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JOINT REVIEW OF THE INTERNAL REVENUE SERVICE, 2000

WEDNESDAY, MAY 3, 2000

Thejoint review met, pursuant to notice, at 9:30 am. in room 215 Dirksen Senate Office
Building, Senator Charles E. Grassley, presiding.

[ The press releases announcing the hearing follows:]



JOINT COMMITTEE ON TAXATION
PRESS RELEASE

JCT Press Release: 00-03

For Immediate Release: April 11, 2000

For Further Information, Contact: Michael Boren (202-225-3621)
(Michael.Boren@Mail.House.Gov)

The Internal Revenue Service Restructuring and Reform Act of 1998 (the AIRS Reform
Actl) requires the chairman of the Joint Committee on Taxation to convene ajoint review of the
strategic plans and budget of the IRS. Thejoint review isto be held before June 1 of calendar
years 1999 through 2003. The joint review isto include two Members of the mgority and one
Member of the minority from each of the House Committees on Ways and Means,
Appropriations, and Government Reform and the Senate Committees on Finance,
Appropriations, and Governmental Affairs.

Pursuant to the IRS Reform Act, Senator William V. Roth, Jr., Chairman, Joint
Committee on Taxation, has scheduled ajoint review of the IRS strategic plans and fiscal year
2001 budget for Wednesday, May 3, 2000, at 10:00 a.m. in room 215 of the Dirksen Senate
Office Building. Witnesses will be announced at alater date. The joint review will be open to
the public.



JOINT COMMITTEE ON TAXATION
PRESS RELEASE

JCT Press Release: 00-04

For Immediate Release: April 19, 2000

For Further Information, Contact: Michael Boren (202-225-3621)
(Michael.Boren@Mail .House.Gov)

JOINT REVIEW OF INTERNAL REVENUE SERVICE
ANNOUNCEMENT OF WITNESSLIST AND TIME CHANGE
Thejoint review of the strategic plans and fiscal year 2001 budget of the Internal
Revenue Service will be held on Wednesday, May 3, 2000, in room 215 of the Dirksen Senate
Office Building beginning at 9:30 am.

Witness List

A Pandl Consisting of:

The Honorable Charles O. Rossotti, Commissioner of Internal Revenue,
Washington, D.C.

A Pane Consisting of:

TheHonorable David C. Williams, Treasury Inspector General for Tax
Administration, Washington, D.C.

Mr. W. Val Oveson, National Taxpayer Advocate, Internal Revenue Service,
Washington, D.C.

Mr. James R. White, Director, Tax Policy and Administration Issues, United States
Genera Accounting Office, Washington, D.C.




JOINT REVIEW OF THE STRATEGIC PLANS AND BUDGET
OF THE INTERNAL REVENUE SERVICE, ASREQUIRED BY
THE INTERNAL REVENUE SERVICE RESTRUCTURING AND
REFORM ACT OF 1998

WEDNESDAY, MAY 3, 2000

United States Senate
U.S. House of Representatives,
Joint Committee on Taxation
Washington, DC.

The joint review was convened, pursuant to notice, at 9:37 am., Senator Charles E.
Grassley presiding.

Senators present: Hatch, Kerrey, and Dorgan.

Representatives present: Houghton, Portman, Coyne, Northup, Sununu, Hoyer, and Horn.

OPENING STATEMENT OF HON. CHARLESE. GRASSLEY, A U.S. SENATOR
FROM IOWA

Senator GRASSLEY. Good morning, everybody. Thank you for your attention to our
statutory responsibility of having this annual joint review of the IRS through our carrying out the
responsibilities of the reform legislation that recently passed.

S0, on behalf of Senator Roth, | want to thank everyone for attending this very important
joint review of the Internal Revenue Service. Thisis the second time we have held ajoint review
of the Internal Revenue Service.

As many of you know, | was a member of the IRS Restructuring Commission which was
ably co-chaired by Senator Kerrey of Nebraska and Congressman Portman of Ohio. The
Commission found that the various congressional committees represented here today focus on
different issues that change from year to year.

This creates a sort of lack of coordinated focus on the highest level in strategic matters of
the IRS, and blursthe ability of the IRS to set a strategic direction and focus on priorities as law
would require. Hence, the joint congressional oversight that we have legidated.



So we alleviate this situation through the IRS Restructuring Act mandating thisjoint
review to include two members of the Mgjority and one member of the Minority from each of
the House Committees on Ways and Means, Appropriations, and Government Reform, and the
Senate Committees of Finance, Appropriations, and Governmental Affairs.

In accordance with the intent of the IRS Restructuring Act, the joint review will focus on
the long-term obyjectives and strategic plans of the Internal Revenue Service, the steps that have
been and will be taken to achieve those objectives and plans, and whether the IRS budget
supports those objectives and plans.

While thisjoint review isintended to help provide coordinated oversight, | must say that |
am disappointed that the IRS Oversight Board nominees that were promptly reported out of the
Finance Committee have not been confirmed by the Senate, due, of course, to unrelated issues,
as so often happens in the Senate.

The Oversight Board will provide Commissioner Rossotti with continuity and important
strategic planning. | hope the nominees are cleared soon so that they may begin immediately
doing their very important task.

In the past two years since the IRS Restructuring law was enacted, several press accounts
have alleged that the law went too far and the IRS is now prohibited from enforcing the law and
collecting taxes.

| believe | can speak for Senator Roth, and | can surely speak for myself, that we strongly
disagree. The law congtituted one of the largest and most significant government reform efforts
in history.

While the IRS isin the throes of this enormous restructuring, we obviously know that it
still must collect taxes. However, like the private sector, the agency must provide better service
with afocus on efficiency and fairness. Taxpayers must be treated fairly and with due process.

However, taxpayers are still required to pay their taxes that are due. Despite
Commissioner Rossotti's great efforts and substantial achievements, we all know the IRS
continues to have serious challenges. IRS employees need to be retrained in the new law.

Egregious practices of the past still continue, including theillegal use of enforcement
statistics, which may result in the violation of taxpayers rights. We heard testimony at the
Finance Committee hearing in February that over 46,000 innocent spouse claims had yet to be
resolved.

In addition, we were greatly concerned to learn that the use of liens and levies had
plummeted last year, yet the IRS does not necessarily follow the law or its own procedures a
third of the time when it actually filesalien or seizes property.



Also, there is confusion asto how the IRS is interpreting portions of the law, which has
made it more difficult to collect taxes owed. These conditions must be changed. We also have
heard concerns about IRS funding and its computer modernization efforts.

It isimperative that the IRS be reformed and modernized. We must provide appropriate
funding for the IRS, aswell as appropriate oversight to ensure that the agency has a strategic
plan and does not stray while implementing that plan.

Funding is part of the answer, but, as with most things, just throwing money at a problem
will not fix it. | am still hearing from IRS personnel on the ground that money is being wasted
and used inefficiently.

Before supporting increased funding, Congress needs to be assured that money is
currently being spent as wisely as possible. It isour responsibility, as Members of Congress who
hear these things, to point them out in whatever way that the Commissioner would like to have
them pointed out.

Today we will hear from Commissioner Rossotti and a panel consisting of David
Williams, the Treasury Inspector General for Tax Administration; Va Oveson, the Nationa
Taxpayer Advocate; and James White, Director of Tax Policy and Administration Issues at the
Genera Accounting Office. | look forward to their testimony.

Now it ismy pleasure to call upon the Congressman from New Y ork.

OPENING STATEMENT OF HON. AMO HOUGHTON, A U.S. REPRESENTATIVE
FROM NEW YORK

Mr. HOUGHTON. Thank you very much, Mr. Chairman. It isaways apleasure to be
with you. Itisniceto bewithyou in thisreview of the strategic plans of the IRS.

A recurring theme, as we have seen in analyzing the operations of the IRS, is the role of
new technology, enabling it to better serve the taxpayers. The IRS haslong recognized the
shortcomings of its computer system.

So, after years of false starts and slow progress, | believe the IRS has learned from its
past mistakes. It has embarked on a new approach to computer modernization by retaining a
PRIME contractor from the private sector to help design and integrate its new computer system.

But where does the program currently stand? Also, what milestone should we look for
over the next 18 months in order to evaluate whether or not this program is on track? Also, how
much resources will it require?



The IRS did agreat job in terms of the Y 2K problem. The effort was successful because
the business side of the IRS's operations worked very closely with the information technology
side. Hopefully, thiswill set a pattern for future success in computer modernization.

Mr. Chairman, | am delighted to be here with my associates. | trust that our joint
oversight and support will help make this program a success.

Senator GRASSLEY. My list has Senator Kerrey next, then Congressman Portman,
Congressman Coyne, Congressman Sununu, and Congressman Horn.

OPENING STATEMENT OF THE HON. J. ROBERT KERREY, A U.S. SENATOR
FROM NEBRASKA

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

First of all, it isniceto see Charles Rossotti again. It has been nearly two years since the
IRS Restructuring and Reform Act of 1998 was signed into law. | have deep regret, because |
think it creates an awful lot of difficulty for Congressin evaluating the work that you are doing;
indeed, | think it creates agreat deal of difficulty in you accomplishing your mission, that we
still, after two years, do not have the very important IRS Oversight Board in place.

Firgt, the delay came about as a consequence of the administration being late in getting
the names up, and now it is being held up in the Senate. It is quite unfortunate, in my view,
because it makesiit very difficult for us to evaluate many of the reports we are hearing about the
1998 Act.

The GAO tdls us that the number of seizures by the IRS has declined by 98 percent, from
10,000 annually for 1990 to 1997, to about 200 in 1999. We were either seizing too much from
1990 to 1997 or we are seizing too little now, and it is extremely difficult to evaluate thet.

| am sure you have made an evaluation and will talk about that today, but it is an example
of the sort of thing that the IRS Board is supposed to be able to assist you in doing so that you
are not bouncing around back and forth between one committee and another explaining every
single thing in areactive way.

There are many examples, unfortunately, of situations that have been brought to my
attention over the last two years of people saying, --A | think the law created a problem, it did not
solve a problem, what do you think,(@-- or urge me to support some additional budgetary
resources, or urge me to take action on a technology plan in one way, shape, or another.

The Board is supposed to provide you, Mr. Rossotti-- and | am preaching to the choir
here--with a resource that enables you to not only have an independent voice in dealing with the
administration, but also an independent voice in dealing with Congress.



Unfortunately, if we are not happy with you, oftentimes what we do is merely take it out
on your budget or take it out in some other way that may end up being counterproductive.

This Board is not the typical advisory board. It isaboard with a considerable amount of
power and authority under statute and it is quite unfortunate--in many ways, indicative--of why
we have trouble with the IRS. The IRS sort of gets caught in between, sometimes, congressional
neglect and administrative neglect, and, as a consequence, the taxpayers are the ones that suffer.

The reason, in the first place, that we spent agreat deal of time with the IRS Commission
and recommended all these changes, isthe IRS isavery unique agency and has a mission that
contributes enormoudy to the confidence of the citizens of the United States of America that
their government is working for them.

Asthe IRS Commissioner noted, voluntary compliance over the last 15 to 20 years has
been dropping. Thisraised agreat deal of concern on Congress part that something needed to be
changed in order to stabilize what appeared to be a declining confidence that the IRS was an
agency working for the people.

Y ou have got adifficult mission in that you have both a service mission and alaw
enforcement mission to carry out, but the IRS does alot more than just efficiently collect taxes.
It strikes at the heart of our capacity to continue to govern ourselves with the people's confidence
that it till isa government of, by, and for the people.

So, Mr. Chairman, | appreciate the hearing and look forward to the testimony of Mr.
Rossotti.

Senator GRASSLEY. Thank you, Senator Kerrey. Now, Congressman Portman.

OPENING STATEMENT OF HON. ROB PORTMAN, A U.S. REPRESENTATIVE
FROM OHIO

Mr. PORTMAN. Mr. Chairman, thanks very much. Thank you for convening this very
important joint review.

Asyou noted earlier, this comes right out of the IRS Commission's work and out of the
Restructuring and Reform Act. The notion isthat we have all six of the committees that dedl
with the IRS come together, talk together, and communicate better together.

We also have the Joint Tax Committee here with us, a very important part of the
oversight responsibility, so really seven committees to better coordinate the strategic plan and
budget of the IRS. Thisis part of our responsibility on the Hill, at this end of Pennsylvania
Avenue, to do a better job of, in this case, oversight of the IRS.



| want to commend Commissioner Rossotti for his good work and for staying true to the
vision that was laid out in the Commission's report, and in the Restructuring and Reform Act.

| think, since becoming the Commissioner nearly two and a half years ago now,
Commissioner Rossotti has done a good job in putting together a good group of top executives.

He has now hired the PRIME contractor, finaly, to modernize the technology--and |
think that is a very helpful step forward--and steered the agency, | think, very well through the
Y 2K crisis and had agood filing season. | want to, again, commend him for that.

| think, also, that the Commissioner has laid out a blueprint for areform of the IRSthat is
acredible outline and that is very important. | think it istime to go to the next level, though. |
think that iswhat Senator Kerrey, my co-chairman of the Commission, isreferring to.

| think that is really the next challenge that we have. We are now entering what | view as
anew and, | think, very risky stage of this experiment. If we do not succeed, we are going to
have consequences for every taxpayer which are very serious.

| think the next two years are critical for the IRS to move beyond just the plans and
blueprints that we have and begin to put together a very detailed strategic plan that actually
creates the framework for moving this organization, this bureaucracy into the customer service
age and building that modern institution that we all promised in the Commission and the
Restructuring and Reform Act.

Thisisgoing to be difficult. Thiswill entail bringing together people in the customer
focus business unit, while smultaneoudly providing them with the training and the management,
and the information tools that they need to ensure that we collect taxes fairly and with the least
amount of burden. Again, the price of failure will be very high, and | think it is critical that we
now focus on that.

| do want to mention, Mr. Chairman, if | might, that in order to mitigate those risks and to
move forward, we have got to have the Oversight Board in place. | would only make a comment
again today that | have made many times, that the basic reasoning behind this Board, continuity,
expertise, and accountability, are still lacking at the agency and are still needed, and nothing has
changed with regard to the need for those qualities and the need for having the Board in place,
frankly, to support Commissioner Rossotti and others who are trying to do the right thing at the
IRS.

| am just amazed that, after the administration took 377 days beyond the statutory
deadline to send the appointees up, that now there continues to be foot- dragging herein the U.S.
Senate. | do not know exactly why; | have heard alot of different stories.

But the point is, we need this Board in place. We need it in place now. | would hope that
those Senators who are holding up the confirmation of the Board members would really think
serioudly about the impact their foot- dragging is having on the taxpayers of this country.



| wish, frankly, we had more accountability in the process, Mr. Commissioner, of getting
your Board in place. Tak about the need for accountability.

| believe thisisavery important part of putting together that detailed master plan that
Senator Kerrey referred to, and that | think also is needed at this point in terms of IRS reform.

So, again, Mr. Chairman, | thank you very much. | do believe we are going to hear from
the Commissioner about the need for some resources, and | support that. We have ajob to do
here on Capitol Hill, just as we have now come together to coordinate.

We aso have ajob to provide the IRS with adequate resources to get the job done. If we
short-change the modernization effort at this point, | believe we will increase that risk of failure
that | mentioned earlier.

So | look forward to hearing from Commissioner Rossotti today, and participating in a
good debate and lively discussion on what we need to do to make the goal of IRS restructuring
and reform a resounding success.

Thank you, Mr. Chairman.

Senator GRASSLEY. Thank you, Congressman Portman. Now, Congressman Coyne.

OPENING STATEMENT OF HON. WILLIAM J. COYNE, A U.S. REPRESENTATIVE
FROM PENNSYLVANIA

Mr. COYNE. Thank you, Mr. Chairman.

| would like to congratulate the Commissioner and the employees of the Internal Revenue
Service on an extremely successful 2000 filing season. Despite the challenges of the ongoing
reorganization and the year 2000 roll-over, this year has marked one of the most successful filing
Seasons in recent memory.

Commissioner Rossotti has testified before the Ways and Means Committee in the House
that it isvital that we support full funding for the IRS's proposed fiscal year 2001 budget to
continue thistrend. Without proper funding, we cannot expect continued improvementsin
customer service. Also, shortages of personnel, if they continue, could threaten the effective
enforcement of the tax laws.

| look forward to thisjoint session as an opportunity to hear more about the continuing
improvementsin tax administration at the IRS. We have aready come along way toward
making the IRS more accountable and raising customer service levels throughout the country.



Thisjoint hearing of the House and Senate is a great opportunity for usto provide the
IRS with clear bipartisan direction and support.

Thank you, Mr. Chairman.

Senator GRASSLEY. Thank you. Congressman Sununu?

OPENING STATEMENT OF HON. JOHN E. SUNUNU, A U.S. REPRESENTATIVE
FROM NEW HAMPSHIRE

Mr. SUNUNU. Thank you, Mr. Chairman.

At the beginning of the hearing this morning | mentioned to the Commissioner that it was
good of him to testify, given that he has been before Congress nearly a dozen timesthisyear. He
was either polite enough, or pressured enough, to point out that it is an important part of hisjob.

| welcome him here today and give great credit to the clarity and the candor with which
he has testified before our Subcommittee on Appropriations, and al the other House and Senate
committees that share jurisdiction over the work that he does.

About two weeks ago on the eve of the filing deadline, | was really fortunate to be able to
spend some time at the large New England filing center in Andover with a number of IRS
employees, touring the pipeline and looking at the work that they do.

They were rightfully quite proud of the volume of returns that were coming in, the
relative level of calm, even in an environment where they knew they were under a deadline to
perform, and perform to standards that have been imposed, and a standard that has been elevated
by the Restructuring Act.

But, even so, they really recognized that they could do better. They wanted to do better.
They understand, probably better than most of the people in this room, that they can improve,
that there are weaknesses in the system. | think that really does speak volumes of their
dedication, but it also speaks to the opportunity that the Commissioner has and has already begun
to take advantage of.

In doing o, | would ask that perhaps you address two points among the many in your
testimony today. Those were raised by the employeesin Andover. First, isthe quality of the
information systems, the integration of the databases, and the improvement of those systems so
that they can fulfill their mission with regard to customer service, which hasreally been
changing a great deal; and second, in customer service in particular, what can be done to improve
the performance standards.

The call pick-up rate is onethat is pointed to, one where there was really a slight decrease
in performance, and one that the information presented by the GAO seemed to indicate was not



driven by money, but was driven at least as much by organizational/structural issues, training
issues, and putting in agood performance system for customer service.

So, | think that is where the opportunity lies. For better or for worse, that is where the
majority of Americans interface with your organization and that is, rightfully, where the public
deservesto have the highest level of performance.

So | am optimistic, in part, because your employees are optimistic even in the face of
great challenges, and | look forward to hearing your testimony today.

Thank you, Mr. Chairman.
Senator GRASSLEY. Thank you. Now, Congressman Horn.

OPENING STATEMENT OF HON. STEPHEN HORN, A U.S. REPRESENTATIVE
FROM CALIFORNIA

Mr. HORN. Thank you very much, Mr. Chairman. | think thisis avery worthy
endeavor, with al of the committees working together.

| have very high regard for Commissioner Rossotti; | think he has done an outstanding
job. But we need to give him alittle more help. One of the problems, and thisis throughout the
executive branch, is the financia management statements of the various agencies. They are
really pretty pitiful.

We have asked the Comptroller General to take alook also at the hardware and the
software because we need, in Congress, to upgrade that computing ability, and the IRS isamong
those needing an upgrade, athough it is already on the road in some respectsin that area.

But the one that concerns me the mogt, and has since 1996, is that the IRS has not been
given the authority by its authorization committees--Finance in the Senate, Ways and Meansin
the House--to collect the tax debts that are owed the people of the United States.

At arecent hearing by our Government Management Subcommittee, we learned that at
the end of fiscal year 1999 the government was owed $231 billion in unpaid taxes, penalties, and
interest. Of that amount, the Comptroller Genera of the United States and the General
Accounting Office say at least $21 billion is collectible.

The Debt Collection Improvement Act that we put on the books in 1996, provides the
Federal Government with a mechanism to collect delinquent Federal non-tax debts. The law
provides the Treasury with avariety of tools to go after that delinquent debt, including the use of
private collection agencies. The law, however, does not cover tax debt, and | would hope both
committees would face up to that.



Senator GRASSLEY. Now, Congressman Hoyer.

OPENING STATEMENT OF HON. STENY H. HOYER, A U.S. REPRESENTATIVE
FROM MARYLAND

Mr. HOYER. Thank you very much, Mr. Chairman. | appreciate this opportunity to
join you and other members of the relevant committees. | am pleased to be here representing the
Minority side of the House Appropriations Committee at this second joint review hearing.

Mr. Commissioner, asyou know and as you stated in our appropriation hearing in March
and will again today, the IRSis at a crossroads. | believe Mr. Portman, who has been so
involved in this, made asimilar comment in his opening statement.

The number of tax returns continues to increase. Returns for those making $100,000 or
more has increased 63 percent since 1993. Yet, | am very concerned that the number of
personnel at the IRS continues to decrease, by roughly 17,000 FTEs since 1993. That isa 17,000
FTE decrease.

One of the things that was observed in the document that was the result of the IRS
Commission chaired by Senator Kerrey and Mr. Portman was the fact that two things had to be
present. One, was that we had to have arelatively stable Tax Code so we were not requiring the
IRS to change its processes every year, and second, that we had to have certainty of budgeting so
that the funding levels for staff and operations was consistent.

What concerns me about this trend and downturn, is that because of the Restructuring and
Reform Act's justified emphasis on taxpayers rights and customer service, IRS enforcement has,
in my opinion, been weakened.

Now, as Mr. Portman and others will recall, | was one of four to vote against the bill the
first time it passed the House. | raised the concern that if you were going to be for tax reform
and you were going to be for taxpayer-friendly actions, you had to fund the IRS properly and you
had to draw the Tax Code so that it was rational, reasonable, and relatively easy to enforce.

Recent research data concerns me greatly, released by Syracuse University, which shows
that the poor are now more likely to be audited than the rich. Onein every 74 taxpayers
reporting income below $25,000 was audited last year, compared to one in every 87 taxpayers
reporting income of over $100,000.

Since 1988, audits of the self-employed with gross income of $100,000 or more have
been reduced by more than half, 55 percent, and only one in every 66 corporations was audited
in 1999, an 86-year low.

Ontop of this, seizures of property from recalcitrant, non-paying taxpayers have dropped
by 98 percent. In other words, we are no longer in that ball game.



Mr. Commissioner, the National Commission on Restructuring the IRS recommended in
1997 that Congress provide the IRS certainty in its operational budget, and that Congress work
towards simplifying the tax law whenever possible.

As we continue to review the implementation of the 1998 Act, we must ensure, in my
opinion, that the IRS has the resources necessary to have a stabilized workforce, while
implementing the very important reforms of the Act.

| congratulate all of you who were so involved in that. | was involved myself, and think
the Act is having a positive effect, but we also need to guard against its negative impact.

Thank you very much, Mr. Chairman, for alowing me to make this opening statement.

Senator GRASSLEY. Now, Senator Hatch.

OPENING STATEMENT OF HON. ORRIN G. HATCH, A U.S. SENATOR FROM
UTAH

Senator HATCH. Thank you, Mr. Chairman.

As| seeit, the purpose of thisjoint hearing is three-fold. First, we are to review the
strategic plans and the budget of the IRS, second, isto question the witnesses before us today to
learn how Congress can help the IRS to better fulfill its mission; and finally, it isour job to raise
concerns, and even criticize the agency when warranted, on behalf of the American people. We
must not forget that no other institution of the Federa Government touches the average taxpayer
inamore vital and personal way than does the Internal Revenue Service.

Before we begin, especially with the criticism, | would like to make a key distinction
between the myriad of rules and regulations that comprise our tax system and the hardworking
and honest Americans who are the vast majority of employees of the IRS and who are doing
their best to do agood job, in what is often avery difficult environment.

| especially want to highlight the excellent employees in the Ogden, Utah service center
who serve taxpayersin 14 States. Since January 1, these employees have processed over 14
million tax returns.

During the peak period from April 12 to 28, Ogden IRS employees processed over 1.5
million payments, and, most importantly to many taxpayers, Ogden posted an excellent record
for quick refunds, at an accuracy rate approaching 99 percent, which is pretty incredible.

Meanwhile, customer service representatives in Ogden have helped nearly 800,000
taxpayers by telephone and answered more than three-quarters of amillion pieces of mail since
last October.



So, Mr. Chairman, amid all the concerns and problems of the IRS, which are serious and
many, | hope we can focus on the real issues. One, is the capacity and effectiveness of the IRS
to deal with millions of returns and taxpayer questions.

Another, isthat too many taxpayers still believe they are being treated unfairly or in a
non-responsive manner by IRS employees. Still worse is the byzantine complexity of the Tax
Code. | hope we can all agree that akey to solving many of the IRS's problems isto smplify the
Tax Code.

So | want to thank the Chair and ask that my full statement be put in the record at this
point.

Senator GRASSLEY. Permission granted.

[ The statement of Senator Hatch follows:]

STATEMENT OF SENATOR ORRIN HATCH
BEFORE THE JOINT REVIEW OF THE
INTERNAL REVENUE SERVICE
May 3, 2000

Good morning, Mr. Chairman. As| seeit, the purpose of thisjoint hearing is threefold.
First, we are to review the strategic plans and the budget of the IRS. Second, we are to question
the witnesses before us today to learn how Congress can help the IRS to better fulfill its mission.
Finally, it isour job to raise concerns and even criticize this agency when warranted on behalf of
the American people. We must no forget that no other ingtitution of the federal government
touches the average American taxpayer in amore vital and persona way than does the Internal
Revenue Service.

Before we begin, especialy with the criticism, | would like to take just a moment to make
akey distinction between the myriad of frustrating rules and regulations that comprise our
federal tax system and the hard-working and honest Americans who are the vast mgority of the
employees of the IRS and who are doing their best to do agood job in what is very often a
difficult environment.

| especially want to highlight the excellent employees in the Ogden Utah Service Center,
who serve taxpayersin 14 states. Since January 1 of this year, these employees processed over
14 million tax returns. During the two-week peak period from April 12 to the 28", Ogden IRS
employees processed over 1.5 million payments totaling almost $6 billion. And, most
importantly to many taxpayers, Ogden posted an excellent record for quick refunds averaging
just 11 days for electronically-filed returns and 32 days for paper returns, all at an accuracy rate
approaching 99 percent.



Meanwhile, customer service representatives in Ogden have helped nearly 800,000
taxpayers by telephone and answered more than three-quarters of a million pieces of mail since
last October. Aswith IRS employees throughout the nation, Ogden employees are also good
citizens, volunteering in many worthy community activities, such asthe Volunteer Income Tax
Assistance Program and the “| Can Read” literacy program. Twelve customer service
representatives from Ogden volunteered to leave their families for two months last year to help
the Federal Emergency Management Agency assist hurricane victims with tax problems.

So, Mr. Chairman, amid all the concerns and problems of the IRS — Which are serious
and many — | hope we can focus on the real issues. Oneisthe capacity and the effectiveness of
the service to deal with millions of returns and taxpayer questions. Another is that too many
taxpayers still believe they are being treated unfairly or in a non-responsive manner by IRS
employees. Still worseis the byzantine complexity of the tax code. | hope we can al agree that
akey to solving many of the IRS's problemsis to simplify the tax code.

| thank the Chair.

Senator GRASSLEY. You should feel good, Commissioner Rossotti, about all of the
appreciation that people have for your leadership work; bringing your management skillsto the
job and worrying about how the operation runs and exactly how the Tax Codeisinterpreted. We
think that that is what is badly needed and we are glad that you are working towards that end.

Would you proceed?

STATEMENT OF HON. CHARLES O. ROSSOTTI, COMMISSIONER OF INTERNAL
REVENUE

Mr. ROSSOTTI. Thank you, Mr. Chairman and distinguished members of the Senate
and House committees.

What we at the IRS are doing is following the clear directions that we were given in the
landmark Restructuring and Reform Act. Following this direction, we are planning and
implementing the most significant changes to organization, technology, and most importantly,
the way we serve taxpayers, in half a century.

We think that the Restructuring Act asks the IRS to try to smultaneoudy achieve three
goals. First, we must respect taxpayer rights and provide good service, as many members of the
committee said in their opening statements. But, second, we also must ensure that the taxes that
aredue are paid. Third, in an eraof tight budgets, we haveto do al of this very efficiently.

| want to stress, as | have to our employees, that we really cannot succeed unless we
achieve dl three of these goals at the same time. It isnot our purpose to move an imaginary



pendulum in one direction or another afew degrees. We think our purposeisreally to improve
the entire way that the IRS works and to achieve al three goals.

Now, to achieve this, we do have to make many changes. We are aready witnessing, |
think, some positive results and | very much appreciate the comments that many of the members
made in their opening statements about the filing season.

We have also implemented the 71 taxpayer rights provisions of the Restructuring and
Reform Act. We have implemented, or at least begun to roll out, a whole new system of
performance measures. Our reorganization, which isaimed at increasing focus on serving
customers and on management accountability, is progressing rapidly, and we have awhole new
top management team in place.

In the filing season that just ended, we did have avery smooth season. We did improve
our phone service and we did solve the Y 2K problem completely. We also are attempting to
respond in the near term, as well as we can, to recommendations that we received from many
different sources about how we can improve. We know there are many opportunitiesto do that.

Since January of 1999, for example, we have received 80 audit reports from the Treasury
Inspector General for Tax Administration, with 375 specific recommendations for changes and
improvements, and 89 reports from GAO, with 94 specific recommendations. At the present
time, we have 174 GAO and TIGTA reports under way.

Mr. Chairman, in the context of all of these demands on us, our first priority over the last
12 months was, in fact, implementing the taxpayer rights and other provisions of the
Restructuring and Reform Act. This did stretch our capacity to the limit, and our initial focus
was on making sure that we were complying with the provisions of the law.

In fiscal year 1999, for example, we provided our employees over two million hours of
training on the Restructuring and Reform Act, and we estimate that we are devoting the
equivalent of about 4,560, as shown on this chart on the left, equivalent personnel for performing
tasks specifically related to provisions of the RRA.

[Chart D follows:]
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We are now at the stage, we believe, where we have completed, | will call it, that first
phase of complying with the legal provisions. But as many members noted in your opening
statements, we have several years of work ahead to really make these provisions work efficiently
and with higher quality.

| have to aso say, on an overall assessment, Mr. Chairman, despite the fact that we have
had some significant accomplishments and improvements, | could not come before you and say
today that | think we are meeting legitimate service expectations of the vast mgority of
compliant taxpayers at the level that they expect to be served.

| think Mr. Sununu mentioned that our employees in Andover said the same thing. |
think our employees agree with that. \We are making improvements, but we are not at the level
that we need to be.

At the same time, as othersincluding Mr. Hoyer mentioned, our compliance activity
continuesto drop. Finally, as Mr. Horn and GAO have pointed out, many of the systems we use
to manage and to account for this $1.8 trillion of revenue are just inherently deficient. They do
not meet acceptable accounting standards.

So these are very severe problems that we will still confront, and if they were not
addressed, | think over time they would certainly undermine the fairness and viability of our tax
System.

But | think it isalso true that these problems are not newly identified. These are not
surprises at this point, nor do | believe, after about two and a half yearsin office, that they are
impossible to solve. | think they can be solved, and | think we now have in place the plans, at
least at atop level, that we need to follow in order to solve these problems.

Thisis, however, an enormous program. In order to succeed in this program, we do have
to have adequate budget resources in fiscal 2001 to address both our critical near-term
operationa needs and to invest in new technology.

| would just like to briefly cover this subject, just in afew paragraphs. | think the rapidly
expanding economy, which is wonderful news for the American public and also for the Federal
budget, does, however, continue to increase the IRS workload.

For example, since 1993, the number of individual tax returns with over $100,000 of
income, which generally are more complex kinds of returns, have increased by 63 percent. In
the meantime, our staff has decreased by 17,000.

| think, of course, aswas noted in that previous chart, we have been required by the
Restructuring and Reform Act to devote specific numbers of personnel to administer certain
provisions of the Tax Code.



So, as aresult, the number of personnel devoted specifically to compliance activities, to
audits and collections cases, has decreased even more rapidly than the overall decreasein our
staff, which in turn has ssimply resulted in some of the statistics that were mentioned by some of
the membersin their opening statements, such as the declines in the numbers of audits.

| have a summary chart here that shows, in the last few years, some of our case coverage.
Thisisauditing and collection cases. Asyou can see, it has been declining very, very rapidly.

[Chart 1 follows:]
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That isafunction of the declinein resources aswell as, | have to honestly say, due to
some internal confusion, uncertainty, relearning of how to do our jobsin the IRS among our
employees and managers, which has had the effect of not only reducing the number of staff, but
also increasing the time that is required to process each case. When you boil it al down, you get
what is on that chart.

So to address some of these immediate operational requirements, we have requested an
increase in staffing in our fiscal 2001 budget to provide for an additional 28,033 full-time
equivalent staff for fiscal year 2001.

We would expect that, if we were granted this request, together with the other
management changes we are making, we will be able to stabilize those activity levels. In other
words, stop that downtrend, which, by the way, has been going on for amost 10 years. It isnot
just in the last two years.

So that staffing increase would help us to meet our critical operational needs, while we
also then transition to the new, improved organization, and especially to our new technology.

Let mejust finish up here abit on technology. The IRS s totally dependent on
technology. Almost every one of our 100,000 employees depends on our computer systems
every day to do their job and to collect on a property account for almost $1.9 trillion of gross
revenues that are comingin.

Y et we know that these systems are very, very old and, in many respects, fundamentally,
and | would say irremediably, deficient. They cannot be fixed. They need to be replaced.

In my written testimony, we have provided great detail, and even more detail for the
Appropriations Committees, on how we propose to go about this during fiscal year 2000 and
2001. Inour 2001 budget, we have requested $119 million to continue progress along the
technology dimension.

Let me stress on this point that thisis alarge and risky program. Thereisno way to
avoid some risks in managing a program of thissize. But | believe that we can manage these
risks, just as we did with our $1.4 hillion Y 2K program. We all recognized that, and several
Members here were very activein that effort.

Mr. Horn had several hearings | appeared before which appropriately called attention to
the risks that we faced. But, in the end, we did manage our way through that and got through
them. | do not have time now, but would be happy to expound if anyone wants on some of the
specific things that we have put in place to try to manage these risks.

This, most importantly, takes the form of top management, including myself, my chief
information officer, and my top management, constantly monitoring the level of activity we have
in these programs to be sure that we are not getting beyond our management capacity.



At the same time, we have to do some things or we will not move forward. We have
already made significant adjustments to try to make sure that we have appropriately set the level
of activity we take in moving forward on projects in accordance with what we believeis an
acceptable level of risk in management capacity.

So, Mr. Chairman, | do think we are making real progress on the goals and mandates that
were set for the IRS by the Congress in the Restructuring Act. If the Congress will continue to
provide us support in the form of proper oversight and support in that regard, aswell asin
support for our 2001 budget request, | believe that we will be able to provide visible and tangible
changes in service, compliance, and productivity, which | think iswhat the taxpayers of America
expect from us.

Thank you, Mr. Chairman.

[ The prepared oral and written statements of Mr. Rossotti follow:]
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Mr. Chairman and distinguished Members of the House and Senate Committees,
following the clear directions set forth by the landmark IRS Restructuring and Reform
Act, the IRS is planning and implementing the most significant changes to its
organization, technology and the way it serves taxpayers in almost a half-century.

Through the Restructuring Act, Congress asked the IRS to achieve three goals.
One, we must respect taxpayer rights and provide high quality service to every
taxpayer. Two, we must ensure that the taxes that are due are paid. And three, in an era
of tight budget caps we must do all of this very efficiently. We must achieve all of our
goals to succeed. Our purpose is not to move some imaginary pendulum one way or the
other.  Our purpose is to improve the entire way the IRS works,

In order to fulfill this mandate, many changes are required in every aspect of how
the IRS works. And we are already witnessing some positive results. We implemented the
71 RRA taxpayer rights provisions. We completed the first phase of a-new system of
balanced measures of performance. Our reorganization to increase customer focus and
management accountability is progressing rapidly and we have a new top management
team in place.. We also delivered on improved phone service and more electronic filing for
the 2000 filing season and completed an almost flawless Y2K conversion program.

Recommendations from many sources about other pressing changes were also
made to the IRS. Since January 1999, the IRS received 80 audit reports from the Treasury
Inspector General for Tax Administration containing 375 specific recommendations for
changes or improvements, and 89 reports from GAO containing 94 specific
recommendations. In addition, there are 174 TIGTA and GAO audits underway.

Mr. Chairman, in this context, our priority over the last 20 months was
implementing the RRA taxpayer rights provisions. Our capacity was stretched to the limit
and the initial focus was on ensuring legal compliance, In FY ‘99, we provided a total of
two million hours of training on RRA. We also estimate that nearly 4,560 full time
equivalent personnel were required for the specific administrative provisions of RRA 98.

We are now at the stage where we have implemented the Act’s legal provisions.
We have several years of work ahead to make them work more efficiently and with higher
quality. "

Mr. Chairman, despite these accomplishments and some improvements, the IRS
cannot today meet the legitimate service expectations of the vast majority of compliant
taxpayers, while at the same time, compliance activity continues to drop. In addition, as




GAO has pointed out, many of the systems we use to manage and account for the $1.76
trillion in net tax revenue are inherently deficient.

These problems are severe and if not addressed would certainly over time
undermine the faimess and viability of the federal tax system. But the problems are not
newly identified, nor are they impossible to solve. We now have in place the top-level
plans that will allow us to address them.

However, to succeed in this enormous and vital program mandated by the
Restructuring Act, we must have adequate budget resources in FY 2001 to address
critical operational needs and to invest in pew technology

The rapidly expanding economy continues to steadily increase the IRS workload.
Ior example, since 1993, the number of individual tax returns over $100,000, which are
generally more complex, have increased by 63 percent. Meanwhile, because of budget
constraints, the IRS staff has dropped by 17,000 FTE since ¥ Y 1993.

'On top of these general trends, as shown in the first chart, certain specific
provisions of the RRA alone have required about 4,560 additional FTE to administer.
Since compliance personnel represent the largest component of the IRS budget, and
since they are also are required to administer most of the RRA provisions, net
compliance staffing has declined rapidly, as shown on the second chart.

In addition to these direct resource declines, the pervasive change in the way
business is done under RRA has understandably caused some uncertainty, confusion
and much releaming of basic jobs among our employees and managers. The effect of
this has been to increase the time required to complete each case.

The net effect of these conflicting trends is that Exam and Collection cases have
been cut almost in half since 1997, even while service levels remain well below
acceptable standards.

To address these pressing operational requirements, we have requested an
increase in staffing referred to as “STABLE.” This initiative requests a total of 2,833
additional staff, split between a FY 2000 supplemental and FY 2001 request, at a total
annual cost of about $188 million.

With this staffing level, we expect that in 2001 the IRS will be able to stabilize
the level of Exam and Collection activity while implementing RRA’s taxpayer rights
provisions, and to maintain, or slightly increase service levels. This staffing increment
Will enable us to meet critical operational needs while we transition to the new, more

efficient organization structure and reengineered technology, which is the second key
need in our FY 2001 budget.



Mr. Chairman, the IRS depends almost entirely on its computer systems to
administer the tax system and to collect and properly account for $1.9 trillion of tax
revenue, yet these systems are fundamentally anid irremediably deficient.

Our plan for reengineering our systéms is described in some detail in my written
testimony and in the ITIA funding request we submitted to the Appropriations
Committees. _ :

In FY 2001, we are requesting $119 million to continue progress as anticipated on
the ITIA funded program. To ensure continued funding, we request an advanced
appropriation of $375 million for FY 2002, increasing the [TIA account by that amount. In
addition, we request $40 million for the Information Systems Account for extremely high
priority investments during FY 2001,

Let me stress that although there is no way to avoid risk in a program of this size
and complexity, we can manage these risks and achieve our goals, just as we did with
the $1.4 billion Y2K program. We now have in place most of the elements needed to
do this properly, which were not in place in the past.

These include: a single, centrally managed information systems organization; a
very active top governance process, which I persounally chair and which includes all the
top executives who manage affected parts of the IRS; rigorous adherence to
architectural, technological and methodological standards; reliance on the PRIME
contract to manage development and integration activities, and, most importantly, an
unwavering commitment to ap open process that includes GAO, TIGTA, OMB and
Treasury and which forthrightly confronts problems and issues and makes adjustments
to schedules and scope as reality dictates.

We have already seen this process in action as we have unhesitatingly revised some
initial proposals to slow down certain projects and to rearrange other activities to ensure
that management and architectural concerns were adequately addressed. However, I also
must stress that there is no way to achicve maturity in the management process without
practical expericnce actually executing projects.

Mr. Chairman, I believe we are making real progress on the goals and mandates set
forth by the Restructuring Act, If Congress can provide continued and assured support for
IRS modernization, such as that contained in our FY 2001 budget request, we will be able
to produce the visible, tangible changes in service, compliance and productivity that
America’s taxpayers expect and deserve. Thank you.



Statement of

Charles O. Rossotti

Commissioner
Internal Revenue Service

Before the

Annual RRA *98
Jont Hearing on IRS Progress

Convened by the
Joint Committee on Taxation

@ IRS

Department of the Treasury
Internal Revenue Service

www.irs.gov

May 3, 2000



PREPARED TESTIMONY OF
COMMISSIONER OF INTERNAL REVENUE
CHARLES O. ROSSOTTI
ON THE
ANNUAL JOINT REVIEW OF
IRS RESTRUCTURING AND REFORM ACT OF 1998
CONVENED BY THE
JOINT COMMITTEE ON TAXATION
MAY 3, 2000

INTRODUCTION

Mr. Chairman, and distinguished Members of the House and Senate Committees
represented today, | am pleased to testify on the Internal Revenue Service’s progress in
carrying out the IRS Restructuring and Reform Act of 1998.

Following RRA 98's clear directions and intent, the IRS continues to plan and
implement the most significant changes to its organization, technology, and the way it
serves taxpayers in almost a half-century.

We have implemented the 71 new RRA 98 taxpayer rights provisions. Just as
importantly, we are carrying them out in the spirit of the Act, which is to treat
taxpayers like people rather than statistics. We have completed the first phase of a
new system of balanced measures of performance. Our reorganization to increase
customer focus and management accountability is progressing rapidly and we have a
new top management team in place for the four new customer-focused operating
divisions.

At the same time, the IRS continued to fulfill essential operational requirements
including providing service to taxpayers during each filing season (see Appendix),
administering roughly 801 tax law changes made by the Taxpayer Relief Act of 1997
(TRA), including nearly 300 new provisions. We also completed the enormous and
almost flawless Century Date Change program for IRS computer systems.

Building on this foundation, we are beginning the long-term program of
reengineering business practices and technology that will allow the IRS to deliver on
RRA 98’s mandates for improved service and taxpayer treatment while also
increasing compliance effectiveness. As the streamlined management and new
technology become effective, the IRS can also improve efficiency and maintain a
stable workforce in relation to the economy.

However, neither Congress nor the IRS could have anticipated all the
implications, including resources, needed to implement the full scope of RRA 98. Yet,
in the 21 months since this bill was enacted we have learned a great deal, and at this



point | am convinced we can succeed through the combination of a limited increase in
staff resources and critical investments in new technology and organization.

As | have previously testified, the IRS depends entirely on its computer systems
to administer the tax system and to collect and properly account for $1.76 trillion of net
tax revenue, yet these systems are fundamentally and irremediably deficient and must
be replaced. Let me stress that although there is no way to avoid risk in a program of
this size and complexity, we can manage these risks and achieve our goals, just as we
did with the $1.4 billion Y2K program. We now have in place most of the elements
needed to do this properly, which were not in place in the past.

These include: a single, centrally managed information systems organization;
a very active top governance process, which | personally chair and which includes alll
the top executives who manage affected parts of the IRS; rigorous adherence to
architectural, technology and methodological standards; reliance on the PRIME
contract to manage development and integration activities, and, most importantly, an
unwavering commitment to an open process that includes GAO, TIGTA, OMB and
Treasury and which forthrightly confronts problems and issues and makes
adjustments to schedules and scope as reality dictates.

Although we have put in place most of the necessary elements, it will take time
and practical experience executing projects for our management process to mature.
Chart A indicates the expected normal pattern and time frame for this process.

Based on my experience in the industry, if we were to achieve the growth rate
depicted in this chart, it would be a very rapid rate of progress and within 1-2 years
would put the IRS in the very top category of institutions managing large technology
modernization programs. Since this maturity process necessarily depends on practical
experience, one of our most important responsibilities as top managers is to adjust the
level of activity we are managing to that which is appropriate to level of our
management capacity.

We have already seen this process in action as we have unhesitatingly revised
some initial proposals to slow down certain projects and to rearrange other activities to
ensure that manage and architectural concerns were adequately addressed. On the
other hand, | must also stress that there is no way to achieve maturity in the
management process without the practical experience of actually executing projects.

Mr. Chairman, | also want to stress that we have instituted a new strategic
planning and budgeting process that reflects the modernized IRS, including the new
organization structure, mission statement, strategic goals and objectives. Beginning
with a strategic assessment, the strategic planning process will drive budget and
program execution in a continuing cycle.

The new strategic planning and budgeting process is responsive to GPRA



requirements and is consistent with strategic planning best practices. The process will
help IRS senior management to make decisions around the four different operating
divisions on the following areas: (1) the mission and goals that drive the IRS’ Strategic
Plan; (2) the major strategies, operating priorities and improvement projects that will be
employed to meet the goals and objectives found in the annual performance plans; (3)
resources to be allocated to accomplish these strategies and programs; and (4) the
effectiveness of the strategies and programs in helping the IRS achieve its mission, goal
and objectives (annual performance report).

Let me underscore that as we develop, refine and adjust our plans, we have
been consulting and will continue to consult with the Congress, Treasury Department,
Office of Management and Budget and our many stakeholders. We have also initiated
the strategic planning and budgeting process for FY 2002. In late March 2000, each of
the four operating divisions presented a strategic assessment for the five fiscal years
beginning with FY 2002. In addition, we will revise the IRS Strategic Plan during 2000.
The recently completed annual program performance report will require modifications to
the program (budget) structure to reflect the new processes and operations of the
operating divisions, i.e. pre-filing, filing and post-filing.

Mr. Chairman, | believe we are making real progress on the short- and long-term
goals and mandates set forth by the Restructuring Act. If Congress can provide
continued and assured support for IRS modernization, such as that contained in our FY
2001 budget request, we will be able to produce the visible, tangible changes in service,
compliance, and productivity that America’s taxpayers expect and deserve.

TWO DIFFERENT PATHS: ONE CLEAR CHOICE

Mr. Chairman, quite apart from RRA 98, or any remedies or initiatives the IRS

is pursuing, the expanding economy continues to steadily increase the IRS’ workload.

Over a period of years, this expanding workload has compounded to reach fairly
significant levels. For example, since 1993, the number of individual tax returns with
over $100,000 in reported income, which are generally the more complex returns,
have increased by 63 percent. Meanwhile, because of budget constraints, the IRS
staff has dropped by 17,000 FTE since FY 1993. (See Chart B) At the same time,
the new TRA and RRA 98 taxpayer rights required new procedures and increased
time per case. These conflicting trends, increased demands, and reduced staff have
not been addressed by new technology. During this period, almost all of the
technology spending and focus were devoted to addressing the Y2K problem and
responding to TRA and RRA 98.

This conflicting set of trends has left the IRS in a position in which we are not
yet meeting the legitimate service expectations of the vast majority of compliant
taxpayers who voluntarily pay their taxes, while compliance activity, such as
examination coverage and collection enforcement activity, is dropping rapidly, thus
potentially undermining the fairness of the whole tax system.



Broadly speaking, one can conceive of two ways to reverse this downtrend.
The first is to add staff in the traditional manner to process more returns, answer
more telephone calls and letters, and increase casework such as examinations and
collection cases. This approach would require hiring more than 8,000 staff just to
return to the FY 1997 level of activity and then adding 2,000 more staff annually to
remain even with the increasing workload.

Given the growing economy and increased demands of complying with RRA 98,
this approach would be extremely expensive. For the vast majority of taxpayers, it
would also not meet modern expectations for service levels because no amount of staff
can fully compensate for the IRS systems deficiencies. In addition, in today’s labor
market, the IRS would have difficulty attracting and retaining sufficient and qualified
staff.

There is, however, another way, and it is the basis for our FY 2001 budget
request. By investing in reengineering IRS’ business practices and technology
together with limited staffing increases, we will be able to perform all aspects of the
IRS mission more effectively and efficiently and in line with the best private and
public sector practices. This second approach will, over time, enable the IRS to meet
public expectations for its mission with lower growth in staff and future budgets.

Although we need additional staff resources to succeed, the amount is only
modestly more than present levels of staff and would still be less than the IRS
staffing level of 1997. This approach is possible since our basic strategy to meet
increased workload and service demands depends on reengineering business
practices and technology. Freeing up positions through business systems
investment is a critical requirement. By investing in technology and improved
business practices, the FY 2001 budget request avoids the traditional staff increases
that would otherwise be required. It is important to stress, however, that the
investment in modernization is essential for this approach to work.

STRATEGIC DIRECTION: “STANDING UP” THE NEW IRS

During the second half of FY 2000 and throughout FY 2001 and beyond, we
will continue implementing the new IRS. This process includes realigning our
personnel resources and putting in place: (1) revised business practices and
strategies, (2) a new organization and management, (3) new information technology,
and (4) a balanced performance measurement system.

Revised Business Practices and Strategies

How the IRS interacts with taxpayers is defined by its business practices.
They determine how tax filing is performed, what notices are sent under what



circumstances, the way phones are answered, how collections of balances due are
carried out and how examinations are conducted.

Closely related to business practices are the IRS strategies that guide them,
such as how returns are selected for examination, what compliance issues are
emphasized, and how we encourage electronic filing. Both strategies and practices
are also constrained by, and to a considerable degree determined by, the established
organizational structure and the installed technology base. These are the two
principal instruments through which the IRS executes its business practices and
strategies.

The strategies the IRS will pursue include: (1) preventing taxpayer problems or
addressing them as early as possible; (2) improving taxpayer communications; (3)
making TRA and RRA 98 taxpayers rights work more efficiently and effectively; (4)
broadening electronic tax administration use as mandated by RRA 98; (5) leveraging
IRS resources through effective partnerships with tax administration organizations
and groups that deal regularly with taxpayers; (6) tailoring practices and strategies to
specific taxpayer needs and problems; and (7) addressing serious areas of
noncompliance with specific strategies.

New Organization and Management

Why is the IRS reorganizing? A key reason is that our slow progress to make
improvements is due in large part to the twin barriers of organizational structure and
obsolete computer systems. The traditional IRS structure does not adequately
support taxpayer demands. It represents the way many businesses were organized
for many years — around internal technical disciplines and geographical locations.
Following the directions set by RRA 98, the IRS is creating a modernized structure
similar to those widely used in the private sector: organizing around customers’
needs, in this case taxpayers. The future customer-focused organization consists of:

= Four operating divisions — Wage and Investment Income (W&I), Small
Business and Self-Employed (SB/SE), Large and Mid-Size Business
(L&MSB); Tax Exempt and Government Entities (TE/GE);

= Two service organizations — Information Systems and Agency-wide Shared
Services;

= Separate specialized independent channels for taxpayers — Appeals and
the Taxpayer Advocate Service;

= Criminal Investigation, which is a line unit and will have sole responsibility
for investigation of criminal violations of the tax law;

= Chief Counsel, which will provide tax advice, guidance and legislative
services to all components of the IRS; and

= A smaller National Headquarters office which will assume the overall role
of setting broad policy, reviewing plans and goals of the operating units,
and developing major improvement initiatives.



Each operating division will be responsible for creating and executing business
practices and strategies to meet those needs, and managers at all levels will be
expected to be knowledgeable in the substantive problems and issues that arise in
administering the tax law in their respective divisions.

The organization will be led by management teams, including individuals with
the broad range of experience needed to lead each unit in the dual task of managing
current operations while modernizing business practices and technology to achieve
the new mission and strategic goals. The leaders of these units have now all been
selected and are rapidly putting in place the remainder of the management structure
in each unit.

The new divisions will become fully operational in stages, with Tax Exempt
and Government Entities already operational since December. The Large and Mid-
Size Business Division will became operational later this spring, to be followed by
Wage and Investment and Small Business/Self-Employed in the fall of 2000.

New Information Technology

Reorganizing the IRS’ outdated structure and replacing its archaic technology
will take years to fully accomplish, but it is absolutely necessary if we are to reach a
higher level of performance. For any information-intensive, service-oriented
enterprise, such as the IRS, information technology will continue to be an essential
resource on which all organizational performance depends.

The IRS is no different from the private sector in this respect, but it faces some
unigue challenges. IRS’ core data systems are fundamentally deficient. The large and
extremely fragmented nature of the IRS’ technology inventory creates many problems,
including poor service to end users, high cost, long timelines to implement changes and
improvements, and control and security difficulties.

Technology modernization is essential to carrying out RRA 98, organizational
modernization and providing additional services and efficiencies, but it is risky by its
very nature, size and complexity. In fact, there is no way to avoid risk. However, we
are not repeating past mistakes. As | discussed in the introduction to my testimony,
we are prudently and carefully managing the process, providing for a careful review
and external validation of each and every part of the program and making necessary
adjustments.

The IRS is establishing an overall architecture for a set of new systems that
will accommodate all essential tax administration functions according to modern
standards of technology and financial management. During this process, the new
and old systems must co-exist and exchange data accurately for an extended period
until data is gradually converted from old systems to new ones. In 1998, the IRS



established the Core Business Systems Executive Steering Committee to provide a
framework for the overall management of this process. This committee consists of
top executives, chaired by the Commissioner, and supported by key staff groups.

Balanced Performance Measures

The IRS Balanced Performance Measurement System is being developed as
part of the effort to modernize the IRS and reflect the agency’s priorities, as
articulated in the IRS mission statement and in accordance with RRA 98.

In September 1999, a “Balanced Measures Regulation” was issued to formally
establish the IRS’ new performance management system. The issuance of the
regulation, which followed a public comment period, sets forth the structure for
measuring organizational and employee performance within the IRS. The IRS has
taken great steps to integrate its budget request with these balanced performance
measures to ensure compliance with the Government Performance and Results Act
of 1993.

This year the IRS will adopt its strategic goals as its annual performance
goals. This framework will assist the IRS in describing how programs and initiatives
tie to achievement of the mission and goals as reflected in improvements in the
measurement results.

In CY 1999, balanced measures at the operational level were approved for
Tax Exempt and Government Entities, Large and Mid-Size Business, Appeals, the
Taxpayer Advocate Service, Research, Statistics of Income, and additional Customer
Service product lines. These measures are undergoing final design and
implementation for use in field operations units. Other measures teams formed in
CY 1999 that are expected to have approved balanced measures in early CY 2000
include Information Systems, Criminal Investigation, Counsel, Submission
Processing, and Agency Wide Shared Services.

By necessity, our first performance measures priority was to develop
measures that were consistent with the IRS’ strategic goals and with section 1204 of
RRA 98 which prohibits use of enforcement statistics to measure the performance or
set goals for any individual. In FY 2000, we largely completed the initial development
of operational performance measures, and will begin development of strategic
measures. Strategic measures will measure broad performance of our four major
operating divisions and for the IRS as a whole. Our strategic performance measures’
objective is to provide quantitative indications of the overall success of each major
unit and of the whole IRS in reaching our three strategic goals.

FY 2001 BUDGET REQUEST

To deliver on the RRA 98 mandates for improved service and taxpayer treatment



while also increasing compliance effectiveness, IRS requires increased funding in FY
2001. With improved management and technology enabling the delivery of improved
service and increased compliance effectiveness, the IRS will be positioned to succeed
with limited resources in future years. As the streamlined management and new
technology become effective, the IRS can also improve efficiency and maintain a stable
workforce in relation to the economy. However, we face a major budget challenge in FY
2000 and FY 2001, which, unless addressed, will threaten not only the IRS reform and
restructuring program, but the entire tax system.

The FY 2001 request is $8.841 billion (without the Earned Income Tax Credit
Account), $769 million more than the final FY 2000 enacted level of $8.072 hillion.
This is $729 million over the FY 2000 proposed funding level of $8.112 billion, which
includes a $40 million supplemental to stabilize the IRS workforce. Of this increase,
$119 million is for resuming funding of the Information Technology Investment
Account (ITIA) for which there was no funding in FY 2000. The IRS requires this
increase in FY 2001 to deliver on the RRA 98 mandates, manage organizational
modernization, and invest in critically needed information technology.

Our budget request has two broad management categories: (1) Maintaining
Current Operations, and (2) Modernization. Increases to maintain current operations
include more FTE to assist in stabilizing enforcement activity levels and modestly
increasing service levels, and to provide adequate non-labor resources for increasing
electronic tax filing capability and contractual support for critical operational activities
of the agency. Increases for modernization include funds for completing
organizational modernization, business line investments, and replenishing of ITIA.
The requested resources provide for full implementation of RRA 98 along with plans
to modernize and realign the IRS organization, and fund the workforce.

Maintaining Current Operations

To implement RRA 98, the IRS must modernize its organizational structure
and technological base. However, during this time, we must also maintain
operational activity at acceptable levels.

As | discussed earlier in my testimony, RRA 98 established 71 taxpayer rights
provisions, each of which imposed additional procedures or new requirements for tax
administration. This increased the time required to handle existing cases and
required the IRS to divert compliance personnel to handle new procedures such as
Innocent Spouse and Third Party Notice provisions. In addition, other compliance
personnel were re-assigned to provide extended hours of telephone and walk-in
service. This came on the heels of declining staffing from FY 1996 through FY 1999.

In part because of these changes and increased workload demands, the
number of examination and collection cases handled declined by half. This illustrates



the need to balance the continued improvements in customer service with funding
adequate to maintain enforcement activity to collect unpaid taxes and address areas
of potential under-reporting of income.

Current Services Level

The IRS is requesting a net increase of $336 million to maintain the current
services level. The IRS is a labor-intensive organization and we must have a stable
workforce. To maintain current operations, carry out a successful filing season,
oversee tax administration programs, and implement organizational modernization,
the IRS must have the resources to pay for the inflationary costs associated with
statutory pay and other mandatory increases.

Since 1992, the IRS workforce has decreased more than 16 percent while
handling significant increases in workload due to tax law changes and customer
demand. The downward trend in FTE is the result of: (1) reduced funding in general;
(2) inadequate funding for pay components, such as costs of within-grades (WIGSs)
and promotions; and (3) insufficient funding of non-labor inflationary costs for
required agency-wide shared services support costs. During the last few years, costs
for Support Services have been cut to a bare minimum. In addition, the IRS has
proactively reduced rent costs. From FY 1996 through FY 1998, the IRS released
2.5 million square feet of space for savings of $40.8 million. There is little room for
further cost reductions. Any further cuts in agency-wide shared services support will
result in further FTE reductions.

It is vital to note that the long-term decline in the IRS workforce due to funding
constraints has led to a situation where virtually no hiring has been done since 1995
in critical front-line skilled positions. (See Chart C.) For example, in a revenue agent
workforce that was over 15,000 in 1995 and hovers at 12,000 today, the IRS has only
hired 75 revenue agents since 1995. Funding of our current services request,
together with the STABLE initiative discussed next, will allow us to begin the process
of meeting the need for critical skilled positions.

Stabilizing the Workforce (STABLE)

The IRS is requesting $144 million and 1,633 FTE to stabilize and strengthen
tax compliance and customer service programs in FY 2001 and $39.8 million and 301
FTE for a FY 2000 proposed supplemental. This request is collectively known as the
STABLE (Staffing Tax Administration for BaLance and Equity) Initiative. | want to
stress that even with the STABLE initiative, the IRS would still be slightly below FY
1997 staffing levels, in other words before RRA 98 was enacted into law.

Efforts have been made to improve toll-free service, improve access to new
web-based products and information, and expand electronic filing/payment options.
However, staffing resources devoted to critical compliance and enforcement



programs have declined by more than 20 percent over the last five years.

Beyond the reduction in staffing levels, annual growth in return filings and
additional workload from RRA 98 contributed to steady erosion of enforcement
presence, audit coverage, and case closures in front-line compliance programs.
Current estimates of additional work directly related to RRA 98 total nearly 4,560 FTE
for Compliance and Customer Service activities. (See Chart D.) Although the IRS is
fully committed to delivering on every mandate and objective of RRA 98, it is
essential that we restore and maintain adequate staffing levels in our key program
areas.

To ensure that the benefits of this initiative are realized as quickly as possible,
the IRS has proposed a supplemental FY 2000 appropriation, which, if approved by
Congress, would allow the hiring of 301 FTE in FY 2000. This would ensure that most
training of new hires would be undertaken in FY 2000, allowing the impact of these new
hires to be fully maximized in FY 2001.

With this staffing level, we expect that in 2001, the IRS will be able to slightly
increase levels of service and stabilize the level of exam and collection activity while
complying with the taxpayer rights provisions of RRA 98.

Electronic Tax Administration (ETA)

The IRS is requesting $3 million for ETA to continue progress toward
achieving the congressional goal that 80 percent of all tax and information returns be
filed electronically by 2007. In RRA 98, Congress established the interim goal that all
returns prepared electronically, but filed on paper (approximately 80 million) be filed
electronically by 2003. Increasing taxpayers’ awareness and understanding of IRS e-
file products, services and benefits will help close the gap between the projected
range of 44.1 — 49.4 million returns being filed electronically in 2003 and the
aggressive goals established by Congress. This funding will be used to expand
marketing efforts that communicate the benefits of IRS e-file to both taxpayers and
practitioners. The IRS plans to advertise in the television, radio, and print media;
continue the launch of a business marketing campaign; and conduct the necessary
marketing research to ensure that ETA products and services meet our customers’
needs. A detailed description of our ETA progress in meeting RRA’s goals is found
later in the testimony/

Contract Management

In FY 2001, we are requesting an increase of $44 million to fund necessary
contracts that support general operations, mandatory contractual arrangements and
necessary outside expertise. In prior year budgets, we funded these contracts — which
were absolutely necessary to conduct business — by reducing funding available for
staffing. This is in contrast to our FY 2001 request that simply requests the necessary



funding. Mr. Chairman, | would like to stress that contractual support is critical to
maintaining operations and implementing RRA 98 and the Modernization program. Our
contractual support is in three categories: mandatory, operational and expertise
contracts. | would like to describe for you the type of contracts and provide examples:

Mandatory contracts make up 44 percent of the total budget and are
required by law, or agreement with other Federal agencies. These include
National Archives storage of tax records; Treasury’s Financial Management
Service activities for tax refunds and lock box collections; and Low Income
Taxpayer Clinic grants.

Operational Contracts make up 32 percent of total budget and support IRS
operations. Examples include funding for Currency Transaction Report
processing, FedWorld management of the IRS Web Site, and Multilingual
Interpretation services for Walk-in offices.

Expertise Contracts make up the remaining 24 percent and are required to
obtain expertise outside the IRS for activities including outside services for
customer satisfaction surveys and rewriting of IRS Forms and Publications in
plain English.

Modernization

The IRS budget is only a small part of the cost to the public of administering our
tax system. Most of the costs, both tangible and intangible, are related to what the
public encounters when it must deal with the IRS. The tangible cost is each taxpayer’s
time and money. The intangible cost is the frustration of being treated poorly when
making an honest effort to comply with a complex tax code. Moreover, this frustration
has occurred at a time when the level of service that many people are receiving from
other service providers has been increasing. In order to provide better service to
taxpayers across the board, we need to reengineer the entire way the agency does
business.

In addition, the tax system depends on each taxpayer who is voluntarily paying
the tax owed having confidence that his or her neighbor or competitor is also paying.
Modernization will enable the IRS compliance activities to identify more effectively
areas of non-compliance and to address them promptly, accurately and fairly.

Organizational Modernization

In FY 2001, an additional $42 million is being requested to cover IRS
reorganization expenses. These costs will peak in FY 2001, decline in FY 2002, and
end in FY 2003. The IRS organizational modernization involves the first complete
reorganization of the IRS since 1952. Essentially all management positions above
the first line are being redefined; district and regional offices are being eliminated;



and some new front-line positions are being created. This massive change is being
done with the objective of minimizing physical relocation and associated costs.
However, some relocation of personnel and a great deal of reassigning and retraining
are required. In addition, some managerial and administrative positions are being
eliminated and it is necessary to assist the incumbents in these positions either to
find new positions in the IRS or to retire.

Together with the $140 million included in the FY 2000 base for this effort, this
request will be used to cover all the expenses of the reorganization. These costs
include buyouts, recruitment, relocations, employee training, equipment, services and
supplies, telecommunications moves and installations, and modifications of
information systems to the new organizational structure. Resources are also
requested for design work, space alterations, and contract movers to physically align
employees with their operating divisions for the Area and Industry Offices, Chief
Counsel Headquarters, Information Systems, and the National Office. These
resources cover all aspects of organizational change that will complement the IRS’
systems modernization efforts and implement the RRA 98 reorganization mandate.

Business Reengineering and Technology Investments

The IRS depends entirely on its computer systems to administer the tax system
and to collect and properly account for $1.9 trillion of tax revenue. Nearly every IRS
employee depends on computer systems to perform his or her daily activities, such as
processing returns, answering taxpayer questions, adjusting taxpayer accounts,
sending out notices and letters, conducting examinations and collecting overdue
accounts.

However, the IRS base of existing systems, which evolved over a 40-year period,
is totally inadequate to support these activities at an acceptable level of service to the
public, internal efficiency, or acceptable risk. GAO and TIGTA repeatedly identify
serious problems and risks in IRS operations and financial management, many of which
cannot realistically be rectified except by a near total replacement of IRS’ systems.

In addition, nearly all the numerous changes required to improve service to
taxpayers under RRA 98, and to increase the effectiveness of compliance activities
depend on improvements to IRS’ information systems. As indicated earlier in the
testimony, it would be extremely expensive and require very large increases in staff to
meet the service and compliance demands of an increasing economy and the RRA 98
mandates by simply adding staff. Instead, the IRS must reengineer and replace its
archaic processes and systems.

Since reengineering the IRS’ business practices and systems is a massive job
that will take many years, it is necessary to set priorities and adopt time-phased plans
since the needs and opportunities for systems improvements are far greater than can
be accommodated in any one year, or even a few years.



Business Line Investments

Most of the largest scale and most complex systems’ improvements will be
accomplished through the agency-wide Core Business Systems program that is funded
by the ITIA and is discussed below. However, there are dozens of smaller and more
focused high-priority needs to support and improve operations. They are either too
specific to be included in the Core Business Systems program, or, if they were included,
would not be delivered for many years. The IRS has gone through a prioritization
process for these business line investments and requests funding for $40 million in FY
2001 for only the highest priority of such projects.

We are requesting the $40 million to develop, redesign or acquire new systems to
improve:

(1) The Taxpayer Advocate's ability to identify problems and recommend changes
to the business process by redesigning and consolidating multiple, stand-alone
systems into one management and control system,

(2) The management and reporting of taxpayer and employee complaints by
designing a new system;

(3) The new Tax Exempt/Government Entities organization's ability to process
determination requests, contacts with requestors and track the deposits of fees;

(4) The notices sent to taxpayers, including clarity and reduction of the need for
multiple contacts with taxpayers;

(5) The Chief Counsel Case Management activities, including modernizing many
business rules and updating the system to save costly manual work and improve
Counsel’s ability to timely deal with the Courts, taxpayers and IRS’ needs; and

(6) The walk-in sites’ efficiency and service to taxpayers by providing automated
management tools of tax information to about 125 walk-in sites.

ITIA Funded Core Business Systems

The Core Business Systems program is an agency-wide program designed to
reengineer all of the basic IRS’ business processes and the computer systems that
support them. After the award of the PRIME contract in December of 1998, the IRS
spent CY 1999 and the early part of CY 2000 building the management and governance
process necessary to manage this huge program; developing plans for the near-term
and medium-term projects; and beginning to update architectural and technology
infrastructure plans. This program is being very carefully managed at the highest
levels within the agency and adjustments to plans are made frequently based on
experience to date and on risks anticipated.

The first, relatively small projects to be delivered will provide for improved
telephone service during FY 2001 and provide improved tax computation capabilities to
examiners. Further enhancements to taxpayer service over the Internet and increased



electronic tax administration services will follow. Twao critically important projects will be
planned in detail in FY 2000 and are expected to proceed to development stages in FY
2001. They will replace incrementally and over time the archaic tape-based system that
maintains all taxpayer records and improve our financial management systems. Other
critical projects to improve service and compliance programs, including

correspondence, collection and exam are in the early states of design and further plans
will depend on results of the design efforts.

In support of these business projects, work will proceed in FY 2000 to complete
institutionalization of the ITIA governance process and the Enterprise Life Cycle
methodology. This will provide for the first complete update of the technology blueprint
since 1997 and complete major infrastructure and architectural work necessary to
support the other projects. Security issues are being given special attention in this
work. In FY 2001, continued update of the blueprint and other architectural and
technology standards will be done and additional work on infrastructure will continue as
necessary to support the business projects.

The Congress through the specified ITIA wisely planned the funding for this core
business systems program. This account represents a practical means of funding a
long-term program such as the IRS technology modernization program. Under ITIA,
Congress appropriates the funds for the program as a whole and the IRS is allowed to
plan for continuity of the program subject to stringent reviews and safeguards. No funds
are released from the ITIA until the IRS prepares a plan for specific increments of
funding and is reviewed and approved by the Treasury, OMB, GAO and the two
Appropriations Subcommittees. This approval, however, still only provides the IRS
authority to proceed up to a certain funding level. No funds are actually obligated except
through a rigorous internal process within the IRS, which is managed by the IRS
Executive Steering Committee chaired by the Commissioner.

In FY 2001, we are requesting $119 million to continue progress as anticipated
on the ITIA funded Core Business Systems program. In FY 2000, we requested no
funds for ITIA. Remaining balances from prior year appropriations plus the new $119
million request will support a spending level in FY 2001 of $330 million. To ensure
continued funding, we are requesting an advanced appropriation of $375 million for FY
2002.

In order to fulfill the mandate Congress gave us in RRA 98, many changes were
required in every aspect of how the IRS works. These include implementing specific
provisions of law, such as the taxpayer rights provisions of RRA 98 as well as changes
in the way performance is measured, people are managed and evaluated, the way the
organization is structured and the reengineering and replacement of nearly every basic
business system.

At the same time, the IRS had to continue to fulfill essential operational
requirements including providing service to taxpayers during each filing season,



administering roughly 801 tax law changes made by the Taxpayer Relief Act of 1997,
including nearly 300 new provisions, and completing the enormous program to make
IRS computer systems continue to operate after the Century Date Change.

Over the last two years, we have managed these major changes by grouping
them into a few basic change programs, each with a management process and a
carefully planned and controlled schedule that reflected our best current judgment about
priorities, resource limitations and risks. Broadly, these major change categories were:
the Year 2000 program, near-term changes to improve service and treatment of
taxpayers, implementation of the balanced measures systems, establishment of the
new organizational structure including recruitment of management, and finally,
reengineering of major business systems and technology.

RRA 98 TAXPAYER RIGHTS IMPLEMENTATION

As discussed, RRA 98 required the IRS to implement 71 new or modified
taxpayer rights provisions, many which were effective either on date of enactment, or
within six months of it. At the same time, the IRS received recommendations from
many sources about other pressing changes that were required to improve service or fix
problems. These included such basic matters as availability and quality of telephone
service, rewriting of notices and letters sent to taxpayers, control over inventory of
assets and hundreds of other matters.

For example, since January 1999, two-hundred eighteen Treasury Inspector
General for Tax Administration (TIGTA) audits and 138 GAO audits have been initiated
(both opened and closed). The 89 GAO reports that have been issued so far contained
94 recommendations and the 80 TIGTA reports proposed 375 specific
recommendations. The National Taxpayer Advocate identified the top twenty problems
affecting taxpayers and made recommendations as to what should be done about them.

Addressing and managing these changes requires significant management attention,
and many require additional resources, including information systems resources, to
implement.

In this context, the first priority was implementation of the taxpayer rights
provisions of RRA 98 in accord with the law. Given the short time frames, and many
competing demands, our capacity to provide guidance to the public and to employees
and to conduct training for the 100,000 employees affected was stretched to the limit.
The initial focus was on ensuring legal compliance. In many cases, we did not know
the amount of time and resources that would be needed to carry out these provisions.
In FY 1999, for example, we had briefings and training on 55 RRA 98 provisions and
provided a total of two million hours of training. We estimate that nearly 4,560 full time
equivalent personnel were required for the specific administrative provisions of RRA 98.

We are at the stage where we have implemented the RRA legal provisions.
However, we have several years of work ahead to make them work more efficiently and



with higher quality. Our immediate challenges are primarily training and management.
We are continuing a high level of training in FY 2000.

| want to stress that we are wholly committed to implementing each and every
taxpayer rights provision and making them work as intended, while still fulfilling our
mandate to collect taxes that are due. We will get the job done and we will get it right.
However, we will also make mistakes along the way and we are not yet at an
acceptable level of quality, efficiency and effectiveness in the way that we are
implementing some of these provisions.

To describe more concretely some of the issues we face, | would like to cover in
some detail our approach to three of the 71 taxpayer rights provisions: innocent spouse,
due process in collections and third party notices.

Innocent Spouse

The innocent spouse provisions are some of the most important in RRA 98
because of the often-difficult personal and financial situations of taxpayers covered by
them. They generally permit one of the spouses who files a joint income tax return to
be relieved of all or a part of the unpaid liabilities associated with a joint return. Unpaid
liabilities can be caused by the failure to pay the amount due on the return when it was
filed (underpayment), or because of assessments made by the IRS after the return was
filed (understatement).

RRA 98 required the IRS to implement a much more complex innocent spouse
program than was previously administered. It added three new innocent spouse
provisions to one already existing in the law. (RRA 98 also modified a provision that
granted relief in community property states.) Each of these provisions defines a
different set of conditions under which one of the spouses may be granted relief from all
or part of the liability arising out of a joint return. Moreover, the newly enacted
provisions were effective on the date of enactment and had retroactive application,
which contributed to a high volume of requests for relief upon the enactment of RRA 98.

The chronology in Chart E shows the major steps and actions already taken in the
innocent spouse program and some of the additional steps already planned.

Our biggest challenge in implementing the innocent spouse provisions cannot be
overstated: learning to apply properly and accurately new and complex statutory
provisions to very sensitive taxpayer situations has taken a great deal of time and
resources. These provisions contain potentially confusing distinctions that must be
understood and explained to the IRS employees who would work these cases. For
example, certain provisions require the spouse requesting relief to show no
“constructive knowledge” of a particular item on the return, while another provision
requires the IRS to show the requesting spouse had no "actual knowledge” of a
particular item on a return.



Certain provisions permit refunds while others do not. Certain provisions permit
redress in the Tax Court, and others do not. Moreover, other provisions require
examiners to determine whether, considering all the facts and circumstances, it would
be inequitable to hold the spouse liable. These equitable relief provisions require
special care in IRS interpretation and administration because equitable relief is a broad
and relatively rare concept for the IRS to administer. Finally, certain provisions require
the IRS to consider the facts and circumstances of both the spouse requesting the relief
and the other spouse who would continue to have liability whether relief is granted or
not. This introduced a novel concept to IRS employees in that they have to consider not
only the interests of the party filing the request but also the interest of a related party.

Addressing this difficult learning curve has limited not only assigning resources or
forecasting statistics, but more importantly, improving the timeliness and quality of the
process for resolving innocent spouse claims. The learning process required
experience in actually adjudicating the claims and in understanding how best to train
and manage employees, while resolving a continuing stream of legal and policy
guestions.

Fortunately, a great deal of progress has been made in this area, and guidance
and training materials are now largely complete. Consequently, we estimate that by the
end of this fiscal year, our inventory of claims in which the taxpayer has not yet received
a determination letter will be in the range of 14,000 claims (about 7400 taxpayers)
compared to our long term target of 12,000 (6,300 taxpayers). Of course, we will
continue to hold collection action in abeyance pending the resolution of the outstanding
claims.

The minimum target level is largely driven by required waiting periods to receive
information and to communicate with taxpayers. (Chart F shows the current flow chart
currently used to screen and evaluate requests. Chart G shows the necessary time
frames for processing the innocent spouse cases.) For example, built into the process
before we make a determination in a case and notify the taxpayer of that determination
is a 45-day waiting period to hear from the non-requesting spouse. Additional waiting
periods for communicating with and receiving information from the requesting spouse
are also included. Moreover, a 30-day opportunity for a taxpayer to request an
administrative appeal and a 90-day period for a taxpayer to petition the Tax Court is part
of the post-determination process. The minimum target level recognizes that additional
resources will not make these periods shorter and assumes that we will continue to
receive about 700 claims per week.

We continue to apply the lessons gained from working cases and an increased
understanding of the complex new provisions to improve the quality of the
determinations that we make, thus ensuring the proper treatment of the taxpayers
involved. Some of the most important steps taken were to: (1) centralize management
of the program under a senior manager; (2) develop specific flow charts and other
training and job aids for the employees doing the screening; (3) revise the procedures



and training based on initial experience; and (4) institute a 100 percent review of
completed claims to ensure quality and consistency. Moreover, a Management
Information System to track innocent spouse cases has been operational since March
of 1999, and we plan to enhance it and other computer support over the next 18
months.

Due Process in Collection

Section 3401 of RRA 98 provided significant new rights to taxpayers before the
IRS can take enforcement actions to collect overdue taxes. Collection enforcement
action by the IRS generally takes three forms: (1) a levy on the taxpayer’'s wages or
bank account; (2) placing a lien on the taxpayer’s assets; or (3) seizing the taxpayer’s
business or personal assets.

RRA 98 affects each of these enforcement actions somewhat differently. The
IRS must provide the taxpayer with written notification of the right to an impartial hearing
before an appeals officer after a notice of lien has been filed or before a notice of levy is
sent. The taxpayer has 30 days to request an appeal, and during this period the levy or
seizure may not take place. Moreover, if the taxpayer requests an appeal, the levy or
seizure may not take place until the appeals officer makes a finding. Finally, the
taxpayer also has 30 days to challenge an appeals finding in the U.S. Tax Court or U.S.
District Court during which time the IRS may not levy or seize.

In addition to these notices and appeals provisions, the IRS, pursuant to RRA 98,
also implemented an approval process under which certain liens, levies or seizures
must be approved by a supervisor and/or senior technician who would review the
taxpayer’s information, verify that a balance is due, and affirm that a lien, levy or seizure
is appropriate under the circumstances. The circumstances to be considered include
the amount due and value of the asset.

In general, these provisions require the IRS to consider all alternatives to pay off
a tax bill, such as installment agreements or offers in compromise, before taking
enforcement action. During the appeals process, the appeals officer must consider
whether the IRS has considered these options.

These new procedural provisions were added to a collection process that is
already quite complex and time consuming because of existing notice and procedural
practices, a fragmented collection organization, an existing collection appeals process
that predates RRA 98, and IRS’ heterogeneous and obsolete computer systems. A
chart showing the main steps in the collection process is attached. At a more detailed
level, there are now six additional steps required to conduct a seizure for all cases. In
addition, for assets owned by an individual and used in the course of a business,
approval by the district director is required and an analysis must be conducted to show
that the taxpayer’s other assets are insufficient to satisfy the liability. Seizure of a
principal residence requires a court order and the revenue officer must complete a



recommendation package.

The due process in collection provision became effective after January 18, 1999,
six months after the date of enactment of RRA 98. Our first priority was to comply with
the provisions of the law requiring notice to taxpayers and review of cases. The Act
states that no levy may be made on a taxpayer’s property unless the taxpayer has been
notified in writing of the right to a hearing before such levy is made. This required
significant reprogramming of computers as well as revised instructions for 12,500
collection personnel. This objective was accomplished, although, as the TIGTA and
GAO reported, certain problems were encountered.

For example, in its September 28, 1999 report (Reference no. 199910074),
TIGTA concluded that, generally, taxpayers were sent the RRA 98 lien notice.
However, during the implementation period, the IRS was not consistently implementing
RRA 98 when it filed tax liens and the associated IRS procedures. As a result, the IRS
was not always informing taxpayers and their representatives of the taxpayers’ rights to
a hearing once a federal tax lien is filed. In its November 29, 1999 report (GAO/GGD-
00-4), GAO concluded that the IRS’ use of seizure authority produced mixed results.
GAO made 12 recommendations that the IRS agreed to use as guidance to improve the
seizure and sale program.

The initial effect of these provisions has been to drastically cut the number of
collection enforcement actions instituted, as shown in Chart H.

After the initial implementation, our focus has been on understanding how to
implement these provisions efficiently and consistently and to train our employees on
how to take enforcement actions when appropriate while complying with the provisions
of the law.

To this end, substantial amounts of training have been conducted for both
managers and collection employees, and new guidance has been issued on how to deal
with specific collection situations. Later this year, we expect to provide new check
sheets and job aids to assist our collection employees in following all the complex steps
needed to take correct enforcement actions. We are currently working on improving the
process and training for taking collection action in our automated collection operations.

New procedures for processing and accepting offers in compromise have also been
issued.

Chart | shows a chronology of key events and actions associated with
implementation of RRA 98 provisions relating to collection.

More fundamentally, the IRS collection approach needs to be basically
reengineered in accordance with generally known best practices and technology. As
shown in Chart J, the IRS devotes 90 percent of its collection resources to accounts
over six months old, when commercial experience shows that the likelihood of collection



is low. In addition, this delay increases the cost in interest and penalties to the taxpayer
and makes it harder for the taxpayer to settle the debt. The delays associated with
potential enforcement action then come into play and can elongate the process by as
much as another year.

A key goal of reengineering the IRS collection process is to greatly shorten the
delay until an IRS employee contacts the taxpayer, by phone or in person, when there is
a significant risk that a tax debt may not be paid, in order to resolve the issue as quickly
as possible. The new modernized organization structure provides the management
structure necessary to integrate the management of collection operations, and to
manage the reengineering of the process and all underlying technology.

Third Party Notice
Section 3417 concerning Third Party Notices is another

provision that presents implementation challenges. It requires us to give a taxpayer
reasonable notice before contacting any other person with respect to the determination
or collection of the taxpayer’s taxes and then to periodically tell the taxpayer who has
been contacted. The brevity and seeming simplicity of this statute belies its complexity.
Chart K shows the chronology of events in implementing Section 3417.

When we first implemented this provision, we attempted a “one size fits all”
approach by sending a broadly written notice to virtually every taxpayer in our
administrative stream -- a total of 25 million in all. The reaction was immediate, strong,
and negative. We were told that the generic nature of the notice did not provide its
recipients with any indication of why we would contact third parties to talk about their tax
situations or what information we would seek from third parties. We also were told that
the tone of the notice was intimidating, implying that we would talk to anyone and
everyone, including neighbors, about private tax return information. The notices caused
undue (and certainly unintended) anxiety for many persons.

We clearly needed to try a different approach to implement this provision, and we
did. First of all, we listened very intently to the feedback we received, and solicited
additional input from practitioner groups, the small business community, and other
interested parties. In particular, | thank many of the Committee Members and your
staffs who have worked collaboratively with us to enhance the implementation of this
provision.

We knew from this input that we should provide a frame of reference for the
taxpayer in the notices. For example, we should state that we are seeking unfiled
returns or unpaid taxes and that we are following up on prior communications. We
should alleviate concerns that we would disregard the privacy protections that are so
fundamental to our tax administration system when we make these third party contacts
and we should look to the taxpayer first to provide the information that we might obtain
from third parties.



Not surprisingly, when we moved to address these issues, we learned that the
drafting of the notices, though challenging, was not the most difficult part of
administering this provision. We quickly learned that if we did not blanket all taxpayers
in our pipeline with a third party notice, we had to isolate those instances where a third
party contact was most likely, develop a notice appropriate for that situation, and train
our employees on how to identify and handle these situations, including the reporting
requirements that occur when third party contacts are made. When all was said and
done, our refinements narrowed the universe of taxpayers who may receive the notice
to about eight million, with slightly more than half of those notices being sent through an
automated process and the remainder being sent by employees only when a third party
contact is imminent. Beginning in February, we issued new notices -- about 15 in all --
that are tailored to the specific situation of the taxpayer and that address many of the
concerns that we heard.

However, we still have our work cut out for us. One troubling area is how to
balance the interests of third parties with the rights of taxpayers and the need for
efficient tax administration. We are required to record all third party contacts and to
periodically report them to the taxpayer involved, except where the contact was
authorized by the taxpayer, is with respect to a criminal investigation, would jeopardize
collection, or the third party expresses a fear of reprisal. We have instructed our
employees to take reprisal claims by third parties at face value. We made this decision
to avoid a situation, where by virtue of our second-guessing of a claimed fear of reprisal,
we make the wrong call and disclose the contact, only to have the third party suffer
harm as a result.

More difficult is the situation where a third party does not claim a fear of reprisal
but asks us not to record their name or provide it to the taxpayer. In this situation, the
statute requires us to disclose the name of the third party to the taxpayer. The vast
majority of third parties do not wish to get caught up in another person’s tax dispute, but
nonetheless recognize a public duty to assist law enforcement efforts. | am concerned
that they undergo a great deal of anxiety when they learn that the disclosure will be
made, and, as a result, become disenchanted with the tax system and their
government. Though we do not track the instances where third parties ask not to be
identified, |1 understand from reports from the field that it occurs frequently, which puts
our employees in a very difficult position. This ultimately may have the effect of creating
unwillingness on the part of third parties to provide any information at all to us in the
normal course of business, even outside of the situations contemplated by the statute.

| can assure you that we are committed to implementing this provision in a way
that is fair to all of the respective players and carries out the intent of the legislation.
While we are working on some of the remaining challenges, such as the ones | have
described, we have moved forward with training and implementation. We estimate that
we are dedicating approximately 500-600 FTE to administer this provision.



Enforcement Statistics and Relation to Resources

| share the concerns about declining enforcement activity and the difficulties we
have in providing both top-quality customer service and collecting the taxes that are
properly due. In an era of budget constraints, we are facing an enormous challenge in
achieving both of these goals. Our goal is to make the IRS more effective in serving the
vast majority of taxpayers who voluntarily pay their taxes and in dealing with those who
do not, or will not, pay what they owe.

Since the passage of RRA 98, the number of enforcement actions has declined
substantially. For example, the fraction of individual returns examined in “face-to-face”
audits has declined by about 40 percent, and the number of collection cases closed has
declined by a similar amount. There are a number of reasons behind this decline.

First, it is important to understand that the decline in audit rates has not been
principally caused because agents have been transferred out of collecting revenue into
customer service. From 1997-1999, less than three percent of total staff years were
transferred from examination activities to customer service.

The decline in audit rates was caused by constraints, including the budget, which
reduced the total number of employees available to conduct audits, while the number of
tax returns increased. Also, the Restructuring Act imposed time consuming, but
important, new administrative requirements to administer an increasingly complex tax
code.

Second, the Restructuring Act and the IRS’ plans for reform represent a major
and pervasive change in an organization that for decades had a more single focus in
which success was measured predominantly by money collected through enforcement
actions. The Restructuring Act placed increased demands on the organization at a time
when overall staff resources had been declining, not increasing. The IRS is also still
dependent on some of the country’s most obsolete computer systems.

Let me be clear that the IRS is not stepping away from its commitment to
ensuring compliance with the tax law. But it is important for the IRS to stabilize the level
of enforcement activity so that the proper action can be taken in each case. We have
included additional compliance staffing in our 2001 budget proposal to help address the
problem. While it will take some time and additional resources to better IRS overall
performance in this area, we are taking some specific steps now to improve compliance
levels in particularly critical areas. For example, we have begun an initiative this year to
address the growing problem of corporate tax shelters -- complex transactions that have
little or no business purpose other than the generation of tax benefits.

There has also been some recent discussion regarding examinations of
taxpayers earning $25,000 or less. Most of the examinations of $25,000 or less involve
asking taxpayers to substantiate a single item on their return, such as EITC or



exemptions, by mailing documentation to one of our customer service centers. This is
what the IRS calls a “correspondence exam.” Because these examinations take
relatively little time per return compared to all other examinations, the number is
disproportionately high compared to the Examination resources used. Although more
than half of the individual returns examined in FY 1999 were correspondence, they
represent only 11 percent of total Examination resources. (See Chart L.) The overall
Examination activity includes individual and corporate income taxes as well as estate
and gift, employment and excise taxes.

ELECTRONIC TAX ADMINISTRATION

The IRS has made significant progress in implementing the RRA 98 provisions
regarding electronic tax administration. (The 2000 Filing Season initiatives can be
found in Appendix A.) In the nearly two years since the bill was enacted, IRS e-file
receipts increased from 24.6 million in 1998 to 29.3 million in 1999 and are expected to
reach 35 million in 2000. Through April 21, 2000:

Almost 35 million taxpayers filed electronically; a 20.4 percent increase over the
prior yeatr.

Over 24.9 million taxpayers e-filed through an authorized e-file provider; a 18.7
percent increase over last year.

On-line filing has also continued its dramatic growth, increasing over 104 percent
with 4.9 million returns being filed on line via a home computer through a third
party transmitter.

Contributing to this year’s successful filing season was IRS’ brand new marketing
campaign, “30 Million Americans Use IRS e-file.” In conjunction with its advertising
agency, and as authorized by RRA ‘98, the IRS developed a fully integrated campaign
with TV, radio and print advertising.

The IRS also continued its efforts to move toward entirely paperless electronic
filing. For the second year in a row, the IRS tested the use of a Personal Identification
Number (PIN) code as the taxpayer’s signature, eliminating the need to file the paper
jurat. The tests have been a resounding success.

5.4 million taxpayers participated in the Practitioner PIN pilot compared
to 499,606 taxpayers for all of 1999. Taxpayers were able to select a PIN when
filing through 18,000 participating preparers.

Use of the on-line filing Customer Numbers also increased significantly
from 660,209 to 1.4 million this year. Under this pilot, the IRS distributed
Customer Numbers to taxpayers who prepared their own returns using tax
preparation software to file from their home computers.



This filing season, more electronic payments options have been made available
to taxpayers, such as accepting debit payments through TeleFile and accepting credit
cards for Forms 1040ES, estimated tax payments, and Forms 4868, extensions of time
to file. As of April 22nd, 186,512 payments averaging $2,882 were made via credit card
and another 231,108 payments averaging $1,617 were made by Automated Clearing
House (ACH) Direct Debit where taxpayers can authorize either their checking or
savings account to be debited.

The IRS also continues to expand the electronic filing options that are available
to businesses. As authorized by RRA 98, payors who electronically transmit their
information returns to the IRS had an extra month this year — from February 28 to March
31 —to file over IRS’ new filing system -- Filing Information Returns Electronically.
Partnerships were able to file Forms 1065 and related Schedule K-1s electronically as
well. In April, employers had the added option of filing their quarterly Form 941 from
their office computer in addition to current methods.

In addition, as required by RRA 98, the IRS issued its first Strategic Plan for
Electronic Tax Administration, entitled A Strategy for Growth, in December 1998 and
issued an updated Strategic Plan the following year. The Strategic Plan is designed to
eliminate barriers, provide incentives, and use competitive market forces to make
significant progress toward the Congressional goal of 80 percent of all tax and
information returns being filed electronically by 2007.

The IRS also established the Electronic Tax Administration Advisory Committee
(ETAAC) in September 1998 to provide an organized public forum for the discussion of
electronic tax administration issues in support of paperless filing. The ETAAC, which is
comprised of representatives from various groups, was established to provide
continuing input into the development and implementation of IRS’ strategy for electronic
tax administration. The ETAAC issued their first report to Congress in June 1999,
stating that “the IRS made a good start in setting out a program to achieve the
electronic filing goals established by Congress.”

CONCLUSION

Mr. Chairman, | believe we are making real progress on the goals and mandates
set forth by the landmark IRS Restructuring and Reform Act and to bring meaningful,
positive changes to the IRS and America’s taxpayers. It is true that no one fully
understood everything that would be required to implement this far-reaching Act.
However, if Congress can provide continued and assured support for IRS
modernization, such as that contained in our FY 2001 budget request, we can succeed.



APPENDIX A — THE 2000 FILING SEASON, ELECTRONIC FILING AND
CUSTOMER SERVICE IMPROVEMENTS

By continually managing all of the change and risk in an orderly and integrated
fashion, | am pleased to report to the subcommittee that the 2000 tax filing season has
been smooth and almost error free. Of equal importance, the 2000 filing season
demonstrates some very important and positive trends in service to taxpayers on which
we can build in the coming years, especially as our major technology and organizational
initiatives take effect.

Projected net collections for FY 2000 are $1.767 trillion. During FY 2000, we
also project to receive 213.1 million returns, including over 127.3 million individual
returns, and expect to issue over 93 million individual refunds. As of April 14, 2000, the
number of refunds is up 1.95 percent over last year, and the average refund is $1,640
up 5.8 percent over the same period last year. On-line filing is running 104.2 percent
ahead of last year’s pace and already exceeded last year’s total volume by 2.5 million.

Electronic Tax Administration

Meeting the Challenge
The IRS Restructuring and Reform Act of 1998 set forth
the mandate that at least 80 percent of returns be filed

electronically by 2007. We know that the stakes are high in Electronic Tax
Administration (ETA), but so are the potential benefits to taxpayers, practitioners and
our tax administration system. There are, of course, the obvious rewards. Increased
electronic filing of returns can improve tax administration by speeding refunds to
taxpayers, providing positive acknowledgment that a return has been received and
reducing the need to correct errors.

However, on a broader scale, improved electronic exchange of information with
taxpayers and practitioners advances all three of the IRS’ strategic goals: service to
each taxpayer, service to all taxpayers and productivity through a quality work
environment.

A robust ETA program will reduce time spent by taxpayers dealing with the IRS.
We will reduce the number of phone calls we have to answer and because of these two
factors we will free up our compliance employees to focus on real compliance issues,
rather than just retrieving or correcting information.

The IRS has made considerable progress in expanding electronic filing. During
1999, approximately one out of every four taxpayers, over 29 million individuals, filed
electronically using one of three convenient e-file options: filing through an IRS-
authorized Electronic Return Originator, filing on-line via home computer through a third
party transmitter, and filing over the telephone via TeleFile. The IRS expects to receive
more than 34 million electronically filed individual income tax returns in 2000.



Businesses also enjoy the benefits of electronic filing and payment. During
Fiscal Year 1999, taxpayers made over $1.3 trillion in tax deposits through the
Electronic Federal Tax Payment System (EFTPS). This system allows taxpayers to
make their federal tax deposits over the telephone or using the computer, eliminating
the need for paper deposit coupons, checks, or trips to the bank. In addition, well over
two million employment tax returns were filed electronically or over the telephone during
Fiscal Year 1999.

The 2000 Filing Season

The 2000 filing season is turning out to be another growth year for ETA as more
taxpayers than ever before are enjoying the benefits of filing taxes electronically.
Through April 21, 2000, almost 35 million individual taxpayers filed using one of the
three e-file options; a 20.4 percent increase over the same period last year.

? Over 24.9 million taxpayers e-filed their tax returns electronically through an IRS-
authorized Electronic Return Originator (ERO); a 18.7 percent increase over the
same period last year.

? Approximately 4.9 million taxpayers have filed their tax returns on-line via their
home computer through third party transmitters. On-line filing is running 104.2
percent ahead of last year's pace and exceeded last year’s total volume by 2.5
million returns.

? Almost 5.1 million taxpayers filed their returns over the telephone using the
award winning TeleFile system. For the first time, taxpayers in Indiana and
Kentucky were able to file both their federal and state returns in a single
telephone call during the pilot of the first Federal/State TeleFile option.

? Overall, 11.8 million taxpayers have chosen to file both their federal and state tax
returns simultaneously in a single electronic transmission. This year, 35 states
and the District of Columbia are participating in the program.

In addition, many of the volunteer sites under the IRS-sponsored Volunteer
Income Tax Assistance or Tax Counseling for the Elderly programs offer free e-filing to
those seeking help. Taxpayers can locate the nearest volunteer site by calling the IRS
at 1-800-829-1040. As described in the following section, the IRS is undertaking
several initiatives to further expand the program this year. Individuals, businesses and
practitioners are also seeing many improvements in 2000 and will see even more in
future filing seasons.

New in 2000 for Individual Taxpayers

Expansion of Signature Pilots: More individual taxpayers are able to file totally




paperless returns in 2000 because the IRS expanded its Practitioner PIN Pilot to include
about 18,000 tax preparers. The IRS also continued the On-Line ECN Pilot by mailing
11 million postcards containing e-file customer service numbers (ECNS) to taxpayers
who used a computer to file their own returns last year. In 1999, over 650,000
taxpayers participated in the On-Line PIN Pilot, while nearly 500,000 participated in the
Practitioner PIN Pilot.

Expansion of Electronic Payments: More electronic payment options (credit card
and ACH debit payment) have been made available to taxpayers this year, such as
accepting debit payments through TeleFile and accepting credit cards for Forms
1040ES, estimated tax payments, and Forms 4868, extensions of time to file. Last
year, over 53,000 tax payments were made by credit card and approximately 75,000
payments were made by ACH Debit.

Additional Forms and Schedules Accepted: More forms and schedules, including
Schedule J, Farm Income Averaging, and Forms 8271, Investor Reporting of Tax
Shelter Registration Number, 8582-CR, Passive Activity Credit Limitations, 6781, Gains
and Losses from Section 1256 Contracts and Straddles, and 8586, Low Income
Housing Credit, are being accepted through IRS e-file, making the program available to
more taxpayers. In addition, the IRS is finalizing its plans for accepting all forms and
schedules via IRS e-file; half of the remaining forms and schedules should be added for
2001, with the balance by 2002.

Web-based e-file Options: Millions of taxpayers have discovered that the IRS
home page on the World Wide Web is an excellent and convenient source for tax forms
and tax information. They are also discovering that the IRS e-file Partnerships page on
the IRS Web site provides links to various private industry companies that provide
affordable, convenient, user-friendly e-file options. In the spirit of RRA 98, the IRS is
partnering with the private sector to provide IRS e-file and electronic payment options
for individuals and businesses.

2000 Marketing Campaign: To help move us toward the goal Congress set for
us, ETA launched a brand new marketing campaign this year, “30 Million Americans
Use IRS e-file.” Itis a fully integrated campaign with new TV, radio and print
advertising.

New in 2000 for Business Taxpayers

Form 941 On-Line Filing: This April, employers will have the added option of filing
their quarterly Forms 941 from their office computer, in addition to e-filing and TeleFile.

Electronically Filed Information Returns: Effective for 2000, payors who
electronically transmit information returns to the IRS will have an extra month — from
February 28 to March 31 — to file over IRS’ new system, Filing Information Returns
Electronically (FIRE).




New in 2000 for Practitioners

Account Management Pilot: The IRS is piloting an Accounts Management
Program in the Kansas-Missouri and Southern California Districts to serve the needs of
Electronic Return Originators (EROs), financial institutions, large and small employers,
and payroll service providers who distribute ETA products and services to taxpayers.

Debt Indicator Pilot: Through the Request for Agreement (RFA) process,
selected tax professionals are participating in the debt indicator pilot.

Providing Information And Service

From web-based technology to 24 hours-a-day/7-days-a-week phone service to
sitting down face-to-face with a taxpayer with a problem, the IRS continues to work to
provide the easiest and most efficient ways for taxpayers to get the information and
assistance they need not only during filing season, but throughout the year.

Web Site An increasing number of taxpayers are discovering that
the IRS site on the WorldWide Web (the “Digital Daily”) is an

excellent and convenient source for tax forms and tax information. In preparation for
the 2000 filing season, the IRS also has a shorter and easier to remember Web site
address — www.irs.gov. Since coming on line in January 1996, taxpayers have
downloaded over 201 million forms, publications and products. Through February 2000,
there have been over 51.5 million downloads as compared to 24.3 million for the same
period in 1999 — an increase of almost 112 percent.

Anyone with Internet access can receive: tax forms, instructions, and
publications; the latest tax information and tax law changes; tax tables and rate
schedules; and hypertext versions of all taxpayer information publications, including the
very popular Publication 17, "Your Federal Income Tax"; all TeleTax topics; answers to
the most frequently asked tax questions; a library of tax regulations; and the weekly
Internal Revenue Bulletin, which contains all the latest revenue rulings, revenue
procedures, notices, announcements, proposed regulations and final regulations.

The IRS Web site also now has a W-4 Calculator in its “Tax Info for You” section.
In addition, expanded use of online customer service technologies provides greater
taxpayer access to IRS help while on the Digital Daily.

Web Site and Innocent Spouse
The IRS Web site has become an important tool in the IRS’ efforts to educate

and inform taxpayers of their rights under the new RRA 98 innocent spouse provisions
and to help them to make correct and accurate claims. To this end, we developed an



interactive application on our Web site that provides taxpayers a general explanation of
eligibility for spousal relief. This application has also been distributed to 50,000 tax
practitioners nationwide and assists taxpayers in understanding the information IRS
needs in order to evaluate innocent spouse claims.

The interactive application includes not only innocent spouse provisions, such as
separation of liability and equitable relief, but it also takes taxpayers through injured
spouse and community property issues, as well. Moreover, the interactive application
will give taxpayers direct access to forms and publications so they can apply for any of
the applicable relief options. We have shared this interactive Internet application with
11 Internet sites associated with spousal issues, including the Oprah Winfrey Television
Show Web site.

Web Site and Installment Agreements

In August 1999, the IRS announced a new aid for those interested in paying their
taxes on an installment plan. The IRS Web site now has an interactive calculator that
helps a person figure the monthly payment amount, and then prints out an installment
agreement form for the taxpayer to file.

The calculator is for individuals who have filed their returns and are not already
paying taxes under an installment agreement. It is available through the “Interactive
Installment Payment Process” link on the “Tax Info for You” page of the IRS Web site.

Those qualifying for a “streamlined” agreement — generally, taxpayers with a tax
debt of not more than $25,000 that they will be able to pay off within five years — will find
out how long their proposed monthly payments would last. Taxpayers who do not meet
the criteria for a streamlined agreement can compare their monthly expenses to the
amounts allowed under the IRS’ Collection Financial Standards, to help determine an
appropriate tax payment amount.

Users may print out the Form 9465, Installment Agreement Request, from the
Web site — with the allowable expense worksheet, if used — and mail it to the IRS for
review and approval. The Web site does not store or transmit any personal data.
Persons who are already paying back taxes under an installment plan must pay all
subsequent taxes on time or they will default on their agreement.

Web Site Small Business Corner

The Small Business Corner located on the IRS web site
was inaugurated in January 1999 to benefit the over 23 million small business taxpayers
and the 800,000 start-up businesses begun each year. It is intended to provide these
taxpayers with easy-to-access and understand information. This type of convenient
“one-stop shopping” for assistance could provide most, if not all, of the immediate
products and services that a small business needs. It also offers the potential for Web-
based Q&As which can help the IRS identify and address trends and systemic



problems. Improved electronic access to information should also result in decreased
demand for telephone and walk-in assistance.

Expanded Web Site Tax Professional Corner

The Tax Professional Corner offers practitioners the opportunity to order
electronically tax products, including the Federal Tax Forms CD-ROM. Practitioners
can also subscribe to electronic e-mail information services, such as the Digital
Dispatch and Local News Net, giving them access to instantaneous news and
information direct from national and local IRS offices. The Web site also provided
highlights of the first conference on IRS Modernization, a joint effort between the IRS
and private sector partners, including the American Tax Policy Institute, American Bar
Association, American Institute of Certified Public Accountants, National Association of
Enrolled Agents and Tax Executives Institute.

Web-based Customer Service

This filing season, the IRS continues to provide
interactive electronic tax law assistance to taxpayers via its Web site. Users click on the
mailbox icon on the Digital Daily home page and then proceed to the Tax Law Question
section. This is not intended for highly complex tax issues or questions regarding
specific tax accounts. Specific tax account or refund questions must still be handled by
telephone or in person. IRS customer service staff will provide answers to “general” tax
law questions to assist taxpayers in preparing their returns. Taxpayers select one of a
number of categories, provide an e-mail address, and submit their questions. To
answer taxpayers accurately, economically and quickly, the IRS will provide a “pre-
prepared” response, if available.

CD-ROMs

The Federal Tax Forms CD-ROM contains more than
600 tax forms and instructions for the current tax year, and an archive of forms and
instructions dating back to 1992, and some 3,000 pages of topic-oriented tax
information. Users can electronically search, view-on-screen, or print any of the items
contained on the CD on their own printers. The two-issue subscription is conveniently
available through the Digital Daily for $21. If ordered by fax, mail, or telephone, the
cost is $28. As of April 26, 2000, over 104,520 subscriptions were sold through all
venues.

In conjunction with the Small Business Administration, the IRS also recently
produced the joint small business CD-ROM, “Small Business Resource Guide: What
You Need to Know About Taxes and Other Topics.” Last year’s prototype CD-ROM
received highly favorable reviews from small businesses and external stakeholders. As
a result, the Year 2000 version of the CD-ROM is being made available free of charge,
one-per-customer, by calling our toll-free number at 1-800-TAX-FORM. It can also be
ordered on the IRS Web site.

The CD-ROM is an interactive multi-agency product utilizing the latest technology



to provide the small business taxpayer with easy-to-access and understand information.
The CD-ROM provides an array of helpful information for business operators, including
actions to take before going into business and tax filing and reporting responsibilities
when starting, expanding, closing and selling a business. In addition, it includes all of
the business tax forms, publications and instructions for e-filing. The CD-ROM also
allows users with Internet access to link to other helpful federal and state web sites.

We are working with the SBA, the Association of Small Business Development
Centers and the Service Corps of Retired Executives (SCORE) to help publicize and
distribute the new CD-ROM so that we can get it to the people it will help most.
Combined, these organizations have over 1,500 locations and the IRS is sending each
site 100 free copies of the CD-ROM to share with their small business clients. Each
Member of Congress will soon receive two copies, as well.

EITC CD-ROM

IRS’ Earned Income Tax Credit CD-ROM is now available. The first EITC CD-
ROM was shipped to the three IRS distribution centers on February 17th. Thirty
thousand disks were produced. The EITC CD-ROM is aimed primarily at tax
practitioners and contains hundreds of forms, along with electronic documents and
publications to help tax professionals meet their obligations related to EITC due
diligence. Itis the IRS’ hope that the electronically searchable publications and
electronically fillable forms will reduce practitioner burden and help in compliance.

New TAXi Module Debuts/TAXi CD-ROM Nears Completion

The new Tax Interactive module, "The Real Planet” debuted this year. Tax
Interactive is IRS’ Web site for teens and is part of the “Digital Daily.” The original TAXi
concept was created and produced through the joint efforts of the IRS and the American
Bar Association’s Section of Taxation.

The new TAXi module is a Web talk show about “teens in business for
themselves” and explains planning and operating a business, with an emphasis on
business related taxes. The module helps teens learn in the same relaxed and fun style
as the other TAXi modules. “The Real Planet” gives teens a practical introduction to
owning a business and the related tax obligations.

IRS is again working with the American Bar Association’s Section of Taxation to
develop a companion CD-ROM product for TAXi. When it is completed, teachers will be
able to use the Tax Interactive materials on their local computers and networks, without
an Internet connection. The CD-ROM will be completed next month.

Telephone Assistance

24/7 Phone Service and Access



One of the hallmarks of the IRS’ commitment to providing top quality service to
taxpayers is 24 hours-a-day/7 days-a-week toll-free telephone service (1-800-829-
1040). So-called “24/7" phone service became a permanent IRS service feature on
January 4, 1999, and we offer it throughout the filing season. After April 17, we will
continue to offer around-the- clock service for refund and account callers, and service
will be available for tax law assistance Monday through Saturday from 7:00 AM until 11
PM. As of March 31, 2000, more than 37 million taxpayers have been served on all
product lines in FY 2001, compared to almost 43 million over the same period last year.

As the subcommittee is aware, the expansion to 24/7 service last year, combined
with increased training demands to implement the new tax law requirements, caused
the effective level of service to decline, especially during the beginning of the filing
season. However, we believe we have turned a corner this filing season. The upward
trends across the board in phone service are most encouraging and show that our
investments in training, management and technology are beginning to pay dividends.

For this filing season as a whole, our level of service is 63 percent so far compared to
our target of 58 percent. In the last four weeks, the level of service averaged 66
percent.

Some of our toll-free telephone strategies and initiatives for the 2000 filing
season include: the Customer Service Field Realignment, implemented October 1,
1999, that will help us to make the best use of staffing by routing calls to where we have
trained people available; the increased ability to answer tax law inquiries by assigning
additional compliance staff during regular hours and overtime and supplementing them
with Appeals officers; improved accessibility to and service from the National Taxpayer
Advocate; and expanded Spanish Language Assistance.

One of the very important steps we are taking to improve telephone service is to
change the way we measure service and quality to better reflect the real world way that
taxpayers receive it. These are more stringent, but also more useful ways, of
measuring.

For access, we have begun to measure the percentage of calls in which the
taxpayer receives actual service, in relation to the percentage of time the taxpayer
simply gains access to our system.

To promote consistency in call accounts quality, we established a Centralized
Quality Review Site in October 1999 to replace the field review process we had
previously employed. The reported quality rate is lower in FY 2000 because the IRS is
reviewing more stringently for adherence to Internal Revenue Manual requirements. If
Customer Service representatives do not perform all action required by the IRS, the call
is marked as incorrect.

In order to deliver truly high quality communication to taxpayers, we need to



improve the management, organization, technology and training that support these
operations. This is a major long-term objective of our overall modernization program.

Forms By Fax

Taxpayers can receive more than 150 frequently used tax forms 7 days a week,
24-hours-a-day from IRS TaxFax. Taxpayers can request up to three items per call.
Taxpayers use the voice unit of their fax machine to dial the service at 703-368-9694.
The only cost to the taxpayer is the cost of the call.

Recorded Tax Information

TeleTax has 148 topics available 24 hours-a-day using a Touch-tone phone.
Taxpayers can call (toll-free) 1-800-829-4477 to hear recorded information on tax
subjects such as earned income credit, child care/elderly credit, and dependents or
other topics, such as electronic filing, which form to use, or what to do if you cannot pay
your taxes. Nearly 11.5 million taxpayers used TeleTax last year for recorded tax
information; as of March 25, 2000, over 22 million have taken advantage of the service

so far this fiscal year.
Automated Refund Information

In FY 1999, more than 34 million taxpayers used the Automated Refund
Information system on TeleTax to check on the issuance of their refund checks. As of
April 15, 2000, the number stands at over 26 million. Taxpayers may call
1-800-829-4477 to check on their refund status Monday through Friday from 7 a.m. to
11:00 p.m. if using a touch-tone phone, or 7:30 a.m. to 5:30 p.m. for rotary or pulse
service.

Taxpayer Assistance Centers
Saturday Service

Delivering on our promise to supply even more reliable and helpful taxpayer
assistance, the Internal Revenue Service is providing Saturday service for the entire
2000 filing season at 275 locations nationwide, and for the first time, Sunday service on
April 16th. Through April 8, we served 107,050 taxpayers on weekends. So far this
filing season, we have served over 4.9 million taxpayers at all Taxpayer Assistance
Centers — a six percent decrease from last year.

The Saturday Service sites were selected based on their weekend accessibility,
year-round operational status, and high traffic volume and include non-traditional
locations, such as shopping malls, community centers and post offices.

On each of the Saturday Service Days, IRS employees provided taxpayers with
the following services: (1) distribution of forms and publications; (2) answers to account



and tax law inquiries; (3) verification of Individual Taxpayer Identification Number
documentation; (4) processing of alien clearances; (5) acceptance of payments; and (6)
return preparation.

While some taxpayers prefer face-to-face meetings with IRS personnel to resolve
their problems, we believe that in the long run, most taxpayers can be best served over
the toll-free telephone services and the Internet. We also believe that by energizing the
VITA return preparation program and co-locating these activities at the Taxpayer
Assistance Centers, the IRS will be able to focus on simple account and collection
issues.
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Chronology of Section 6015, Innocent Spouse

January 1998

March 1998

March 1998

April 1998

April 1998
07/22/98
July 1998

September 1998

September 1998
November 1998
November 1998

December 1998

December 1998

Action plan developed by Chief Office of Management
Operations. Action items included revision of claim form,
creation of new publication, an external communication
strategy, and internal reminders.

Cincinnati Service Center chosen as centralized site for
handling of Innocent Spouse Claims. Pipeline procedures
developed including local tracking system.

Revised Form 8857, Request for Innocent Spouse Relief,
published

New Publication 971, Innocent Spouse Relief, published

Centralized Innocent Spouse Unit in Cincinnati Service
Center operational

Passage of RRA 98, Section 3201, new Innocent Spouée
Provisions

IVT Training available to all employees and RRA
coordinators

IRS Executives' Conference - Innocent Spouse training

RRA 98 Training, Phase |, included new Innocent Spouse
provisions

Innocent Spouse Coordinators designated for regions,
service centers, districts, and Appeals

Targeted training for compliance employees who handle
Innocent Spouse cases

Notice 98-61 (1998-51 IRB 13), Interim Guidance for
Equitable Relief from Joint and Several Liability, was
issued 12/07/99, to provide interim guidance to requesting
spouses seeking equitable relief under Code section 6015(f).

- Public comment was solicited in developing final guidance.

Taxpayer Advocate Directive 1998-1 issued on 12/7/98,
directing waiver of accrued penalties on claims placed in
suspense pending issuance of equitable relief procedures



December 1998

December 1998

December 1998

January 1999

January 1999

February 1999

February 1999

March 1999

April 1999

April 1999

May 1999

June 1999

Cincinnati Service Center - in depth technical and
procedural training for 6015(f) reviewers, district
coordinators, and tax auditors

Team from counsel, national office, management and front

line worked cases to aid in IRM revision. Flow chart
developed, tested, and revised.

Publications were revised to include explanations of new
law and required notifications:

e Form 8857, “Request for Innocent Spouse Relief,”
and instructions incorporating new provisions of law

e Publication 971, “Innocent Spouse Relief”
e Publication 1, “Your Rights as a Taxpayer”

Publications were revised to include required notifications:

e Forms 1040
e Publication 1660, “Collection Appeal Rights”
e Publication 594, “The IRS Collection Process”

Temporary National Centralized Review of all equitable

relief cases established to ensure consistency in application
of law '

Week long training for coordinators, reviewers, PRP/TAO,
collection, appeals functions, and CSC

Publication 5§56, “Examination of Returns, Appeal Rights
and Claims for Refund” was revised to include Innocent
Spouse Reference

Innocent Spouse Tracking System (ISTS) went online

National Office Training of all District Innocent Spouse
Coordinators completed

Mass shipment of cases from Cincinnati Service Center to
districts because of backlog due to unexpected high volume
of claims filed

National Innocent Spouse Project Manager selected

National office quality review of sample of cases



June 1999
June 1999
July 1999

July 1999

August 1999
August 1999

August 1999

August 1999

September 1999

October 1999

October 1999

November 1999
December 1999

January 2000

National meeting of all District Innocent Spouse
Coordinators to discuss barriers and direction of program

Appeals Centralized Post Review of equitable relief
cases established

Special Assurance Reviews conducted in Cincinnati
Service Center and 5 districts

Decision Tree document created to assist in determining
whether cases should be worked in Cincinnati Service
Center or district

Decision Tree Training conducted for all District Innocent
Spouse Coordinators, their managers and branch chiefs.

Interactive Video Training (IVT) broadcast to employees
focusing on difficult provisions of innocent spouse law

CPE for all employees included Innocent Spouse

Executive Steering Committee convened with program,
function, national office and taxpayer advocate
representatives

Temporary National Centralized Post Review of Innocent
Spouse cases established to review quality and conduct
trend analysis. Superceded national review of equitable
relief cases

Form 8857, Request for Innocent Spouse Relief, and
instructions, revised again to be more taxpayer-friendly, to
eliminate the filing of claims not truly innocent Spouse
Claims and to refer taxpayers to Injured Spouse relief

Debut of Interactive Internet Application - "Spousal Tax
Relief Eligibility Explorer" - shared with 50,000 practitioners
and on web site

3 Issue Specialists selected (for Cincinnati Service Center,
community property and overall)

Publication of new/revised letters to requesting and non-
requesting spouses

Formal training course on Innocent Spouse piloted



January 2000 Multi-functional team pilot started in 4 districts to make
innocent spouse determinations, drawing on expertise of
various functions to reach determinations and handle
account processing

January 2000 Issuance of Revenue Procedure 2000-15, Guidance for
Equitable Relief from Joint and Several Liability (2000-5,
IRB 447), on 01/18/2000, superceding mtenm guidance
contained in Notice 98-61

January 2000 Phase | of IV for Integrated Case Processmg (ICP)
System for innocent Spouse

January 2000 Test of 1,000 CSC and 500 District cases to enhance
criteria used to assign cases to approprlate personnel in
CSC or field

January 2000 IRS Executives' Continuing Professional Education -
Innocent Spouse training

March 2000 Formal Innocent Spouse training material published

April 2000 Innocent Spouse Web Site available for employees.
Access to handbook, memoranda and job aides

May 2000 Innocent Spouse Tracking System training scheduled

May 2000 Quarterly National Meeting of all regional and district

Innocent Spouse Coordinators scheduled

Short term goal Issuance of Regulations on Innocent Spouse Relief



Innocent Spouse

Decision Tool for Full Scope Determinations

NOTE: Marvied Fiing |
Separate (MFS)
community property
claims should be
transferred to the district.

NOTE: Iifinjured spouse
claim, handle under injured
spouse guidelines. If
Invalid return, handle
under existing guidelines.

01/21/00

Part 1: Initial Screening

Receipt of F8857.

is the F8857 <
Correspond with
processable (i.e., does > et
it have the appropriate signature No ;q::;fl ng spouse to

and sworn statement)?

Yes

Does
requesting spouse provide
needed signature/
information?

Does
F8857 pass Initial
screening?

Yes

Send letter to non-requesting
spouse to participate/submit
documentation. :

Build case file.

isitan

understatement or an
underpayment?

Goto PART 6:

Underpayment.
6015(f)




Decision Tool for Full Scope Determinations
Part 2: Understatement of Tax

PART 2:
Understatement.

is Notify Collection. Must await

there an Offer in Yes—> IS determination before
Compromise (OIC) accepting OIC. Notify again
pending? after determination.

Is
there an agreed
assessment?

Erroneous assessment
as to requesting spouse.
No—— Transfer assessment to
NMF under non-
requesting spouse.

resulting from audit or Under
Reporter Program (URP) assessment
of tax 6015(b); a request
for allocation of a deficiency
1

the requesting
spouse sign a
waiver?

Yes

the deficlency
attributable to the
- requesting spouse_ and is
the Assesment Statute

No Expiration Date

Go to PART 5:
6013(e)

Allocation.

Notify requesting spouse that

they are no longer liable and Take steps to correct
issue refund if due.

01/21/00



Decision Tool for Full Scope Determinations
Part 3-1: Understatement of Tax - 6015(b)
Assessment from Unreported Income

6015(b)

Does the

" owned assessment result 2
“}:eh':.ydmmm [ from unreported income g:d::oc: o:;'
it should be solely Yes including corresponding No ndlor
attributable to non- adjustments to credits, é dits
requesting spouse. deductions and/or .

Is the ﬂy relief for portion or

- full fiability and consider
;:hnreported m?tme No 6015(f) Tier Il factors for
e non-requesting any portion denied. Refer

spouse's ? to Part 6, Tier il.
A

Y For portions not I
es denied. No

|

Looking at
all facts and circum-
stances, is it inequitable to hold

> requesting spouse liable? (i.e.,
significant benefit,
marital status)

N

Does the
documentation
in the administrative file
contradict that the requesting spouse
didn't know or have reason to know income
was not reported at the time return
was signed or only knew a
portion was not
reported?

No

Yes

|

4
Contact requesting spouse .
to determine if he/she requesting spouse Yes

have knowledge or reason
knew or had reason to to know when the
know when retum was t
signed relum was
. signed?

Yes

‘/ : I

Deny relief for portion with
knowledge and considers 6015(f) Tier Il
factors for portion denied. Refer to Part 6,
Tier Il. Reminder: Refund Statute Expiration
Date (RSED) must be opened for amounts
refunded. Note: Consider 6015(c) for
denials based on reason to know.

01/21/00

Grant relief/partial
relief for liability under 6015(b)
and considers 6015(f) Tier Il factors for
portion denied. Refer to Part 6, Tier H.
Reminder: Refund Statute Expiration
Date (RSED) must be opened
for amounts refunded.




Decision Tool for Full Scope Determinations
Part 3-2: Understatement of Tax - 6015(b)
Assessment from Deductions and/or Credits

PART 3-2:
Deductions
and/or
Credits.
6015(b)

Is the
deduction and/or

if jointly owned assets,
determine if it should be
solely attributable 1o

non-requesting spouse.

-

credit solely attributable to
the non-requesting
spouse?

Yes

Does the
documentation
in the administrative file
contradict that the requesting spouse
didn't know or have reason to know income

No
NG

was not reported at the time retumn
was signed or only knew a
portion was not
reported?

Yes

Y

Contact requesting spouse
to determine if he/she
knew or had reason to
know when return was
signed.

Deny relief for portion with
knowledge and considers 6015(f) Tier It
factors for portion denied. Refer to Part 6,
Tier Il. Reminder: RSED must be opened for
amounts refunded. Note: Consider 6015(c) for
denials based on reason to know.

01/21/00

4
C

requesting spouse
have knowledge or reason
to know when the
retum was
signed?

\ 4

No

e

Deny relief for '
that portion of the liability and
consider 6015(f) Tier Il factors

for portion denied. Refer
to Part 6, Tier Il

Looking at
all facts and circum-
stances, is it inequitable to hold
requesting spouse liable? (i.e.,
significant benefit,
marital status)

Grant relief/partial

relief for liability under 6015(b)

and considers 6015(f) Tier Il factors for
portion denied. Refer to Part 6, Tier Il
Reminder: RSED must be opened
for amounts refunded.




Decision Tool for Full Scope Determinauons
Part 4: Election to Allocate Deficiency - 6015(c)

PART 4:
Election to
Allocate
Deficiency
6015(c)

Does the
requesting spouse meet
the following criteria: 1) Filed a joint
return with understatement of tax allocable to
the non-electing spouse. 2) Divorced, widowed, legally
separated, or NOT living with spouse for least 12 months
prior to election. 3) Request was made
within 2 years from date of first

Consider
- 6015(b) or 6015(f)
Tier |l factors.

collection activity
after 7/22/98.

Yes

Did réquesting

spouse have ML@_' N Was there a .
ko of e o g1ing ™o faucnt rater Consier
Yes
No
¢ Did
Consider disqualified No taxpayer have -Yes Consider 6015(f)

assets. .

knowledge of entire
deficiency?

4
Allocate deficiency for any item that
the requestion spouse had no
knowiedge of. For any amounts not
allowed, consider 6015(f) Tier Il
factors. Note: Consider 6015(b) if
taxpayer is expecting a refund or
credit.

Grant relief under
6015(c) allocation.

01/21100

Tier Il factors.




Decision Tool for Full Scope Determinations
Part 5: IRC Section 6013(e) - Applies to liabilities paid prior to July 22,1998

PART 5:
6013(e)

Was liability _
paid prior to No . Consider 6015.
July 22,19987?
Yes
Is RSE\
open? No
Yes
The 4 qualifying factors: |
1. Filed joint retum.
2. There's a substantiat
understatement (greater Does
than $500) attributable to electing spouse ]
Grossly Erroneous items of ‘meet all 4 of the N Deny relief under
o
one spouse. " f 6013(e).
3. Electing spouse did not requirements for
have knowledge of the item. 6013(e)?
4. It would be inequitable to
hold requesting spouse
liable.

Yes

A 4

Grant relief
under 6013(e).

01/21/00



Decision Tool for Full Scope Determinations
Part 6: 6015(f)

PART 6: >
6015(f)
( Are all
7 eligibility- Disallow case
threshold No under 6015(f),
Seven Requirements: requirements )
1. Joint retum.

2. Relief unavailable under (b) or {c). met?

3. Time fimitation.

4. Tax Unpaid.

S. No fraudulent transfer of assets.
6. No transfer of disqualified assets.
7. No fraudulent retum.

Isitan
understatement or
underpayment?

Underpayment

Considering all
facts of the case and

information provided by the
requesting spouse. Are all four
qualifying factors
met (Tier I)?

Tier | Factors:

1. Divorced, separated, widowed
or living apart for 12 months prior
to requesting relief.

2. Belief tax was to be paid.

3. Economic Hardship.

4. Liabllity attributable to non-
requesting spouse.

Yes

Isit
inequitable to hold

‘Are all
facts of the case provided
by the requesting
spouse?

A 4
Contact requesting
spouse to obtain
information about one or
more qualifying factors.
Also request information

pertaining to Tier Il factors.

Does
the requesting

requesting spouse Yes

liable?

Yes

h 4

Grant relief \

Yes

spouse meet
all Tier |
factors?

No

( under 6015(f). j
Tier II Factors:

1. Marital Status.

2. Hardship on requesting spouse.

3. Marital abuse.

4. Claimant's legal obligation.

5. Non-requesting spouse’s legal obligation.

8. Unpaid liability atiributable to the requesting spouse.

7. Knowledge of unpaid liability.

8. Significant benefit received from unpaid or understated fiability.
9. Noncompliance.

01/21/00

support relief?

Reconsider all
facts of the case and
information provided by the
requesting spouse. Do the relative
merits of the Tier Il factors

Disallow case
under 6015(f).

)

Understatement




Claim received and work at Claim received and worked in Claim received in
Cincinnati Service Center the district Cincinnal and sant to the
‘ Start ’ { Start ) Start
Accumulated time
F.8857 received F 8827,“"““ > from Cincinnati
2 days Ps"m“ ing -
ys
h
1st read initial
screening \
A 7 days Claim received
1st Read (initial 7days
screening)
7 days
Assign case Assign case
7 days 7 days
N Make
Order admin file determination
send notification to Order admin file 30 days
m“;“‘;gw“ﬂ send notification to
non-requesting
45 days spouse 45 days
\
deteh:na;eaﬁon No
Send to
distric [N Jopavs Issue 30 day lett
ue ay letter | yag
45 days
Yes '
; !
Make -
determination issue 80 day letter
30 days 120 days
No
issue 4350 day letter Yes
. days Non-masterfile
assessment
No Yes 55 days | Total processing
h 4 A time 318 days
However taxpayet
5| Issue 30 day lefter |  yeq Issue 90 day letter ’ receives notice of
45 days End determination
120 days
after 98 days
Total processing
z time 311days
Issue 90 day letter However taxpayer
120 days Non-masterfile | receives notice of
assessment | determination after
‘ 55 days 91 days
; .
Revised 017311 nonmasterfile
il I ' BEST CASE SCENARIO
55 da; )
- However taxpayer @ INNOCENT SPOUSE CASE
receives notice of '
End determination after| Page 8 HANDL'NG TlME FRAMES
84 days
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Chronology of Section 3401, Collection Due Process

07/22/98

July 1998

August 1998

August 1998

August 1998

August 1998

September 1998

October 1998

October 1998

Passage of RRA 98, Section 3401, Collection Due Process (CDP)
Provisions

Convened Executive Steering Committee to oversee
implementation of RRA 98 provisions.

Developed National Resource Center web site to provide updated
information to employees to answer questions relating to various
RRA provisions. Multifunctional working group, including counsel,
established to respond to 3401 issue. Approximately 40 Q&As
regarding 3401 are on this site.

Cross-functional working group established to implement provisions
of Section 3401. Representatives include Chief Counsel,
Collection, Customer Service, Appeals, and Taxpayer Advocates.

Issued memorandum on Collection Procedures for Implementation
of the Internal Revenue Service Restructuring and Reform Act of
1998. Included overview of Section 3401 provisions.

Suspend the issuance of levies against delinquent taxpayers under
the State Income Tax Levy Program until programming is
completed to ensure compliance with Section 3401.

3401 Action Plan developed. Action items include developing

- regulations for section 3401, developing new and revised CDP

letters, publications, and CDP hearing request forms, and
developing new procedures.

The Notice of Intent to Levy had previously been sent as a routine
notice within the notice stream, prior to assignment of the case to
Customer Service or Collection. With the passage of RRA 3401,
the decision was made to provide the new Notice of intent to Levy
and Notice of Your Right to a Hearing only after the case has been
assigned to Customer Service or Collection.

Corporate Ed developed and delivered RRA 98 Training for
Collection Employees, Self-Study Reference Guide Training. It
included provisions of Section 3401. Field Collection employees
were required to complete this self-study course.



November 19998 Conducted numerous meetings, including meetings with Chief

December 1998

December 1998

December 1998

January 1999

January 1999

January 1999

Counsel to develop draft regulations for IRC Section 6320 and IRC
6330. Regulations were drafted and published within about a two-
month timeframe.

Collection IRM procedures for Section 3401 issued to the field.

Managers directed to review procedures with employees by
January 15, 1999.

Customer Service IRM procedures for Section 3401 shared with the
Customer Service employees.

Appeals IRM procedures for Section 3401 shared with Appeals
Office employees.

The following new and revised letters, forms, and publications
published to implement the provisions of Section 3401.

= LT11 and L1058, Notice of Intent to Levy and Notice of Your
Right to a Hearing. '

= L3172, Notice of Federal Tax Lien Filing and Your Right to a

Hearing Under IRC 6320.

CP 504/523, Notice of Intent to Levy State Income Tax Refund.

Form 12153, Request for Collection Due Process Hearing

Publication 1660, Collection Appeal Rights.

Publication 594, The IRS Collection Process.

The following Appeals letters and form were cleared and available
for use.

» Letter 3193, Notice of Determination Concerning Collection
Action(s) Under Section 6320 and/or 6330 (For Tax Court
Jurisdiction cases).

= Letter 3194, Notice of Determination Concerning Collection
Action(s) Under Section 6320 and/or 6330 (For District Court
Jurisdiction cases).

= Letter 3210, Decision Letter Concerning Equivalent Hearing
Under Section 6320 and/or 6330 of the Internal Revenue Code.

= Form 12218, Waiver Form for Right to Request a New
Settlement/Appeals Officer Under Section 6320 and/or 6330.

Implementation of the CDP procedures created a period from mid-
January to March when no levies could be issued by the Collection
field function. No levies could be issued in ACS for the period mid-
mid-January to April. This time period allowed for initial CDP notice
processing and to provide time for taxpayers to respond or appeal.



January 1999

January 1999
January 1999

January 1999

February 1999
| February 1999
March 1999
March 1999
March 1999

April 1999

May 1999

Conducted weekly telephone conference calls with the regions to
address procedural questions and issues related to Section 3401
and other RRA provisions. After January, telephone conferences
conducted on a monthly basis.

Temporary regulations issued for IRC 6320, Notice and Opportunity
for Hearing upon Filing of Notice of Lien and for IRC 6330, Notice
and Opportunity for Hearing before Levy.

We implemented a systemic indicator to identify when CDP Levy
Notice is issued. This indicator alerts employees to the timeframe
the taxpayer has to request a timely CDP hearing request.

Counse! has issued numerous legal opinions on issues related to
implementation of Section 3401.

Appeals trained 250 people on an overview of CDP, including 30
managers. This was in preparation for receipt of an unknown
amount of CDP cases.

Memorandum of Understanding between Collection and Appeals
provides for detailing revenue officers to Appeals in the event the
workload in Appeals warranted additional resources.

Appeals started issuing numbered Electronic messages on
significant topics to Appeals regional and local management. E-
mail #6 was issued on January 10, 2000.

Collection Quality Measurement System (CQMS) standards were

revised to include new taxpayer rights under Collection Due
Process.

Customer Service issued additional guidance with respect to the
issuance of the LT 11 (Final Notice — Notice of Intent to Levy and
Notice of Your Right to a Hearing) in Automated Collection System
(ACS). Added requirement to attempt to contact the taxpayer prior
to issuing the LT 11.

Provisions of Section 3401 included in the Executive CPE.

Issued procedural clarification to the field that the Notice of Intent to
Levy and Notice of Your Right to a Hearing is only to be issued
when levy is the next planned action and that a levy source needs
to have been identified. This procedure ensures that the Notice of
Intent to Levy and Notice of Your Right to a Hearing is not routinely



May 1999

May 1999

May 1999
May 1999

June 1999

June 1999

June 1999
July 1999

August 1999

August 1999

issued but issued only when there is a specific intent to levy.

Issued procedural clarification regarding processing of CDP hearing
requests. Employees instructed to include the envelope the CDP
hearing request is received in since the envelope could be critical in
determining whether or not the request is timely. '

Emphasize to the field employees IRM procedures with respect to
the documentation required for processing CDP hearing requests,
Managers were instructed to review the summary statement to
ensure that the reason for the lien or levy action, collection
alternatives considered, and why these options were not viable are
clearly addressed in the case file forwarded to Appeals.

Phase 2 RRA 98 Training for Collection Employees included
Collection Due Process Training.

Appeals made an assistance visit to Baltimore and assessed
implementation of CDP procedures.

Conducted focus group interviews of field employees and managers
to assess impact of 3401 on workload and to get feedback
regarding the training and instruction they received.

Collection conducted conformance reviews in two districts in each
region. The districts visited were Kansas/Missouri, Los Angeles,
Manhattan, North Florida, North Texas, Pacific-Northwest,
Pennsylvania, and Virginia/West Virginia. The visits were
conducted in June, July, and August.

Appeals made an assistance visit to Boston and assessed
implementation of CDP procedures.

Form 12256, Withdrawal of Request for Collection Due Process
Hearing implemented and procedures issued to the field.

Conducted CLEs (Continuing Legal Education) courses for district

counsel throughout the country on RRA 98. Provisions of Section

3401 was one of the courses taught. The CLEs were conducted in
August and September of 1999.

Appeals conducted a CDP training class covering the collection
process and significant statutes in detail. The training was for
Appeals Officers who were not familiar with Collection issues.
Additional training classes for Appeals Officers conducted in



August 1999

September 1999

October 1999

October 1999

November 1999

December 1999
January 2000

January 2000

January 2000

September and December.

Supplemental 3401 training prdvided to ACS customer service
representatives.

The Integrated Collection System (ICS) has been changed to
ensure taxpayers are notified of their right to request a hearing and
of the IRS’ intent to Levy before a levy is issued.

CP 92/CP 242, Notice of Levy on Your State Tax Refund and
Notice of Your Right to a Hearing, was approved for use in the State
Income Tax Levy Program anticipated to resume in April 2000.

Customer Sefvice began visits to various ACS call sites to assess
implementation of new procedures including Section 3401
procedures.

New manual transmittal issued for the Notice of Levy Handbook
with revised and updated CDP procedures. The IRM emphasized
the need to attempt contact with the taxpayer prior to issuing the
Notice of Intent to Levy and Notice of Your Right to a Hearing with
limited exceptions.

Appeals conducted a review of approximately 300 CDP cases
closed during the last quarter of FY 1999.

Implemented systemic indicator to identify when a CDP hearing has
been requested under IRC 6320 or IRC 6330.

After considering the result of our review of closed CDP cases, ;
Appeals determined that they need to provide more comprehensive
training on collection issues for the Appeals employees. A multi-
phase training package is being developed. Mentors with collection
experience will work with appeals officers after each level of
training. Appeals believes this new approach will better equip the
Appeals Officers with the tools needed to work CDP and other
collection related cases. The training pilot planned for March 2000.

Memorandum from Assistant Commissioner (Collection) to Western
Region Chief Compliance Officer, copies to all other RCCOs,
advising field offices that revenue officers in the Collection Field
function may work with taxpayers to resolve their issues, if the
taxpayer is willing, after a CDP hearing request is filed. Customer
Service issued similar instructions.



January 2000

February 2000

March 2000

April 2000

Memorandum from Assistant Commissioner (Collection) to RCCOs
informing field offices that a Trust Fund recovery Penalty may be
asserted while a CDP/equivalent hearing (EH) is pending.

Total CDP/EH receipts in Appeals as of February 19, 2000: 7676.
Managers at all Collection front-line managers meeting in Chicago
express concerns that CDP cases going to Appeals take overly long

to be resolved.

Appeals is assembling an executive task group to review CDP/EH
case processing and to make recommendations for improvements.
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07/22/98

July 1998
August 1998

August 1998

October 1998

October 1998

November 1998

November 1998
December 1998

December 1998
December 1998

December 1998

Chronology of Section 3417, Third Party Notice

Passage of RRA 98, Section 3417 Third Party Notice

Convened Executive Steering Committee to oversee
implementation of RRA 98 provisions

Initial coordination meeting with representatives from all functions

to discuss impact of legislation

Developed National Resource Center web site to provide updated
information to employees to answer questions relating to various RRA
provisions. Multifunctional working group, including counsel,
established to respond to 3417 issue. Approximately 300 Q&As
regarding 3417 are on this site.

Action plan developed by Section 3417 provision owner and
approved by Executive Steering Committee. Action items included
development and utilization of database for tracking contacts, creation
of notice, determination of day-to- day application of provision, and
assessment of training needs.

Working group including counsel and function representatives
established to interpret legislation and develop operational
procedures '

_ Notice to taxpayers of potential third party contacts (letter 3164)

drafted and shepherded through clearance process.
Development of Systems of Records Package for contact database
Letter 3164 submitted to forms and publicatio.ns unit for printing

Developed and distributed to all heads of office interim
operational procedures for initial implementation

District and Service Center Third Party Notice coordinators
selected

Initial mandatory training on interim operational procedures for all
employees who make third party contacts



December 1998

January 1999

January 1999

January 1999

January 1999

February 1999

February 1999

March 1999

March 1999

March 1999

March 1999
April 1999

April 1999

April - June 1999

,June 1999

June 1999

Initiated negotiations with National Treasury Employees Union
(NTEU) regarding Memorandum of Understanding on impact and
implementation of section 3417

Issued revised operational procedures to clarify application of
statute and information necessary to track third party contacts

Instruction on revised operational procedures provided to all -
employees who make third party contacts

Letter 3164 issued to first wave of approximately 25 million
taxpayers

Began development of database to track third party contacts
Established Executive Oversight Sub-Committee to review impact
of RRA 3417 on customers and employees and to address concerns
relating to letter 3164

External stakeholders raised concerns that letter 3164 was too
generic and intimidating

Chief Operations issued instructions to letter 3164 would be used in
situations where a third party contact was likely

Mandatory training an targeted use of letter 3164

Meeting with external partners to identify specific issues resulting
from 3417 implementation

Issued revised 3417 operational procedures
Worked with TIGTA on preparations for 3417 review

Revision to letter 3164 issued for field test to external/internal

partners

Held meetings with each function to identify unique policy, legal
and operational issues arising from 3417, such as who is the
taxpayer, who is a third party, and what constitutes a contact

Finalized report on policy, legal and operational issues and
developed revision to Ietter 3164 based on meetings, field tests, and
external partners

3417 Systems of Record Notification published in Federal Register



July - September
1999

July 1999

July 1999

August - September
1999

August 1999

August 1999

September 1999
September 1999
September 1999

September 1999

October 1999

Conducted focus group interviews in all regions with employees
from all functions and field tested revised letter 3164

Provided testimony on status of RRA 98 implementation

Development of third party database completed. Training of all third
party contact coordinators conducted.

Established Detroit host site for input of third party contact data
gathered from January 1999 through August 1999, approximately
75,000 contacts. Provided training to Detroit employees on review of
input documents and appropriate data entry techniques.

Provided status update on 3417 to representatives from the
Oversight Committee, Briefing included a discussion on impact of
implementation on taxpayers and third parties and the policies,
operational and legal issues for the service.

Finalized negotiations with National Treasury Employees Union
and issued Memorandum of Understanding to all employees

Provided training to all employees on Memorandum of
Understanding between IRS and NTEU relating to initial
implementation of 3417

Final revision to letter 3164 developed based on input from internal
and external partners and placed in clearance.

Provided status update on 3417 to representatives from the Small
Business Committee. Briefing included a discussion on impact of
implementation on taxpayers and third parties, and the policies,
operational and legal issues for the service.

Met with Treasury representatives to discuss impact of
implementation on taxpayers and third parties, and the policies,
operational and legal issues for the service.

Provided status update on 3417 to representatives from the Finance
Committee. Briefing included a discussion on impact of
implementation on taxpayers and third parties, and the policies,
operational and legal issues for the service



November 1999

November 1999

November 1999

November 1999

November 1999 -

January 2000

January 2000 -
February 2000

Short Term Goal

Approved revised letters 3164 forwarded for printing and
distribution, effective date 211/2000

Updated operational procedures to include information on the use
of the new letters 3164.

Provided training on revised procedures and new letters 31 64 to
representatives from all district off ices and customer service sites. .

Provided status update on 3417 to representatives from IRS
Advisory Committee. Briefing included a discussion on impact of

implementation on taxpayers and third parties, and the policies,
operational and legal issues for the service -

Provided training to all employees who make third party contacts in
all functions throughout the service

Executive training on RRA 3417

Effective date for new letters and revised procedures

Issuance of Regulations on Third Party Notice
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Senator GRASSLEY. Thank you for your report to us. We will go to questions now.
My staff suggested that Senator Dorgan wants to make a Statement.

Senator DORGAN. | will defer the statement until we have questions.

[ The statement of Senator Dorgan follows:]



Opening Statement
Senator Byron L. Dorgan

Joint Committee on Taxation Review Hearing
of the Internal Revenue Service

May 3, 2000
Thank you, Mr. Chairman.

Commissioner Rossotti, I am pleased that you and the other
witnesses are able to join us today and I welcome you to this
hearing. [ appreciate the opportunity to speak with you about the
IRS’ progress to date in implementing the IRS Reform and
Restructuring Act of 1998. I also look forward to hearing from the
next panel, Mr. David C. Williams, Treasury Inspector General for
Tax Administration, Mr. James R. White, Director, Tax Policy and
Administration Issues from the General Accounting Office and,
especially, Mr. W. Val Oveson, National Taxpayer Advocate, who
i1s to be commended for his excellent work and dedication in the
area of taxpayer advocacy. Thank you all for being here.

The Reform and Restructuring Act of 1998, has tasked the IRS with
98 new mandates in addition to the voluminous duties already
performed by your agency. Commissioner Rossotti, I know that you
have taken the restructuring of the IRS very seriously and that you
are committed to making the IRS an organization that respects the
rights of the American Taxpayer and an organization that we can be
proud of. We have discussed many of your actions at hearings over
the past few months before the Treasury Appropriations
Subcommittee.




My concern is that the Reform Act of 1998 requires the IRS to take
on additional responsibilities while not receiving the full resources
required to manage those new responsibilities. As an appropriator, [
must remind my colleagues that if Congress is serious in its desire to
reform the IRS and require it to undertake many new and laudable
missions, Congress must also be willing to provide the agency with
the resources to accomplish this. The Treasury Subcommittee, of
which I am the Ranking Member, is expected to receive an
allocation - as a result of the budget resolution - that is fully $2
billion below what the President requested. In the House, it is even
worse. We cannot be serious about IRS reform if we refuse to
provide the dollars to do it.

With limited resources and new mandates, obviously priorities must
be set. Iam interested in hearing your testimony about the priorities
that the IRS has set in terms of tax collection and tax auditing. Has
there been a shift in these activities toward the lower and middle
individual income taxpayer as opposed to corporate taxpayers?
Where do you see the IRS heading in this area in the next few
years?

The Reform Act itself is a very complex and involved piece of
legislation. I would like to know what has worked and has been
successful and what has not? What can we do to address those
problems? Perhaps there are modifications to the Act which you
can help us to identify so that we may all better serve our
constituents, the American taxpayer.

As you are aware, one of the reasons for the enactment of the
Reform and Restructuring Act of 1998, was to curb the abuses
levied against the taxpayer by IRS employees. As I have mentioned
in the past, I believe that the vast majority of IRS employees are
hard working, honest, and dedicated individuals, who perform a




very difficult task and do it very well. However, like any other
agency the IRS had employees that clearly abused their authority. |
would like to know what is being done to weed out those |
individuals. I am also concerned about the effect the Act has had on
the morale of the agency, particularly section 1203 of the Act.

I have recently received information from an employee of the IRS
alluding to the fact that since the enactment of section 1203, which
governs IRS employee conduct, employees feel more concerned
about losing their jobs and less concerned with being as thorough as
they should be in their official duties for fear of having a complaint
lodged against them. I was also made aware that a company exists
that assists taxpayers - for a fee - in filing complaints against IRS
employees under section 1203. I assume you are aware of this
predatory practice and I would like for you to speak on this issue
and tell us what might be done to quell this concern.

- Finally, I would like for you to identify what have been the major
roadblocks in enacting the initiatives under the Reform Act and
what the Congress can do to assist you in fair and effective
implementation.

I thank you and the distinguished panel for being here today and 1
look forward to your testimony.



Senator GRASSLEY. All right. Wewill do it in five-minute turns for each individual,
and that will be in the order in which people arrived.

In your testimony, you argued that improved business practices will help the IRS meet its
goals with lesser funding increases. Obvioudly, thisisworthy and sounds very good, and we do
not dispute your willingness to do that.

| would like to point out, though, afew problems that have been relayed to me by IRS
employees from the field. | understand that one of your modernization effortsis to have
collection managers manage auditors as well as have audit managers oversee some collections.

One analogy that | have heard is comparing one to an engineer of atrain and the other to
apilot of alarge aircraft; they both have specialized jobs, but you would not want the pilot of the
plane to try to engineer the train, or vice versa.

There are different types of time reporting, different kinds of reports, different computer
programming, and different educational backgrounds. | am hearing that it isjust a matter of time
before the two-- meaning the collection manager and the audit manager-- crash into one another.

| am aso hearing that agents are working without a manual. Everything is done,
supposedly, by memorandum. Things do change, but it leads to confusion and frustration in the
field. These employees say that they go to training which we're spending millions of dollars on,
and no one seems to have answers. Thisleads to less audits and collections.

So | would like to have you respond to those criticisms, even to the point that you do not
think that they are true, but | wanted to report to you what we hear.

Mr. ROSSOTTI. | appreciate that. And, of course, | travel around quite a bit and hear
the samethings. | have gone, so far, to every district, every service center, about 60 or 70
different locations, and met with employees. | think | have got a pretty good idea of what ison
their mind.

| think, first, let me say that some of those things that you said, and | could make alist of
10 or 20 more, in part, just reflect the changes that we are going through. We are definitely
making changes, which is what was required and requested. Whenever you change any large
organization, there is a period of relearning that takes place.

Some could say it is confusion, and that would be another way of looking at it that would
say the glassishaf empty. If you want it to be half full, you say itisrelearning. | think with
respect to the issue of the manua, let me take that one, first, because that is the most vital one.

Certain sections of the Internal Revenue Manual-- which is an enormous set of
documents that no oneisreally expected to read altogether but it is more of areference
document--particularly those that were most impacted by the Restructuring and Reform Act,



have been rewritten and are in the process of being rewritten quite significantly, probably more
than they have ever been rewritten, to try to conform with the Restructuring and Reform Act.

Quite honestly, it isalearning process to learn how to do that. The Restructuring Act
gives some specific requirements for things like due process and collection. | could show you--1
did not bring a chart here--that it takes about six or seven pages to outline on aflow chart exactly
what that means, exactly when you have to notify a taxpayer when, for example, they have an
apped right.

What happensif they respond in so many days, what happens if they do not respond in so
many days? Those are quite intricate kinds of things that have to be determined. We have been
working very hard on that for the 18 months or almost two years since the law has passed.

It is absolutely correct, what the employees say, that the manual has not been fully
updated in one place-- thisisthe collection part of the manual--to reflect all of those changes.

We have an initiative under way right now to bring in employees from the field together
with people from our national headquarters to rewrite some sections of that manual in amore
comprehensive and clear way. But thisis an excellent example of something that is probably
going to occupy us at least another year to 18 months.

| said we had met the legal requirements of the law, but we still had a couple years worth
of work to really make it work. Thisisaperfect example. We have put out documents that tell
people how to comply with these intricate requirements, now we have to really go back and put it
all together and put it in amore efficient way.

On the other point, in our reorganization we are making some changes which have been
based on very careful analysis of what is the best interests of the taxpayer. One of the main
criticisms from taxpayers, if you will recall in your hearings, isthat they would get bounced from
one place to another and never get aresolution.

From ataxpayer point of view, we expect the taxpayer to comply with the Tax Code. We
do not tell the taxpayer that, well, this half of your brain is an exam brain and this half of your
brainisacollection brain. They just say, if we have to comply with the Tax Code, they want to
come in and deal with somebody inside the IRS to solve their problem.

At the same time, we do have these special areas of the law that need to be done. So
what we have done in our reorganization--and | know | am getting my yellow light here--is we
have----

Senator GRASSLEY. | am getting the yellow light, not you.

Mr. ROSSOTTI. Oh. All right. 1 am sorry. | do not mean to take too long to answer
your question, but it isavery important question. The first thing we have done, is we have



tried--we have not tried, we are-- reorganizing in such away that we will not be expecting all
managers as they are today to administer all the law for all forms of taxpayers.

Today, if you go into adistrict, they cover everything from the largest corporation to a
simple tax return for somebody that just has some wages on asmple form. No onein the
business world tries to do that because there is no manager that can be expert in that many
things.

So what we are doing, iswe are dividing it up according to the customer. In one of the
divisions, for example, which isthe small business division, we will have some managers that
oversee all the compliance activities for those sets of taxpayers.

There will still be specialists and specialist managers that will be technical expertsin
those fields, but at alower level than existstoday. Y ou will have someone that isin charge of
that whole thing for the real purpose of just making sure that the taxpayer gets a solution closer
to home. That isthe purpose of it and it is very responsive to what we found in our problem
solving days.

| remember, Senator, when | came out to lowa, you remember one of those special days
that we had, those have become very, very successful in getting peopl€e's problems solved. Well,
the reason is, we had all the people from the speciatiesthere at once. That isthe principle that
we are trying to build into the organization so that it is there every day, not just on a special day
once a month.

Senator GRASSLEY. Congressman Houghton?
Mr. HOUGHTON. Thank you, Mr. Chairman.

| have three or four questions, Mr. Commissioner, | would like to ask you, but | think |
would really like to concentrate on one aspect of this.

We ask you to do certain things, you ask of yourself, you ask of the people to do certain
things, and you talked about respecting taxpayer rights, making sure taxpayers pay taxesthat are
due, and also working efficiently.

If I understand it, we have increased your budget periodically and you are now asking for
roughly 3,000 more people. Are we giving you the tools that you need to do the job? | think you
have two and a half more years, and maybe many more after that, to do the job in the time that
you have alotted for yourself to turn this thing around.

Mr. ROSSOTTI. | think that several Membersin their opening statements said that we
are at acrossroads. | think, just as| said in my statement, we have made some progress and we
clearly have in mind what needs to be done. | redlly think we, collectively, know what needs to
be done to redlly fulfill the vision of the Restructuring and Reform Act and the IRS Commission.

| aso believeit can be done.



| do believe that we are at a crossroads where we are going to either show that thiswill or
will not happen in the next, about, 18 to 24 months. | believe that the 2001 budget is particularly
critical for that purpose.

The Congress did grant us our full request last year. We did not ask for any increase; in
fact, we had about alevel or dlightly declined workforce last year. We did not know exactly
where we were going to need these resources. | think today we do.

We also were only at the very, very beginning. Infact, we are ill at the beginning of
our technology modernization, but we are now in the ramp-up stage. So | think that we arein
that period where we really need to implement and make these things work at this point, and |
think that in the next 18 to 24 months, which is the period of the rest of thisfiscal year and the
2001 fiscal year, will be critical to making that happen.

Mr. HOUGHTON. Thank you.
Senator GRASSLEY. Congressman Portman?
Mr. PORTMAN. Thank you, Mr. Chairman.

Mr. Commissioner, | have alot of questions. | am going to try to focus on two, partly to
get you on the record on a couple of tough issues. Oneiswith regard to this IRS public/private
Oversight Board.

Y ou mentioned in response to Mr. Houghton that you think we now know what needs to
be done. | am not surethat istrue. | know that | believe that you know what needs to be done. |
do not know how long you are going to be in thisjob; | hopeit isfor along time. But one of the
issues with the Board isto have some continuity.

If we found anything in our two years of studying the IRS, it was that every time there
was a great-sounding reform, then a new administration would come in or a new Deputy
Secretary, new Commissioner, or new Deputy Commissioner and things would change. Folksin
the field kind of got to the point where they were going to outlive the latest reform.

| guess | have avery specific question for you in hopes of getting this Oversight Board in
place. That is, you are a professiona manager, you have an information technology background,
you are an executive from the private sector, you have credibility on thisissue. Do you believe
that in the last year it would have benefitted you and the IRS to have had the Oversight Board in
place?

Mr. ROSSOTTI. Theanswer to that is, unequivocaly, yes. | did not mean to imply that
we had al of the answers and we did not need any more help. | did not mean to say that. | just
meant that we had made alot of plans, we have done alot of work, but it is absolutely true that
we have to have continuity.



Mr. PORTMAN. My point was the continuity. My point was, people will change,
personnel will leave. | know you have got some good, private sector people you have brought in.
| know they are also getting alot of offers from the private sector right now, and it is going to be

tough to keep everybody.

| just think we need to have some long-term continuity. Y ou know we have five-year
staggered terms on the Board. We have this ability to see these reforms through.

The second issue has to do with this notion that was raised by my friend Mr. Hoyer
earlier, and | wish he were still here, which is enforcement. He essentially said, which has been
repeated in a couple of articles recently, that the IRS is focusing more on the poor than on the
wedlthy in terms of enforcement.

The one point that we have made continually, is there is nothing inconsistent with better
taxpayer service and customer service and good compliance and enforcement. Those two are not
inconsistent at all. In fact, we believe that they are not only consistent with one another, but they
complement one another.

| would just like to focus on this poor versus wealthy issue that seems to be coming up
more and more. Again, with regard to the lower income audits, what portion of the audits of
lower income taxpayers are correspondence audits? In other words, letter audits rather than
face-to-face audits.

Mr. ROSSOTTI. | do not have exact numbers, but ailmost al of them, upwards of 90, 95
percent of them, are letter audits. | think that isreally akey point about thiswhole thing. If we
have 10 revenue agents spend a year auditing a corporation, which we frequently do, that counts
as one audit.

If we send aletter to ataxpayer, and thisis frequently the case with the EITC audits,
saying please send us some backup as to why you claimed this particular individual as a
qualifying child, that still counts as one audit.

Soif you just add up these numbers, you do come up with alarge number of letter audits
on the EITC because we had a special appropriation that was directed towards working on better
administration of the EITC program.

If you look at it in terms of resources, it is about 6 percent. About 6 percent of our
examination resources were devoted to the EITC program. But in terms of just numbers, it
shows up as a higher number because of the relative scale of these things.

Mr. PORTMAN. Thank you. That isvery important, and | am delighted that you got
that on the record.



| would also like to point out with regard to the EITC, we do not have good data from the
last couple of years. The best data we have indicates--thisis from the IRS and from the Treasury
Department--that thereis at least a 20 percent mispayment rate with regard to EITC. Itisnot a
job | personaly believe the IRS ought to be doing, but you haveto do it, and that is trying to
enforce the EITC through the tax system.

Now, that meansthereis at least $6 billion in mispayments with the EITC every year, at
least. You are devoting six percent of your resourcesto it when it is about the same as your
budget, probably. In other words, the mispayments, the lack of revenue coming into the Federal
Government because of the EITC, and alot of that isfraud. We do not know how much of it is
fraud.

But | just would make the point that folks ought not to be too critical of the IRS and the
reform efforts in terms of focus of enforcement or uneven enforcement until they understand
better what thisresultsin. | am told that, for instance, upper income taxpayers are six times as
likely to be audited, which seems appropriate to me.

But it isinappropriate to have the impression left out there that somehow the IRS has
decided to focus on folks who make less than $20,000 ayear. They are trying to makethe EITC
work better, and frankly, we have along way to go on that as well.

Onefinal point | just want to make and to be sure thisis on the record, because there has
also been some misunderstanding out there about your budget. The Congress has not cut your
budget since the Restructuring and Reform Act.

In fact, we have had a stable budget, which iswhat, as Mr. Hoyer said, we recommended
in the recommendation of the commission, and in the RRA it reflects the fact that a stable budget
isneeded. There needsto be certainty in budgeting. There needsto be asimpler Tax Code.

| personally support an increase in spending this year for some very specific purposesin
order to make that transition. | do believe we are at acrossroads. | believe that thereisagreat
risk if Congress and the IRS do not continue to focus on this.

We said at the outset this would be athree- to five- year process. Maybe that was alittle
optimistic. But we are now going into the third year, and it is absolutely critical that we have the
resources available to be able to carry out the reforms that are so desperately needed.

Thank you, Mr. Chairman.

Senator GRASSLEY. | overlooked Senator Kerrey, so | will go back to Senator Kerrey.

Senator KERREY . | want to give Mr. Rossotti a chance to give his response.

Senator GRASSLEY . [f you do, it will not count against Senator Kerrey.



Mr. ROSSOTTI. | would just add, back on the point of the Oversight Board on the
matter of continuity, that one of the questionsthat | often get from employees--and | talk to
hundreds of them all the time, and it really reinforces your point as well--we think that these
things may work. Thereisawaysalittle skepticism.

But how do we know that there is going to be continuity, that we are not going to go
down this road and commit ourselves to it and then somebody else is going to comein? | do
point out that | have, mysdlf, afive-year term.

| also always point to the Oversight Board as another element that was put into the law by
the Congress and that they do have the staggered terms. | think that has a significant effect on
reassuring people that we are not just on kind of something that is going to turn around very
quickly, that we do have continuity. So | would completely agree with the points you made
about continuity being important and the Oversight Board being able to provide that.

Senator GRASSLEY. Now, Senator Kerrey.

Senator KERREY. Thank you, Mr. Chairman.

First of all, just keying off of what Congressman Portman was asking you, the stories that
were reported about the likelihood of being audited increasing the lower your income was, isa
very unhealthy story. | am not saying the story should be stifled in any way, shape, or form, but
again, it illustrates why the Board is so important. Thisisavery politically charged issue.

My guessis, the facts would show that that did not occur as a consequence of the 1998
Act at all. But, again, an independent board is much more likely to be able to provide both the
people and the people's Congress with the information that they need to make a determination of
whether or not, in fact, that is going on.

From what | have heard from you, the answer isthat is not what isgoing on. You are
more likely to get audited if you have higher income than if you have lower income. But, again,
we have avoluntary system. If the sense of the taxpayersisthat you are more likely to be
audited if your incomeislow, that could contribute to our difficulty in achieving voluntary
compliance.

So it isjust one more example of why | think we have been negligent in providing you
with support. | am concerned. If you and Mr. Cosgrave decide you want to leave al of a
sudden, for whatever the reason, we may be back to where we werein 1997.

We could lose alot of ground just with a couple of key people saying, Al understand
Congress has difficulty getting things done, but if you do not get the Board up and running, | just
cannot continue to operate here in this purgatory that you have put mein.(

Second, let me say that it appears to me that the IRS is continuing to achieve, compared
to other industrial nations' tax collection agencies, rather impressive success. Y ou collected, in
the 2000 season, about $1.76 trillion. Lessthan half a percent of that collection is your budget,



so you have less than half percent cost, which puts you at the top of the pack in terms of
industrial nations that collect taxes.

Third, I am encouraged as well by the increase in electronic filing. Over 10 percent of
the 210 or so million tax filings were done electronically, and there has been an increase both
there and in web activity. Part of what we attempted to do with the legidlation was increase the
likelihood that you will have more electronic filing.

The reason is that the error rate is so much lower than it isin a paper world and it
increases the likelihood that you will have lower costs of administration.

One other thing | would like to talk about is your budget. Again, | would just underscore
that, under the law, the Oversight Board would be making that presentation of the budget rather
than just you, and | think it makesit easier to get people to understand what you are trying to do.

Y ou have got an increase of $769 million, $729 million if the $40 million supplemental is
funded.

Can you describe, just sort of briefly, and perhaps you did in your opening statement and
| missed it, what you intend to do there with some of that money to improve the quality of the
data? | noticed in the Wall Street Journal's tax report this morning that the last major study of
compliance was done in 1988.

That would make it very difficult to know whom to audit and increase the likelihood that
you have to resort to random audits, which can be very annoying and not very productive.

It is much better, it seemsto me, to use accurate, up-to-date data about who has been
good, who has been bad, and go after people who have been bad in a more precise fashion.

It s;ems to me it gets back to the central question, which is, when are we going to have a
database that allows you, in avery rea-time fashion, to answer taxpayers questions about how
much they owe and when do they owe it?

Mr. ROSSOTTI. Thatisvery true. | mean, the whole strategy of our budget is that there
arereally two major pieces of this. One, is providing some additional staff, which we just badly
need in the short run just to cope with the specific mandates of the Act and to avoid having these
audit rates and other enforcement statistics go down, because until we can make some of the
other improvements we just have to do that with staff.

But the longer term is exactly as you say, to leverage the people we have to make them
more effective by using information more effectively. Part of that is information technology
computer systems, which iswhat our whole technology modernization is about.

| mean, we are in the Situation today where employees are like employees in abank that
do not know precisely, up-to-date, how much money the customers of the bank actualy have on



deposit in that bank. They kind of know, but they do not exactly know. That creates all kinds of
problems for the employees and the taxpayers.

The other kind of information you mentioned in your statement, Senator Kerrey, is
information about taxpayers behavior. It istrue that we do not really know what the compliance
with the tax laws that Congress passesis. | mean, we have these numbersthat say it is87
percent compliant, and those are extrapolations from numbers of studies that were done in the
1980s.

| think it is extremely important that the IRS come up with a practical way of measuring
what voluntary complianceis. We are working internally very hard on a project which | hope we
will be able to get to a point where we can lay it out this year, which has the objective of getting
the information we need about the amount of voluntary compliance the taxpayers have with
significantly lessintrusive a process than the IRS used in the past, which is really the hard part of
this. So, we are working on that very hard.

Senator KERREY. | appreciate that.

| just have ayes or no question, Mr. Chairman, if | could, even with the red light being
on, ask it.

Senator GRASSLEY. Yes.

Senator KERREY'. | have heard a number of concerns that Congress, in trying to correct
the problem with Treasury employees doing things that should obviously result in termination,
we may have made it difficult for you to manage the agency and may have also, by the way, set a
double standard in place, since one of the things was delinquent taxes could cause you to be
terminated from employment. At least, there has been some published analyses that show there
is more delinquency of paying taxes in Congress than there isin Treasury employees themselves.

Have you done any independent evaluation, and if so, would you provide that to me, of
those rules that we put in the statute, those provisionswe put in, isit section 1203?

Mr. ROSSOTTI. 1203. We can certainly provide you with the details.

Senator KERREY. Have you done an independent analysis of that?

Mr. ROSSOTTI. We have quite abit of analysis. | would be happy to provideit to you.
Senator KERREY . | would appreciate it.

[IRS report on section 1203 follows:]
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SUMMARY OF SECTION 1203

The Law

Section 1203 of the IRS Restructuring and Reform Act of 1998 (P.L. 105-206)
provides that the Commissioner of Internal Revenue shall teminate the
employment of any employee of the Internal Revenue Service if there is a final -
administrative or judicial determination that the employee committed any of 10
- enumerated acts or omissions. The Commissioner has the authority to mitigate
the penalty, but may not delegate this. authority to any other officer. The
Commissioner's determination on penalty, whether to remove or mitigate, may
not be appealed in any administrative or judicial proceeding.

The penalty provisions of Section 1203 reflect the view that certain acts or
omissions by IRS employess are intolerable, and the normal sanction for those
offenses should be removal. Acts or omissions covered by Section 1203 are:

1. Willful failure to obtain required approval signatures on documents
authorizing a seizure

2. Providing false statements under oath with respect to a material matter
~involving a taxpayer or taxpayer's representative

3. Violation of the rights protected under thé Constitution or six listed civil

rights laws, with respect to a taxpayer, taxpayer representative or other
employee of the IRS -

4. Falsifying or destroying documents to conceal mistakes in a matter
involving a taxpayer or taxpayer representative

5. Assault or battery on a taxpayer, taxpayer representative or other
employee of the IRS .

6. Violations of the Intemal Revenue Code, Treasury Regulations or RS

policy to the purpose of retaliating against or harassing a taxpayer,
taxpayer representative or other employee of the IRS

7. Wiliful misuse of the provisions of Section 6103 of the 'Intemal Revenue
Code for the purpose of concealing information from z congressional
inquiry '

8. Willful failure to timely file any Federal tax retum, unless the failure is due
to reasonable cause and not to willful neglect

9. Wiliful understatement of Federal tax liability, unless the understatement is .
due to reasonable cause and not to willful neglect



10. Threatening to audit a taxpayer for the Purpose of extracting personal gain
or benefit .

(The full text of Section 1203 is attached as Appendix 1)

Willfulness Criteria

Each of the ten offenses under Section 1203 includes an element of intent. The
IRS has emphasized that simple mistakes and unintentional errors made in good
faith are not Section 1203 violations. For example, intent for Section 1203(b)(1)
is shown when the employee has actual Knowledge or acts with reckless
disregard of the requirements to obtain required approval signatures before
proceeding with a seizure. For Section 1203(b)(8), the employee's failure to
timely file a Federal tax return must refiect the voluntary intentional violation of
known legal duty for which there is no reasonable cause. The IRS included
definitions of willfulness and intent in the *RRA '88 Section 1203 Procedural

Handbook,” (Document 11043 (5/29). An extract from that document, which was
distributed to all employees, is enclosed as Appendix 2.

Standards Are Not New

The conduct addressed in Section 1203 has always been regarded as serious
misconduct. What has changed is the pPenalty imposed for violations. Prior to
the enactment of Section 1203, the general ryles for imposing discipline required
a deciding official to consider a wide range of factors in arriving at the appropriate
penalty. These factors include the nature ang seriousness of the offense, the
employee’s work record, the notoriety of the offense, and the impact of the
offense on confidence in the employee’s ability to perform his/her duties. When
these factors were applied to specific cases, arange of penalties was imposed.
Section 1203 eliminated the variation in Penalty, unless the Commissioner of

Internal Revenue personally decides to reduce the penalty from removal to some
lesser sanction. i

While the general statement that the conduct covered by Section 1203 was
always regarded as serious misconduct is true, there is one area where Section
1203 has changed the significance of an offense. Prior to Section 1203, the IRS
viewed untimely payment of Federal tax liability as a more serious offense than
late submission of a retun. Late payment of a balance due was regarded as
serious misconduct, depending on the amount due and the degree to which the
payment was overdue. A return filed late with a minimal balance due, or a refund
return, was not treated as a serious offense. Section 1203 doss not address late
payment, but makes all willful late filing a removal offense.




IMPLEMENTATION OF THE LAW

Procedural Guidance

The IRS recognized that Section 1203 reflected a renewed emphasis on
employee conduct issues, and that employees needed a clear statement from
the IRS on the impact of the law on their daily'work., Guidance for employees
has taken many forms—memoranda, voice mai| messages from the
Commissioner and Deputy Commissioner for Operations, a procedural handbook

and training guides. A chronology of the procedural guidance appears as in a
table below, under “Training and Outreach ”

The most important procedural guidance is contained in ‘RRA '98 Section 1203
Procedural Handbook” (Document 11043, 5/98). The Handbook contains an all-
employees memorandum from the Commissioner, an overview of Section 1203
and the implementing procedures, plain language definitions of "intent” and
“willfulness,” and detailed procedures. The procedures are designed to ensure
that each allegation of a Section 1203 violation is dealt with in a manner that

protects the rights of the employee accused of the violation as well as those of
the accuser. :

Training and Outreach

The IRS emphasized the importance of Section 1203 through training for all
employees, as well as through special training for managers and labor relations
specialists on their responsibilities under the law. Initial all employee training,
involving in-person classes for about 100,000 employees, was conducted
beginning in late 1998 and early 1999. After feedback and numerous focus
group interviews-indicated that employees were still uncertain about their rights,
responsibilities and risks under the law, and that the initial training had created

unnecessarily inflated fears, the training was revised and a new round of training
was conducted in May 1999. . :

Outreach to employees began with the enactment of Section 1203, and
continues to this day. The Commissioner and other senior executives take
Questions from employees during *town hall’ meetings as they travel around the
country, and Section 1203 is usually g topic in these discussions. A page on the
IRS intranet is devoted to Section 1 203, including frequently asked questions.
The intranet page also provides sample case-scenarios to illustrate the
application of the tax compliance provisions, which account for almost all of the
removals under Section 1203. In addition, a March 2000 confersnce of front line
Collection managers included presentations on Section 1203 from several IRS
senior executives and the Treasury Inspector General for Tax Administration.



A list of the major training and outreach publications and events appears in the
table below. The publications emphasize that employees are not at risk of
removal for conscientiously performing their duties, even if they make a mistake
in doing so. Section 1203 only addresses willful and intentional misconduct.

Table 1: Training and Outreach Publications and Events

July 1988 to April 2000

July 1998 Highlights of the Restructuring and Reform Act of 1988,
' “Significant Issues Effective Upon Date of Enactment,
Document 10829
August 1998 Labor Relations Continuing Professional Education on
Restructuring and Reform '98 Conduct Provisions
September 1998 Memorandum for AJ| Employees: "IRS Restructuring and
Reform Act of 1998 Conduct Provisions”

IRS Restructuring and Reform Act of 1998 (RRA '98)

- Conduct Provisions "Employee’s Guide’, Document 10848
October 1998 Interactive Video Teletraining for Heads of Office and.
Executives

Restructuring and Reform Act of 1998 Tie | §1203
Process Overview, “Instructor's Guide® "

RS Restructuring and Reform Act of 1998, §1203(b)
Conduct Provisions, “Instructor’s Guide”, Training 9990-
103 '

IRS Restructuring and Reform Act of 1698, §1203(b)

Conduct Provisions, "Employee’s Participant Guide”,
Training 9990-102

IRS Restructuring and Reform Act of 1998, §1203(b)

Conduct Provisions, “Manager’s Participant Guide”,
Training 9990-101

December 1998 STRAIGHT TALK NEWSLETTER. “Tile I IRS embarks on
training,” including training on Section 1203

January and All Empioyees Briefings on Section 1203
February 1999
February 1999 STRAIGHT TALK NEWSLETTER Question and Answer
on “quotas” for Section 1203 discipline

Memorandum for AJl Employees: “Employee Tax
Compliance Obligations” '

Section 1208 Training Implementation Plan

March 1899 Memorandum for AJj Employees: “Section 1203

(Termination of Employment for Misconduct) Training and
Communication” '

What you Need to Know About Section 1230, Tri-fold
publication, Document 10997; included with paychecks




April and May
1989

All Employees Briefings on Section 1203

*RRA '98 Section 1203 Resource Guide’, Document
11042

*RRA ‘98 Section 1203 Procedural Handbook”, Document
11043 :

Procedures for Processing Allegations for §1203 Violations
(for Labor Relations Staff)

STRA/QHT TALK NEWSLETTER: Announcing opportunity
for public comment on Section 1203 regulations

July 1999

Video Broadcast of Commissioner meeting with Virginia-

West Virginia District managers question and answer
session

September 1999

All Employee Memorandum from Commissioner “Report
on Actions Concerning Misconduct Allegations and

Disciplinary Actions” provided Section 1203 statistics and.
summary case information

STRAIGHT TALK NEWSLETTER: Announcing availability

of All Employee Memorandum, and providing Section 1203
Questions and Answers

January 2000

STRAIGHT TALK NEWSLETTER: Announcing availability

of data on Section 1203 allegations and disciplinary
actions

March 2000

Meeting of first-level Collection managers, to discuss the
importance of their work and their role in the new IRS

organization. Included presentations by TIGTA and IRS
executives on Section 1203 issues.

STRAIGHT TALK NEWSLETTER: Describing results of

meeting with Collection managers, including discussion of
Section 1203

April 2000

STRAIGHT TALK NEWSLETTER: Describes actions
needed to address taxable local travel reimbursements,

and the impact of Section 1203 on corrected Federal tax
returns

IRS Headlines Voice Message: A reminder to file Federal

tax retumns timely to avoid a Section 1203 violation




ACTING ON SECTION 1203 ALLEGATIONS

Life Cycle of an Allegation

An allegation of a violation of Section 1203 must go through five stages before an
employee is removed. These include receipt and initial analysis, inquiry or
Jinvestigation, evaluation, local disciplinary processes, and National Office review.
Tax compliance issues normally arise through the Employee Tax Compliance
program, and are addressed separately below. Appendix 3 contains a general

process flowchart, as well as specific flowcharts for particular provisions of
Section 1208.

Receipt and Initial Analysis

A Section 1203 allegation may be made to the Treasury Inspector General for
Tax Administration (TIGTA), or to any employee of the IRS. In some cases, an
employee accused of misconduct by a taxpayer self-reports the allegation to a
supervisor or TIGTA. Regardless of who recsives the allegation, the first step is

to evaluate the allegation to determine whether it should be pursued as a Section
1203 matter.

Allegations under Subsections (b)(1), related to seizures, (b)(3)(A), related to
Constitutional rights, and (b)(6), related to harassment or retaliation, are
evaluated by Division-level management or above to determine whether the -
threshold established in the law has been met. For example, Subsection
1203(b)(6) addresses violations of the Internal Revenue Code, Treasury
regulations, or IRS policies for the purpose of retaliating against or harassing a
taxpayer, taxpayer representative or other employee of the IRS. The initial
analysis of such an allegation would be done by Division-level management, to
determine whether there was a violation of the Internal Revenue Code, Treasury
regulations, or IRS policy. If a violation of the Internal Revenue Code, Treasury

regulations, or IRS policy, is found, the allegation is investigated to determine
whether there was an intent to retaliate or harass.,

Subsection (b)(3)(B) provides that a violation of one of six Civil Rights statutes is
covered by the mandatory termination of employment provisions of Section 1203,
Violations of these statutes with respect to a fellow IRS employee are also
covered by the Equal Employment Opportunity program, which includes
processes for an employee to seek relief from discrimination. Upon the
completion of Equal Employment Opportunity program process, whatever the
outcome may be for the employee seeking relief, a special unit reporting to the

National Director, Equal Employment Opportunity and Diversity, reviews the file
to determine whether the matter warrants a referral for investigation under
Section 1203.




Initial analysis' of alleged violations of the remaining non-tax provisions of section
1203 is performed by the TIGTA. Any IRS employee receiving such an
allegation is instructed to refer it immediately to the TIGTA. In addition, any
allegation of criminal misconduct is immediately referred to the TIGTA, as are
allegations against managers, GS-15s, Senior Executives and Criminal
Investigations employees. -

Inquiry or Investigation

The TIGTA has primary responsibility for investigations of allegations under
Section 1203. These investigations are conducted by TIGTA special agents, and
the results are reported to the IRS for evaluation. In some cases, facts
developed during the initial analysis of an ailegation are sufficient to resolve the
matter. For example, the initial analysis may establish that an employee violated
IRS policy by acting unprofessionally in dealing with a taxpayer. The information
necessary to establish that the employee acted unprofessionally may also be
sufficient to establish that the behavior was not intended as an act of retaliation

or harassment, and the matter may be dealt with as a non-1203 misconduct or
performance matter.

Evaluation

Once the facts are established through an inquiry or investigation, IRS managers
must evaluate the information to determine whether a violation of Section 1203
has occurred. This determination is made by a Division-level or above manager,
‘with the assistance of local labor relations specialists and the staff of the
Centralized Adjudication Unit (CAU). The CAU participates in all determinations
under Section 1203, to ensure consistency throughout the IRS.

Evaluation of the results of the investigation or inquiry may lead to a finding that
there was no misconduct, that there is insufficient evidence to prove misconduct,
that there is sufficient evidence to charge non-1203 misconduct, or that there is
sufficient evidence to charge 1203 misconduct. A finding of no misconduct, or of
insufficient evidence to prove misconduct, results in a “clearance letter’ or a
“closed without action letter,” respectively. A finding of non-1203 misconduct
results in discipline under regular disciplinary procedures. Depending on the
nature of the misconduct, the employee’s work record, and other factors, the
discipline could range from informal counseling to termination of employment. A

finding of sufficient evidence to support a 1203 charge results in local disciplinary
action under Section 1203 procedures.

- Local Disciplinary Processes Under Section 1203 Procedures

When Division-level management or above finds sufficient evidence to charge
under Section 1203, the employee is given a letter advising that the IRS .
proposes to remove him or her from the Federal service. The employee has a




right to respond to the proposal letter, and may do so orally and in writing. Many
bargaining unit employees exercise their right to representation by the NTEU &t
an oral reply. After the reply, a deciding official determines whether the 1203
charge has been sustained by a preponderance of the evidence. This factual
determination is reviewable through arbitration or an appeal to the Merit System
Protection Board. If the deciding official determines that the 1203 charge is

sustained, the case file is forwarded to the National Office for consideration by
the Section 1203 Review Board. a

National Office Review

The Section 1203 Review Board examines zall cases in which a 1203 charge has
been sustained to determine whether a penalty less than termination of
employment may be appropriate. The current Review Board members are the
Deputy Commissioner for Operations, who serves as Chairman, the Assistant
Deputy Commissioner for Operations, the National Director, Equal Employment
Opportunity and Diversity, and the Regional Commissioner for the Western
Region. Case files are assembled by the Centralized Adjudication Unit, and a
representative of the Office of Chief Counsel attends and participates in all
Review Board meetings.

Recommendations from the Review Board for mitigation of penalty are submitted
to the Commissioner of internal Revenue for decision. If the Review Board does
not recommend mitigation of the penalty, the case is not submitted to the
Commissioner and the statutory penalty of removal is imposed. After National
Office review, all case files are retumed to the local management official for
notification to the employee and implementation of the decision.

Processing Tax Compliance Cases

Potential violations of the two tax compliance provisions of Section 1203 are
generally identified through the Employee Tax Compliance program. Computer
files identifying IRS employees are matched against tax administration files to
find employees who appear to have tax compliance problems. If inquiries from
the Employee Tax Compliance Unit do not resolve the matter, the case is
forwarded to local management for action. Cases involving apparent wiltful
failure to timely file a Federal tax return or apparent willful underreporting of
income are flagged as potential 1203 (b)(8) and (b)(9) cases, respectively. The
process described above is then followed, except that the fact finding inquiry is
conducted by IRS management rather than by the TIGTA.




STATISTICS AND CASE EXAMPLES

Allegations Received, Investigated and Resojved

The statistics on Section 1203 indicate that allegations of violation of law or
policy for the purpose of retaliation and harassment under subsection (b)(6) are
the most common, but very few of those allegations are substantiated.
Employee tax compliance cases based on willful failure to timely file account for
the next largest group of cases, and most of the substantiated cases.

Data in the following tables reflect the allegations received by the TIGTA and the
allegations received by the IRS. The numbers should not be added. Allegations
received by TIGTA include some matters referred by the IRS, which would also
be counted in the IRS numbers. There is also a large number of reporting offices
contributing to these statistics. We know that some IRS offices were very
conservative in counting potential 1203 allegations, including in their count
matters that other offices did not. For example, we do not believe Section 1203
was intended to cover routine workplace disputes between employees and their
managers. Nevertheless, we understand that some offices reported potential
1203 (b)(6) retaliation or harassment cases based on the use of either word in an
employee grievance. Others did not include these harassment claims unless

they appeared to be more than an aggressive pleading in an otherwise routine
grievance.




Table 2: 1203 Allegations Received and Investigated

July 1998 to May 2000
“Allegation Type [TIGTA _|1RS _ Investigations | Substantiated
Receipts* | Receipts* or Inquiries Violations of
Completed Section 1203*
Seizure Without Approvals 14 8 7 0
(b)(1) |
False Statement Under 15 8 5 0
Qath (b)(2)
Constitutional or Civil Rights 169 183 170 0
Viotation (b)(3) '
Falsifying .or Destroying 38 46 24 1
Records (b)(4)
Assault or Battery (b)(5) 0 7 3 0
‘Retaliate or Harass (b)(6) 399 880 830 0
Misuse of 8103 (b)(7) 0 3 3 0
Failure to Timely File 5 443 256 102
Federal Tax Return (b)(8)
Understatement of Federal 30 31 15° 2
Tax Liability (b)(9)
Threat to Audit For Personal 13 52 36 4
Gain (b)(10)
Total 683~ 1781* 1349 109

*Most of the allegations received by TIGTA are referred to the IRS for action, either as a report of

investigation or a referral for a management in

be added.

**Allegations are considered “substantiated”
develops information sufficient to support the
stages of the discipline process, additional information m
that there was not a violation of Section 1203. The num
adjusted to reflect the most recent information available.

quiry. The numbers in these columns should not -

if the TIGTA investigation or management inquiry

allegation. As the case is considered at various

ay be developed that results in a finding
bers that appear in this column are
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Some allegations reveal improper conduct or poor performance that is not within
the scope of Section 1203. For example, approximately 40 complaints
considered under section 1203(b)(6) as potential harassment or retaliation
resulted in discipline for unprofessional conduct. Several of these cases are .
described in the case examples that appear after the next table.

Remov_als Under Section 1203 »

The 109 substantiated Section 1203 violations cited above include all cases in
-which a TIGTA investigation or management inquiry resulted in a finding of
sufficient evidence to support a Section 1203 charge. If an employee presents

information in response to a proposed removal that refutes the charge, the case
is no longer counted as a substantiated 1203 allegation.

An employee is not removed under Section 1203 until after his or her case has
been-considered by the Section 1203 Review Board. Some employees elect to
resign or retire before the case completes this process, and a small number are
removed under other authorities, such as termination of employment during
probation. The table below reflects the current status of the substantiated
Section 1203 allegations.

 Table 3: Status of Substantiated 1203 Allegations
As of May 16, 2000

Failure to Timely | Other Provision
File Federal Tax | of §1203
Return (b)(8)

Removals 26 2

Employee Separated 26 1

From IRS By '

Resignation, Retirement,

or non-1203 Action

Case In Proc;éss - 50" T 4

Total ' 102 7

* Ot the 50 cases in process, the Review Board has conciuded that it will
recommend to the Commissioner mitigation of penalty to something less
than removal on some these cases. The Review Board deferred action on
specific recommendations on the level of discipline until its June 2000
meeting.




Case Examples

The foliowing examples illustrate the common fact pattems in Section 1203
cases. The definition of *willful" under the Subsection 1203(b)(8) is the voluntary
intentional violation of a known legal duty, for which there is no reasonable
cause. Thus, these case examples include information about the employee’s

knowledge of his or her responsibilities, including the briefings the employee may
‘have received on those responsibilities.

Case1 Section 1203(b)(8) Timely File Federal Tax Return-—Removal

The employee was appointed to her position on February 4,.1996. She
acknowledged receipt of the IRS Rules of Conduct on that date, and
acknowledged receipt of the OGE Standards of Ethical Conduct on February 18,
1987. She had been reminded annually by the Service Center Director, via an All

- Employee memorandum, of her obligations to timely file her Federal income tax
return, accurately report income, and timely pay tax due.

The employee was a GS-3 Clerk at the time of the violation. She did not file her
1986 Federal income tax return-until March 23, 1999, and only after managerial
intervention, and three notices from the Service Center. The return reflected a
balance due. - She attributed the filing delay to a difficult pregnancy, however,
provided no medical evidence in support of her contention that the condition
preciuded her from meeting her tax compliance obligations. Accordingly, her
failure to file was found to be attributable willful neglect, and not to reasonable
cause.

Case 2 Section 1203(b)(8) Timely File Federal Tax Return-—Removal

The employee did not file her 1996 Federal income tax retumn until October 9,
1998. She was a GS-4 Mail Clerk at the time of the violation. The employee
stated she did not file the retum because it required payment of taxes and she
did not have the funds available at the time it was due.” All employees of the
organization are reminded yearly of their tax compliance obligation. The
employee did not offer a valid explanation for her late filing and had not applied

for a filing extension. Accordingly, the employee's tax non-compliance was
deemed willful.

Case 3 Section 1203(b)(10) Threat to Audit For Personal Gain-—Removal

The employee was identified as the driver of a vehicle invalved in a hit and run
accident. He was subsequently arrested for driving while intoxicated and leaving
the scene of an accident. While in custody, the employee identified himself as an
IRS employee and declared that he would “find out” about the arresting officer,
and would have “a good time” with him. The employee’s assertion that his
judgment was impaired due to intoxication, was not accepted. He had not only
been able to drive home without further incident following the accident, but also
responded coherently to the arresting officer's questions, and engaged him in
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conversation. Although the employee did not specifically use the word “audit,”
his remarks to the arresting officer were clearly interpreted as such, and were
made for personal gain.

Case 4 Section 1203(b)(8) Timely File Federal Tax Return—-Removal

The employee was a GS-8 Revenue Officér and had been employed with the
IRS for five years. The employee acknowledged receipt of IRS Interim
Handbook of Employee Conduct and Ethical Behavior on two occasions (shortly
after her appointment in 1895, and again in June 1998). The handbook '
specifically addresses employee tax obligations. Additionally, an annual

memorandum was issued by the employee’s District Director to all employees,
reminding them of their tax obligations and responsibilities.

The employee received a counseling letter in February 1996 regarding the late
filing of her 1993 Federal tax return. Despite the counseling, she again failed to
file her return timely for tax year 1987. The employee raised unfamiliarity with
‘extension to file” provisions, and a missing/inaccurate Form 1088, as defense.

Evidence was developed which proved neither to be creditable. Accordingly, the -
employee’s tax non-compliance was deemed willful,

Case 5 Section 1203(b)(8) Timely File Federal Tax Return—-Not Willful, Other
Disciplinary Action

The employee, a GS-4 Clerk, filed her 1997 tax return on January 20, 199¢.

The non-compliance was identified and raised by the employee herself. Shortly
after attending a Section 1203 training session, the employee notified her
supervisor of the matter. She learned in the training session that ALL retums
must be filed timely. She advised her supervisor that for the past several years,
she had not filed timely because she had always been entitied to a refund (this
was subsequently corroborated). At no time prior to the training session had the
Service notified her of a non-compliance matter. She acknowledged that she
now fully understands her filing obligations and would ensure that they are met in

_the future. Accordingly, the non-compliance was not deemed willful and removal
was not effected. o

Case 6 Section 1203(b)(6) Violation of law or procedure to Harass and

Retaliate-—Not Substantiated as 1203 violation, Counseled for Unprofessional
Conduct

A taxpayer representative alleged that a revenue agent used.a hostile approach
in conducting an audit, appearing tc have reached conclusions before the audit
started. A management inquiry found that the revenue agent speculated about
the potential outcome of the audit and the consequences of such an outcome,

but was not harassing the representative. The revenue agent was counseled
that speculation is inappropriate.
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Case 7 Section 1203(b)(6) Violation of law or procedure to Harass and
Retaliate—Not Substantiated as 1203 violation, Counseled for Unprofessional
Conduct

A taxpayer complained that a revenue agent's information request was an effort
to intimidate the taxpayer. A management inquiry found the revenue agent
-issued a 25 page request to the taxpayer, most of which was legal references.
The revenue agent explained that he was attempting to document the legal
support for the Government's position, and was not attempting to intimidate the
taxpayer. The revenue agent was counseled for demonstrating poor judgement.

Caée 8 Section 1203(b)(8) Violation of law or procedure to Harass and
Retaliate-—Not Substantiated as 1203 violation, Counseled for Unprofessional
Conduct '

An employee was accused of harassment of a fellow employee, which involved
spreading rumors about the fel’low_employee’s military record. The subject of the
complaint was counseled for causing dissension and discord in the workplace.

Case 9 Section 1203(b)(6) Violation of law or procedure to Harass and
Retaliate-—-Not Substantiated as 1203 violation, Letter of Reprimand for
- Unprofessional Conduct

During a continuing professional education class, the em ployee questioned a
guest speaker about a case both had worked on, The guest speaker had
reversed the employee’s action on the case. After the class session concluded,
the employee again confronted the speaker about the case, and got within inches
of the speaker’s face. The speaker reported that he thought the employee was
going to strike him. Management proposed a three day suspension for
unprofessional conduct, which was reduced by the deciding official to a one day

suspension. The employee grieved the suspension, and the case was settled
with a reprimand.

CONCERNS RAISED BY EMPLOYEES AND MANAGERS

General Concerns

When Section 1203 was enacted, the initial reaction from employees and
managers was confusion and concern. RRA'98 modified many of the rules for
dealing with taxpayers and taxpayer representatives, and it took some time
before definitive guidance could be distributed and absorbed by our front-line
employees and managers. Many comments focussed on the changing
expectations, and reflected concerns that employees couid be removed for
violating rules they did not understand. Training and procedural guidance on
new tax administration rules and on Section 1203 have addressed some of these
issues, although the vast size and number of changes in IRS procedures cause
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continuing anxiety and uncertainty among employees and managers. This
concern is closely related to concerns about section 1203 because some of the
section 1203 offenses refer to IRS policy or procedure. The internal Revenue
Manual, which is the pnncxpal document for defining IRS policy and procedure,
exceeds 50,000 pages and is constantly changing. In conditions of uncertainty

and anxiety, it is sometimes viewed as the safest course to take no action or to
take action very slowly.

Specific Concerns

There remain two persistent themes in employee and manager feedback
regarding Section 1203. The first is that the fear of a Section 1203 allegation
discourages proper action by an IRS employee; the second is that IRS
employees are subject to unduly severe penalties for certain tax offenses.

“The Fear of Section 1203 Allegations Discourages Proper Actions”

The most common allegation under Section 1203 is that an employee has
violated the Internal Revenue Code, Treasury Regulations or IRS policy for the
purpose of retaliating against or harassmg a taxpayer, taxpayer representatlve or
other IRS employee (1203(b)(6)). Many employees believe this provision
encourages taxpayers and their representatives to make unfounded claims when
the employee is simply doing his or her job. IRS managers raise similar
concerns about employees who claim harassment or retaliation when a manager
takes proper action to correct conduct or performance problems.

The fear of being the subject of a 1203 complaint and the subsequent
investigation, even if the complaint is eventually not substantiated, is frequently
cited by employees and managers as a major. concemn in their everyday work.
Our data provides some support for the perception of significant numbers of
unsubstantiated complaints that trigger investigations. The IRS and TIGTA have
completed 830 inquiries or investigations under 1203 (b)(6). About 40 of these
allegations involved some lapses in professional behavior, but none was

substantiated as a 1203 violation and the vast majority, over 85%, involved no
‘misconduct.

The IRS has not conducted a comprehensive review of the unsubstantiated
allegations, but the staff who deal with the allegations on a daily basis report

many allegations fit the patterns cited by employees and managers. Common
fact patterns include

o Taxpayers who claim harassment after receipt of a series of préper
notices of tax delinquency

. Taxpayers who claim that the routine enforcement of the Intemal Revenue
Code is unconstitutional
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« Employees who claim harassment or retaliation when relief sought
through a grievance or Equal Employment Opportunity complaint is denied

Some of the complaints under 1203(b)(8) can be readily dismissed as
unfounded, but many cannot. The inquiry and analysis called for in the 1203
procedures is designed to establish the relevant facts, and enable managers to
make a fact-based determination about the allegation. The need to conduct a
careful investigation also means that cases stay open for a considerable period

of time. Employees cite the anxiety of this period when they know an allegation
has been made but they have not been advised of the findings.

The IRS has attempted to deal with employee and manager concerns about the
impact of unfounded allegations by publicizing the results of the inquiries,
including the low number of substantiated cases. In addition, the IRS re-
emphasized the importance of timely feedback to employees who are the subject
of a specific allegation on the findings of the TIGTA investigation or management
inquiry. We have also stressed the fact that complaints and allegations would
have to be investigated regardless of the specific provisions of Section 1203.

“The Tax Compliance Provisions Impose Excessively Severe Penalties In Some
Cases”

The employee tax compliance provisions of Section 1203 cause concem for
employees and managers who believe the sanction imposed is too severe in
some cases. IRS employees and taxpayers know that they must file an accurate
return and pay their taxes on time, and that failure to do so can result in -
penalties, as this has been longstanding policy. However, the concern arises
because of the Section 1203 requirement to remove an employee on the first
offense in situations where non-IRS taxpayers would face little or no punishment.

The clearest example of this severity of freatment is in cases involving failure to
file a refund return on time. A non-employee taxpayer who fails to file a refund
return on time may forfeit the refund if the retum is not filed within three years of
the due date, but will otherwise suffer no penalty. An IRS employee is subject to
removal on the first such offense. While the Commissioner can reduce the
penaity in a circumstance such as this, the employee is subject to the threat of
removal and an extended period gf uncertainty while the case is processed.

Similar considerations sometimes apply when an employee with no prior tax
compliance problems files a late balance due refurn. Some of the cases
considered as potential Section 1203 violations involve relatively short periods of
delinquency and relatively small amounts due. A non-employee taxpayer would
be subject to a late filing penalty of up to 25% of the balance due, plus interest.
For a late filed retumn with a $2,000 balance due, the late filing penalty for a non-
employee taxpayer is $500 penalty, plus interest and an estimated tax penalty.

The employee bears the same penalties and interest sanctions, and loss of his or
her employment. :

17




We have tried to address the concerns over the tax provisions of section 1203 by
stressing that termination is required only if the employee cannot show

reasonable cause, and also by exercising our authority to mitigate the penalty
when termination is excessively harsh under the circumstances.

APPENDICES |

I. Section 1203 of RRA '98
Il.. IRS Definitions of “Willful”
lll. Fiowcharts
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. program or activity receiving Federal financial asgi

[T 8035] ACT SEC. 1203. TERM INATION OF EMPLOYMENT FOR MISCONDUCT.
{a) IN GENERAL.—Subject to subsection (c), the Commij

(b) AcTs OR OMISSIONS.—The acts or omissions referred to under subsection (a) are—

(1) willful failure to obtain the required approval signatures on documents authorizing the
seizure of a taxpayer's home, personal belongings, or business assets; -

(2) providing a false statement under
taxpayer or taxpayer representative;

(3) with respect to a taxpayer, taxpayer Tepresentative,
Revenue Service, the violation of—

(A) any right under the Constitution of the United States; or
(B) any civil right established under—
(i) title VI or VII of the Civil Rights Act of 1964;
(ii) title IX of the Education Amendments of 1872,
(iii) the Age Discrimination in Employment Act of 1967;
(iv) the Age Discrimination Act of 1975;
(v) section S01 or 504 of the Rehabilitation Act of 1973; or
(vi) title I of the Americans with Disabilities Act of | 990;

(4) falsifying or destroying documents to conceal mistakes made by
to a matter involving a taxpayer or taxpayer representative;

(5) assault or battery on a taxpayer, taxpayer representative,
Revenue Service, but only if there is a criminal conviction,
case, with respect to the assault or battery;

(6) violations of the Internal Revenue Code of 1986, Department of Treasury regulations, or
policies of the Internal Revenue Service (including the Interna] Revenue Manual) for the purpose of

retaliating against, or harassing, a taxpayer, taxpayer representative, or other employee of the
Internal Revenue Service; -

oath with respect to a material matter involving a

or other employee of the Internal

any employee with respect

or other employee of the Internal
or 2 {inal judgment by a court in a civil

(7) willful misuse of the provisions of section 6103 of the‘Intem'a’l Revenue Code of 1986 for the

Purpose of concealing information from a congressional inquiry;

(8) willful failure ta file any return of tax required under the Internal Revenue Code of 1986 on
or before the date prescribed therefor (including any extensions), unless such failure is due to
reasonable cause and not to willful neglect; )

(9) willful understatement of Federal tax liabilit
reasonable cause and not to willful neglect: and

(10) threatening to audit a taxpayer for the purpose of
() DETERMINATION OF COMMISSIONER :

(1) IN GENERAL.—The Commissioner of Internal Reve
than termination for an act or omission under subsection (a)

Y, unless such understatement is due to

extracting personal gain or benefit,

nue may take a personnel action othe

(2) DISCRETION.~The exercise of autharity under paragraph (1) shall be at the sole discretion bf
the Commissioner of Internal Revenue and may not be delegated to any other officer, The
Commissioner of Internal Revenue, in his sole discretion, may establish a procedure which wili be
used to determine whether an individual should bereferred to the Commissioner of Internal Revenue
for a determination by the Commissioner under paragraph (1),

(3) No APPEAL.—Any detemimtion of the Commissioner of Internal Revenue under this
subsection may not be appealed in any administrative or judicia} proceeding.

(d) DEFINITION.~For purposes of the provisions described in clauses (i), (ii), and (iv) of subsection
(bX3)(B), references to 2 program or activity receivin, i i is

stance shall include any program or activity
conducted by the Internal Revenue Service for 2 taxpayer, progr

[CCH Explanation at | 976. Committee Reports at { 10,195.]
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What do the concepts of willful and intent mean?

For a viclation t6 occur under any Section 1203 provision, some degree of intent must be

present. This concept means that unintentional errors in the course of doing your job in good
faith are not Section 1203 violations.

Four of the provisions in Section 1203 refer to willfulness. Willfulness is the degree of intent
required fo

r a Section 1203 violation to have oceurred for the following provisions: seizures,
Improper use of disclosure Statutes, failure to timely file Federal tax obligations, and
understatement of Federa] tax liability,

When applied to the Sections 1203 Provisions associated with se

izures and the improper use
of disclosure statutes, willful means:

“dctual knowledge of or reckless disregard of requirements”

When applied to the Sections 1203 provisions associated with failure to timely file Federal
tax obligations and understatement of Federal tax liability, willful has a unique definition that
parallels the concept found in the Federal Tax Code. In these instances, willful means:

“Voluntary intentional viola;ion of a known legal duty, Jor which there is no
reasonable cause” : _ : ‘




The following table should help
for all of us.

1

keep the concepts of intent and willful clear

Section

Statutory Language Intent Requirement
1203 '
" Provision
§1203(b)(1) | Willful failure to obtain the required approval signatures | Willfa] means actual knowledge or
' | on documents authorizing the seizure of a taxpayer's reckless disregard of the requirements
home, personal belongings, or business assets; to obtain signature approvals.
1203(b)(2) | Providing false statements under oath with respect to a Intent in this provision requires that the
material matter involving a taxpayer or taxpayer’s employee (1) knew the statement was
representatives; : incorrect or made recklessly without an
honest belief in its truth, and {(2) made
: : it to mislead or deceive.
1203(5)(3) | With respect to a taxpayer, taxpayer representative, or other Intent means that:
employee of the Internal Revenue Service, the violation of - -
(A) any right under the Constitution of the United States; or (A) The employee’s conduct must
violate clearly established
constitutional rights, of which a
reasonable person would be aware.
(B) any civil right established under - : (B) The employee’s copduct must be
(i) title VIor VII of the Civil Rights Act of 1964; - motivated by discrimination (.e.
- (n) title IX odf'_ the,. Ec'iuczétior‘t Amendments of 1972; treating employees, taxpayers, or
é:;)ti ¢ ;; ge CD;:::;I;:::;‘:: X’c:r:; i;’;’;cm act of 1967 taxpayer representatives differently
(v) section 501 or 504 of the Rehabilitation Act of on the basis of race, sex, color,
1973; or religion, national origin, age, or
(vi) title I of the Americans with Disabilities Act of disability as defined by the civil
1990; : rights statutes),
1203(b)(4) | Falsifying or destroying documents to conceal mistakes | Intent in this provision requires that the
made by any employee with respect to a matter Involving | falsification or destruction of the
& taxpayer or taxpayer representative; © document must have been done to
conceal mistakes,
1203(b)(5) | Assault or battery on a taxpayer, 1axpayer representative, | Intent means that fhe assault (imminent
or-other employee of the Internal Revenue Service, but threat of 2 battery) or battery (an
only if there is a criminal conviction, or a fina] adverse | unwanted touching) must have been
Jjudgment by a court in a civil case, with respect to the done deliberately or purposemny.
assault or battery;




P

1203(b)(6)

Violations of the Internal Revenue Code of 1986,
Department of Treasury regulations, or policies of the
Internal Revenue Service (including the Internal Revenue
Manual) for the purpose of retaliating against, or
harassing, a taxpayer, taxpayer Tepresentative, or other
employee of the Internal Revenuye Service;

Intent means that the violation of Code,
regulations, or policies (including the
IRM) must have been done for the
purpose of retaliating against or
harassing a taxpayer, taxpayer
representative or other IRS employee

[ 1203(5)(7)

Willful misuse of the provisions of Section 6103 of the
Internal Revenue Code of 1986 for the purpose of
concealing information from a congressional inquiry;

Willful in this provision means the -
actual knowledge of or reckless
disregard of the statutory provisions for
disclosing information in response to a
congressional inquiry.

1203(b)(8)

Willful failure to file any tax return required under the
Internal Revenue Code of 1986 on or before the date
prescribed therefore (including any extensions), unless
such failure is due to reasonable cauge and not to willfy]
neglect; '

Willful means the voluntary intentional
violation of a known legal duty (timely
filing of tax return), for which there is
no reasonable cause,

1203(b)(9)

Willful understatement of Federal tax liability, unless such
understatement is due to reasonable cauge and not to

-willful neglect; and

Willful means the voluntary intentional
violation of a known legal duty
(accurate reporting of tax obligation),
for which there is no reasonable cause.

T1203(0)(10)

Threatening to audit a taxpayer for the purpose of
extracting personal gain or benefit.

Intent in this provision means that the
threat to audit must have been made to

extract personal gain or benefit.
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Senator GRASSLEY. Now it is Congressman Coyne's opportunity.
Mr. COYNE. Thank you, Mr. Chairman.

Commissioner Rossotti, you indicated that the audit rate for higher income individuals
has been declining for the last 10 years and that this decline was not aresult of the recent
structural reform.

Do you have any statistics that show that thistrend did accelerate in the last two years,
however?

Mr. ROSSOTTI. Wél, yes, itdid. All right. Infact, if you could put that chart up, you
can see that it declined significantly in the last two years. Asamatter of fact, thered line on this
isaudit coverage for individual returns over $100,000.

[Chart 1 follows:]
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Y ou can seg, it has declined about 60 percent just in the last two years. That isbasically
due to two things. One, again, isalot more returns, fewer people. | mean, it takes a person to
audit aperson. We have fewer persons. That isonereason. That isthe biggest reason.

But there is another reason, which isthat, as Senator Grassley commented he heard from
some IRS employees, there is partially arelearning process. The way of doing it is not the same
asit was before, so it istaking our employees more time to complete each case.

We hope that, over time, as we train them better, that may level off. Butitisrealy a
combination of more returns, fewer people to do them, and the additional |earning, additional
requirements of the Act that hasled to that red line.

Mr. COYNE. So thedeclinein audits has accelerated at afaster pace over the last two
years than the prior eight years.

Mr. ROSSOTTI. Yes. | did not have on the chart the eight years, but it did go down
faster. It was on a steady decline, and then it took, as you can see, arather strong decline in the
last two years, three years.

Mr. COYNE. All right.

On March 28, when you testified before the Ways and Means Committee, you indicated
that there was a study under way to determine the extent of EITC fraud that may exist within the
Code, within the IRS. When do you expect that study to be completed?

Mr. ROSSOTTI. Areyou speaking of the EITC program?

Mr. COYNE. Yes

Mr. ROSSOTTI. WEéll, we have most of it done and | am hoping that we can get it out
within the next severa months.

Mr. COYNE. But certainly before the end of the year?

Mr. ROSSOTTI. We would hope so, yes.

Mr. COYNE. When Senator Dorgan was in the House of Representatives, he served on
the Ways and Means Committee and he was aways making a point about the outstanding debt
owed to the IRS from people not paying their fair share.

At that time, | recall, he mede the point about $119 billion being outstanding. Now we

find out it isin the neighborhood of $231 hillion. |sthere anything that can be done about
collecting that outstanding debt?



Mr. ROSSOTTI. Weéll, first, let mejust say that | think it isimportant to get these
numbers straight. | think with the help of GAO, we have been able to get a clearer picture on
this.

Thereis anumber which is published which is around $220 billion, which is simply the
accumulation, including interest and penalties, of every debt that has ever been incurred for 10
years, because by statute we are required to keep it on the books.

Most of that debt represents companies that have gone out of business, bankrupt
companies, assessments that have not been agreed to. It is not, frankly, arealistic number.

In the financial statementsfor fiscal 1999 which GAO audited, we estimated, and they
audited, that it was about $21 billion of that which is actually collectible money. Sothat is
really, | think, if you want to use a number, a better number to use asto what is collectible.

Now, of course, as a percentage of the total amount that is paid, $1.8 trillion, it is actually
not that large a number and it has not increased, actually, agreat deal in the last year.

But | think what is most important, is that our own internal collection activities, which
have, as you can see on that chart, declined some, not be alowed to continue to decline, because
then what will happen isthat will continue to go up. So that is part of the reason for our budget
reguest, so we can get on that debt and collect it.

Now, | also think, if you look longer term, thisis, again, an immediate, what we can do in
2001. There are significant opportunities to improve the way we collect debt in the IRS, and
they basically get to the same kind of practices people in the private sector use.

The principle thing isjust to get to those debts alot faster than we do now. We are
probably the slowest- reacting debt collection agency of any sort that | have ever been involved
with, and alot has to do with our computer systems, it has to do with organizational practices
that have existed for along time.

Aswe move forward in the modernization process, one of our objectives, and thisis
something that is very doable but is not easy to do because there are so many piecestoit, isto
greatly speed up the way that we go after collecting this debt, which actually is good for the
taxpayer because if we get to collecting it sooner thereisless interest and penalties and the
chances of them being able to actually pay the debt rather than getting to a hopeless situation is
greater.

So | think that there is great opportunity to improve the way we do debt collection in the
IRS. | think we can do it. There are some immediate things that we need to do, which our
budget will help us do, so that we do not get even further behind than we are, which ismy
immediate worry, and then we can go to work, as we aready are, on redesigning completely the
way we do debt collection so that we will be much more efficient. | think it is clear that we can
be much more efficient and effective in collecting debt.



Mr. COYNE. Thank you.
Senator Grassey. Congressman Sununu?
Mr. SUNUNU. Thank you.

Senator Kerrey raised the issue of electronic filing, and | would like to begin by asking
for alittle bit more information about the initiatives regarding electronic filing.

What was the rate of returnsfiled electronically this year, and what is your goal for next
year?

Mr. ROSSOTTI. Weéll, actualy, that was areally great result, we think, of the filing
season. We hit dightly over 35 million individual returns filed electronically thisfiling season,
which represents a little more than 27 percent of the total returns filed.

It also represents a 20 percent increase over last year in the number filed, and it also
represents more than amillion over what we had previously estimated. So, no matter how you
figureit, that was a very successful result and certainly is avery good trend in terms of where we
want to go.

We have not yet reset our goa for next year. We still have to do that. But certainly we
will increase it over what it previously was, because we are starting at a better level.

We also, in our technology program, have quite afew initiatives under way to make it
more attractive for peopleto file and pay electronically, as well as to promote the service more
extensively.

Mr. SUNUNU. | guessthat meansthat | am not going to get you to give a number today
for next year. But it would seem to make sense, and | recognize the amount of materia that is on
your plate already, to try to forecast out not just one year, but two, three, or four years, because,
clearly, a 20 percent growth rate in electronic filing, it is going to make an enormous difference
in terms of not only the overall level of work load, but also in the type of work that your
employees are going to have to deal with.

Mr. ROSSOTTI. We do have those forecasts, and we do have them out. Itisjust that
we are now about to re-update them, because of two reasons. One, frankly, iswe have been
more successful.

| mean, as amatter of fact, we have to update quite a few numbers because thisfiling
season was significantly, in a number of ways, more than we anticipated. But we definitely are
going to do that and we are building that into our strategic plans out five or Six years.



The other thing is, we are very much updating our plans for the electronic filing based on
what we are able to do with the technology modernization, because that will enable some
additional kinds of returns to be filed.

[Data on electronic filing follows:]

The Office of Research within the IRS released the following preliminary projections of
electronic filing on May 30, 2000:

Preliminary Calendar Year Projections of the Percent of Individual
Returnsto be Filed Electronically 2000-2010 for the United States

Tota Individua Tota e-file e-file percent

Returns (millions) | Returns (millions) | of total
1999 | 124.9 29.3 235
2000 | 127.4 35.3 27.7
2001 | 129.8 42.3 32.6
2002 | 131.9 50.1 38.0
2003 | 1334 56.9 42.7
2004 | 135.0 62.0 45.9
2005 | 136.8 66.1 48.3
2006 | 138.9 69.7 50.2
2007 | 141.2 72.8 51.6
2008 | 143.4 75.7 52.8
2009 | 145.4 78.1 57.7
2010 | 147.0 80.2 54.6

Mr. SUNUNU. What isthe savings to the agency from electronic filing?

Mr. ROSSOTTI. Wadll, | think that we have to look at the savingsin two parts. The
direct savings from just the mechanics of processing the returns are perhaps not as significant as
you might think. They are certainly there, but only about----

Mr. SUNUNU. Hasthe agency quantified those direct savings?

Mr. ROSSOTTI. Yes, wehave got that. But, roughly speaking, about 6 to 7 percent of
our budget-- that is alower number than most people realize--actually goesto just the processing
of the returns, and about 60 percent of that isfor individual returns, 40 percent isfor business
returns.

So | think you can seeg, it is not the biggest portion. When you went into the Andover
Service Center and you went through it, the people in what is called the pipeline that actually



process the return, there are alot of them there during the filing seasons, but then they go away
during mogt of the non-filing season. Really, most of the people up at Andover are not
processing returns. What they are doing, isthey are answering questions on the phone with
taxpayers, and that sort of thing. That iswhere most of the money really goes, is one-on-one
service to the taxpayer.

So wewill save. Itisreally one of the things that we are counting on to be able to
improve compliance and improve service. We want to save money in things like just raw
processing, which isreally something that we can use technology to do and use that as the way
of meeting the gaps we have in service.

We still only answered 65 percent of the phone calls this year in the filing season, which
isaheck of alot better than 50 percent last year and 20 percent afew years ago, but it is still
only 65 percent and we need to get to 90 or 95 percent.

Mr. SUNUNU. Which provides an outstanding segue to my second set of questions
which deals with customer service. Inthe GAO materia, the most recent materia that they
prepared for this hearing, they highlight organizationa structure, problems with information
systems and human capital management as underlying some of the weaknesses in the customer
service delivery rate that you talked about.

Can you elaborate alittle bit on those weaknesses and how you prioritize improvements
and changes for dealing with them?

Mr. ROSSOTTI. Those are absolutely accurate assessments of the problems we have. |
tend to look at them as opportunities. | mean, it says we have got opportunities to improve
significantly.

We have taken advantage of some of those opportunities already in thisfiling season,
which iswhy we got the rate of answering up to 65, and actually it went up to 70 percent during
some parts of the year, which was more than we had forecast, and significantly more than last
year.

It was not primarily due to more personnel being put on, it was primarily due to major
reorganization, getting planning done sooner, and better use of some call routing technology that
we put in. However, it is still along way from the goal.

Next year, what we are hoping is that we will be able to do an even better job of
planning. We have some additional new technology that we hope to get in, and we will need
somewhat more staff.

Mr. SUNUNU. If I might ask one final question about the call routing approach and
technology, in particular. As| have talked to taxpayers and IRS employees about this, it seems
to me that, unfortunately, there can be a conflict between the goal of answering as many calls as
possible and the goal of actually providing good customer service.



Y ou want the customer service representative to have some flexibility to stay on the
phone to make sure the problem gets resolved, and to be able to call back ataxpayer without
necessarily having to go through a chain of command to get approval.

Y ou want calls to be routed on the basis of where cues exist, not just on the basis of, well,
send 50 calls, or 100 calls, or 1,000 callsto every center regardless of the ability to really deal
with them effectively.

Where, in the organization, have you seen those kinds of problems, and do you fed that
your approach to call routing is really on par with a private sector company, a Fidelity, or
something along those lines?

Mr. ROSSOTTI. Actually, your questioniis, | think, very perceptive as to what the
challengeis. The answer to your final question is, no, we are not on apar. But | think, again, we
know where we need to go, and we have been making some major changes.

| mean, if we go back to where | came in two years ago, we had 25 different call sites,
each run their own way, and it was kind of arough allocation. Furthermore, the way the
performance was managed was almost entirely quantitative and basically just said, get as many
calls through as you can.

| heard some cases where people were saying, well, we are being asked to get taxpayers
off the phone just so we can take another call, which is not really good customer service. We got
rid of that, actually, partly because of the Restructuring Act.

That was the reason why, on a statistical basis, our performance actually slipped last year
alittle bit compared to the previous year. That isone of the main reasons why, because we got
rid of some of those, what | would consider, artificial kinds of statistical measurements.

But now what we are doing, is we are now climbing back up. The goal isto provide both
access and quality service when people get through by directing the call to the right person,
taking every call and directing it to the person who is best qualified and best available to answer
that call, which iswhat the private sector is al about. When you are getting 160 million
incoming calls and you are starting with a system that, two years ago, was based on 25
independently managed call centers, that isa pretty big trangition. But | think thisis one area
where we have some of the better plans, and really the progress will be more rapid than in some
other areas.

| think if I were to look ahead over the next two or three years, | think we will get to the
point in this areawhere, if we do get some additional resources and we can implement the
technology, you will see, as we have had actually this season, significantly improved progress.

Ultimately, the point being exactly as you say, the taxpayer, when they call, they get



through. Or not only call, but actually increasingly, hopefully, over the Internet and through
other means, that they get to the person that can answer their question and get an accurate quality
response quickly. That iswhat taxpayers want.

Senator GRASSLEY. Now we go to Senator Hatch.

Senator HATCH. Commissioner, the National Taxpayer Advocate has suggested
repealing the individual alternative minimum tax, with which I wholly agree.

In your view, would this be a significant step towards easing the complexity burden that
will come upon what Treasury estimates will be 17 million AMT taxpayers by 2010? Does not
the AMT aso place a big complexity burden on the IRS?

Mr. ROSSOTTI. Yes. | think thereisno question, and anyone that has studied it has
indicated that the AMT isavery complex provision. Unfortunately, there were some provisions
enacted in the tax bill last year that eliminated what could have been alarge number of middle
income taxpayers being potentially subject to this. But, of course, astime goes on, more and
more could get back in.

Senator HATCH. Itisstill estimated that there will be about 17 million for 2002.

Mr. ROSSOTTI. | think, from a purely administrative standpoint, anything that could be
done to reduce the number of taxpayers that might be subject to that kind of a confrontation
would certainly be beneficial.

Senator HATCH. Would it not be just better to get rid of it?
Mr. ROSSOTTI. Wadll, | think that----
Senator HATCH. Say yes. Say yes. It would be really helpful. [Laughter].

Mr. ROSSOTTI. | think, clearly, the policy angle has to be weighed there, which is not
my job, but certainly administratively, it would simplify things.

Senator HATCH. Well, we would like your advice. | am concerned about the integrity
of our voluntary compliance system. It seemsto me that the system rests, perhaps, on three
pillars. understandability of the tax rules by taxpayers, the perception by taxpayers that the
system isfair; and the belief of taxpayers that tax cheating carries a significant risk.

Now, what more can we in Congress, and you the Commissioner, do to ensure our
voluntary compliance system does not disintegrate?

Mr. ROSSOTTI. Wadll, | think that, redly, as| indicated, we really have to stop that
downtrend, because the point that you made, if people begin to think that their neighbor or their
competitor across the street is not paying their fair share or paying what is due and we are not



able to do anything about it, that, | think, isadanger.

| amnot saying that we are at that point now, because actually we have been pretty
effective in using what resources we have to try to find where there is non- compliance. But, |
mean, if you extrapolate that downtrend further, it gets to the point where the probability that we
can find the person that is not paying getstoo low. Then we aso have the uncollected tax debt
issue.

So | think that it is very important that we at least stabilize this. | think then we need to
invest in ways of improving the way we target our compliance resources. Those are the things
that we can do to solve that problem.

Senator HATCH. All right. The IRS proposes billions of dollars in adjustments and
penalties to taxpayers each year as aresult of mistakes and other problems discovered upon the
examination of returns.

Can you estimate the percentage of these adjustments in penalties that result from
taxpayers not understanding the tax law, and what percentage results from tax avoidance? In
other words, let me put it thisway. Can we estimate how much the complexity of our tax system
contributes to IRS adjustments and penalties?

Mr. ROSSOTTI. Unfortunately, Senator, | am not aware that we have any studies. That
isavery important question, and | have asked it myself internally, but | am not aware that we
have any. Itisavery hard question to answer.

Senator HATCH. What isyour view? Even though you do not have the studies, what
would be your view?

Mr. ROSSOTTI. | really do not have a percentage. | do believe that there is some of
each.

Senator HATCH. But do you not think the highest percentage would be those who do
not understand the tax laws and have difficulties?

Mr. ROSSOTTI. Waéll, let usput it thisway. We believe that, whether it is the most
percentage or alarge percentage, it is certainly asignificant problem. Itisasignificant part. In
our whole reorganization, we are acting on that because alarge part of our strategy isto try to
use somewhat more resources to work with taxpayers. It is especialy truein the small business
arena.

In the small business area, the small business person gets into some additional complexity
that an individual taxpayer does not have, yet they do not have the tax professional resourcesto
deal with it.

So we are going to put significantly more emphasis, exactly for the reason you say, on



trying to work with taxpayers up front, and especially small business. We have had some pilot
programs. They have been quite successful. We are trying to work with things like the Small
Business Administration, Small Business Community Development Centers.

We have programs that help. There are dmost one million start-up businesses a year, for
example, in this country and many of them have limited knowledge of what they need to do from
atax standpoint. Well, they can get into trouble, be in business ayear, before they even redlize
it.

So we redlly think there isareal opportunity, as you say, to head off those problems by
making sure that people do not make mistakes unintentionaly, or just because they do not have
the time to deal with it.

Senator HATCH. Well, based upon what | have read, there has been adrastic decline in
IRS enforcement action since 1998. Now, this, | would think, must be the result of changes from
the restructuring legidation. Now, | applaud your focus on taxpayer service. | am not surel am
ready to refer to taxpayers as customers, but | believe the shift is a good one.

However, like you, | am aso concerned that Americans should pay their taxes. Do you
have all of the tools you need to reach the appropriate balance between treating taxpayers with
the respect they deserve and till collecting the taxes that are really due?

Mr. ROSSOTTI. Wadll, I think that the two principal tools we need are what we have
asked for in the budget. In the short term, we do need some more staffing because we have been
given some additional requirements. | think in the long term, with the reorganization and the
better management we are doing, better technology, we can then leverage those peopleto do a
job on both better service and better compliance.

Senator HATCH. Wéll, thank you, Mr. Commissioner.

Thank you, Mr. Chairman.

Senator GRASSLEY. The secretary of the committee said that Congresswoman
Northup is next, but Mr. Horn was here previously. Under the practice of the Senate, we would
call on Congressman Horn.

Mr. HORN. Thank you very much, Mr. Chairman.

Commissioner, in my opening remarks | noted that the government was owed $231
billion in unpaid taxes, penalties, and interest, and the Comptroller General informs us that, of
that amount, $21 billion is collectible, according to the General Accounting Office.

| would just like you, maybe, to explain to the joint review group, what your feglingison

the debt collection system of the IRS you inherited from others, and what your plans are to
improveit. It makes me pretty angry when the rest of us pay our taxes, and you have got people



that are et off.

And it was not you that did it, it was way back in 1990, 1991, when it started. The pile
got up, which got my attention, over $100 billion, and that is when | talked to your predecessor.

| said, frankly, | think it isanational scandal that we are not making those collections.
We did start that way in the Debt Collection Act of 1996, but it did not have the tax collections,
it had only non-tax, because nobody wanted to face up to it.

Mr. ROSSOTTI. Wadll, | think, Mr. Horn, as we have discussed at length, and you have
called attention to this very well in your committees, the IRS is alarge debt collection agency.

| think, for avariety of reasons having to do with historical evolution of this system and
very much related to the technology, it is avery slow system, which isreally the wrong word that
you want to use, if you want to have effective debt collection.

Ninety percent of our debt collection resources, in terms of our people that collect debts,
are currently working on accounts that are more than six months old, and many of them are
working on very old accounts. That is partly because of the complexity of what you have to do
before we get to actually applying those resources. So, | think our approach isto really
reengineer this completely.

Thisis part of what we are going to be doing as part of our technology modernization.
We now, at least, or will very soon by the end of this year, have our collection resources more
centrally managed so that at least we will have the first step, which is the management process.

The next step, is we need to reengineer this with better technology. Of course, we can,
and are, going to use best practices and people from the private sector to help us do that.

Mr. HORN. Do you fed that you could use some more authority from the Congressin
order to get at the debt deadbeats, shall we say? And have you ever had a chance--and | do not
expect you to do it right now--to look at the 1996 Act which applies everywhere but here?

Mr. ROSSOTTI. Yes. | would be glad to look at that. | do not think | can answer that
right off the top of my head, but | would be glad to look at that.

Mr. HORN. Yes. Mr. Chairman, if the response of the Commissioner would be put in
this part of the record, | would be most grateful. So, we would be delighted to hear from you.

Mr. ROSSOTTI. Yes, sir. Wewill.
[ The requested information follows:]

Currently the provisions of the Debt Collection Improvement Act of 1996 (Public Law
104-134) do not apply to the collection of delinquent tax debts. The legislation uses the



term non-tax debt throughout and amends section 3701 of title 31, United States Code,
in subsection (a) by adding at the end a new paragraph; “(8) ‘non-tax’ means, with
respect to any debt of claim, any debt or claim other than a debt or claim under the
Internal Revenue Code of 1986.” At this time, we are not asking for additional authority
from Congress pertaining to this legislation. As we consolidate the organization, we will
have a more managed, intergrated collection process, which should allow us to work
more rapidly to resolve debt issues. We will use our existing technologies to accelerate
some steps in the debt collection process and will continue to evaluate the possibility of
contracting portions of the debt collection process to private sector debt collection
agencies.

Mr. HORN. But do you have in your next go-around improvement of the existing
collection system within the IRS?

Mr. ROSSOTTI. Wedo. Again, we aretrying to tackle that, short-term, by just doing
some patches and by applying some additional staff where we can. There are some things we
can do immediately.

In fact, we are going to be doing some within the next few months just within our current
systems. But, frankly, as you will remember the chart that | brought to your hearing, it is not
something that you can get very far on just by patching. It hasto be redesigned.

The basic principles are quite simple. It isbasicaly, find out where your risks are and get
to those people as quickly as possible, resolve the case quickly so it does not build up and
become an impossible case. Right now, our employees are working on, in some ways, mission
impossible. They are trying to collect money much later than anyone else would try to collect

money.
Mr. HORN. Areyou willing to use private collectors to help in this?

Mr. ROSSOTTI. | think that, as we get to the point where we are reengineering the
whole thing, there could very well be arole for them. | have worked with these people before.

| think thisis a particular issue that we are going to face that we have not figured out how
to solve. If we want to transition to a much more proactive debt collection approach, what do we
do with the old inventory that we have got that is currently what most of our employees are
working on? We need to study that and there might be an opportunity there, for example.

So, we will consider all those options. | think if we needed legidation at that point, and |
am not sure we do because | do not know enough at this hearing to say, but we would certainly
be willing to come in and talk about that.

Mr. HORN. When | raised that in 1996, | wastold by somein IRS at that time that,
well, gee, we have privacy problems. It just seemsto me, it isnot a privacy problem if you give
them the address and say, hereiswhat they owe the taxpayers. If you fed that isa problem,



maybe we need some exceptions.

If it has something to do with the fact that they do not fedl they should pay that tax, that is
your job and that of your experts and professionals. But we ought to at |east collect. | guesswe
ought to also think about all these bankruptcies, and is there a pattern and practice where they
take the taxpayers right down the primrose road.

Thank you, Mr. Chairman.
Senator GRASSLEY. Thank you, Representative Horn.
Now, Representative Northup.

Mrs. NORTHUP. Thank you. | would like to return to what the previous two
guestioners discussed and follow up. | am looking at the IRS mission statement, and | appreciate
all of the services that the mission statement reflects are the IRS's goal to meet, and the three
strategic goals, too. | am not sure, under any part of those, where enforcement and debt
collection fall.

Mr. ROSSOTTI. Waéll, actudly, it isin the mission statement. | mean, that is two of the
three goals. One of them is to provide each taxpayer with proper service and respect their rights,
and the second one is to provide service collectively to all taxpayers by making sure that people
comply with the law.

We put it in terms of, apply the law with integrity and fairness because we think that is
the way we should do it. We should apply the law with integrity and fairness. But that is using
our enforcement powers and our other tools to make sure that people comply with the [aw.

We have trandated that even further into a specific series of what we call balanced
measures, which have now been rolled out throughout the organization, which, again, track with
those goals. One of them iswhat we call the business results goals.

We are constrained, in some ways, by how we do that in the collection area and in the
exam area by Section 1204 of the Restructuring Act, which prohibited the use of enforcement
statistics to set targets or measure the performance of any individual.

So we have set aregulation. Thiswas one of the things that we worked on the hardest
over the last two years, and finally last September we published the regulation which specifically
said how we were going to interpret Section 1204 in the enforcement area, how we were going to
measure performance, and it laid out certain quantities that we can use. For example, we can set
goals on the number of cases that we do. We cannot set goals on precisely how many dollars we
collect.

But we have developed those balanced performance measures and they have been rolled
out throughout major parts of the agency. | have stated repeatedly to every group that | have



been before, including the first testimony that | ever presented, that | thought we could not
succeed unless we did both of these things, unless we provide taxpayer rights, provide good
service, but also collect the money that is due.

| think thisis a harder job than just looking at one or the other, but it iswhat we are
expected to do. | mean, it isjust like abusiness. Y ou have to keep your customers happy, but
you also have to make a profit.

Mrs. NORTHUP. And | agree. | am thinking of Senator Hatch's earlier question, where
he asked, | think, do you have the tools you need? Y ou talked about the financial tools, but my
guestion is, do you also have the legidative tools that you need? Do you think that the balanceis
there for you, and if not, do you intend to send us legidation to meet the need?

Mr. ROSSOTTI. Let mesay that | think at this point, with respect to the Restructuring
Act, it was avery comprehensive and pervasive act. | have to say, | think we are till learning.
We are learning, redlly, how to make it work. | think, for example, in Section 1204, which is
directly at the heart of your question, how do we measure performance, thiswas at the heart of
some of the problems that were raised at hearings, and even internally in the agency.

Prior to that, the focus was amost entirely on enforcement dollars in terms of the way
performance is measured. | think it is clear at this point it would not be appropriate to return to
that. The question is how to put something positive in its place.

We have developed something that | think iswell- received as positive, which is our
balanced measure system. We have only got six months of experience with really learning how
that works, and | think that we need to get alittle bit more experience with that before we see----

Mrs. NORTHUP. So the answer about legidation s, yes, you think you have the
balance and the tools you need.

Mr. ROSSOTTI. 1 think that we have, asbest as| cantell. There are clearly some
sections that are difficult to administer. | think, as we get alittle bit more experience with them,
if wefeel that there are adjustments that are needed, we would certainly ask for them.

At the moment, | think, though, our job isto try to work with these tools. | do not know
how much time we have to go into it, but certainly some sections of thislaw have proven to be
difficult to administer and have had some either direct administrative or psychological effects.

Obvioudly, I am sure you have heard from employees that Section 1203, which isthe one
that deals with the so-called 10 Deadly Sins, creates a great deal of consternation.

Mrs. NORTHUP. Let mejust follow up, because | see my timeislimited. If there are
things in the law that need to be changed, | asked, and | will just leave it because | want to ask
one more question, if you would be proposing changes.



| aso have heard that you have changed the all-or-nothing requirements of collections,
that it used to be the IRS would negotiate with delinquent taxpayers, people that perhaps have
gone out of business, have lost money, in order to at least recover some.

Mr. ROSSOTTI. Right.

Mrs. NORTHUP. The employees seem to be discouraged by the fact that thereisonly
an all-or-none policy now, and if they cannot collect al, that they are precluded from collecting

ay.

Mr. ROSSOTTI. That isanother one of those conplicated provisions. | mean, actualy,
we are not an al-or-none. We have aprogram called Offer in Compromise, which has actually
been expanded, which deals exactly with the situation you are talking about. It isalittle more
technical. Therewas a particular technique that was used at the IRS for dealing with that
situation which, under the law, has been stopped. But there is another technique which has been
used to replace it.

So there isaway to deal with that, and we think we have got it largely solved, but there
has been some confusion in getting from here to there. | would be glad to come and talk to you
about that.

That has been one of the trickiest provisionsto deal with in the law. There are three or
four of these that are very tricky, and we are working on trying to see how well we can make
them work. | would be more than happy to come visit with you and talk about those.

Mrs. NORTHUP. Or you might submit them for the record.
Mr. ROSSOTTI. Sure.
[ The requested information follows:]

The Offer in Compromise (OIC) program is a collection tool used to resolve outstanding
tax debts when the Internal Revenue Service (IRS) will not be able to collect the tax in
full or when there is doubt as to whether it is owed. The purpose of the OIC program is
to allow certain taxpayers who may be in financial trouble to settle their tax debt for the
maximum amount they can pay.

The OIC Process

Most of the OICs submitted by taxpayers are based on doubt as to collectability.
Taxpayers must submit Form 656, Offer in Compromise, and 433-A, Collection
Information Statement for Individuals, or 433-B Collection Information Statement for
Businesses, for consideration of an OIC. The IRS corresponds with taxpayers or their
representatives to correct omitted items on Forms 656 and/or 433-A or 433-B.



The offer is evaluated to determine if the taxpayer is offering the maximum amount that
he or she can pay after basic living expenses. Internal and external information is used
to verify the taxpayer’s financial statement. Taxpayers may also be required to submit
information to substantiate asset values, expenses, etc. If necessary, the IRS
employee will negotiate an acceptable offer amount.

The final disposition of the offer will be acceptance, rejection, return or withdrawal.

Changes to the OIC Program

The IRS may now legally compromise the tax liability for one of the following reasons:
Doubt as to Liability: Doubt exists that the tax assessment is correct.

Doubt as to Collectability: Doubt exists that the taxpayer could ever pay the full
amount of tax owed.

Effective Tax Administration (ETA): There is no doubt the tax is correct and no
doubt the amount owed could be collected, but an exceptional circumstance

exists that allows the IRS to consider the taxpayers’ offer. To be eligible for the
compromise on this basis, taxpayers must demonstrate the collection of the tax
would create an economic hardship or would be unfair and inequitable. (ETA is
new based on the provisions from RRA 1998 and allows access to taxpayers that
were omitted from the OIC process in the past.)

Taxpayers can now pay the offer amount in three ways:
1. Cash (paid in 90 days or less),
2. Short-term Deferred Payment (more than 90 days, up to 24 months), or

3. Deferred Payment (offers with payment terms over the remaining statutory
period for collecting the tax). With this option, the taxpayer is best able to
settle the tax debt by paying it off over a period of time. It was simplified,
effective January 1, 2000, to provide taxpayers a fixed monthly payment
option.

This new Deferred Payment option will also assist taxpayers and practitioners in
situations where taxpayers are willing to pay their debts, but the maximum
amount they can pay is not sufficient to pay off the full amount of the debt. In this
situation, taxpayers are not eligible for ordinary installment agreements, but they
will be eligible for the new, fixed monthly payment option under the OIC program.
The IRS anticipates that this will not only help taxpayers but will also translate
into increased collections in these situations.



Other changes have also been made recently to enhance the program. These include
all instructions for an OIC and are now contained in the New Form 656 package. This
consolidated package replaces Form 656-A, which appeared as a new, separate form
last year. This means that taxpayers who previously had to fill out two forms — 656 and
656-A — will now just fill out one. Also, Form 656 is now available on the Internet at
www.irs.gov. The IRS now uses OIC specialists to process OICs (facilitates case
processing and timely resolution) and established a quality review system for OIC cases
to provide data for continuous improvement of the OIC process.

Senator GRASSLEY. | thank everybody.

Before you go, | just was going to ask a question, but it has already been twice asked,
once by Representative Northup, and then by Senator Kerrey, about the assault on and lack of
cooperation on what are called the 10 Deadly Sins.

We want to make sure that you report to us according to what Senator Kerrey asked you
to do, and | may have some follow-up on that because | want to make sure that there is not an
attempt out there to sabotage what we wanted to accomplish through our legislation and make it
more egregious, purposely, for the purpose of doing that. So, | want to associate myself with
those questions and tell you of my interest in that area.

Then, one thing that is alittle bit afar from what we are talking about here, but itisin
regard to the efficiency of taxpayer processing. Thisiswhat | heard, that our Treasury
Department is helping the country of Romaniato implement scanners for paper returns, and
apparently we do not even have scanner processing of paper returnsin our own country, and for
the most part we are doing this by hand.

Now, isthat true, that we are trying to bring those reforms to some other country, and
efficiencies, and not to our own?

Mr. ROSSOTTI. | honestly do not have any idea what might be being done in Romania.

Senator GRASSLEY. No. Our Treasury. Our Treasury is advising them. So we are
involved.

Mr. ROSSOTTI. Yes. | donot know what the Treasury program isin that area.

Senator GRASSLEY. All right.

Mr. ROSSOTTI. Itistruethat scannersare not used. Scanning is one particular kind of
technology which the IRS does not use. It isreally quite difficult to use that technology on a

very large scale. Itismuch easier on asmall scale.

One of the programs that was attempted in the earlier days, the prior technology



modernization that did not succeed, was to use some scanning technology for tax returns. That
was abandoned as not successful.

So at the present time, we key in the paper returns as traditionally done, then of course
we use the electronic returns, which are really our main strategy for reducing the burden of
filing.

Thereisapossibility of using scanning technology for certain limited purposes, and we
are studying that as part of our technology modernization program.

Senator GRASSLEY. All right. Thank you very much. We appreciate very much your
cooperation with us.

| will call the second panel now. | have already announced who the second panel is, so |
will not go through any further introduction. Would the panel please come? Unlike
Commissioner Rossotti that we gave 10 minutes to, we have asked this panel to summarize their
statements in 5 minutes each, and then we will go to questioning.

| would like to have Mr. Williams start first, then Mr. Oveson, then Mr. White.

Mr. Williams?

STATEMENT OF HON. DAVID C. WILLIAMS, TREASURY INSPECTOR GENERAL
FOR TAX ADMINISTRATION

Mr. WILLIAMS. Thank you, Mr. Chairman and members of the Joint Review. |
appreciate the opportunity to appear here today to discuss the IRS's progress in implementing the
long-term objectives of the Restructuring and Reform Act of 1998.

While some of the IRS's reforms are complete, several mgjor initiatives are in the early
stages of implementation where risks are high. In this regard, my officeis focusing on programs,
activities, and functions that are at the most vulnerable stages of their devel opment.

It should a'so be noted that the IRS's capacity for change is quickly reaching a saturation
level, particularly when we consider that its many reforms are occurring against a backdrop of
implementing complex tax legislation and processing increasing numbers of tax returns.

Because of the significant role that it plays in carrying out the 1998 reforms, we are
closely monitoring the IRS's progress in modernizing its organization.

A cornerstone of the IRSs restructuring efforts is the initiative to reorganize the agency
into four operating divisions that will have end-to-end responsibility for a defined group of
taxpayers with similar characteristics.



Of these four, the tax-exempt and government entities operating division isthe first to
begin operating under the new structure. The division started operating on December 5, 1999,
and is currently in the adjustment phase.

The other three divisions and support units are in various stages of development with
guestions remaining about how they will be organized. Despite its effort to stay on track, the
IRS is experiencing delays in its computer systems modernization efforts.

The IRS recently reviewed its key systems initiatives and found that about half of the
work products required during the planning phases of these projects had not been compl eted.

Had an effective performance monitoring process been in place, the IRS would have
identified these problems sooner and perhaps taken actions to avoid scaling back and delaying
projects intended to provide improved service to taxpayers in 2001.

Additionally, we have identified weaknesses in security controls over IRS computer
systems. Until these weaknesses are resolved, the IRS systems and taxpayer data are vulnerable
to tampering, loss, and unauthorized use.

Even though the IRS has improved many of the controls, its computer systems are till
vulnerable to threats such as unauthorized use. For example, in the six months ending March 31,
our Strategic Enforcement Division has opened 120 investigations regarding possible violations
of the Taxpayer Browsing Protection Act.

My officeis also involved in investigating allegations of willful acts by IRS employees
involving the taxpayer 10 Deadly Sins specified in Section 1203 of the Restructuring and Reform
Act.

Since passage of the Restructuring and Reform Act, my office has opened 279 of these
investigations. Of these, 159 have been completed and referred to the IRS for action. The IRS
has notified us that 17 employees have been removed or resigned as aresult of the investigations
and IRS's own efforts.

On abroader scale, the IRS's progress in improving customer service and lessening the
burden on taxpayers brings with it new vulnerabilities. The Restructuring and Reform Act
requires that the IRS receive 80 percent of al returns and information electronically by the year
2007.

Asof April 23, the IRS reported that it had received approximately 35 million individual
Federal income tax returns electronically. Thisisan increase of about 20 percent over 1999.
While this improvement is noteworthy, IRS stress tests in the processing system indicate that it
may not have the capacity needed to handle the 80 percent requirement.

By their nature, the current reforms are at a high- risk stage where there islittle
immediate return on the investments. Additionally, some of the declining trends in revenue



collection activities have continued. For example, the IRSsinterna management reports show
that there were only 28 seizures in the first five months of fiscal year 2000, compared to 10,000
in fiscal year 1997.

Furthermore, the IRS's progressis hard to monitor because of weak or incomplete
management information systems, and some reforms are proceeding more sowly than had been
planned.

The computer modernization is particularly worrisome because of the IRS legacy
involving costly and wasteful efforts that have previously been experienced.

| am dedicated to accurate reporting on the process of these reforms and making
recommendations to stakeholders to improve the direction and the pace of the progress. The
agency'sinitiatives, while unfinished, are vital if the IRSisto achieve real reform.

The committee's continued attentiveness to the issues under examination today is critical
to helping the IRS accomplish those objectives.

| would be pleased to respond to any questions at the appropriate time. Thank you.

[The prepared ord and written statements of Mr. Williams follow:]
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Mr. Chairman and Members of the Joint Committees, | appreciate the opportunity
to appear here to discuss the IRS’ progress in implementing the long-term
objectives of the Restructuring and Reform Act of 1998 (RRA 98).

While some of the IRS’ reforms are complete, several major initiatives are in the
early stages of implementation, where the risks are high. In this regard, my office
is focusing on the programs, activities and functions that are at the most
vulnerable stages of their development.

It should also be noted that the IRS’ capacity for change is quickly reaching a
saturation level. Particularly, when we consider that its many reforms are
occurring against a backdrop of implementing complex tax legislation and
processing increasing numbers of tax returns.

Because of the significant role it plays in carrying out the RRA 98 reforms, we are
closely monitoring the IRS’ progress in modernizing its organization. A
cornerstone of the IRS' restructuring efforts is the initiative to reorganize the
agency into four operating divisions that will have end-to-end responsibility for a
defined group of taxpayers with similar characteristics. Of these four, the Tax
Exempt and Government Entities Operating Division is the first to begin operating
under the new structure. This Division started operating on December 5, 1999,
and is currently in the adjustment phase. The other three divisions and support
units are in various stages of development, with questions remaining about how
they will be organized.

Despite its efforts to stay on track, the IRS is experiencing delays in its computer
systems modernization efforts. The IRS recently reviewed its key systems
initiatives and found that about half of the work products required during the
planning phases of these projects had not been completed. Had an effective
performance monitoring process been in place, the IRS would have identified
these problems sooner and perhaps taken actions to avoid scaling back and
delaying projects intended to provide improved service to taxpayers in 2001.

Additionally, we have identified weaknesses in security controls over the IRS’
computer systems. Until these weaknesses are resolved, the IRS’ systems and
taxpayer data are vuinerable to tampering, loss or unauthorized use. Even
though the IRS has improved many of the controls, its computer systems are still
vulnerable to threats such as unauthorized use. For example, in the six months
ending March 31, 2000, our Strategic Enforcement Division opened 120
investigations regarding possible violations of the Taxpayer Browsing Protection
Act of 1997.

My office is also involved in investigating allegations of wiliful acts by IRS
employees involving “the 10 deadly sins” specified in Section 1203 of RRA 98.
Since passage of RRA 98, my office opened 279 of these investigations. We
have referred 159 of these completed investigations to the IRS for action. The
IRS has notified us that 17 employees have been removed or resigned as a
result of the investigations and IRS’ own efforts.

1



On a broader scale, the IRS’ progress in improving customer service and
lessening the burden on the taxpayer brings with it new vulnerabilities. The RRA
98 requires the IRS to receive 80 percent of all tax returns and information
electronically by the year 2007. As of April 23, 2000, the IRS reported that it had
received approximately 35 million individual federal income tax returns
electronically. This is an increase of about 20 percent over 1999. While this
improvement is noteworthy, IRS’ stress tests of the processing system indicate
that it may not have the capacity needed to handle the 80 percent requirement.

By their nature, the current reforms are at a high-risk stage, where there is little
immediate return on the new investments. Additionally, some of the declining
trends in revenue collection activities have continued. For example, the IRS'
internal management reports show that there were only 28 seizures during the
first five months of Fiscal Year 2000, compared to more than 10,000 in Fiscal
Year 1997.

Furthermore, the IRS’ progress is hard to monitor because of weak or incomplete
management information systems, and some reforms are proceeding more
slowly than planned. The computer modernization is particularly worrisome
because of the IRS legacy involving the costly and wasteful efforts previously
experienced.

| am dedicated to accurate reporting on the progress of these reforms and
making recommendations to stakeholders to improve the direction and pace of
progress. The agency’s initiatives, while unfinished, are vital if the IRS is to
achieve real reform. The Committees’ continued attentiveness to the issues
under examination today is critical to helping the IRS accomplish those
objectives.

| would be pleased to respond to your questions at the appropriate time.
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Mr. Chairman and Members of the Committees, | appreciate the opportunity to appear
before you today to discuss the progress the Internal Revenue Service (IRS) has made
in implementing the Restructuring and Reform Act of 1998 (RRA 98). In July of this
year, we will be observing the second anniversary of the RRA 98.

During these past two years, the IRS has undertaken a complex and multifaceted
approach to restructuring the way it conducts business. As an example, the IRS has
been transforming itself so that it will operate better and serve its customers more
efficiently. In this regard, the IRS has changed its mission statement to more clearly
address its role in helping taxpayers meet their legal obligations.

Some of the positive results the IRS is achieving can be seen in the outcomes of the
recent filing season. By April 23, 2000, the IRS reported that it had processed 83.1
million tax returns, which is 3.2 million more than the same period last year. The IRS
also reported that it had certified over 73 million refunds, which is an increase of 2.9
percent over the 1999 filing season. For Fiscal Year 2000, the IRS estimates it will
collect more than $1.9 trillion in revenue, which is an increase of one percent over
Fiscal Year 1999. However, there are still some challenges facing the IRS in reversing
some of its declining trends in collection activities. For example, during the first 5
months of Fiscal Year 2000, the IRS had only conducted 28 seizures, compared to
10,000 in Fiscal Year 1997.

While some of the agency'’s efforts are complete, several major reforms are in the early
high-risk stages of implementation. Full implementation of the RRA 98 provisions
should result in enhanced taxpayer protection and rights, as well as organizational
changes intended to achieve a more efficient and responsive agency. As we monitor
the progress that the IRS is making, the Treasury Inspector General for Tax
Administration (TIGTA) is focusing on those programs, activities and functions that are
subject to the highest risk.

The IRS Restructuring and Reform Act of 1998

The Office of Inspector General was created to replace the IRS Inspection Service.
This transition was successfully completed in January 1999. Since that time, TIGTA
has been dedicated to ensuring that IRS employees treat taxpayers with the highest
degree of integrity and fairness so as to maintain trust in our tax administration system.
To better accomplish our mission, we immediately abolished the regional structure of
our predecessor organization, which eliminated an unnecessary and remote layer of
management. We reorganized the Office of Investigations into direct report field offices,
and we have assumed comprehensive responsibility for investigating internal
misconduct cases. The Office of Audit also reorganized into specialized issue areas
that parallel the new IRS business unit structure. In addition, we created an Office of
Investigations’



Strategic Enforcement Division (SED) to meet threats of computer crimes against the
IRS, and to ensure that these irregularities are prosecuted to the fullest extent of the
criminal and civil law.

In carrying out our new statutory responsibilities, TIGTA has issued 10 reports in
response to specific requirements for evaluating the IRS’ compliance with key RRA 98
provisions. We evaluated the IRS’ compliance with these provisions, starting from their
effective dates. We concluded that, although the IRS has made some progress in
implementing the RRA 98, the requirements addressing taxpayer protection and rights
issues had not been successfully implemented.

At a Senate Finance Committee hearing on February 2, 2000, | reported that:

The IRS identified approximately 525 violations of the prohibition against using
records of tax enforcement results to evaluate employees during its first independent
reviews and quarterly certifications. TIGTA identified an additional 96 violations
where IRS management used tax enforcement results to evaluate employees, or
imposed or suggested employee production quotas or goals (e.g., evaluations
contained references to fraud referrals, dollars assessed or collected, or case
closures).

The IRS did not consistently implement federal tax lien provisions. Thirty-three
percent of the cases TIGTA reviewed involved potential violations of legislative or
procedural requirements. For example, taxpayers were not given the full 30
calendar days to request a hearing, or sufficient documentation was not retained to
prove that lien notices were sent to taxpayers, or that they were sent timely.

The IRS did not always follow all legal and internal guidelines when conducting
seizures. Thirty-six percent of the 92 taxpayer seizure cases reviewed did not follow
all legal and internal guidelines, including business property that was seized without
obtaining the required approvals, or taxpayers who were not personally warned
before the seizure occurred.

The IRS had not fully implemented new procedures to notify taxpayers before taking
funds for payment. Thirty-two percent of the 284 taxpayer accounts reviewed did
not follow legal provisions in that taxpayers were not notified of the IRS’ intent to levy
or of their appeal rights before levies were issued.

In our Fiscal Year 2000 audits, TIGTA is following up on the IRS’ corrective actions for
most of the previously reported problem areas. In addition, we are reviewing one new
provision, Assessment Statute Extensions, that became effective January 1, 2000. We
are conducting, too, an audit related to one of the RRA 98 provisions to determine the
effectiveness of the IRS’ actions for identifying and reporting potential Fair Debt
Collection Practices Act violations.



The IRS has completed some of its corrective actions in response to our
recommendations in the prior report. The early analyses of our Fiscal Year 2000 audits
indicate that the IRS has significantly improved its compliance with two of the RRA 98
provisions, as follows:

All 35 seizures conducted by the IRS from May 1 to September 30, 1999 were in
accordance with legal seizure provisions and agency guidelines. We identified
significant improvement in the way the IRS conducted seizures and disposed of
properties compared to our prior review. For example, all of the seizures were
reviewed and approved by the Collection Division Chief (third level of management
in the district). In addition, the IRS implemented a pre-seizure checklist in April 1999
to assist employees in meeting legal and internal guidelines. All 23 seizures
approved after that date had a completed checklist in the file. While the IRS has
improved its procedures, the continued reduction in the number of seizures raises
guestions about potential problems with the sufficiency of the IRS’ collection efforts.
The IRS has significantly improved its compliance with legal and internal guidelines
to notify taxpayers of their rights at least 30 days before levies are issued. We
believe these improvements are the result of several enhancements to computer
systems and the implementation of new procedures to ensure legal requirements
are met when issuing levies. For example, a national computer change was made in
April 1999 to systemically prevent district office employees from issuing levies before
the 30-day period has ended. Another national computer change, made in June
1999, systemically prevents Customer Service computers from automatically
generating levies on past due accounts.

We will not be able to determine the IRS’ compliance with three of the RRA 98
provisions--Direct Contacts with Taxpayers and their Representatives, Joint Filer
Requests, and Taxpayer Complaint Processing--because the IRS does not have
management information systems that specifically track these activities. Accordingly,
our Fiscal Year 2000 audits of these areas will be limited to the IRS’ internal procedural
changes to correct some of the previously identified problems.

In addition to our audit responsibilities, the RRA 98 charges TIGTA with investigating
Section 1203 violations. Section 1203 provides that the IRS Commissioner shall
terminate the employment of any IRS employee found guilty of misconduct as defined
by ten acts or omissions. This firm approach to employee discipline caused some
confusion and consternation among IRS employees. There were rumors that
thousands of investigations were opened and employees would be terminated for
unintentional errors. Because of this, we participated in IRS briefings in Chicago, lllinois
and Washington, DC to help ensure that IRS managers have an accurate

understanding of the Section 1203 requirements they convey to their staffs. The
presentations focused on the following results of our experience to date.

The majority of Section 1203 allegations we received claimed that an IRS employee
violated a provision of the Internal Revenue Manual or the Internal Revenue Code in



order to retaliate against or harass someone. The second largest type of allegation we
received involved civil rights violations, including EEO violations. These are followed by
allegations of willful destruction of documents and understatement of federal tax liability.

Since passage of the RRA 98, TIGTA has received 683 allegations involving Section
1203 violations. These allegations resulted in 279 investigations by TIGTA. We have
closed or referred 159 investigations to the IRS. The IRS has notified us that 17
employees have been removed or resigned as a result of TIGTA and IRS investigations.
Ten investigations by TIGTA resulted in a

lesser discipline. IRS management is emphasizing to its employees that disciplinary
action will not be imposed on those employees who make honest mistakes.

Strateqgic Planning

The IRS developed a Balanced Measurement System as part of its effort to modernize
and to reflect the agency’s priorities. This approach to measurement is intended to help
shift the focus of employees and the agency away from achieving specific production
targets or numbers to achieving the overall mission and strategic goals of the IRS.
While these changes are in response to the RRA 98, they are also related to the
implementation requirements of the Government Performance and Results Act of 1993
(GPRA).

TIGTA previously reported to the Commissioner that the IRS’ strategic plan
demonstrated progress. However, the plan did not explain how performance measures
and strategic goals relate to each other, did not address external factors that impact its
mission and goals, and did not describe program and system evaluations. TIGTA
recommended, and the agency agreed, to designate an office responsible for oversight
and coordination of GPRA implementation activities throughout the IRS.

The IRS’ first Annual Program Performance Report was recently submitted with its
Fiscal Year 2001 Congressional Justification. A TIGTA audit of the Annual Program
Performance Report found that the IRS’ processes used to generate the report did not
provide adequate time for management to assemble and analyze the data for the report
or to ensure that the report clearly assessed program goals. Additionally, we reported
that the IRS needs to develop a process for ensuring that data are verified and validated
before being reported. This problem may be resolved when the IRS implements its plan
to establish an office with the responsibility to oversee the verification and validation of
data included in future Annual Program Performance Reports.



Modernization of the Agency

Commissioner Rossaotti first introduced the concept of modernizing the IRS in January
1998. A cornerstone of his initiative was to organize the IRS into four operating
divisions. Each operating division will have end-to-end responsibility for a defined group
of taxpayers with similar characteristics. The four operating divisions are:

Tax Exempt and Government Entities Operating Division
Large and Mid-Size Business Operating Division

Wage and Investment Operating Division

Small Business and Self-Employed Operating Division

The Tax Exempt and Government Entities Operating Division is the first and only
Division to stand up.1 This Division has been standing up since December 5, 1999, and
is currently in the adjustment phase of its modernization efforts. During the adjustment
phase, the Division will be formulating plans to meet and discuss issues concerning
changes in conditions of employment with the National Treasury Employees Union
(NTEU).

The Large and Mid-Size Business Operating Division is now scheduled to stand up in
June 2000. The Division is currently in the establishment phase, and the NTEU will be
provided with an advanced copy of a placement notice. IRS employees will also be
given the opportunity to request a review of the placement notice. The Division will be
in the establishment phase for at least 90 days.

The remaining two Divisions are scheduled to stand up in October 2000. The
Commissioner is expected to approve the Divisions’ design packages in May 2000.
After approval by the Commissioner, the Divisions will begin the establishment phase of
their modernization efforts.

Additionally, the following nine functional divisions will provide support to the four
operating divisions:

Taxpayer Advocate

Customer Service/Submissions Processing
Information Systems

Appeals

Communications and Liaison

Agency Wide Shared Services

Criminal Investigation

Chief Counsel

1 Standing Up: The establishment of anew organization with at least the minimum requirements of opereting,
including afinance office, separate budget, key management positions filled, temporary solutions to problems,
personne actions for realignment completed, and necessary business authoritiesin place.



National Office Headquarters

Only three of the nine functional divisions--Taxpayer Advocate, Information Systems
and Customer Service/Submissions Processing--have stood up and are in the
adjustment phase. Two divisions--Communications and Liaison and Agency Wide
Shared Services--are in the establishment phase and should stand up in either the early
summer or fall of 2000. The remaining four divisions are in the design phase.

Computer Systems Modernization

Key IRS goals, such as receiving 80 percent of tax returns electronically by the Year
2007 and significantly improving service levels in answering taxpayers’ questions, are
contingent on the development of new technology. For more than a decade, the IRS
has been attempting to modernize its outdated, paper-intensive tax processing systems.
During that period, the IRS spent over

$3 billion with minimal improvement, despite intense scrutiny from the Congress. The
IRS is now in the early stages of a new effort to modernize its systems and is employing
contractors to assist in this effort at an estimated cost of over $5 billion.

Previous General Accounting Office audits of computer systems modernization
initiatives identified serious management and technical weaknesses. A recent TIGTA
audit indicated that the IRS has made progress in correcting the organizational
weaknesses of past systems modernization efforts by ensuring that top level IRS
executives, including the Commissioner, are heavily involved in the modernization
initiative. These executives have recognized the need to build systems modernization
program management disciplines, risk management processes and quality assurance
policies and procedures.

While the involvement of top management is noteworthy and is essential to the success
of systems modernization, the IRS stumbled out of the starting blocks in executing the
early phases of the effort. A recent IRS review of key systems modernization initiatives
found that as many as 68 percent of the work products required during the planning
phases of these projects had not been completed. One of the primary reasons these
problems were not identified earlier is the lack of a stable program management
organization to oversee the modernization initiative. For example:

Key processes for managing the risks in the modernization effort and monitoring the
performance of the contractor need to be improved.

Roles and responsibilities inside the program management organization and
between the IRS and the contractor are not clearly defined.

Program management2 staffing needs have not been determined.

2 Program management is the coordinated support, planning, prioritizing and monitoring of a portfolio of projectsto
achieve the objectives of systems modernization.



These growing pains were a primary cause of the IRS’ decision to scale back or delay
delivery of several modernization initiatives originally slated to provide improved service
to taxpayers by the 2001 tax filing season. These first projects were intended to
improve communications with taxpayers by centralizing IRS’ nationwide call
screening/routing for selected toll-free numbers, providing telephone and Internet
automated self-service applications, and providing upgraded electronic filing and
research technology. However, the IRS still believes it is on track to deliver some of the
scaled-back systems enhancements in 2001 that will improve responsiveness to
taxpayers, such as increasing the capacity for handling and routing incoming telephone
calls. Examples of initiatives that have been delayed include:

A telephone application that would allow taxpayers to determine whether their tax
returns have been received.

An Internet application that would allow taxpayers to determine the status of their
refunds.

An application that would provide taxpayers electronic access to their tax account
information.

These problems could have been identified much sooner and corrective actions taken
without the delays the projects are now facing if an effective performance monitoring
process had been in place. If the IRS does not address these issues soon, there is a
risk that the planned systems enhancements for 2001 may not be delivered on time.

Some of the actions the IRS has underway to address these problems include:

A proposed organizational structure to oversee systems modernization with
associated roles and responsibilities.

A redefined relationship between the IRS and the contractor to build in more
accountability.

A draft listing of reporting requirements for modernization projects.

A request that the contractor develop a “get well” plan to deliver needed
performance monitoring information.

A plan to implement systems modernization program-wide and project level risk
management policies and procedures.

An identification and evaluation of the top risks to systems modernization.

The IRS is beginning to make progress toward implementing an effective systems
modernization management approach. However, significant risks need to be addressed
to ensure that the IRS overcomes the management and technical weaknesses that
plagued its prior efforts for more than a decade.

Another significant initiative involves the system used for receiving electronic tax
returns. The RRA 98 requires that the IRS receive 80 percent of all tax returns
electronically by the Year 2007. As of April 23, 2000, the IRS reported receiving



approximately 35 million electronic income tax returns, which represents 30 percent of
all individual federal tax returns filed. The electronic filing system had sufficient
telecommunications capacity to receive and store the expected tax return volumes this
year. However, a TIGTA audit of the system showed that the IRS needs a performance
and capacity management plan to determine whether the system is capable of handling
80 percent of all transactions electronically. The IRS completed stress tests in late
1999 that indicated the system might not have the capacity needed for these higher
volumes.

Computer Security

Progress has been made in bolstering computer security at the IRS, but further
improvements are needed. The IRS has conducted comprehensive security reviews of
its major facilities and has significantly reduced the number of security weaknesses
previously identified by the General Accounting Office. These efforts should help
reduce the risk of unauthorized access to sensitive taxpayer information and/or
destruction of major IRS systems and data.

However, recent TIGTA audits and investigations have identified additional weaknesses
in security controls over the IRS’ computer facilities, networks and systems, including:

Most IRS systems containing sensitive taxpayer information were not certified as
having adequate security controls. This has been an issue for years that has not
been resolved.

The IRS does not effectively use audit trails to detect unauthorized access or abuse
of taxpayer data, except for the Integrated Data Retrieval System.

The IRS needs to improve its program for computer virus prevention and detection.
The IRS needs to develop plans and increase the resources available to more
effectively recover from disasters or failures at its facilities. This issue has been
reported to the IRS before, but adequate actions have not been taken.
Approximately 35 million electronically filed individual federal income tax returns are
grouped and transmitted in batches from third parties over public telephone and data
communications lines without being encrypted.

The IRS has not developed overall policies and guidance for securing its local area
networks and related telecommunications processes.

The IRS needs to do more to protect its critical infrastructure by defining which of its
systems are critical to its operation, and taking actions to reduce vulnerabilities to
disruptions in service.

Striking an appropriate balance between maintaining systems’ security and conducting
day-to-day operations is not simple. In some cases, adding security controls may slow
systems down and result in less timely service to taxpayers. However, until these
weaknesses are resolved, IRS systems and taxpayer data are vulnerable to tampering,
loss or unauthorized disclosure. We believe the IRS should strengthen security in its



existing computer systems, networks and facilities and ensure that adequate controls
are built into new systems before they are rolled out.

To address computer issues, TIGTA has developed a computer security program to
investigate improper internal and external access to IRS computers. TIGTA’s SED is
responsible for developing an aggressive program to investigate any attempts to
interfere with the operation and security of the IRS’ computer systems. In the six
months ending March 31, 2000, our SED opened 120 investigations regarding possible
violations of the Taxpayer Browsing Protection Act of 1997.

The SED’s operation is a collaborative effort between the IRS and TIGTA involving the
use of computer technology and computer matching to identify criminal violations,
secure evidence, and detect and prevent improper accesses. This group focuses on
the threat posed by IRS employee misconduct as it relates to misuse of taxpayer
information. The group is also responsible for identifying and investigating internal and
external unauthorized electronic accesses to federal taxpayer records.

The SED also maintains computer research and reference equipment and assesses
technical threats to the integrity of the IRS computer network. The Division conducts
proactive security testing to ensure that adequate safeguards are in place to defend
against newly identified network vulnerabilities, as well as newly disseminated hacker
tools found throughout the Internet. Our work transcends tax administration as we
disseminate threat advisories beyond the IRS to the Department of the Treasury and to
a number of other federal agencies.

Conclusion

Improvements emanating from the IRS’ current reform efforts will not be immediately
apparent. The full impact of the reforms may only be recognizable once the RRA 98
has been completely implemented and managers and employees have embraced
cultural changes. However, | do believe that the

current approach, while daunting, is the right one. Past efforts at reform have been
ineffective and focused on symptoms and surface issues, rather than on the ailments
that have plagued this agency.

Instances of faltering speed and misdirection for the RRA 98 reforms dictate that the
IRS and its stakeholders need to closely monitor the outcomes. All participants in these
reforms need to maintain a determination that this time they are committed to making
long-term improvements in the IRS. It will be a while before the American public can
readily identify the benefits of these reforms, but the initiative is vital if we are to provide
the quality service that taxpayers should expect and are entitled to from their
government.



Senator GRASSLEY. Mr. Oveson? Isthat right?
Mr. OVESON. Yes,itis.

STATEMENT OF W. VAL OVESON, NATIONAL TAXPAYER ADVOCATE,
INTERNAL REVENUE SERVICE

Mr. OVESON. Thank you, Mr. Chairman and distinguished members of the Joint
Review. Thank you for inviting me to testify before you today. | have now served as the
Nationa Taxpayer Advocate for 20 months and have implemented the provisions within the
Restructuring and Reform Act for the Taxpayer Advocate Service.

| have worked with the old organization and experienced the changes, challenges, and
opportunities with the restructuring. | firmly believe that the restructuring will provide taxpayers
the opportunity to have their problems with the IRS resolved faster and more completely.

The Restructuring and Reform Act amended the Tax Code, creating my position and
strengthening the independence of the office. In the spirit of thislegidation, we restructured the
organization, we revised our mission statement, and we renamed the organi zation the Taxpayer
Advocate Service. | am pleased to report that we officially transitioned as a modernized
organization within the IRS on March 12 of this year.

The Taxpayer Advocate Service continues to be a geographically-based organization.
Every State now has at least one taxpayer advocate who works to resolve taxpayer problems with
the IRSon alocal basis.

Between October 1 of last year and April 21 of thisyear, we dealt with 127,000 taxpayer
cases. During fiscal year 1999, we worked with more than 292,000 taxpayers to resolve their
issues, and 93,000 of those met the expanded hardship criteria as called for in the Restructuring
and Reform Act.

We also identify, recommend, and monitor systemic changes designed to benefit
taxpayers. In this process, we a so seek the input from stakeholder groups as we identify the
administrative and |egidative changes and recommendations that we make, many of them to you.

In my last report | included several recommendations related to penalty and interest. |
also proposed that you give the IRS the authority to correct errors in a comprehensive manner,
which they do not have today, amazingly enough. | am pleased that some of these provisions are
included in the proposed Taxpayer Bill of Rights 2000.

The IRS faces many challengesin the years ahead; implementing the modernization is
one of the biggest. Four other issues deserve attention and mention today.



Firgt, | have stated before that Congress had liberated the IRS from the philosophy of
maximizing revenue.

That philosophy is epitomized by the phrase "protecting the interests of the government,”
which you hear all thetimein tax administration. | asserted that the new mission of the IRS was
to balance the interests of the taxpayer with the interests of the government.

It isimperative that we stay the course so that the changes that have been undertaken take
root and become a part of the IRS culture, and it will take some time for that to happen.

Second, the IRS must be able to communicate with taxpayers regarding their account
activity, as any financia institution would be required to do. This means that toll-free telephone
service must be expanded. The IRS must dedicate the resources necessary to answer the phones.

There have been substantial improvements made during the last year, as mentioned
before during this hearing, but still the IRS is not meeting the standards demanded by the public.
The IRS budget request is the first step in addressing the need to improve taxpayer service.

Third, the handling of innocent spouse cases must be improved. The new statute
expanded the relief available to taxpayers, who are filing these claimsin large numbers, and the
IRS faces amajor challenge in properly staffing the program, reducing the processing times, and
ensuring that al levels of the organization internalize the philosophical shift that is embodied by
the new law.

Fourth, the Offer and Compromise program must be improved. The IRS has new
authority to compromise cases. Again, the challenge isto adequately staff the program to deal
with the increased volume and to ensure that the spirit, as well as the letter of that statute, is
followed.

Thank you very much for inviting me to be with you today. | am confident that, with the
sustained commitment of al of us, we can provide better service and greater equity to Americas
taxpayers. Thank you.

Senator GRASSLEY. Before Mr. White begins, just acomment. Not on anything you
said now, but the extent to which we worked very hard in the IRS Commission to make sure that
there was considerable independence for your office. | do not know to what extent that is being
carried out. | hope fully, and | hope you will fight for that independence.

If there is anybody above you that makes a decision on the amount of that independence,
| hope they take into consideration at least the spirit of the law, which is independence, and there
ought to be considerable deference to that independence. In fact, there ought to be some sort of
caution to make sure that we lean over backwards to maintain that independence.

[ The prepared statement of Mr. Oveson follows:
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Mr. Chairman and distinguished members of the Committee: |

Thank you for inviting me to testify before the Joint Committee on Taxation
regarding the restructuring of the Taxpayer Advocate Service. | have served as the
National Taxpayer Advocate since September of 1998. During this time, | have seen
the old Taxpayer Advocate organization and have experienced the challenges and
opportunities presented by the restructuring. | firmly believe that the restructuring will
provide taxpayers the opportunity to have their problems with the IRS resolved faster
and more completely through Taxpayer Advocates across the country who are better

positioned, better-trained and more focused.

Implementing the Internal Revenue Service Restructuring and Reform Act of 1998
The Intemal Revenue Service Restructuring and Reform Act of 1998 (RRA '98)

amended Intemal Revenue Code sections 7803 and 7811, creating the position of the
National Taxpayer Advocate and strengthening the Taxpayer Advocate organization by
making it independent within the IRS. In the spirit of the legislation and the IRS’
modenmization, we restructured the Advocate Organization, revised our mission and

renamed the organization the Taxpayer Advocate Service. | am pleased to report that



the Taxpayer Advocate Service officially transitioned as a modemized organization on
March 12, 2000.

Unlike most of the Service, the Taxpayer Advocate Service continues to be a
geographically based organization (see attached map and organizational chart). We
have a National Office component to handle our budget, technology, human resources,
communications and equal employment opportunity, as well as a small staff that
coordinates casework with the field. Our field organization consists of nine Area
Taxpayer Advocate Directors, seven of whom oversee casework by Local Taxpayer
Advocates in assigned territories and two of whom oversee casework from Service
Center Advocafes. Our field organization also includes two Operating Division
Taxpayer Advocates, who are responsible for our advocacy efforts. Both the Area
Taxpayer Advocate Directors and the Operating Division Taxpayer Advocates report
directly to the Deputy National Taxpayer Advocate and me. Seventy-four Local
Taxpayer Advocates report to the Area Taxpayer Advocate Directors and are
responsible for handling taxpayer cases at the local level.

Implementing our new organization had a profound impact on Taxpayer
Advocates. In the past, most of the Problem Resolution staff received program direction
from the Taxpayer Advocate but reported to the local District or Service Center Director.
As called for in RRA ‘98, we created an entirely new reporting structure and using a
competitive selection process, hired taxpayer advocate staff to implement an
independent organization. Through this process, we hired employees on a full-time
basis where under the Problem Resolution Program (PRP) most worked only part time

on the PRP casework. Our new positions called for cross-functional expertise and,



frequently, resulted in higher grade levels for employees.. Unfortunately, the human
resource rules and regulations wouid not allow us simply to reassign people to our new
organization in these situations. We are interviewing and selecting staff to fill
approximately 2300 positions.

- We selected our top-level management team in June of 1999 and together we
drafted our new mission and vision statements. Our mission “We help taxpayers
resolve problems with the IRS and recommend changes to prevent the problems”
reflects our commitment to deliver service to each taxpayer through our casework and
to every taxpayer through outreach, systemic analysis and advocating program
changes.

Once the top-management team was in place, we hired Local Taxpayer
Advocates and filled other management positions in July of 1999. Every state now has
at least one Local Taxpayer Advocate to manage local Taxpayer Advocate casework.
The Taxpayer Advocate Service is structured around geographical areas rather than
taxpayer segments like the rest of the Service. Taxpayer Advocates will handle all
categories of taxpayer issues, irrespective of the subject matter, in their assigned
territories. Thus, all taxpayers in a speéiﬁc locality will go to the same advocate office,
whether a taxpayer is a small business, a large corporation, a wage earner, or a
govemment entity.

We also hired analysts who are assigned to and remotely managed by Operating
Division Taxpayer Advocates. They will work on issues that affect a large segment of
taxpayers or that recur with some frequency. Depending on the nature of the problem

presented, the Operating Division Taxpayer Advocates will recommend either



administrative solutions to the Service or legislative solutions to the Congress through
the Annual Report.

We have hired approximately 70 percent of our staff and plan to be fully staffed in
June of 2000. The process was exhausting. We piloted many new and innovative
approaches during the hiring process. For example, we centralized employee
application receipt and processing and we utilized an automated ranking process for our
casework vacancies. Many employees were concérned that they had to apply for
positions and others were unhappy with the apblication process. We worked closely
with the National Treasury Employees Union throughout this process to ensure that
employee concems were addressed and we thank them for all their help and support.

However, the recruitment process resulted in several benefits. Those hired into
the new organization made a decision to join the Taxpayer Advocate Service and to
work in this challenging and important field. They also have a new commitment to our
mission. We were able to refresh the organization with the perspective of many new
employees with multi-functional experience. We also have new upgraded positions, a
new case processing guide and training for our new skill requirements. This has been a
year of incredible challenge and change but | am confident that we are better positioﬁed

to provide the assistance to taxpayers called for in RRA 98.

Current Activities

1. Casework
Between October 1, 1999 and April 21, 2000 Taxpayer Advocates closed

126,874 cases. During fiscal year 1999, Taxpayer Advocates worked on 292,843 cases
of which 92,852 met the expanded hardship criteria defined in RRA ‘98 Section 1102,

(amending Section 7811 of the Internal Revenue Code). We also worked on 199,991



other cases where taxpayers were seeking assistance. The expanded hardship criteria
caused us to change the way we classify cases and resulted in nearly a threefold
increase in hardship criteria cases and a decrease in the old Problem Resolution cases
of 81,704 from the previous fiscal year. The expansion of the hardship criteria was so
dramatic, that we collapsed the traditional problem resolution critetia into the statutorily
based, hardship criteria. This made it easier for the taxpayers and the IRS staff to
understand the types of cases that qualify for Taxpayer Advocate assistance.

RRA ’98 expanded the authority of the National Taxpayer Advocate to issue
Taxpayer Assistance Orders when the taxpayer is suffering or is about to suffer a
significant hardship as a result of the manner in which the tax laws are being
administered. We work with front-line IRS employees in an effort to resolve taxpayer
problems, and knowing that the Taxpayer Advocate has.the authority to issue a
Taxpayer Assistance Order is usually enough to convince a functional IRS employee to
work with the taxpayer to resolve the issue. The functions can appeal a Taxpayer
Assistance Order, and we encourage them to do so, if they are convinced that the
action they proposed appropriately balanced the interests of the Government with the
rights of the taxpayer. So far this fiscal year, we have issued three Taxpayer
Assistance Orders. During Fiscal Year 1999, we issued five.

2. Systemic Change

Taxpayer Advocates analyze the major issues reported on cases and look for
systemic problems. As a result of this analysis, they identify proposals to improve
service and reduce taxpayer burden. Many of these proposals result in changes to
processes and procedures. For example, we worked with IRS Operations to delay the

implementation of some of the processing changes related to secondary social security



numbers. If the name reported to IRS did not match the name reported to the Social
Security Administration, refunds were delayed. Most frequently, this mismatch occurred
when a married taxpayer did not report a name change to both IRS and Social Security.
By negotiating a change to the implementation date, we prevented refund delays and
communications frustrations for thousands of taxpayers.

In addition, Taxpayer Advocates and a variety of internal and external
stakeholders routinely identify situations where current law may prevent the resolution
of taxpayer problems. We carefully evaluate all suggestions and include legislative'
proposals in the annual report that are designed to reduce complexity for taxpayers or
to increase the ability of IRS to provide relief. In the Fiscal Year 1999 report, | included
several recommendations related to penalty and interest provisions that provided
clarification on interest accrual, provided IRS more ability to abate interest or waive
penalties, and simplified penalty administration. | also submitted a proposal that would
allow IRS to correct its errors in taxpayer cases and thus provide relief to taxpayers that
is now prevented by law in many cases. | am pleased to report that some of these
provisions are included in the proposed Taxpayer Bill of Rights 2000.

The Deputy National Taxpayer Advocate chairs the Taxpayer Equity Committee.
IRS employees from various functions and locations are members of this group. Their
role is to identify processes and procedures that contribute to taxpayer burden and
recommend solutions that will improve IRS service and responsiveness to taxpayers.
Members of this committee provide a valuable service to taxpayers because they are in
an excellent position to influence changes to IRS operations. The Taxpayer Equity

Committee is in transition this year as the new Operating Divisions are being



established. Committee members are working together to ensure that we continue to
provide the service even though the structure and make-up of the Taxpayer Equity
Committee may change. B

In addition to supporting systemic change efforts within the Taxpayer Advocate
Service and the IRS, we support the Citizen Advocacy Panels. The panels were
created as part of the effort to reinveht the IRS and they provide a public forum for
independent citizen input. Four panels are established in the Brooklyn, South Fiorida,
Midwest and Pacific Northwest Districts. We are working closely with these panels as
they identify areas for improvement and champion their recommendations within the
IRS. One of the panels advocated a proposal to include an information sharing
provision with a check box on the Form 1040 and IRS is implementing the suggestion.
This recommendation will greatly improve the ability of practitioners to communicate
with the IRS and to resolve taxpayer problems more timely. The decision to establish
more panels will be made after an evaluation of the original four panels is conducted
later this year.
Challenges Facing the Taxpayer Advocate Service

In an effort to create a participative management structure for the new Taxpayer
Advocate Service, | established the Advocate Policy Board. Top-level managers are on
the board and they develop operating policies and procedures consistent with our
mission statement to carry out the activities of assisting taxpayers.

Most recently, the Advocate Policy Board drafted a strategic plan for the
Taxpayer Advocate Service. The plan is guided by our mission and results will be

monitored using our balance measures. One challenge we face is that we must not

only deliver on our own objectives, but also work to influence the objectives of the new
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Operating Divisions. We must establish an effective partnership with the new IRS
Operating Divisions and ensure that actions necessary to correct the problems
taxpayers face are incorporated into strategic plans and budgets.

The new Taxpayer Advocate Service is designed to help taxpayers in fWo ways:
1) In those cases where errors and mistakes have been madé and the taxpayer is
having trouble getting them fixed, we will analyze the situation and take whatever action
is needed to resoive the problem. Usually there is no disagreement by the IRS or the
taxpayer as to what needs to be done. Our job is to make sure the problem is resolved.
- Our authority to deal with this type of case comes through the Commissioner.

2) In the more complex cases, we have the statutory authority of the Taxpayer
Assistance Order (TAO). Armed with the ability to issue the TAO, we uéually are able to
negotiate an acceptable solution with the IRS. If an acceptable solution can not be
reached, we will use the TAO to order the IRS to take the action we feel is legal and
appropriate under the circumstances.

We are in the process of matching our new organizational design with the
authority we have from the Commissioner and the legislative authority we have with the
TAO. | am confident that we will find the right combination to efficiently serve the
taxpayers. We will monitor the situation closely and, if required, make adjustments
along the way. |

We have also had discussions about TAO’s and how such an order could be
appealed through the organizatio'n. Ultimately, the statutes are clear that only the
Commissioner, the Deputy Commissioner or the National Taxpayer Advocate have the

authority to modify or rescind a TAO issued in the field by a local Taxpayer Advocate.



We have had a high-level task force working on this and related issues. | am confident
that the results of the task force will strengthen our ability to assist taxpayers by
clarifying the use of the TAO and making it a more efficient tool.

Regardless of authority, Taxpayer Advocates can only provide assistance when
| the law permits, and there are many areas where the law prevents us from helping
taxpayers. In some circumstances, we identify legislative proposals for you to consider
in our Annual Report. We also recognize that some taxpayers do not want to pay tax or
are requesting us to take actions that may be legal but we feel are inappropriate under

the circumstances. We are not providing assistance in these cases.

‘Challenges Facing the IRS
The Service will face many challenges during the next year. Implementing the

modemization is one of the biggest for the IRS and the Taxpayer Advocate Service.
Four other.issues that are very important to taxpayers deserve further mention.

Last year, | stated that Congress had liberated the IRS from maximizing revenue,
which was oftentimes epitomized by the phrase, “protecting the interests of the
government.” | asserted that the new mission of the IRS should be to balance the
interests of the government with the interests of the taxpayer. | also commented that to
balance these interests, it would require the IRS to back away from positions and issues
that they had pursued in the past. If this new philosophy is to take root and grow to its
full potential, the IRS modemization efforts must have the sustained support of the
Congress, the Treasury, and the American people. It is imperative that we stay the
course and see the changes through. If the IRS is going to provide the level of service

demanded by the public then enforcement levels of the past cannot be achieved with



the existing organization and resources. The IRS budget request is a first step in
addressing the need to improve customer service.

The Service must be able to communicate with taxpayers regarding account
activity and computer generated compliance notices. This means the toll-free telephone
service must be improved. The Service instituted major improvements in the
technology and infrastructure for this service. Many taxpayers report that if they get
through and can talk to a customer service representative, they are getting excellent
service. However, many are not getting through. To meet customer service
objectives, the Service must ensure that taxpayers can get in by assigning the staff and
resources necessary to answer the telephones. It is equally important that Congress
provide the funding required to support this critical component of IRS customer service.

The third challenge concerns the law regarding innocent spouses. The RRA ‘98
provisions expanded the relief available to taxpayers, who are filing claims in large
numbers. The sheer volume of cases stretches the ability of the system. The IRS faces
a major challenge ahead in reducing processing times, increasing training in a complex
area of the law and ensuring that all levels of the agency intemnalize the philosophical
shift now required by law.

A fourth challenge is Offers-in-Compromise. RRA ‘98 gave the Service new
authority to resolve collection cases. Now in addition to the doubt as to collectibility
and the doubi as to liability, the Service has the authority to compromise when it will
promote effective tax administration. This additional basis for compromise allows the
Service to consider equitable factors in compromising cases. Again, the training needs

are tremendous because of the changes, and the volumes are much greater than
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anticipated. The management task will be to find a way to speed up the process so that

the taxpayers can get timely decisions.

Conclusion
Taxpayer Advocates, the IRS, Congress and taxpayers are all partners in our

system of voluntary compliance. | believe that RRA '98 challenged all partners to work
for more effective tax administration. The Taxpayer Advocate Service has
implemented RRA ’98. We now have the organization and people to provide an
independent review and assessment of taxpayer issues and concems. IRS has
accelerated modernization efforts and the new Operating Divisions will soon be in place.
Congress and taxpayers are monitoring our progress and responding to our proposals.
The Taxpayer Advocate Service will continue to work with you, your local staff and your
constituents to imprové service and recommend ideas that will eliminate problems that
taxpayers face.

Collecting taxes has never been easy. However, it is essential and we must all
ensure that we continue to work as partners. | look forward to working in the new IRS
and am confident thét with the sustained commitment of Congress, Treasury, the
Commissioner and IRS employees, wé can meet the challenge and provide better

service and greater equity to America’s taxpayers.
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Senator GRASSLEY. Mr. White?

STATEMENT OF JAMESR. WHITE, DIRECTOR, TAX POLICY AND
ADMINISTRATION ISSUES, U.S. GENERAL ACCOUNTING OFFICE

Mr. WHITE. Mr. Chairman and members of the committee, | am pleased to be here
today to discuss IRS's modernization progress as we approach the second anniversary of the IRS
Restructuring and Reform Act. Inthe Act, Congress signaled its concern that IRS has been
over-emphasizing revenue production at the expense of fairness and considerati on of taxpayer
interests.

Building on the direction set forth in the Act, IRS has embarked on a multi-faceted,
integrated modernization effort. This effort, more so than past efforts, has the potential to
provide improved service to taxpayers and to address IRS's |ong-standing management
weaknesses.

Our statement today discusses IRS's progress in implementing its modernization and the
challenges that lie ahead. Specifically, we make three points. First, IRSis as challenged today
asit was almost two years ago when the Restructuring Act was passed.

Despite successes such as managing to process hundreds of millions of tax returns with
its fragmented organizational structure and antiquated information systems while making Y 2K
fixes, IRS continues to face serious operational issuesin its two key mission areas, enforcement
and customer service.

With respect to enforcement, we have seen instances where IRS collected amounts from
taxpayers who were actually due refunds, and many cases where collection should have been
pursued but was not, leaving potentially billions of dollarsin lost revenue to the government.

Further, liens are down 69 percent, levies are down 86 percent, seizures are down 98
percent, and audit coverage of high income taxpayersis down from 2 percent in 1996 to less than
half that now.

With respect to customer service, taxpayers continue to be frustrated by their inability to
reach IRS by telephone. The answer rate thisfiling season is below what it wasin 1998.

The root causes of such problems are complex, interrelated, and longstanding and reflect
weaknesses in fundamental IRS operations such asits organizationa structure, information
systems, performance management, and human capital management.

My second point today is that, recognizing the complex and interdependent nature of its
longstanding problems, IRS has developed a massive modernization effort encompassing
changesto its organizational structure, performance management system, information systems,
and business practices.



About two yearsinto a process that is likely to take more than 10 years, IRS has begun to
lay afoundation that should facilitate further changes. For example, IRS has developed a
modernization strategy integrated across al of IRS, something missing from previous
modernization efforts. Also, IRS's reorganization into four operating divisions focused on
particular taxpayers is going reasonably well.

However, substantial challenges remain. One challenge is revamping business practices
to better meet taxpayer needs. Responsibility for finding better ways of doing business with
taxpayers rests with the four new operating divisions, but the effort will require overcoming
IRS'sinternal cultural barriersin order to assure that the new business practices are properly
supported by new information systems.

Information systems modernization itself isachalenge. Work this past year fell well
short of expectations, and IRS istrying to get it back on track. Y et another challengeis
performance management, where IRS lacks a measure of voluntary compliance.

Now, my third point. In implementing its long-term modernization, IRSis taking an
incremental approach, an approach recognized by Congress in the Clinger-Cohen Act of 1996 as
abest practice. One advantage of this approach isthat it provides some indicators for gauging
IRS's progress in the coming year.

Such indicators for this year include: improved performance in customer service, where
IRS's telephone customer service should improve based on investments being made this year;
improved performance in enforcement, where the Commissioner has said he expectsto seea
reversal in the downward trend in enforcement actions; progress in developing a measure of
voluntary compliance, which would monitor akey aspect of IRS's performance and help target
compliance and customer service resources where they can do the most good; incremental
implementation of a new employee evaluation system designed to create incentives to support
the agency's new mission; and, last, satisfaction of systems modernization commitments such as
development of an updated modernization blueprint and business cases laying out the
justification for proposed spending. Actualy, | have got alast one: improvementsin basic
interna controls, such as security for handling receipts.

While the benefits to taxpayers from some of these incremental stepswill not be felt for
years, the steps should indicate whether IRS's multi-year modernization effort is on track.

Mr. Chairman, this concludes my statement and | would be happy to answer questions.

[ The prepared statement of Mr. White follows:]
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Statement

IRS Modernization: Long-term Effort Under
Way, but Significant Challenges Remain

Mr. Chairman and Members of the Committees:

We are pleased to be here today to discuss the Internal Revenue Service’s
(IRS) modernization progress as we approach the second anniversary of
the passage of the IRS Restructuring and Reform Act of 1998
(Restructuring Act).' The Restructuring Act signaled strong congressional
concern that IRS had been overemphasizing revenue production at the
expense of fairness and consideration of taxpayer interests. To deal with
this concern, the Restructuring Act mandated specific taxpayer
protections as well as more fundamental changes to IRS" mission and
organizational structure.

Building on the direction set forth in the Restructuring Act, Commissioner
Rossotti established a new mission statement and supporting strategic
goals,’ then embarked on a multifaceted, integrated modernization effort
that encompasses changes to IRS’ organizational structure, business
practices, performance management system, and information systems. As
we have said in the past, this modernization effort, more so than past
efforts, clearly has the potential to provide improved service to taxpayers
and to address IRS’ long-standing management weaknesses.’

Our statement today discusses IRS’ progress in implementing the
modernization effort and the challenges that lie ahead. It is based on our
past work on IRS management and operations. Specifically, our statement
makes the following three points:

¢ IRS is as challenged an agency today as it was almost 2 years ago when the
Restructuring Act was passed. IRS continues to face serious operational
issues in its two key mission areas—enforcement and customer service.
For example, deficiencies in controls to properly manage billions of dollars
in unpaid tax assessments have resulted in both taxpayer burden and
potentially billions of dollars in lost revenue to the government. Also,
taxpayers continue to be frustrated with their inability to reach IRS by

'P.L. 105-206, July 22, 1998.

“IRS’ new mission statement reads as follows: “Provide America’s taxpayers top quality service by
helping them understand and meet their tax responsibilities and by applying the tax law with integrity
and fairness to all.” IRS’ supporting strategic goals are to (1) provide top quality service to each
taxpayer, (2) provide service to all taxpayers by applying the law with integrity and fairness, and (3)
increase productivity by providing a quality work environment for its employees.

‘IRS Management: Formidable Challenges Confront IRS as It Attempts to Modernize (GAO/T-
GGD/AIMD-99-255, July 22, 1999), IRS Restructuring Act: Implementation Under Way but Agency
Modernization Important to Success (GAO/T-GGD-00-53, Feb. 2, 2000), and Financial Audit: IRS’ Fiscal
Year 1999 Financial Statements (GAO/AIMD-00-76, Feb. 29, 2000).
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IRS Is as Challenged an
Agency Now as It Was
When the
Restructuring Act Was
Passed

telephone. Once they do get through, taxpayers are further frustrated by
IRS employees’ inability to quickly and accurately answer questions and
resolve problems. Root causes underlying these problems are complex,
interrelated, and long-standing and reflect weaknesses in fundamental IRS
operations, such as its organizational structure, information systems,
performance management system, and human capital management.

Recognizing the complex and interdependent nature of its long-standing
problems, IRS has developed a massive modernization effort—
encompassing major changes to its organizational structure, performance
management system, information systems, and business practices. About 2
years into a process that will likely take more than a decade, IRS has
begun to lay a foundation that should facilitate further changes to IRS’
business practices. However, substantial challenges remain in the areas of
performance management and information systems modernization. For
example, some initial systems modernization work fell well short of
expectations, and IRS is trying to get it back on track.

As Congress recognized in the Clinger-Cohen Act', it is best practice to
manage long-term modernization efforts incrementally and to measure
progress against incremental goals. IRS is following such an incremental
approach in implementing its modernization effort and certain areas will
be critical to monitor for progress over the next year. These areas include,
among others, improvements in enforcement and customer service
performance and fulfillment of systems modernization commitments.

Given IRS' fragmented, hierarchical organizational structure and
antiquated information systems, it is no easy feat that, year after year, IRS
is able to process hundreds of millions of tax returns. In fact, despite the
potential for complications due to massive Year 2000-related changes, IRS
reports that its tax processing systems have processed returns and issued
refunds without significant disruptions.

Nevertheless, IRS remains as challenged an agency now as it was almost 2
years ago when the Restructuring Act was passed. As highlighted in the
following examples, IRS continues to face serious problems in its two key
mission areas—compliance and customer service.

IRS is struggling with its responsibility to enforce tax laws while it
proceeds with its efforts to improve customer service. In reviewing its role
as the nation’s tax collector, we continue to see instances of taxpayer

*P.L. 104-106, February 10, 1996,
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burden in which IRS has pursued and collected amounts from taxpayers
who were actually due a refund. At the same time, we identified many
instances in which accounts that had collection potential were not being
actively pursued, thus resulting in potentially billions of dollars in lost
revenue to the government. Further, according to IRS data, 1999
collections from delinquent taxpayers were down about $2 billion from
1996 levels. Similarly, comparing pre-Restructuring Act data with 1999
figures, lien filings were down 69 percent, levies were down about 86
percent, and seizures were down about 98 percent. According to IRS,
audit coverage for high-income taxpayers’ has dropped from 2 percent in
1996 to an estimated 0.76 percent for 2000.

Taxpayers continue to be frustrated with IRS’ inability to provide customer
service. With respect to telephone customer service, taxpayers have
difficulty getting through to IRS by telephone. Although IRS’ answer rate
for the 2000 filing season was 62 percent as of April 15, 2000, the rate has
not reached the 90 to 95 percent level IRS says many private sector
companies achieve, much less the 73 percent level IRS achieved in the

1998 filing season. Once taxpayers do get through, they are often
frustrated when IRS employees cannot quickly and accurately answer
questions and resolve problems.

There is no single cause underlying each of these problems. Instead, root
causes are complex, interrelated, and long-standing and reflect
weaknesses in fundamental facets of IRS operations, such as its
organizational structure, information systems, financial management,
performance management, and human capital management.

With respect to its responsibility for enforcing the tax laws, IRS asserts
that the recent decline in enforcement activity is due to budget constraints
and staff shortages and to a substantial increase in the amount of time
required per case caused by provisions of the Restructuring Act. While
declining resources and additional requirements imposed by the
Restructuring Act may certainly be factors, performance management
issues also play a role. In our recent review of IRS’ use of seizure authority,
for example, we found that neither IRS managers nor front line staff felt
that seizure authority was being used when appropriate, and that
employees were concerned with the lack of guidance regarding when to
make seizures in light of the Restructuring Act.’ Limitations in IRS’

*IRS defines high-income taxpayers as those with taxable income of more than $100,000.

‘IRS Seizures: Needed for Compliance but Processes for Protecting Taxpayer Rights Have Some
Weaknesses (GAO/GGD-00-4, Nov. 29, 1999).
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Modernization Is
Under Way, But
Substantial Challenges
Remain

information systems also contribute to difficulties in managing
enforcement activities. For example, as a result of system limitations, IRS
is unable to promptly identify and focus collection efforts on accounts
most likely to prove collectible. System limitations also impede IRS’
ability to prevent, detect, or correct errors to taxpayers’ accounts. As a
result, IRS continues to experience delays in posting activity to taxpayer
accounts. These system problems contribute to potentially billions of
dollars in lost revenue to the government and undue taxpayer burden.

Similarly, taxpayers’ frustrations with respect to customer service stem
from several causes. For example, IRS’ premodernization structure was
organized by function, with different employees responsible for answering
taxpayer inquiries, clarifying and correcting tax returns, and collecting
unpaid taxes. Since each function maintained separate taxpayer databases,
taxpayers were often referred to offices other than those they had initially
contacted. Without employees trained to handle taxpayer concerns from
beginning to end, and until IRS integrates its stove-piped information
systems and creates an accurate and up-to-date taxpayer accounts
database, IRS will have a difficult providing top-notch customer service.
IRS also lacks important performance data on the results of various efforts
to improve customer service. This lack of performance data, coupled with
the lack of data on the number of employees that provide customer service
and the absence of a supporting cost accounting system, seriously
undermines managers’ abilities to determine whether various customer
service initiatives are, in fact, resulting in quality service at reasonable
costs.

Recognizing the complex and interdependent nature of its long-standing
problems, IRS has developed an integrated long-term strategy for change
to be implemented through a massive modernization effort that
encompasses major changes to its organizational structure, performance
management system, information systems, and business practices. About
2 years into a process that is likely to take more than a decade to fully
implement, IRS has begun to lay a foundation that should facilitate further
changes to IRS’ business practices. However, substantial challenges
remain in the areas of performance management, information systems
modernization, and revamped business practices.

Progress Thus Far Is in
Laying a Foundation for
Further Change

IRS’ development of and commitment to an integrated modernization
strategy is itself a significant achievement. The Commissioner is actively
engaged in all aspects of the modernization effort and is committed to
making it successful. We agree with the Commissioner that the success of
the modernization effort is contingent upon implementing it in an
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Reorganization

Performance Management

integrated fashion—something that was missing from previous
modernization efforts. IRS has focused much of its initial energy on
reorganizing around taxpayer segments, developing a new performance
management system, and modernizing information systems.

The reorganization is an important piece of IRS’ modernization process.
Under IRS’ past organizational structure, authority for administering the
tax code and serving taxpayers was decentralized to 33 districts and 10
service centers. To better meet its new mission and strategic goals, IRS
identified its primary taxpayer segments and the key processes—prefiling,
filing, and postfiling—that are to define IRS’ primary interactions within
each of these segments. IRS is reorganizing around four operating
divisions, each with end-to-end responsibility for all of the key processes
for their respective taxpayer segment. Teams of IRS employees have
developed highly detailed blueprints outlining how each new
organizational unit should function. While taxpayers may not notice many
tangible benefits from the reorganization itself, we agree with IRS that this
streamlined management structure and institutionalized focus on taxpayer
segments should facilitate clearer authority and accountability for
managers and, as a result, aid IRS in tailoring business practices to
taxpayer needs.

Our monitoring work indicates that the reorganization is proceeding
reasonably well. The Commissioner has selected executive leadership
teams, which combine career IRS employees with outside hires, and IRS is
shifting employees to the new organizational structure in phases. Of the
four main operating divisions, one is officially up and running and the
remaining three are scheduled for start-up this year.’

No matter what the strength of IRS’ top leadership or its organizational
structure, successful modernization ultimately depends on whether the
employees who are to lead, manage, and carry out agency programs and
services can deliver IRS’ new mission. As we have said, an organization’s
human capital policies, including the performance management system it
uses to manage and motivate its people, must be aligned to support its

"The four operating divisions and their start-up dates are (1) Tax Exempt and Government Entities,
serving pension plans, exempt organizations, and governments (up and running since December 1999);
(2) Large and Mid-Size Business, serving businesses with assets over $5 million (June 2000); (3) Wage
and Investment Income, serving individual taxpayers with only wage and investment income (October
2000); and (4) Small Business and Self-Employed, serving fully or partially self-employed individuals
and small businesses with assets under $5 million (October 2000).
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Systems Modernization

mission and expectations of itself.’ At the heart of a performance
management system is a set of balanced measures that, if properly used,
helps organizations assess progress toward achieving strategic goals and
improving operations. When aligned with an employee evaluation system,
the measures can serve as a powerful tool by creating incentives that
encourage employees at all levels to work together toward a common end.

IRS has recognized that a system of balanced measures might help achieve
its new mission, and it has become one of the leaders in bringing the
concept to the federal sector. In the past, IRS had focused heavily on
indicators related to revenue production, and it took steps so that its
performance management system supported this emphasis. Over 2 years
ago, we highlighted our concerns about overreliance on enforcement
revenue as a measure of performance.’ We concluded that such
overreliance could create undesirable incentives for IRS auditors to
recommend taxes that would be unlikely to withstand taxpayer challenges,
imposing an unfair and unnecessary burden on some taxpayers. To revise
its performance management system to better reflect its new mission, IRS
is developing a new suite of measures to address three strategic goals:
service to each taxpayer, service to all taxpayers, and productivity through
a quality work environment. For each strategic goal, IRS is developing a
discrete corresponding measure--customer satisfaction, business results,
and employee satisfaction, respectively.

IRS recognizes that revamping its time-worn tax processing systems is a
critical aspect of modernization and has taken several steps toward this
end. Specifically, in December 1998, IRS hired a prime contractor to,
among other things, assist IRS in completing and updating the
modernization blueprint that IRS developed in 1997. This update is to
account for changes due to organizational restructuring, new technology,
and Restructuring Act requirements. IRS also has developed a business
systems plan that outlines a 5-year business modernization strategy,
including a listing of priority projects for the next 3 to 5 years. It has also
largely developed a systems life cycle process to govern cradle to grave
management of its system investments.

*Human Capital : A Self Assessment Checklist for Agency Leaders (GAO/GGD-99-179, September 1999)

and Human Capital: Key Principles From Nine Private Sector Organizations (GAO/GGD-00-28, Jan. 31,
2000).

*Tax Administration: Taxpayer Rights and Burdens During Audits of Their Tax Returns (GAO/T-GGD-
97-186, Sept. 26, 1997).
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Significant Challenges Lie
Ahead

Completing Key Elements of the
Performance Management
System

While IRS has made some initial headway in laying the foundation for
further modernization, significant challenges lie ahead in three areas.
These include: (1) completing all elements of a performance management
system; (2) revamping its business practices; and (3) effectively and
efficiently building modernized systems, using requisite management and
technical controls, to support performance management and revamped
business practices.

IRS is at risk of failing to achieve the congressional intent behind the
Restructuring Act until it implements all the key elements of its revamped
performance management system. Two critical parts of this system not
yet completed are (1) a full set of balanced performance measures that is
based on reliable data and (2) an employee evaluation system that
provides employees with a clear line of sight from their performance to the
balanced measures. IRS is working to develop both.

While IRS has clearly made progress in implementing balanced measures
to serve as the foundation of its revamped performance management
system, it is still missing a measure of voluntary compliance. Although it
will be difficult to reliably estimate voluntary compliance, such a measure
is essential for a number of reasons. Regularly measuring progress in
voluntary compliance is important in order to gauge whether IRS is
accomplishing a key aspect of its mission. Also, the information about
taxpayers to be generated as part of measuring voluntary compliance may
help IRS identify the characteristics of taxpayers who have difficulty
understanding and meeting their tax responsibilities. Finally, the data IRS
would develop as part of any voluntary compliance measurement effort
may allow IRS to better direct its enforcement resources to those
taxpayers who willfully flaunt the tax laws, thus reducing the burden on
compliant taxpayers. IRS recognizes that it needs a reliable and meaningful
measure of voluntary compliance and is working with a contractor to
determine how to measure compliance with the least burden on taxpayers.
However, that effort is still in its early stages.

Regardless of the set of balanced measures that IRS ultimately develops,
collecting meaningful, reliable performance data will be difficult given IRS’
ongoing problems with data integrity and its lack of a cost accounting
system. Until such time as IRS resolves these fundamental data issues and
has reliable performance data, it will be difficult to hold managers
accountable for their results.

The second critical part of performance management is an employee
evaluation system that reflects the agency’s mission. Guided by concerns
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Revamping Business Practices

that IRS employees were focused on revenue production rather than
service to taxpayers, the Restructuring Act included explicit prohibitions
against using enforcement statistics to evaluate employees. IRS now
recognizes that employees must have a clear line of sight between their
day-to-day activities, their resulting performance evaluations, and the
agency’s broader goals. IRS is still exploring several different approaches
for revising its employee evaluation system to make the relationship
between employee performance and agency performance more
transparent.”

IRS has started to revamp its business practices to better meet taxpayer
needs and improve agency operations. However, implementing business
practice changes will not be easy. In the coming years, responsibility for
taking a hard look at how IRS can enforce the tax laws and meet customer
needs in new and better ways will rest with the new operating divisions.
This will be a challenge both in overcoming cultural barriers to “thinking
outside the box” as well as in coordinating the requisite human capital,
data, and information system support across IRS.

One example of this rethinking is IRS’ fresh look at how it provides face-to-
face customer service. Based on the conclusion that, from a taxpayer’s
perspective, a single point of contact for resolving issues is a better way of
doing business, IRS is creating a new Tax Resolution Representative (TRR)
position. TRRs are to be permanent staff at IRS walk-in sites who perform
traditional prefiling duties, such as answering tax law questions and
helping taxpayers prepare their returns, as well as postfiling compliance
duties, including installment agreements, account adjustments, and simple
audits.

The concept of combining prefiling and postfiling service embodied in the
TRR position is compelling and fits neatly with IRS’ goal to improve
service to each taxpayer. As with other business practice changes,
however, implementing the TRR concept will require investments in
human capital and information systems. Probably the greatest human
capital challenge will be training. The initial cross-functional training
needs will be significant because the TRR position combines elements
from several current positions, and ongoing training to keep such a broad
array of skills up-to-date will be a continuing challenge. We also expect
that the TRR position will require strong interpersonal skills. In addition

"IRS Personnel Administration: Use of Enforcement Statistics in Employee Evaluations (GAQ/GGD-99-

11, Nov. 30, 1998) and IRS Employee Evaluations; Opportunities to Better Balance Customer Service
and Compliance Objectives (GAO/GGD-00-1, Oct. 14, 1999).
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Building Modernized
Information Systems

to training, TRRs will also need enhanced information system support to
do their jobs effectively. For example, providing high-quality service to
taxpayers will be difficult without access to an information system that
contains accurate and up-to-date information on taxpayer accounts,
something that IRS plans to deliver as part of its information systems
modernization effort.

Until IRS” antiquated information systems are replaced, they will continue
to hinder efforts to manage agency operations and better serve taxpayers
through revamped business practices. Unfortunately, IRS’ progress over
the past year on the systems modernization front has fallen well short of
expectations, in large part because IRS did not implement management
and technical controls needed to guide the systems modernization process.
IRS has recognized that it must first put in place the requisite
modernization management capabilities and thus has scaled back its new
system projects until it has done so.

Before IRS can actually build modernized systems, it needs to fully
implement key controls that are necessary to effectively guide and
constrain modernization initiatives. These controls include (1) completing
its modernization blueprint; (2) implementing a “systems life cycle”
process, including development of business cases, to manage system
investments; (3) establishing a fully operational management structure to
oversee systems modernization; and (4) clearly defining and implementing
IRS and contractor roles and responsibilities.

In a systems modernization expenditure plan submitted to Congress in
mid-1999," IRS committed to having selected controls in place by October
1999 and established milestones for progress on individual systems
projects. As of March 31, 2000, however, IRS either had not met, or did not
yet know whether it had met, most of the commitments that it made in that
plan. For example, IRS had committed to full implementation of the
systems life cycle process by October 31, 1999, but in March 2000 reported
that it still had not completely defined or implemented it. In fact, until
only recently, none of the individual systems projects were following the
systems life cycle process, because IRS and contractor staff had not been
trained in its use. This is important because failure to adhere to the

"Pursuant to the fiscal year 1998 Treasury and General Government Appropriations Act (P.L. 105-61)
and the fiscal year 1999 Omnibus Consolidated and Emergency Supplemental Appropriations Act (P.L.
105-277), IRS and the Department of the Treasury are required to submit to Congress, for approval, an
expenditure plan that meets certain conditions (e.g., implements IRS’ Modernization Blueprint and
meets IRS system life cycle management program requirements) before IRS can obligate funds for
systems modernization.
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Key Indicators for
Gauging IRS’ Progress
in the Coming Year

management and engineering discipline embedded in the process seriously
jeopardizes a project’s ability to deliver promised capability, on time, and
within budget. As of March 31, 2000, IRS had neither completed its
modernization blueprint, nor clearly delineated IRS and contractor roles
and responsibilities. Also, IRS systems modernization management
organization was not fully operational.

As Congress recognized in the Clinger-Cohen Act, it is best practice to
manage long-term modernization efforts incrementally and measure
progress against incremental goals. IRS is following an incremental
approach in implementing its modernization effort and below are a few
areas that will be critical to monitor for progress over the next year.

Improved performance in enforcement and customer service functions:
Specifically, the Commissioner has said that he expects to see a reversal in

the downward trend in enforcement statistics. In terms of customer
service, taxpayers’ ability to reach IRS by telephone should improve in the
2001 filing season because IRS plans to spend some of its systems
modernization funds for a project that is designed to increase the
telephone answer rate. IRS expects to finalize its estimate of the expected
level of improvement from this project, as well as its cost, in early May
2000.

Progress in developing a measure of voluntary compliance: While it may
take several years to develop reliable estimates of voluntary compliance, it
will be important for IRS to define the measure and develop a strategy for
obtaining the necessary data for such a measure. Doing so will provide
stakeholders with an opportunity to begin a dialogue of how best to obtain
data without placing an undue burden on taxpayers.

Incremental implementation of a new employee evaluation system: For
IRS employees to have a clear line of sight to IRS’ new mission, IRS needs
to stay on track for implementing a new employee evaluation system. IRS
hopes to implement some aspects of the new system for 60 percent of its
bargaining unit employees in October 1, 2000. In July 2000, IRS expects to
begin efforts to apply aspects of the new systems to other employees who
comprise another 20 percent of IRS’ bargaining unit employees.

Satisfaction of systems modernization commitments: IRS’ March 7, 2000,
spending plan specifies a number of commitments, such as

implementation of its systems life cycle process by June 30, 2000, and
development of an updated modernization blueprint by September 30,
2000. Per our recommendation in June 1999, IRS' next systems
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modernization expenditure plan should fully disclose IRS’ progress in
meeting these commitments."

Improvements in basic internal controls: In addition to making
incremental progress toward long-term modernization goals,
improvements in basic internal controls and processes during fiscal years
2000 and 2001 should occur. Such controls include prohibiting employees
from handling receipts and taxpayer data until their background checks
are satisfactorily completed, and properly accounting for property
acquisitions and dispositions.

Mr. Chairman, this concludes our prepared statement. We would be happy
to answer any questions you or other Members may have.

Contacts and Acknowledgments

For further information regarding this testimony, please contact James R.
White at (202) 512-9110, Gregory Kutz at (202) 512-9505, or Randolph Hite
at (202) 512-6240. Sherrie Russ, Deborah Junod, Jackie Nowicki, Gary
Mountjoy, Charles Fox, and Agnes Spruill made key contributions.

"*Tax Systems Modernization: Results of Review of IRS' Initial Expenditure Plan (GAO/AIMD/GGD-99-
206, June 15, 1999).
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Senator GRASSLEY. | thank all three of you. We will, again, take five-minute turns at
questioning.

First of dl, | am going to start with you, Mr. White. What | am going to raise as an issue,
it ismy understanding you did not oversee an investigation that | am going to criticize, so | am
not here to point criticism at you. But | am asking you, as a bottom line, the extent to which you
could arrange a meeting based upon what | am going to say now.

That would be to comment and express concern over the General Accounting Office
report that was tasked with corroborating witness testimony from our 1998 Finance Committee
hearings. | have had a chance to ook over aredacted version of what was recently given to the
media.

From what | have seen, it does not look like the General Accounting Office did any real
investigating at all. And thisis uncharacteristic for me to criticize the General Accounting
Office because, through my work as chairman of the Aging Committee and through all the work
| have done on Department of Defense reform and investigation, | have been very, very satisfied
with the professional work of the General Accounting Office.

We have seen media headlines like the one in The Washington Post that said, "GAO
Report Exonerates IRS on 1998 Accusations.” | am already hearing negative comments about
the witnesses that had the courage to come forward and to testify.

The point is, the General Accounting Office absolutely did not exonerate anybody, if you
read the report and actually looked into the matter itself. Unfortunately, most reporters for the
papers apparently have not actually looked into the cases.

At mogt, the report says that the General Accounting Office was not able to substantiate
many of the allegations. That certainly does not mean that the allegations are not true, especially
since there was not really an investigation.

First of all, the released report does not even cover a number of the most important
witnesses at our hearing. Thereis no mention of Jennifer Long, Tom Henderson, Bruce Strauss,
and others.

Thefact is, the Genera Accounting Office never even interviewed these withesses, which
| find unbelievable, if you are realy going to get to the bottom of anything. At least some of the
witnesses GAO saysit did talk to claim nothing was done with the many documents provided to
the General Accounting Office.

| am told that the General Accounting Office investigators never even asked the
witnesses about the documents provided them, and in one case, | am told, the investigator opened
up the interview with one of the whistle-blowers by saying, "So you ratted on your boss.”



Now, reading the report, you find that mostly what the General Accounting Office did,
was talk to IRS supervisors or review people and files that were involved in already-completed
interna investigations, so there was no real independent investigation, is my conclusion.

| have been involved with many GAO investigations. | have had some very good
experiences with what the General Accounting Office does. So | am coming to you, realizing
that you did not oversee this investigation, but | would like your help in setting things straight.

| would like our staffsto sit down and go over what was done, or what was not done, and
how it was done, because from my perspective the so-called investigation of these allegationsis
not one of GAO's finer moments.

Could you help with this?

Mr. WHITE. Yes, Mr. Chairman. | can set up such ameeting. The work was led by our
Office of Specia Investigations. They have teams of people there who are experienced at
gathering information to support these kinds of allegations, and that is why they were assigned to
the work.

| would say that the work that they did was exhaustive. They interviewed the witnesses
many, many, many times, and it was not just one person doing these interviews, there were a
number of people involved in thiswork. They interviewed the witnesses many, many times.
They reviewed all the files that they could find.

Part of the reason for the many interviews was to make sure that al of the information
that was available was uncovered and reviewed. But | would be happy to set up the briefing that
you asked for.

Senator GRASSLEY. Yes. Theonly addition | would make to what you just said is that
some of the most important witnesses were not contacted by your investigators.

Mr. Oveson, in your 1999 report to Congress you had 53 legid ative recommendations to
help taxpayers. Some of those would have been addressed in last year's tax relief bill if the
President had not vetoed it.

Out of those 53, or any new ones you have come up with, what are the top two or three
issues that stand out in your mind that you believe are essential for Congress and the
administration to act on?

Mr. OVESON. | mentioned in my testimony the abatement of interest. Expanding the
authority to abate interest and dealing with penalty administration, which has been called for in
the Restructuring and Reform Act, has been the subject of alot of study. An excellent study was
done by the staff of the Joint Committee on Taxation. | think that would rate number one.



The Earned Income Tax Credit has been talked about quite a bit here today. Reconciling
the confusing definitions and the conflicting definitionsin the administration of that program, |
think, would be number two.

Senator GRASSLEY. Thank you.
Now we go to Congressman Coyne.
Mr. COYNE. Thank you, Mr. Chairman.

Mr. Williams, you indicated in your testimony that there has been adramatic reduction in
seizures--you cited a 98 percent reduction.

Mr. WILLIAMS. Correct, Sir.
Mr. COYNE. To what do you attribute that?

Mr. WILLIAMS. We are seeking to understand that completely. The factorsthat are at
play arethat the IRS got off to adow start. The IRS could not implement the law immediately.
It had to develop procedures and train people, and then it had to pull people off-line in order to
develop the procedures for the training.

There was some concern on the employees part with regard to the 10 Deadly Sins. In
taking those most aggressive actions that this agency takes, they are on the line for the kind of
allegations that might be leveled against them. | think there was a kind of wait-and-see attitude
with regard to how those were going to be implemented.

As the Chairman said, there was some information that circulated in the beginning that
caused those fears to be heightened that were not warranted and were ungrounded. We have
taken pretty aggressive action to try to put those back in perspective, and | can share some of that
with you.

| think that those are the principal actions. Some of the enforcement actions take longer
than they used to take. That would be a marginal factor.

The decline in enforcement actions is troubling and everyone is worried about it, and we
do not completely understand, but those are some of the factors that are most important.

Mr. COYNE. From the testimony that the committee has received today, both from Mr.
Rossotti and the panel that is here now, one common thread in the testimony is the need for
human resources.

| wonder if any of you want to comment on that? Could you let us know your feelings
about the human resource concerns expressed today? To what extent do our tax administration
problems stem from human resource concerns?



Mr. WILLIAMS. | am new to IRS oversight, but | clearly have the sense that in the
areas touched by the budget request, IRS is not keeping up.

| think that some of those additional manpower requests might be akind of bridge effort.
IRS does have the computer modernization coming to the rescue, but it is not going to be quick,
and it might even be dower than we had hoped. So my general feeling is that the resources are
badly needed. IRSis not keeping up in vita, important areas that | know that you want IRS to be
on top of.

Representative COYNE. Does anyone else care to comment?

Mr. WHITE. | would like to pick up on the point that Mr. Williams made. IRS staff
need support to be able to do their functions well, to be able to provide good customer service to
taxpayers.

Right now, for example, they do not have real access to up-to-date taxpayer accounts.
The accounts that they have access to on the computer systems at |RS can be aweek or two out
of date. This createsall kinds of problemsfor both taxpayers and IRS steff.

So part of the human capital management problem at IRS is devel oping the kinds of
systems and information systems to adequately support IRS staff. At the management level, the
same sort of point applies.

The Commissioner has provided very strong leadership. He hasaclear vision of where
IRS needsto go. But implementation, as has been discussed here today, is key to this
restructuring effort or modernization effort at IRS. For that to succeed, implementation has to be
carried out by managers below the level of the Commissioner.

The Commissioner cannot implement this. RS management has a history--we have
pointed this out for many years--of weaknesses. Part of these weaknesses were due to lack of
support in the areas that | mentioned, cost accounting systems and information systems.

Mr. COYNE. So your response would indicate that it is not necessarily a matter of
volume of personnel, but in the way that they approach the responsibilities that they have.

Mr. WHITE. Yes.

Mr. COYNE. Thank you.

Senator GRASSLEY. Thank you, Congressman.
Now, Congressman Horn.

Mr. HORN. Thank you very much, Mr. Chairman.



First, Mr. Oveson, | want to congratulate you, at least from my experience. Asyou
know, we have got 435 Members from the States and 5 from the territories, and they have district
offices. We have 900 cases, not, thank heavens, with IRS, in our district office in Lakewood.

But with those cases we have had with IRS, your people at Laguna Niguel have done an
outstanding job and we congratul ate you on that. There is no question that part of the IRS has
been putting a lien on a person, then the other person wants to get the money from them, and
there had not been coordination before. | think we are finally getting at that.

Now, let me ask Mr. Williams, on page 2 at the bottom, you note that, "In addition, we
are reviewing one new provision, Assessment Statute Extensions, that become effective January
1, 2000. We are also conducting an audit related to one of the RRA 98 provisions to determine
the effectiveness of the IRS actions for identifying and reporting potential Fair Debt Collection
Practices Act violations."

| just wonder, since that opens the situation, to what degree is the Treasury Inspector
General for tax administration concerned about the uncollected debts within IRS? | would just
like your feeling for that since you obvioudy have alot of knowledge about it.

Mr. WILLIAMS. Waéll, we know that that is an important area for us to audit in the
coming year, and we wanted to let you know that that was a body of work that we were about to
undertake. Knowing of your interest, we certainly want to make sure that your office is aware of
it.

We have immersed ourselves in the philosophy that the Commissioner has put usall in
mind of, IRS has to make efforts much earlier than they have been made in the past if collection
efforts are to be successful. They have tried to learn from the private sector the dangers of
delaying and taking a slow approach to collections.

At the same time, they need to have the balance between the aggressive collection and
fairnessin making those collections. That isavery difficult area. We hope that our audit efforts
inform the debate and we are pleased to know that we have at least one customer for that body of
work when it arrives.

Mr. HORN. Waéll, we thank you, because under Secretary Rubin | think the Treasury did
avery fine job of going after the non-tax debt throughout the administration, and we appreciate
that. But | am obvioudy beaming in on where the bank money is, as Willie Sutton says, and that
bothers me when you have got billions to be collected on the IRS side.

That is not letting the people know the fairness of it. Becauseif you can get away with it
for years, and pretty soon everybody forgets it and the taxpayer that has violated it a number of
times, | just feel when you have got people that consistently go in and out of business and
declare bankruptcy, they are just cheating us. It seemsto me we have got to get at that. | would
hope the new Secretary of the Treasury would be doing that and would continue to find work



that started under Secretary Rubin with non-tax debt.

Mr. WILLIAMS. | do not think there was much of an understanding in the past, at least
| have not found evidence of it, as to the nature of debt collection. The figure was so large that
IRS could not really find the opportunities among that enormous front that IRS was trying to
cover.

| think now that the IRS has focused on these more modern approaches to understanding
debt and debt collection, it has set up the possibility of being increasingly effective, and TIGTA
wants to monitor IRS efforts.

Mr. HORN. When | talked to Mr. Rossotti's predecessor, there was about $110 billion in
one pile. When | said, can you collect it and are you organized to have a collection system, well,
| was dubious about it when she said, Aoh, we have $60 billion we think we can collect.(

Wéll, the figure | read into the record earlier shows that the General Accounting Office
does not think it is $60 billion, it thinksit isin the $20-30 billion range, as | remember.

Somehow we have got to get a handle on it, because every day that there is another lag,
some taxpayers are cheated by the government not doing what it should do as a government.

Mr. WILLIAMS. | gather that the GAO work was very good, and it did help us. We
relied on it in helping to understand the nature of the problem and the opportunities to be more
aggressive.

Mr. HORN. Weéll, the Commissioner, in response to one of my queries, said heis not
againgt private collectors. Do | fed that you, asthe Treasury Inspector General for Tax
Administration, are not against private collectors either if they get the job done?

Mr. WILLIAMS. At thispoint, we would be very open- minded to any approaches that
the study group comes up with. We certainly would not enter it with any bias or closing off any
options, and we would be very pleased to look at that as an option.

Mr. HORN. Wéll, | am glad to hear that, because before Commissioner Rossotti became
the Commissioner, the IRS put in some really phony collections.

They were five years old--already dead,--and never really had been collected. They said,
well, let us give those to the private collectors. Clearly, they had no interest in it, and they had
this phony competition, and it did not go anywhere.

Thank you, Mr. Chairman. | appreciate the opportunity.

Senator GRASSLEY. Mr. Horn and Mr. Coyne, | am going to follow up on what you
just asked. But before | do that, we are about ready to close thisdown. Since | have a couple of



more questions, | should have deference to you to have the same privilege if you had anything
that did not get done.

Mr. White, let me follow up where he left off, or where this discussion left off. Since
your agency did suggest $20 billion in uncollected taxes could be collected, just your opinion,
why is that not being done?

Mr. WHITE. Part of it isthe antiquated information systems at IRS, the point that the
Commissioner made about needing to get to these debts sooner. Right now it takes too long to
get to them, and by the time we finally get to them, businesses have gone bankrupt. Many of
these debts represent employment taxes, for example. A business has gone bankrupt and it istoo
late.

Senator GRASSLEY. All right. Thank you.

| want to read into the record the last point | made with Commissioner Rossotti, which
was following up on questions that Senator Kerrey was asking about the 1203 regulations, and |
think Congresswoman Northup also discussed that, so at least everybody, including you, Mr.
Williams, will know where | am coming from on this point. It is not something we have to
discuss right now.

But I mentioned in my opening statement what | believed is an effort by some within the
IRS to undermine the law, and particularly the so-called 10 Deadly Sinsthat have come under
fire.

| think most of this criticism ismisplaced. All of these provisions require some kind of
willful misconduct or assault and battery, retaiation or threats.

Unfortunately, it appears that employeesin the field are being told otherwise. For
instance, we have heard that some employees are being told that if they make mistakes on their
own W-2 form they can be fired. Now, Senator Kerrey aready referred to that, so my statement
on that is not any different than what he has been told.

These employees are also being told that if they make atypographical error and
somebody's tax return pops up accidentally, that they can be punished. So it seems like some
managers are almost trying to scare employees in order to undermine the law.

On top of that, it appears that the 1203 regulations are only being applied against the
employees and not the managers, at least | am being told thisisthe case. So | know that we will
get comment from Commissioner Rossotti on this for me and Senator Kerrey, but | am
specifically asking that | be provided, for me and the committee, with statistics on the number
and type of 1203 sanctions that have been taking place since 1203 was implemented.

Now, one closing comment from me. Thisis an admonition to the Senate, because |
cannot admonish the House, under comity. That is, we are just finishing the second annual



multi-committee oversight of the IRS, put in the statute because we wanted, at |east once ayear,
aunified approach of al three of the Senate committees and the three House committees that
sporadically, and maybe not often enough, deal with the IRS in our constitutional responsibility
of oversight.

As we were proceeding up to the Restructuring Commission's work of ayear and a half,
through that year's work, and then through the period of time that the Finance Committee had our
oversight hearings of the IRS that kind of laid the groundwork for eventually getting the
restructuring bill passed, | came to the conclusion that maybe over the last 20 yearswe in
Congress do not do our job of oversight adequately.

Consequently, it leads to a mind-set within various bureaucracies--in this case the IRS--of
agreat deal of independence, and it can get away with things of that nature. | think we found
that to be the case in our Commission's work.

So just to avoid, not only through this process that we have gone through today, whichis
apartia step in that direction, allowing bureaucracies to get too far outside the law, | think we
ought to keep in mind whether or not on avery regular basis, not just once ayear, we are doing
an adequate job of oversight of bureaucracies generally, and in this case, and for the Senate
Finance Committee, the IRS.

That is not a criticism of anybody's leadership, that isjust a statement of what | have
observed in the 20 years that | have been a member of this committee.

| thank you al. Consequently, the hearing is adjourned, since there are no more
guestions.

[Whereupon, at 11:55 a.m., the hearing was concluded. ]



