement arena leads the IRS to centralize and automate much of its compliance and enforcement activity, and virtually walk away from a meaningful face-to-face presence in communities throughout the United States.

For example, despite a finding by a leading IRS researcher that the direct and indirect benefits of IRS’s preparing tax returns for low income taxpayers pays for itself many times over,
 the IRS has reduced by about half the number of tax returns it helps low income taxpayers prepare in its walk-in sites.
  Despite the challenges individuals who start small businesses face in learning for the first time about the legal requirements they face as employers (including the payroll responsibilities of income and employment tax withholding, paying over tax to the IRS, reporting to the IRS, and reporting to the employee), the IRS has substantially reduced its field outreach operation.
  Despite the number of taxpayers in certain states with taxable income from farming activities, the IRS has apparently declared questions about farm income and expenses “out of scope” for IRS walk-in sites in those areas.

On the enforcement side, the IRS is currently conducting face-to-face audits of only about one out of every 435 tax returns.
  It does not have the resources to pursue a significant percentage of its accounts receivable.  And the private debt collection initiative, a controversial program that is projected to raise only about $1.4 billion over the next 10 years,
 results from the IRS’s lack of resources to pursue these cases itself.

V. Insufficient Funding Leads to Inadequate Face-to-Face Audit Coverage

During fiscal year (FY) 2005, the IRS examined 1,215,308 individual income tax returns, with 84 percent of those examinations conducted by correspondence.
  Correspondence examinations accounted for 88 percent of the FY 2005 examinations of individuals with incomes under $100,000 and 67 percent of those with incomes of $100,000 or more.
  While face-to-face examinations rose by 25 percent from FY 2002 through FY 2005, correspondence examinations increased by 170 percent over the same period.

TABLE 1.  FACE-TO-FACE AUDIT RATES
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TABLE 2.  CORRESPONDENCE AUDIT RATES

In correspondence examinations, the IRS generally sends an initial contact letter informing the taxpayer that his or her return is under examination, then a 30-day letter accompanied by a report detailing any tax adjustment attributable to examined issues, and finally a Statutory Notice of Deficiency if the taxpayer does not agree to, or otherwise resolve, the proposed adjustment.
  Each phase of the process has timeframes established by internal policy.  If the taxpayer does not respond within a prescribed time for action, the case moves to the next phase through an automated batch process.
 

VI. Identifying Appropriate Inventory for Correspondence Examinations

The IRS utilizes internal database information to identify audit issues such as the Earned Income Tax Credit (EITC).  The exam functions may select a return for correspondence audit if all the questioned items are susceptible to direct verification from records that the taxpayer could easily provide by mail, and a review of the return clearly indicates the taxpayer can effectively communicate with the IRS in writing.
 

Correspondence examinations rely heavily on information reporting.  While correspondence examiners may request certain documents to identify unreported income, the revenue agents and tax compliance officers who conduct field and office examinations, respectively, use more sophisticated indirect methods.  Unlike correspondence examiners, revenue agents are trained to use a “dynamic” examination strategy and change the focus of the examination in response to new information.  This approach allows agents to find unreported income that the IRS could not locate in a correspondence examination of limited scope.
  There are indications that the IRS is using correspondence examinations to accomplish work that is better reserved for interviews or field audits.  As depicted in the following chart, since fiscal year 2000, high income taxpayers filing individual income tax returns are increasingly examined by correspondence.

TABLE 3.  PERCENTAGE OF FORMS 1040 EXAMINED FACE-TO-FACE OR THROUGH CORRESPONDENCE
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Correspondence examinations have expanded to include strategies for dealing with nonfilers, projects involving return preparers, and high income taxpayers.  However, the complexity of a case should dictate the audit method.  Conducting a correspondence examination that fails to identify adjustments attributable to a complex issue only serves to reinforce the noncompliance, not deter it.

A 2006 report by the Treasury Inspector General for Tax Administration (TIGTA) found the IRS either abated or did not collect 86 percent of the audit assessments on high income taxpayers, almost two years after the assessments.
  In addition, of the $2.1 billion assessed on high income taxpayers through correspondence examination in 
FY 2004, $1.4 billion (66 percent) was attributable to taxpayers who did not respond to the examiner.
  

The increase in correspondence examinations of taxpayers with Schedule C businesses rose to about 30 percent of all high income taxpayer Schedule C examinations from FY 2002 through FY 2004, and 54 percent of all high income taxpayer Schedule C examinations in fiscal year 2005.
  Given the potential for unreported income in Schedule C business activities and the lack of third-party information reporting, it would appear that the IRS should conduct most of these examinations face-to-face.  Recent reports on the makeup of the tax gap support this notion, indicating that well over half ($109 billion) of the individual underreporting gap came from understated net business income — underreported receipts and overstated expenses.
 
VII. Insufficient IRS Funding Limits Personal Contact in Earned Income Tax Credit Audits and Can Lead to Incorrect Audit Results 

While the IRS is currently auditing only one out of 64 high income returns, it is auditing one out of 41 EITC returns.
  In my view, the level of EITC examinations is reasonable.  On the other hand, as compared to the low audit rate of high income and other taxpayers, there is clearly disparate audit presence in the low income EITC taxpayer population.  This effect is even more obvious when comparing EITC audit coverage to individual taxpayer coverage in general, where the EITC audit coverage rate was 2.4 percent in FY 2005, but the overall individual income tax audit rate was 0.9 percent.
TABLE 4.  INDIVIDUAL INCOME AND EITC RETURN COVERAGE RATES (1997-2005)
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CHART 1.  INDIVIDUAL INCOME AND EITC RETURN COVERAGE RATES (1997-2005)
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In 2004, the Taxpayer Advocate Service conducted a study of audit reconsideration cases where taxpayers claimed the EITC.
  The findings suggest that the manner in which the IRS communicates with taxpayers may significantly affect the outcome of the audit process.  TAS found that the likelihood of a taxpayer receiving additional EITC in audit reconsideration increased with the number of phone calls made by TAS employees.  Overall, of taxpayers who went through the audit reconsideration process and received no phone calls, only 38 percent were awarded additional EITC.  This percentage increased to 67 percent for taxpayers who received three or more calls. 
  Considering that more than 40 million adults, or approximately 21 percent of the adult population of the United States, have less than a high school education, the lack of telephone or face-to-face individual contact can negatively impact those taxpayers.
  

The IRS has made some significant improvements to its ability to answer taxpayer calls.  In January 2006, the Wage & Investment (W&I) Operating Division instituted Intelligent Call Management on its toll-free phones to improve the quality of correspondence examinations.  This service provides more immediate assistance to taxpayers by providing a better level of service on unassigned cases and reduces the need for the taxpayer to call several times to seek assistance.  Additional programming now allows extension routed calls to roll over to the next available examiner if the assigned examiner is not available.  As a result of these improvements, the number of calls answered by a live assistor rose from 14.9 percent in FY 2005 to 39.8 percent in 
FY 2006.

This increased level of service is a significant move in the right direction.  However, the IRS’s ability to sustain or enhance service depends on staffing.  Telephone assistors who serve a dual role as correspondence examiners may be assigned cases that reduce telephone communication with taxpayers as well as the overall level of service.  With FY 2007 funding levels for taxpayer service held to FY 2006 levels, the IRS is moving employees from processing correspondence to answering phones.  Thus, when taxpayers send in responses to IRS inquiries, these letters are often “unassociated” with their cases.  Taxpayers who need their refunds are harmed by these delays.  In some instances, IRS may issue a Notice of Deficiency without reviewing the taxpayer’s correspondence.

Moreover, taxpayers and their representatives continue to cite problems with inconsistencies in the acceptance of documentation for correspondence examination issues.  These problems are especially burdensome for low income taxpayers subject to EITC examinations and can lead to incorrect results and IRS reworking the case as an audit reconsideration when the taxpayer objects to collection of the tax.  

In 2004, the IRS tested the use of an EITC certification form offering three options for certifying child residency, a significant cause of EITC disallowance.  The study marked the first time that the IRS accepted affidavits from third parties with record or personal knowledge of the child’s residency.
  Form 8836, Qualifying Children Residency Statement, including the affidavit, guides the taxpayer through the process of proving the EITC child residency test and eliminates the need for multiple contacts by correspondence.  The test results showed that affidavits had the highest acceptance rate and provided a reliable way to substantiate EITC eligibility, with significantly less burden to the taxpayer.
  The IRS is resisting the National Taxpayer Advocate’s request that it utilize Form 8836 in all EITC examinations, on the ground that the form requires further testing.
  In our view, the IRS’s failure to use this form in all EITC examinations burdens taxpayers and wastes IRS resources by causing unnecessary calls or correspondence, incorrect audit results, and rework in the form of audit reconsiderations.

VIII. Insufficient Funding Leads to Outsourcing Tax Collection  

In his final report to the IRS Oversight Board, former Commissioner Rossotti reported the IRS was receiving sufficient resources to work only 40 percent of some 4.5 million accounts receivable cases each year.  IRS research estimated that with an additional $296.4 million, the agency could collect $9.47 billion.
  That translates to a return on investment of 32:1.  Among collection cases handled solely through phone calls, the IRS has estimated an ROI of about 13:1.

Because Congress has not provided IRS with sufficient funding to work these accounts, the Administration requested the authority to outsource the collection of certain tax debts to private collection agencies.  Congress granted the requested authority in 2004,
 and the IRS began to send cases to private debt collectors in September 2006.

Under the terms of the program, the IRS is paying out commissions of up to 25 percent of each dollar collected to the private collection agencies.  The IRS is also bearing significant additional costs to create, maintain, and oversee the program.

Internal IRS estimates show that the IRS, if given the funding, could generate a substantially higher ROI than private contractors with the potential to receive commissions of nearly 25 percent can produce.  Assuming a roughly 20 cent commission per dollar collected by PCAs, the best the PCAs can do is a return of 4:1, disregarding IRS investment or overhead costs.  The significant administrative costs the IRS is incurring to run the program, including the opportunity costs of pulling experienced IRS personnel off higher dollar work to assist with this initiative, reduce the ROI further.  Despite supporting the use of private debt collectors because of IRS resource limitations, IRS Commissioner Mark Everson has repeatedly acknowledged that IRS employees could collect unpaid taxes more cheaply and efficiently.

The result of underfunding the IRS in this area is that the government is not maximizing its revenue collection and the risk of taxpayer rights violations has been heightened due to the use as collectors of non-governmental employees who will receive only limited taxpayer-rights training.  Collection practices that involve the “psychological pause” (“the next person who speaks loses”) or instructions to “close the sale” seem closer to boiler room techniques than efforts to bring taxpayers into compliance.  At the very least, such approaches are inconsistent with the values built into IRS customer service initiatives since the Internal Revenue Service Restructuring and Reform Act of 1998.

IX. Insufficient IRS Funding Can Lead to Collection Practices that Harm Taxpayers , Particularly Low Income Taxpayers, and Increase Accounts Receivable.  

IRS Collection Practices Do Not Promote Early Intervention in Collection Cases
 In the 2006 Annual Report to Congress, we analyzed IRS collection practices and noted that the lack of early, meaningful interventions by the IRS on delinquent tax accounts contributes to long-term financial problems for many taxpayers and cost the government billions of dollars in lost revenue.
  IRS methods for establishing the priority of collection cases have traditionally placed primary emphasis on the aggregate dollar amounts of delinquencies.
  As a result, many collection accounts do not receive adequate attention because the taxpayer does not owe “enough” delinquent taxes, at least not yet.  The IRS usually cites a lack of available collection resources as a barrier to providing personal attention to many of these cases.

This IRS collection strategy harms taxpayers, particularly low income taxpayers.  Specifically, because low income taxpayers generally incur relatively small tax debts and the IRS considers them low priority cases, these accounts carry a high probability of being “surveyed,” i.e., systemically reported as not collectible.  Since penalty and interest continue to accrue on these unresolved accounts, by the time they grow to the level that triggers IRS attention, the amounts are so large that the low income taxpayer cannot pay the debt in full or over time.  

IRS Collection Practices Do Not Realistically Determine the Reasonable Collection Potential of Cases Involving Low Income Taxpayers
 When low income taxpayers proactively attempt to resolve their delinquency problems, IRS collection practices serve as barriers to mutually beneficial solutions.  For example, the IRS’s current national standards for allowable living expenses (ALEs), used to calculate the reasonable collection potential for purposes of offers in compromise and installment agreements, discriminate against low income taxpayers.  

The IRS’s current ALE “national standards,” which primarily represent allowances for food and clothing, group taxpayers into eight income stratifications.
  As defined by the ALE, a family of four living at the lowest defined income level is only entitled to $11 more per month for food than a family of three – or $132 per year!  The lowest three income stratifications – with their attendant “allowable” expenses – are actually below the poverty income level as defined by the U.S. Department of Health and Human Services.
   Thus, by basing “national standards” on actual expenditure data instead of realistic cost of living allowances, the IRS forces low income taxpayers to live below the poverty threshold with respect to their basic living expenses.
  For the federal government to expect a family of four to feed a child on $132 a year is an affront to basic human dignity.

The IRS’s failure to develop reasonable allowable expense standards that recognize the need for taxpayers to retain sufficient net income to rise above the poverty level, as measured by federal poverty guidelines (or some reasonable percentage above them), harms taxpayers by requiring them to pay unrealistic amounts, increases the IRS’s accounts receivable by failing to provide for account resolution, and alienates taxpayers who may be trying to become compliant.  

IRS Emphasis on Automated Levies Harms Elderly and Disabled 
Social Security Recipients

The Taxpayer Relief Act of 1997 (TRA 97) authorized the IRS to issue continuous levies for up to 15 percent of federal payments due to taxpayers who have an unpaid federal tax liability.
  Under the Federal Payment Levy Program (FPLP), an automated system matches IRS records against those of the government’s Financial Management Service (FMS) to locate federal payment recipients who have delinquent income tax debts.
  Once a match occurs, the IRS attempts to notify the recipient of the potential levy by sending a letter with information about the liability and the taxpayer’s appeal rights.  As an additional precaution for taxpayers who receive benefits paid by the Social Security Administration (SSA), the IRS sends a second notice before transmitting the levy to the FMS.  When the FMS generates a levy payment, it sends a notice to the taxpayer’s address of record on file with the appropriate federal agency.

From FY 2002 through the first quarter of FY 2006, 84 percent of all FPLP levies involved SSA payments to the elderly and disabled.
  Although the law limits FPLP levies to only 15 percent of each Social Security payment, the remainder may not be enough to avoid a financial hardship, considering that:

· Social Security provides at least half of the total income for 65 percent of beneficiaries aged 65 or over, and is the only source of income for more than 20 percent of this population;
 and

· As of August 2006, Social Security recipients received an average monthly benefit of $923.30.  An FPLP levy would reduce the amount to $784.80 per month.

Between FY 2005 and FY 2006, FPLP case receipts in the Taxpayer Advocate Service increased by 143 percent (from 1,707 case receipts in FY 2005 to 4,147 case receipts in FY 2006).  Of the 3,527 FPLP cases closed by TAS in FY 2006, 73 percent received full or partial relief from the levy.
  TAS FPLP cases often involve not only the TAS case advocate but also several IRS, Social Security Administration, and FMS employees.  Frequently, at least four federal employees must undo what an effective screen could prevent occurring.  This situation is not only harmful and burdensome to taxpayers but it is also an astonishing waste of valuable resources.

All of these statistics demonstrate how imperative it is that the IRS develops an effective screen to eliminate the need for low income elderly or disabled individuals to contact the IRS and seek relief from a levy after the fact.  Yet despite two IRS task forces, a GAO audit, and multiple National Taxpayer Advocate Annual Reports to Congress (with specific recommendations) over the past five years, the IRS has been unable to devise a feasible method of screening out low income taxpayers from this automated process.

The IRS has finally agreed, in response to the 2006 Annual Report to Congress, to conduct the necessary research to develop an appropriate screen.  While this research has yet to commence, elderly and disabled Social Security recipients are today having their benefits reduced under the FPLP.  Congress needs to let the IRS know that this research and the development of an effective screening mechanism is of the utmost importance for protecting the rights of this vulnerable population.

X. Insufficient Funding Leads to Neglect of Important Taxpayer Service Programs

The IRS has long acknowledged that taxpayer service plays a significant role in promoting tax compliance.  In fact, its current strategic plan is based on the principle: “Service + Enforcement = Compliance.”
  Yet the following examples illustrate the neglect of important services that likely is resulting in a higher tax gap.

A. Tax Return Preparation

The IRS historically has prepared tax returns for low income taxpayers at its walk-in sites (called “Taxpayer Assistance Centers,” or “TACs”).  Low income taxpayers generally qualify for the earned income tax credit (EITC), which is a refundable credit that caps out at $4,536 in 2006.  Studies show that the average overclaim rate for EITC benefits is between 27 percent and 32 percent.
  IRS personnel who prepare tax returns are trained to ask questions that minimize the likelihood of EITC overclaims and thus can save the government hundreds of dollars per return.  Yet to free up resources for other program initiatives, the IRS has substantially reduced return preparation at its TACs.  The number of tax returns it prepared dropped from 665,868 in FY 2003 to a projected 305,000 in FY 2006.

IRS data for tax years 2002 through 2004 suggest that EITC returns prepared by IRS TACs may be significantly more compliant than self-prepared and commercially prepared returns.  Discriminant Function (DIF) scores
 for self-prepared returns were between 21 and 26 percent higher than returns prepared at the TACs.  The DIF scores for returns prepared by commercial preparers were between 25 and 31 percent higher than returns prepared at the TACs.

These findings are corroborated by examination results for EITC returns for these tax years.  As compared with TAC-prepared returns, average audit assessments among EITC returns for tax years 2002 - 2004 ranged from about $640 to $1,300 higher for self-prepared returns and from about $820 to $1,300 higher for commercially prepared returns.
  Similarly, a study conducted in 1996 that examined the relationship between IRS return preparation and compliance over a ten-year period showed that an increase in the number of returns prepared by the IRS correlates with improvements in compliance among filers of individual returns.

B. Portal for Free Electronic Filing of Tax Returns

Few policy decisions make less sense to me than the IRS’s failure to provide taxpayers with the ability to file a return electronically and directly with the IRS for free.  The IRS is far behind in meeting its congressional mandate to achieve electronic filing of 80 percent of all returns by FY 2007.
  For the 2006 filing season, about 42.4 million individual tax returns, or about 32.5 percent, were prepared using computer software yet were printed out on paper and mailed to the IRS.

Taxpayers in focus groups and town hall meetings consistently say that the cost of electronically filing and privacy concerns about data going through third parties are significant barriers to them e-filing their returns.  Given the benefits that could be realized by reallocating the significant IRS savings from increased e-filing – increased phone coverage, increased responsiveness to taxpayer correspondence, early intervention in collection accounts (including outbound calling) – it makes economic sense as well as common sense to mandate the IRS to undertake the research and development of a portal for directly receiving electronically-filed returns.

C. Meeting Taxpayers’ Service Needs and Preferences

In September 2005, the IRS formed the Taxpayer Assistance Blueprint (TAB) team, with employees from several IRS functions, including the Taxpayer Advocate Service (TAS), in response to a congressional directive to develop a five-year plan for taxpayer service.
  The TAB delivered an initial report to Congress in April 2006
  and plans to release its final report in early 2007.  The critical part of the upcoming report is the five-year plan for how the IRS should provide taxpayer service. 
  

In developing a five-year plan for taxpayer service and weighing various policy and budget considerations, the IRS must decide what obligation it has to provide information and services to taxpayers to meet their needs.  There are a number of sources available to meet taxpayer needs, including the IRS, volunteer organizations, and paid practitioners.  When deciding how to meet taxpayer needs in the future, the IRS must be sure it is not shifting this responsibility from itself to volunteers and paid practitioners.  While volunteer groups and practitioners play an important role in the tax community, where the IRS is the best source for providing information and services to meet taxpayer needs, it should not shift that responsibility to outside groups over which it has little or no control.

Taxpayer preferences are linked to their ability to use a certain method (or channel) of service delivery. Factors such as age, income, literacy, language skills, and disability also influence preferences.
  When analyzing taxpayer preferences, the IRS must keep in mind the needs of certain taxpaying populations such as the elderly, low income, low literacy, limited English proficiency, and disabled.  While the general taxpayer population may have certain preferences for obtaining needed services, these preferences may not hold true for all taxpayers.  The IRS owes an obligation to provide services in a manner that all taxpayers can access them, including those taxpayers whose needs differ from the general population.

D. Reasonable Accommodations for Taxpayers with Disabilities

Persons with disabilities are the largest protected class in the United States.  This group is diverse in age, race, and economic standing. 

· There are 51.2 million Americans, 18 percent of the population, who have some level of disability.

· There are 32.5 million Americans, or 12 percent of the population, who have a severe disability. 

· 10.7 million Americans age six and older need daily assistance with one or more activities of life, such as taking a bath or using the telephone. 

· 1.8 million Americans 15 and older report being unable to see. 

· There are 2.6 million Americans, 15 or older, who report some difficulty having their speech understood by others. 

· There are 14.3 million Americans with limitations on their cognitive function or an emotional or mental illness.
  

The median income for Americans who have a non-severe disability is $22,000, compared to $25,000 for those who have no disability.
  Twenty-six percent of Americans with a severe disability fall below the poverty line, compared with 11 percent of those with a non-severe disability and six percent with no disability.
  Thirty–three percent of Americans between the ages of 25 and 64 who have a non-severe disability, and 22 percent of those with severe disabilities have graduated from college, compared to the 43 percent who do not have disabilities.
  Thirty-six percent of Americans between the ages of 15 and 64 with a severe disability have a computer and 29 percent use the Internet at home, compared with 61 percent of Americans who do not have a disability and have a computer and 51 percent who use the Internet at home.
  Finally, 2.6 million veterans receive compensation for service related disabilities.
  Clearly, persons with disabilities constitute a large and diverse segment of the U.S. population.  

In the 2006 Annual Report to Congress, I identified three major barriers encountered by disabled taxpayers:  

· communication barriers, which limit or deter taxpayers’ ability to receive IRS assistance or communicate effectively in audits or collection matters; 

· insufficient education and outreach to the disabled community, particularly with respect to disabled persons who are self-employed or running a small business; and 

· the complexity of tax deductions and credits designed to act as incentives for employment of disabled persons, which leads to underutilization of these provisions. 

The IRS’s inability to adequately serve this taxpayer population does not arise from a lack of caring.  In fact, the IRS’s Stakeholder Partnership, Education, and Communication (SPEC) function has many innovative products and projects to assist these taxpayers.  The IRS has the ability and the will to do much more than it is currently doing, but it needs to establish a strategic plan that reaches across all IRS functions to ensure access at each stage of a disabled person’s interaction with the tax system.  And Congress should adequately fund implementation of that plan.

E. Assistance to Persons with Limited English Proficiency

In the 2006 Annual Report to Congress, I commend the IRS for many of its efforts but also highlight several challenges facing tax administrators as they attempt to assist taxpayers with limited English proficiency (LEP).
  I would like to discuss one particular aspect here, as I believe that it has the greatest likelihood of harming LEP taxpayers.  When corresponding with taxpayers, the IRS does not offer written language assistance to a large number of LEP taxpayers, and does not translate into other languages vital documents that significantly impact taxpayers’ rights.
Executive Order 13166 requires all federal agencies to develop and implement a system by which LEP individuals can meaningfully access services without unduly burdening the fundamental mission of the agency.
  Per the Executive Order, the Department of Justice issued guidance and provided a framework for federal agencies to carry out this mission, including determining what documents should be considered for translation.
  Using this guidance, the IRS has designated 108 documents as “vital.”
  The IRS defines vital documents as either “required by law or critical to the receipt of a federal benefit or service.”
  

The IRS plans to translate these vital documents only into Spanish, its sole designated “regularly encountered” language.  This policy, which precludes the translation of vital documents into any language but Spanish, leaves millions of LEP taxpayers struggling to understand their tax obligations and navigate the tax controversy process.  For example, the IRS offers no written language assistance or translated notices to approximately 1.3 million people who speak Chinese and identify themselves as speaking English less than “very well.”
  The IRS recognizes the Asian population as the second fastest growing LEP population segment in the U.S., yet does not include any Asian languages in its translation policy.
   

The IRS has translated a limited number of documents into other languages, mostly for education and outreach purposes.
   Individuals who speak languages other than English or Spanish must look outside the IRS for help in translating forms, notices, and letters, many which directly impact taxpayer rights.  Expecting LEP taxpayers to find their own translators to interpret forms, notices, and publications places a burden upon these taxpayers.  Further, not being aware of the complexity or importance of IRS forms and notices, these LEP taxpayers may seek help from others, such as their school-age children, who only have limited English skills or who cannot comprehend and translate complex IRS issues.    

The IRS has translated over 240 documents into Spanish.
  While this figure includes 87 of the 108 “vital” documents, the IRS has yet to translate several “vital” documents that are essential to the examination or collection process and the protection of taxpayer rights.

TABLE 5.  SAMPLE OF VITAL DOCUMENTS NOT CURRENTLY TRANSLATED INTO SPANISH

	Document Title
	Product Type
	Product Number
	Legislative Requirement

	Notice of Deficiency

	Letter
	531(DO) 

531(SC)
	IRC 6212/6155/6303

	CP 2000 – AUR Notice of Proposed Tax Changes

	Notice
	CP 2000
	IRC 6212

	Notice of Intent to Levy and Notice of Your Right to a Hearing

	Notice
	CP-90
	IRC 6331/6320

	LT 11 Notice of Intent to Levy

	Notice
	LT 11
	IRC 6330/6331


As noted earlier, the IRS defines “vital documents” as those that are “required by law or critical to the receipt of a federal benefit or service.”
  Following this definition without consideration for IRS-specific rights may lead the IRS to omit documents for translation that impact taxpayer rights or provide taxpayer protections.  It is clear from the list above that the IRS has adopted a narrow definition of the term “federal benefit or service” – perhaps driven by resource concerns.  Notwithstanding resource levels, fundamental statutory taxpayer rights, such as the right to be heard in Tax Court or have a Collection Due Process (CDP) hearing, are indeed “fundamental benefits or services.”  In our view, the IRS’s current translation policy does not comply with Executive Order 13166. 

F. Small Business Outreach

IRS data show that self-employed taxpayers account for the largest chunk of the tax gap and indicate that the tax compliance rate for self-employed sole proprietors runs at about 43 percent.
  Much of the underreporting is deliberate, but some is not.  For example, many small businesses are started by individuals who lack detailed knowledge of the tax laws and do not have the resources to hire tax attorneys or accountants.  When they hire a few workers, they often do not realize that they are assuming tax reporting, tax withholding, and tax payment obligations, and they often do not understand enough about the details of complying with the requirements to do so with reasonable effort.

After the IRS Restructuring and Reform Act of 1998, the IRS developed a function known as Taxpayer Education and Communications, or “TEC.”  TEC was the IRS’s outreach arm to small businesses to try to educate them about the complexity of their tax obligations.  For 2002, TEC was named the Small Business Administration’s agency of the year for what the SBA called its outstanding progress in creating an effective education and compliance assistance program for small business and self-employed taxpayers.
  Yet in the name of achieving “efficiencies,” TEC was “realigned” in February 2005 through a merger with other outreach functions and redesignated as “Stakeholder Liaison.”  Prior to the realignment, TEC had 536 employees.  After the realignment, Stakeholder Liaison staffing included 219 employees.
  In my view, the reduction in TEC staffing will reduce tax compliance and place a greater burden on IRS enforcement personnel.

I cite these examples to make two points.  First, although I disagree with certain decisions the IRS has made, the failure to provide the IRS with adequate resources to collect taxes has forced the IRS to cut corners in places where corners should not have to be cut.  Second, I cite the examples of tax return preparation and TEC to underscore the important role taxpayer service plays in promoting tax compliance.  Additional funding for the IRS should be provided in a balanced manner.  The revenue derived from direct enforcement actions may be easier to measure, but the effects of taxpayer service may be equally significant and perhaps more significant.

XI. Insufficient Funding For Programs that Assist Taxpayers Will Negatively Impact Taxpayer Compliance

A. Low Income Taxpayer Clinics

In 1998 Congress authorized funding for the Low Income Taxpayer Clinic grant program to provide access to representation for low income taxpayers, so that achieving a correct outcome in an IRS dispute did not hinge on the taxpayer’s ability to pay for representation.  IRC § 7526 provides for matching grants of up to $100,000 per year for qualifying organizations that represent low income taxpayers involved in controversies with the IRS and for organizations that provide tax education and outreach to taxpayers who speak English as second language (ESL taxpayers) or who have limited English proficiency (LEP).  IRC § 7526 requires clinics to provide services for free or for no more than a nominal fee.

In the 2006 grant cycle, the LITC Program funded at least one clinic in every state, the District of Columbia, and Puerto Rico.  For the 2007 grant cycle, TAS received 192 grant applications, including 52 first-time applicants – many in areas where taxpayers are underserved – and for the first time in the history of the LITC program, TAS received an application from Guam.  TAS awarded 2007 grants to at least one clinic in the District of Columbia, Puerto Rico, Guam, and every state except Colorado.  We plan to issue a 2007 supplemental grant application that will focus solely on Colorado, so we have coverage in each state.

In addition to educating ESL and LEP taxpayers about their rights and responsibilities under the U.S. tax system, LITCs provide much-needed representation to taxpayers in all types of tax controversies, including audits, levies, liens, installment agreements, offers in compromise, and nonfilers re-entering the system.  For example, LITCs represent low income taxpayers before the United States Tax Court.  LITCs also have stepped in to help low income taxpayers in the following situations:

· Representation of taxpayers is EITC audits, including Somali low income taxpayers whose returns were prepared by incompetent, unscrupulous or criminal preparers;

TAS referrals for representation of claimants in the “Pigford” class action with respect to general tax issues faced by claimants;
 and

· Representation of low income taxpayers who are victims of identity theft.

The Taxpayer Advocate Service has established the following goals for the Low Income Taxpayer Clinic program:

· Ensure each state (plus the District of Columbia and Puerto Rico) continues to be served by at least one clinic;

· Expand coverage in states that do not have both controversy representation and ESL education and outreach; and

· Ensure grant recipients demonstrate they are serving geographic areas that have sizable populations eligible for and requiring LITC services.

Additional funding for the LITC grant program is good for taxpayers and good for the government.  LITCs help taxpayers re-enter the tax system or remain in compliance.  I encourage Congress to support this program by providing for further expansion of the clinics.  By statute, every dollar Congress invests in this program must be matched by another dollar raised by the LITC for LITC services.  This is surely an excellent investment.

B. Taxpayer Advocate Service

The Taxpayer Advocate Service was created by Congress to help taxpayers solve their problems with the IRS and make legislative and administrative recommendations to mitigate such problems.
  The two main functions in TAS are “case advocacy” and “systemic advocacy.”  Approximately 90 percent of TAS’s operating funds in FY 2006 were spent on case advocacy.  By statute, TAS is required to maintain at least one office in each state, and TAS maintains multiple offices in the largest states and in co-location with each IRS campus.  Since FY 2001, TAS’s first full year of existence, the results of TAS’s case advocacy quality measure have improved from 71.6 percent 
(+/- 1.01%) in FY 2001 to 89.7 percent (+/- .73%) in FY 2006.
  At the same time, we have managed to reduce cycle time (median cycle time on TAS cases was 45 days in FY 2006), and satisfy the taxpayers whom we serve (on a scale of 0-5, taxpayers reported an average satisfaction level of 4.34 in FY 2006).  In 70 percent of the cases TAS closed in FY 2006, we were able to obtain relief for the taxpayer.

I am particularly pleased that TAS has managed to maintain its high levels of TAS case quality and timeliness in the face of a 43 percent increase in TAS cases over the past two years (from 168,856 in FY 2004 to 242,173 in FY 2006) and a reduction in TAS staffing of seven percent.
  The increase in cases combined with the reduction in staffing means that the average workload of each TAS case advocate has increased by about 50 percent.

Because cases generally come to TAS only when taxpayers have encountered problems trying to resolve their problems directly with other IRS functions, it is essential to sound tax administration that these taxpayers be properly treated on the second attempt.  While we have managed to handle our increasing inventory to date, I am concerned that our effectiveness in meeting the needs of the taxpaying public will decline if the gap between the number of cases we receive and the staffing we have available to work those cases widens much further.

XII. A Proposal to Revise the Congressional Budget Rules to Improve IRS Funding Decisions

In light of the IRS’s unique role as the government’s revenue generator, and to increase voluntary compliance by maintaining the appropriate balance between service and enforcement activities, we believe IRS funding decisions should stand on their own and not be subject to the general spending caps.  Thus, we make the following recommendations: 

· Congress should consider revising its budget rules in a manner that allows the budget and appropriations committees to make a judgment about the answer to the question: “What level of funding will maximize tax compliance, particularly voluntary compliance, with our nation’s tax laws, with due regard for protecting taxpayer rights and minimizing taxpayer burden?” and then set the IRS funding level accordingly, without regard to spending caps.

· In allocating IRS resources, Congress should keep in mind that tax compliance is a function of both high quality taxpayer service and effective tax-law enforcement, and it is essential that the IRS continue to maintain a balanced approach to improving tax compliance.

· Congress should provide increases in IRS personnel funding at a steady but gradual pace, perhaps two percent to three percent a year above inflation.  We do not think the IRS can ramp up its staffing more quickly without encountering significant transitional difficulties.  However, Congress should consider providing more rapid funding increases for technology and research improvements, as the transitional challenges of absorbing additional resources are probably less significant in these areas and the potential exists to generate substantial productivity gains.

· To assist Congress in performing its oversight responsibilities and determining the appropriate IRS funding level in future years, Congress should require the IRS to provide annual or semiannual reports detailing IRS’s progress in handling all significant categories of work, including the known workload, the percentage of the known workload the IRS is able to handle and the percentage of the known workload the IRS is not able to handle, the additional resources the IRS would require to perform the additional work, and the likely return-on-investment of performing that work.

� The views expressed herein are solely those of the National Taxpayer Advocate.  The National Taxpayer Advocate is appointed by the Secretary of the Treasury and reports to the Commissioner of Internal Revenue.  The statute establishing the position directs the National Taxpayer Advocate to present an independent taxpayer perspective that does not necessarily reflect the position of the IRS, the Treasury Department, or the Office of Management and Budget.  Accordingly, Congressional testimony requested from the National Taxpayer Advocate is not submitted to the IRS, the Treasury Department , or the Office of Management and Budget for prior approval.  However, we have provided courtesy copies of this statement to both the IRS and the Treasury Department in advance of this hearing.
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