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OVERSIGHT OF THE INTERNAL REVENUE
SERVICE: THE COMMISSIONER REPORTS

MONDAY, APRIL 10, 2000

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON GOVERNMENT MANAGEMENT,
INFORMATION, AND TECHNOLOGY,
COMMITTEE ON GOVERNMENT REFORM,
Washington, DC.

The subcommittee met, pursuant to notice, at 10 a.m., in room
2154, Rayburn House Office Building, Hon. Stephen Horn (chair-
man of the subcommittee) presiding.

Present: Representatives Horn, Walden, and Turner.

Staff present: J. Russell George, staff director and chief counsel,
Louise DiBenedetto, GAO detailee; Bonnie Heald, director of com-
munications and professional staff member; Bryan Sisk, clerk;
Ryan McKee, staff assistant; Michael Soon, intern; Trey Hender-
son, minority counsel; and Jean Gosa, minority assistant clerk.

Mr. HORN. A quorum being present, the Subcommittee on Gov-
ernment Management, Information, and Technology will come to
order.

The only contact that most taxpayers have with the Internal
Revenue Service is when they file their annual income tax return.
Now, 1 week before the deadline, many taxpayers are frantically fo-
cused on gathering the year’s worth of documents and receipts
needed to verify the accuracy of their own tax return.

Taxpayers should expect prompt, quality service from their Gov-
ernment, especially from the agency that collects their money, but
over the years critics have bitterly complained about the agency’s
rude service or lack of any service at all, and I believe times have
changed quite a bit now.

The IRS has come under fire for everything from its failure to
assist taxpayers in preparing and filing their tax forms to ensuring
that all taxpayers pay their tax obligations. The IRS had, indeed,
become the Federal agency that everyone loved to hate.

The public told the tax agency that it expects better services, and
on July 22, 1998, Congress passed and the President signed the In-
ternal Revenue Service Restructuring and Reform Act. Their mes-
sage to the Internal Revenue Service was clear: there must be a
fundamental change in the way it conducts business. The Internal
Revenue Service must not only collect taxes; it must provide qual-
ity service to the people who pay those taxes.

The law demanded that the Internal Revenue Service shift from
its self-defined role as an enforcement agency toward a role that
more resembles a financial service organization.
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Internal Revenue Service Commissioner Charles Rossotti has
taken that message seriously. He is responsible for planning and
implementing the most fundamental changes in the IRS in nearly
half a century.

A few weeks ago, the commissioner testified before another
House subcommittee stating that the IRS is “wholly committed to
implementing each and every taxpayer’s rights provision and mak-
ing them work as intended, while still fulfilling the mandate to col-
lect taxes that are due.”

Some people are now concerned that the agency has become so
user friendly that it isn’t collecting enough of the tax money that
is owed. In a recent hearing before this subcommittee, we learned
that taxpayers owe the people and the Treasury $231 billion in
overdue taxes and penalties. We recognize that this is an enormous
undertaking filled with both short-term and long-term challenges.

We welcome each of our witnesses today and look forward to dis-
cussing the agency’s progress and challenges and how they are af-
fecting the American people and the Internal Revenue Service
workers.

I might say, Commissioner, I'm very pleased with the willingness
of the IRS workers to come to our District office to set up phones,
to have hundreds of constituents go there and electronically file for
the first time, in most cases, to those constituents. We hope down
the line that we will all be sensitive to filing in time, and that
would help get the refund, if they had one, and it would also be
simpler than most people now have to go to.

[The prepared statement of Hon. Stephen Horn follows:]
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“Oversight of the Internal Revenue Service:
The Commissioner Reports”
CHAIRMAN STEPHEN HORN (R-CA)
OPENING STATEMENT
April 10, 2000

A quorum being present, the Subcommittee on Government Management, Information, and
logy will come to order.

The only contact most taxpayers have with the Internal Revenue Service is when they file

their annual income tax return. Now, one week before the deadline, many taxpayers are frantically
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law demanded that the IRS shift from its self-defined role as an enforcement agency toward a role

that mo;

plannin

re resembles a financial service organization.

IRS Commissioner Charles Rossotti has taken that message seriously. He is responsible for
¢ and implementing the most fundamental changes in the IRS in nearly a half century. A few
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“wholly committed to implementing each and every taxpayer rights provision and making them
work as intended, while still fulfilling the mandate to collect taxes that are due.”
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Some people are now concerned that the agency has become so user friendly that it isn't
collecting enough of the tax money it is owed. In a recent hearing before this subcommittee, we
learned that taxpayers owe $231 billion in overdue taxes and penalties.

We recognize that this is an enormous undertaking, filled with both short-term and long-
term challenges. We welcome each of our witnesses today and look forward to discussing the

agency's progress and challenges, and how they are affecting the American people and IRS workers.

We welcome our witnesses, and look forward to their testimony.
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Mr. HORN. So I now yield an opening statement to the ranking
member, Mr. Turner, the gentleman from Texas.

Mr. Turner.

Mr. TURNER. Thank you, Mr. Chairman.

After having worked on my tax return yesterday, I hope I am in
a good mood here to visit with the commissioner.

We do appreciate the commissioner being here this morning. As
we all know, your agency is responsible for the very difficult task
of administering and enforcing the internal revenue laws and relat-
ed statutes.

Your mission is to collect the proper amount of tax at the least
cost to the public and in a manner that warrants the highest de-
gree of confidence in the Service’s integrity, efficiency, and fairness.

We know the IRS has been subject to many studies and congres-
sional inquiries and much criticism. Congress and others have
identified a long list of problems, including inadequate technology,
poor services to taxpayers, violation of taxpayers’ rights, failure to
follow established procedures, and lack of adequate employee train-
ing and resources.

This concern led the Congress to pass the IRS Restructuring and
Reform Act of 1998. This law included many provisions to enhance
taxpayer rights and to fundamentally reform the IRS.

To achieve these goals, the IRS plans to make fundamental
changes on virtually every front. The IRS has referred to this proc-
ess as “modernization,” because it involves building on the essen-
tial components that have made the IRS successful in the past,
while bringing them up to date in a way designed to achieve the
new mission.

We are here today to assess the progress the IRS has made in
implementing its modernization changes. This subcommittee wants
to ensure that all Federal managers are given the necessary tools
and incentives to perform effectively and to be held accountable for
their job.

We welcome the commissioner this morning and I commend you,
Commissioner Rossotti, on your leadership. I commend the employ-
ees of the IRS in your efforts to become a better agency. When I
came to Congress 3 years ago, the IRS had an image that was less
than desirable. Since that time, with the new legislation and the
efforts you have made, I am confident there has been significant
progress toward the goal of providing the type of high-quality serv-
ice that the taxpayers of this country expect and deserve.

I appreciate the leadership you have brought to the position, and
I look forward to hearing your testimony this morning.

Thank you.

Mr. HORN. As you know, Commissioner, and the others that fol-
low you, we swear in all witnesses before this committee, so if you
would raise your right hand we will swear you in.

[Witness sworn. ]

Mr. HORN. Thank you. Also, as I think you know since you are
a regular here, your full statement goes in the record right now,
so we would appreciate it if you could summarize it and then we
will have more chance for dialog.

Thank you.
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STATEMENT OF CHARLES O. ROSSOTTI, COMMISSIONER, IN-
TERNAL REVENUE SERVICE, DEPARTMENT OF THE TREAS-
URY

Mr. RossoTTi. Mr. Chairman and Mr. Turner, we think the IRS
is following the clear direction of the Congress in the IRS Restruc-
turing and Reform Act. As both of you noted in your opening state-
ments, this involves some of the most significant changes in organi-
zation, technology, and, most importantly, the way we serve tax-
payers.

We are already witnessing some positive results. These include
the implementation of the 71 taxpayer rights that were in the act,
improved hours and improved phone service, and more electronic
filing in this current season.

Just to note some statistics, we expect to receive 127 million indi-
vidual returns this season, and electronic filing is up 16 percent
over last year, so we will get about 34 to 35 million returns elec-
tronically.

Our level of telephone service overall is about 63 percent this
year, which is still way too low, but is up a lot from the 50 percent
or so from last year.

And for the whole year, we expect to collect $1.67 trillion in net
receipts for the Treasury.

Of course, all of this has been done after the completion of the
enormous program to fix the Y2K program, which I am pleased to
say was accomplished almost flawlessly.

Just going back for a moment to Y2K, I think that this success
was achieved due to comprehensive planning and preparations over
a significant period of time. Mr. Chairman, we are most grateful
for your guidance and assistance which you provided over that en-
tire period. We think your leadership was a critical component of
our success.

Mr. HorN. Thank you very much.

Mr. Ro0sSOTTI. Despite some of these signs of progress, Mr.
Chairman, we have to say honestly that today the IRS does not
meet all the legitimate service expectations of the vast majority of
compliant taxpayers, and at the same time our compliance activi-
ties, such as exam and collections, continues to drop.

Further, as GAO has pointed out, many of the systems we use
to manage and account for the $1.67 trillion in tax revenue are in-
herently deficient.

These are severe problems, and if they are not addressed they
will certainly, over time, undermine the fairness and perhaps even
the viability of the Federal tax system. But these problems are not
newly identified, nor do I believe that they are impossible to solve.
In fact, I believe we now have employees at the top level plans that
will allow us to address them.

We have implemented the taxpayer rights provisions of RRA. We
have completed a new system of balance performance measures,
and our reorganization, which is aimed at increasing customer
focus and management accountability, is progressing rapidly and
we have a new top management team in place.

Building on this foundation, we are now beginning the longer-
term program of re-engineering all of our business practices and
technology so that we will be able to deliver on the RRA’s man-
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dates for improved service and taxpayer treatment, while also in-
creasing fairness and compliance effectiveness.

As these new management and technology practices become es-
tablished, we can also improve efficiency. However, to succeed in
this enormous program, we do need adequate budget resources in
fiscal year 2001 to address critical operational needs in the short
run and to invest in new technology for the long run.

The rapidly expanding economy continues to increase the IRS’s
workload. For example, since 1993, the number of individual tax
returns of over $100,000, which are generally the more-complex re-
turns, have increased by 63 percent, but, because of budget con-
straints, the IRS staff has dropped by 17,000 personnel, which, as
shown on the chart at your left, shows the workload going up, the
staff going down.

On top of these general trends, as shown on the second chart
which is going to be put up there, certain specific provisions of
RRA, alone, have required about 4,500 additional personnel to ad-
minister. Those are just listed by code section there, an estimate
of personnel.

Now, since our compliance personnel, those that do exams and
collections, represent the largest component of the IRS budget, they
are also the ones that administer these RRA provisions. Our net
front line compliance staffing has declined quite rapidly, which is
shown here in this red line on the third chart. So I think we can
see that, as a result of these resource declines and the pervasive
change in the way the business has done, there has been not only
resource declines but some uncertainty, confusion, and a great deal
of relearning among our employees and managers, and this, com-
bined, is the reason that, overall, the number of exam and collec-
tion cases we have been able to complete has declined about half
since 1997.

To address these operational problems, we have requested an in-
crease in staffing in the 2001 budget which would provide for about
2,800 FTEs and would allow us to rectify some of the shortages
that have developed over the last 2 years, and that would be one
component of the budget.

This staffing increase increment will allow us to meet some criti-
cal short-term needs while we transition to the more-efficient struc-
ture and re-engineered technology, which is the second key needed
in our fiscal year 2001 budget and, as you have pointed out many
times, Mr. Chairman, is really the long-term solution that we need
to get to.

Clearly, we depend on our computer systems to administer the
tax system and to properly collect and account for our $1.8 trillion
of tax revenues.

We have submitted our plan for re-engineering our systems in
some detail, and they are included in my written testimony and in
the funding request that we have made to the Appropriations Com-
mittees.

Let me stress that, although there is no way to avoid risk in a
program of this size and complexity, we believe we can manage
these risks and achieve our goals, just as we did with the $1.4 bil-
lion Y2K program, and we now have in place some of the elements
needed to do this properly, which were not in place in the past.
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These include a single, centrally managed information systems or-
ganization, a very active top-level governance process, adherence to
architectural, technological, and methodological standards, use of
the prime contract to manage development and integration activi-
ties, and, most importantly, an unwavering commitment to an open
%rocess that includes outside oversight agencies such as GAO and

MB.

Now, although we have put in place most of the necessary ele-
ments, I do want to stress, Mr. Chairman, that it will take time
and practical experience executing projects for our management
process to mature.

I would like to call the subcommittee’s attention to a fourth
chart, which is about to be put up on the screens, which shows
what I would consider the normal pattern by which we would ex-
pect our management process to mature over time if we are suc-
cessful.

Based on my experience in the industry, if we were to achieve
the kind of growth rate depicted on this chart, it would actually be
a quite rapid rate of growth in maturity of our management proc-
ess, and within 1 to 2 years I think it would put IRS in a top cat-
egory of institutions managing large technology programs.

Since this maturity process necessarily depends on practical ex-
perience, one of our most important responsibilities as top man-
agers is to adjust the level of activity we are managing to that
which is appropriate to the level of management capacity we have
at any point in time. We have already seen this process in action
as we have unhesitatingly revised some initial proposals to slow
down some projects and rearrange others to ensure that manage-
ment and architectural issues were adequately addressed.

On the other hand, I also have to stress that there is no way to
achieve maturity in the management process without practical ex-
perience actually executing projects.

So, Mr. Chairman, I believe we are making real progress in the
goals and mandates of the Restructuring Act. I believe, if Congress
will continue to provide us the support for IRS modernization,
which includes acting favorably on our budget request, we will be
able to produce the most visible, tangible changes in service, com-
pliance, and productivity that America’s taxpayers expect and de-
serve.

Thank you.

Mr. HORN. Thank you.

[The prepared statement of Mr. Rossotti follows:]
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TESTIMONY OF
COMMISSIONER OF INTERNAL REVENUE
CHARLES O. ROSSOTTI
BEFORE THE
HOUSE COMMITTEE ON GOVERNMENT REFORM
SUBCOMMITTEE ON
GOVERNMENT MANAGEMENT, INFORMATION AND TECHNOLOGY
HEARING ON IRS FILING SEASON, IRS RESTRUCTURING ACT AND BUDGET
APRIL 16, 2000

Mir. Chairman and distinguished Members of the Committee, the IRS is delivering a very
successful filing season as it also works to fulfill the mandates that Congress set forth in the
landmark RS Restructuring and Reform Act of 1998 (RRA 98). During this time, the IRS also
completed an enormous, yet almost flawless, Y2K conversion program to ensure that IRS
computer systems continued to operate after the century date change.

Following RRA 98’s clear directions, 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, We have
completed the first phase of a new system of balanced measures of performance. Our
reorganization to ingrease customer focus and management accountability is progressing
rapidly and we have a new top management team in place.

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 20 months since
this bill was enacted we have learned a great deal, and at this point I am convinced we can
succeed through the combination of a limited increase in staff resources and critical investments
in new technology and organization. -

As I have previously testified before the Subcommittes, the IRS depends entirely on its
computer systems to administer the tax svstem 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.
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These include: a single, centrally managed information systems organization; a very
active top governance process, which I personally chair and which includes all 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.

We have already seen this process in action as we have unbesitatingly revised some
initial proposals to slow down certain projects that were not ready to proceed at the desired
pace, and to rearrange certain other activities to ensure that architectural and methodological
concerns were adequately addressed.

1 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.

Y2K CONVERSION

Mr. Chairman, as I testified before the Subcommittee in January, the IRS experienced a
smooth Y2K “roll-over weekend” between December 29 and January 3, with fewer glitches than
we experience in a normal year. There were also no problems associated with the leap year on
February 29, 2000. We have now enjoyed more than three full months of successful operations
following the century date change. Although we do not anticipate any future problems, we will
remain vigilant during the remaining time of high-volume tax-filing season.

Our success to date was hard won and can be directly attributed to our comprehensive
planning and preparations over the past three and a half years. Mr. Chairman, we are also most
grateful for the guidance, assistance, and support that you provided throughout this effort. Your
leadership was a critical component of our success.

I would like to recap briefly our Y2K efforts. The scope of the Y2K problem at the IRS
was enormous. Making the IRS® Y2K problem even more chailenging was the sheer number of
affected information technology systems. There were over 800,000 information technology (IT)
items in our inventory that were assessed for compliance; renovated, replaced or retired; tested;
and placed back into production. The technology ranged from custom applications programs to
mainframe computers to commercial software products, as well as thousands of non-IT items
found in elevators and office equipment.

‘Without the significant investment in resources to plan and prepare for Y2K, there was a
tremendous potential for significant disruptions to ongoing IRS operations. Simply put, the tax

2
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system would have ground to a halt, causing a massive disruption affecting almost every
taxpayer. Fortunately, that investment was made.

The IRS also gained some valuable residual benefits from the Y2K conversion project
that will be of great value as we now proceed to our even more challenging business systems
modernization program.

First, is replacement of obsolete hardware and systems software products. As a result of
the Y2K program, most of this hardware has been replaced and software releases have been
brought up to date. This is a prerequisite for supporting our technology modernization program
and it is imperative that we have adequate annual replacements of hardware and regular routine
upgrades of software releases.

Second, is irnproved program management practices. The Y2K program has been
successful, largely because effective program management practices were implemented and
improved over the last three years. This experience will be extremely valuable as we now move
forward with our major technology modernization program, However, the modernization
program imposes greater challenges because it involves major business changes, as well as new
technology.

Third, is standardization of products. The IRS installed base of hardware and sofiware
was not only obsolete, it was heterogeneous in the extreme. The Y2K program has aliowed us to
set up and largely implement standard products.  Because of our reorganization under the
leadership of our CIO Paul Cosgrave we now have the management structure and delegated
authority in place to make design and procurement decisions to maintain standardization of
technology.

Fourth, is improved inventory management. GAO criticized the IRS for the poor
condition of its IT inventory, but because of Y2K, we were forced to examine our inventory as
never before. The condition of our inventory is now greatly improved although much work
remains to be done.

Mr. Chairman, I must stress again that these benefits will only be realized if we actively
continue the practices established during Y2K, including regular replacement and upgrades of
hardware and software.

THE FILING SEASON

By continually managing all of the change and risk in an orderly and integrated fashion, I
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 1o taxpayers on which we can build in the coming years, especially
as our major technology and organizational initiatives take effect.
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Projected net collections for FY 2000 are $1.767 trillion. During FY 2000, we aiso
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 March 31, 2000, the number of refunds
is up 6.6 percent over last year, and the average refund is $1,685 up 13 percent over the same
period last year. Onp-line filing is running 96 percent ahead of last year’s pace and has already
exceeded last year’s total volume of 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 Elecironic 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.
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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
March 31, 2000, almost 28 million individual taxpayers filed using one of the three e-file
options; a 16 percent increase over the same period last year.

Over 20.5 million taxpayers e-filed their tax returns electronically through an IRS~
authorized Electronic Return Originator (ERO); a 16.8 percent increase over the same
period last year.

Approximately 3.3 million taxpayers have filed their fax returns on-line via their home
computer through third party transmitters. On-line filing is running 95.7 percent ahead
of last year’s pace and as of March 31, has already exceeded last year’s total volume of
2.5 million,

Almost 4.2 million taxpayers filed their returns over the telephone using the award
winning TeleFile system. For the first time, faxpayers in Indiana and Kentucky were able
to file both their federal and state returns i a single telephone call during the pilot of the
first Federal/State TeleFile option.

Overall, 8.5 million taxpayers have chosen to file both their federal and state tax returns
simultaneously in 2 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 2060 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 mumbers (ECNG) 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

5



15

payments, and Forms 4868, extensions of time to file. Last year, over 33,000 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 Straddies, 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 bave 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-
Jfile options. Inthe 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.” It
is 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 JRS 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.
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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 World Wide
‘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 faxpayer access
to IRS help while on the Digital Daily.

Web Site and Innocent Spouse

The IRS Web site has become an important toof 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.
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Web Site and Instaliment Agreemenis

In August 1999, the IRS announced a new aid for those interesied 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 siie.

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 monthty 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 94635, 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.
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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.

Expanded Web Site Orders

In FY 1998, the IRS introduced “Forms & Publications by U.S. Mail” This allowed
taxpayers to request forms by conventional mail rather than downloading. So far in FY 200,
approximately 308,000 orders were placed distributing over one million products. In FY 1999,
we added the “Practitioner Order Program.” For FY 2000, the Digital Daily expanded the
electronic order capability to add a Tax Practitioner Order Program and added a Tax Package
Request service and an Employer Order Program.

The Tax Practitioner Order Program is used by tax professionals to order their copies of
Package X. In an effort to save both paper and IRS costs, the IRS issued a “postcard” rather than
a tax package to individuals who filed an electronic return in the previous year. Some of those
individuals may still want to receive a tax package. The postcards the IRS issues provide the
vehicle to request a tax package, but now taxpayers have yet another option. Those individuals
can order their Tax Package via the Web using our new Online Tax Package Request.

For FY 2000, tax professionals are able to correct their mailing addresses with IRS via
the Internet. The IRS is expanding these ordering services to Post Offices, libraries, and other
tax products distribution partners. In addition, we are looking to add VITA and TCE order
capability on the net.

This on-fine ordering program will provide an online capability for employers to order
quantities of Forms 1099 and a variety of other employer forms. In the past, employers had to
request a copy of “Package 1099” in order to get a copy of the paper-based order form. More
than 750,000 electronic orders were filled last year, before these many enhancements.

CD-ROMSs

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
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is conveniently available through the Digital Daily for $21. If ordered by fax, mail, or
telephone, the cost is $28. As of March 31, 2000, over 104,520 subscriptions were sotd 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. It is 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.
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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
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.

IRS Local News Net

IRS Local News Net is a list server that supplements the Web site’s Digital Dispatch
(there are over 70,000 Digital Dispatch subscribers} by providing localized, targeted and
immediate information for tax professionals. It is a system capable of reliable and efficient
delivery of information to the tax professional community across the nation.

The system is structured to support the localized nature of information based upon the tax
professional’s specific local needs. Any District Office, Service Center or Computing Center
that needs to communicate with the public or with tax professionals on a regular basis can
request a list server. Local News Net Servers are being developed primarily to reduce the print
and postage costs incurred with the Director newsletters.

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 31
million taxpayers have been served on all product lines in FY 2001, compared to almost 36
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
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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 systern.

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.

Referral Mail

R-Mail (or Referral Mail) is a system that facilitates the referral of tax law questions on
specific categories to Compliance employees.

Up until the 2000 filing season, Customer Service employees transcribed these phone
message recordings to paper and faxed or delivered them to Compliance employees.
Compliance employees made two attempts to call taxpayers and if no contact was made on the
second attempt, the message was discarded or filed. This system was time consuming and
inefficient. Its deficiencies included poor workload controls and lack of management
information.

The R-mail system roiled out nationwide for the 2000 filing season addresses these
problems. It provides a more effective method for moving this referral workload to Compliance
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staff than the previous cumbersome “message offioads” from recordings and unreliable
distribution of paper.

Calls on the topics identified for Compliance referral are routed to screeners through our
routing scripts. CSRs type 2 brief message into a template on the R-mail system and add each
question to the centralized database. Revenue Agents and Tax Auditors from all over the
couniry who are assigned to do the callbacks are immediately able to access the questions from
their computers using a Web browser and call taxpayers back with answers.

Other than obvious workload distribution advantages, this system also provides not only
better service to taxpayers, but easily quantifiable management information, improved controls,
and the elimination of clerical time associated with logging and filing of paper referrals.

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

InFY 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 March 31, 2000, the
number stands at over 18 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 am
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 the end
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of March, we served 70,258 taxpayers on weekends. So far this filing season, we have served
over 4.4 million taxpayers at all Taxpayer Assistance Centers — a nine-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) retumn 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.

FINANCIAL AUDIT

Mr. Chairman, as you know, I am precluded from playing any role in the financial audit
process. However, I would like to recap what IRS Chief Financial Officer Larry Rogers said at
the Subcommittee’s February 29" hearing,

Dueto the combined IRS and GAO efforts, GAO once again was able to render an
“anqualified” or clean opinion on the IRS’ Statement of Custodial Activity, which represents the
$1.9 trillion that the IRS collected in tax revenues last year. That being said, the IRS is
obviously disappointed that it was unable to achieve an unqualified opinion for its
Administrative accounts. However, over the past year, the IRS staff made great strides and
remedied a large pumber of deficiencies.

In its report, GAO expresses concern about IRS’ use of labor intensive compensating
workarounds. However, as Mr, Rogers stated, until the IRS is able to replace the archaic legacy
data systems, it must continue to use these procedures. However, with the improvements made
during the past year, we believe that we can sustain our progress while seeking more
fundamental system improvements. There is a basis, in fact, for a positive ovtlook in this matter.

Mr. Rogers outlined a number of improvements this year. For example, the IRS
overcame the loss of CFO managers that occurred two years ago; our new team of supervisors is
now in place. On the Custodial side, the IRS improved its data extract process, and in 1999, was
able to assume responsibility for analysis of the financial classifications for accounts receivable.
The IRS was also able to perform “collectability™ analyses of receivables — work that the GAO
teams performed until IRS staff was capable of taking over the duties.
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On the Administrative side, the fund batance was reconciled with Treasury at the end of
FY 1999, and monthly reconciliations have now occurred for October and November of Fiscal
2000. A new permanent team is now charged on a recurring basis with the duty. IRS cleaned up
the suspense account to a reasonable level, and the appropriate entries were made to record the
clean out of the account.

Under Mr. Rogers leadership, the IRS is also working to provide a subsidiary ledger to
our accounts, which will enable us in the future to give the GAO “cleaner” extracts for audit
purposes. In addition, the IRS put into effect procedures that it will follow to ensure
sustainability of our property valuation figure from the end of FY 1999. This process will
remain in place until a more permanent solution can be achieved.

Mr. Rogers also discussed an item of great interest to GAQ and the Subcommittee.
Over the past year, the IRS continued to improve on an aggressive security management
program, which focuses on identifying, managing and mitigating security weaknesses. In
addition, the IRS established the Financial and Management Controls Executive Steering
Committee to strategically manage improvement initiatives and ensure that appropriate
controls are an integral component of all IRS programs.

As Mr. Rogers concluded, the IRS views these steps, and numerous others as necessary
investments by IRS to meet the statutory and policy requirements for good financial data that
fairly presents the status of IRS finances to all interested parties. The IRS did this to the best of
its ability in FY 1999, and will continue to do so from here on.

Mr. Chairman, in the long-term, the inadequacies in, and solutions to, our financial
reporting systems must be addressed through the broader efforts to modernize both the systems,
technology and organization of the IRS as mandated by the Restructuring Act, and I want to
thank you Mr. Chairman, for your leadership and support in this critical area.

This is a vast, complex and risky undertaking that will require many years to accomplish.
The IRS must replace nearly its entire inventory of computer applications and convert its data on
every taxpayer to new systems. It must be accomplished in conjunction with redesigned
business practices as part of our overall modernization program, while continuing to provide
service to taxpayers and to respond to ongoing tax law and other changes.

In the interim, we intend to develop the best financial data possible, while continuing to
concentrate on the more complete reform of the data systems. I can assure you that we will
sustain each of this year's improvements. We will simultaneously work toward a financial
management system that fulfills the requirements of the various acts and also provides IRS
managers with the data they need to operate the agency effectively and efficiently.
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RRA 98 TAXPAYER RIGHTS IMPLEMENTATION

RRA 98 required the IRS to implement 71 new or modified taxpayer rights provisions,
many of 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, over the last year, the IRS received 58 audit reports from the Treasury
Inspector General for Tax Administration (TIGTA) containing 314 specific recommendations for
changes or improvements and 74 reports from GAO containing 42 specific recommendations. In
addition, there are 127 TIGTA and 36 GAO audits underway. 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 itnmediate challenges are primarily training and management. We are continuing a high
level of training in FY 2000.

I 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.

FY 2001 BUDGET REQUEST:
CARRYING OUT RRA *98 AND MODERNIZATION

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
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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 billion. 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) Modemnization. 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 fuil
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 1 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 fanding adequate to maintain
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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 (WIGs) 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. 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.

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 a steady erosion of enforcement presence, audit
coverage, and case closures in front-line compliance programs. Current estimates of
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additional work directly related to RRA 98 total nearly 4,561 FTE for Compliance and
Customer Service activities. 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 (ET4)

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.

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, I would like to stress that contractual
support is critical to maintaining operations and implementing RRA 98 and the Modernization
program. Qur contractual support is in three categories: mandatory, operational and expertise
contracts. 1 would like to describe for you the type of contracts and provide examples:

s 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 lockbox collections; and Low Income Taxpayer Clinic grants.
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e 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
buyeuts, 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
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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;,
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(2) The management and reporting of taxpayer and employee complaints by designing a
new systen;

(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 busivess
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 fo 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 o examiners.
Further enhancements to taxpayer service over the Internet and increased electronic tax
administration services will follow. Two critically important projects will be planned in detail in
FY 2000 and are expected o 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 technelogy 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 ITTA 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

22



32

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, bowever,
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.

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

CONCLUSION

Mr. Chairman, I believe we are making real progress not only to provide better service
during the filing season, but also on the goals and mandates set forth by the Restructuring Act to
bring meaningful, positive changes to the IRS and America’s taxpayers. Itis 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.
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Mr. HORN. We have a few questions for you, and we will be alter-
nating between Mr. Turner and myself 5 minutes at a time.

Let me first start. There are a lot of different groups, including
OMB, the IG—Inspector General—that give you recommendations.
Tell me how you go about prioritizing which is which, and particu-
larly the Inspector General’s.

Mr. RossorTi. Well, you are right, Mr. Chairman. We get hun-
dreds of recommendations every year from many different audits
that are done by the IG, as well as GAO, and, of course, many
other things that come in from congressional sources and from our
stakeholders, such as the practitioner groups and taxpayer groups.
There are hundreds of them.

What we have put in place over the last 2 years is a manage-
ment process which we call “taxpayer treatment and service im-
provement,” by which we have a small program staff that reviews
all of these and lists all of these recommendations, tries to apply
criteria to them, and then comes before a top management group,
which I chair, to basically determine which ones we can manage in
which timeframes.

We are going through a new phase of this process in the next
year as we establish our new organization. We are folding this
process into an even more systematic strategic planning and budg-
eting process where we will include this kind of prioritization as
part of our planning and budgeting and we, as a matter of fact,
have already started that for fiscal year 2002, as well as 2001,
which is, of course, the budget that is before Congress.

So we made, I think, an important step in prioritizing and man-
aging these recommendations, and now we are going even further
with strategic planning.

I think the, of course, crux of this is that we have more demands
on our capacity than we can implement. In other words, we have
more things that we would like to do and that others would like
us to do than we have capacity to manage, so we simply have to
make choices along the way.

Mr. HOrN. How much, if any, do you get from that Advisory
Committee that was put together to sort of guide the commissioner
under the Restructuring and Reform Act of IRS? Now, who is on
and who isn’t? Have all the appointees been nominated?

Mr. RossoTTI. Yes. I think you’re referring to the Oversight
Board, as it is termed in the act.

Mr. HORN. That’s right.

Mr. RoSsOTTI. And they were nominated, they were acted upon
by the Senate Finance Committee favorably in—I believe it was
February, and it is now on the Senate floor waiting for action to
go through the Senate floor. That would be the last step before
they would become active.

There are seven private sector members, as well as the commis-
sioner and the Secretary of the Treasury. So there have been no
meetings yet because they have not been finally confirmed, but we
have had some informal discussions when they were preparing for
their confirmation hearings actually at some length.

I think that these—in fact, I know that these members are all
very qualified people who are quite fired up, as a matter of fact,
about the idea of participating in this, and so I am looking forward
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to having them—and, of course, one of their statutory responsibil-
ities is precisely the point that you were noting in your question,
is participating in the strategic planning process to help us make
the right choices for how we deploy our resources and what initia-
tives we undertake.

Mr. HorN. The law took effect when?

Mr. RossoTTi. Well, the law took effect July 1998. It requested
the President——

Mr. HORN. So we have lost almost 2 years from that particular
committee?

Mr. RossorTi. Well, yes.

Mr. HorN. That wasn’t your fault. That was the President’s
fault. He didn’t like the system. So is that going to work? I mean,
they’ve now got them, you say, before the Senate. Hopefully they
will be confirmed one way or the other.

Mr. RossoTTI. Yes. Well, I was somewhat involved, tangentially
involved. It is quite a process to find seven private sector qualified
people and get them through all the clearances. That certainly took
longer than expected.

But I think that, without question, at this point there is strong
support now for, I think, all quarters for making this Oversight
Board work. You know, I've met quite a few times with the Sec-
retary of the Treasury about this, and he is committed to it. He has
met with them and, you know, we have a plan to get them ori-
ented. So I think as soon as they are confirmed by the Senate we
will be ready to really gear up.

I really anticipate that they will be a very constructive force in
helping us have the continuity to make this whole process work.

Mr. HORN. My last question on this round is the computing situ-
ation. You went through Y2K. That caused you to look at various
systems—should you merge some, should you get rid of some.

We've asked the General Accounting Office to look across the
whole executive branch to look at the hardware and the software.

I wonder—you're an expert in this area—what are your plans?

Mr. Rossorti. Well, I think you are quite right. One of the resid-
ual benefits of Y2K is that we did standardize and consolidate
quite a few different systems, I mean, and water also, I think im-
portantly, and probably one of the most important things is that
we centralized all of the information systems resources under one
management. I mean, previously we had about 15 different infor-
mation—roughly 15 different information systems organizations.
We now have one, and they control almost essentially all the re-
sources. We have consolidated our mainframes. By the end of this
year we will have them all into 3 centers instead of 12. And we've
eliminated, you know, thousands of one-off type vendor products
that were on desktops, for example.

So that was an important benefit of Y2K. We still have more
work to do in that regard, but I think that is one of the
foundational elements that gives us a foundation to start going up
this “S” curve that we need to get to to manage in a more-effective
way.

Mr. HorN. Thank you.

The gentleman from Texas, Mr. Turner, 5 minutes.

Mr. TURNER. Thank you, Mr. Chairman.
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Commissioner, the growth in electronic filing seems to be impres-
sive, but I gather that most of the electronic filing that takes place
under current law has to go through some third party in order to
accg)mplish it, rather than electronically filing directly with the
IRS.

Why is that the case? And is there anything we could or should
do about that?

Mr. RossotTi. Well, as a matter of fact, that is one of the issues
that we are addressing in the whole strategic plan for electronic fil-
ing.
I think one thing that is important to understand is that prepar-
ing a return electronically is a prerequisite for filing electronically.
Those two processes are very closely linked. I mean, you can’t file
something electronically until you've prepared it. In order to pre-
pare it, you have to have tax preparation software, and I think, if
you've ever used any of this software, you know that there are
quite a few software products out there on the market that are
very sophisticated and really quite effective consumer software
products.

So the route that the IRS has taken is to essentially try to—and
this was actually a provision in the Restructuring Act encouraged
us to do this—was to partner with the private sector to encourage
competition in the private sector to bring down the cost and make
it easier to file electronically by taking advantage of the capabili-
ties that are offered in the private sector.

We don’t see it as the right strategy to try to separate these two
parts of the equation, if you will—the preparation and the filing.
Instead, what we are working on—and there is a provision, actu-
ally, in the President’s budget for this that was just submitted ear-
lier this year which requests or requires the IRS, by 2002, to be
able to, working with private industry, find a way to allow every
taxpayer to file—both prepare and file their taxes on the Web at
no cost to the taxpayer. I think that’s really what taxpayers want.

As a matter of fact, even in this season that’s possible on a lim-
ited basis, because there are a number of providers that provide
software on the Web that allow you to prepare your tax return and
send it to the IRS. Many of them charge a fee of $9.95. Some of
them charge no fee, however, and this is because of competition
driving down the prices.

What we have been requested in the President’s budget to do and
will continue to do is to work with the industry to provide ways—
and this may require us to provide some incentive to the indus-
try—to basically drive that price down to zero so that every tax-
payer would be able to sign on to the Web, use that in a secure
way to prepare their tax return, which is, I think, the thing that
people get the most benefit out of, just being able to use the ques-
tion and answer format to prepare their tax return, and then just
push a button and file it up through us.

Mr. TURNER. Is there any statutory inhibition to doing that now?
Isn’t there a problem with the signature and the way it works now?
Doesn’t the taxpayer get something back in hard copy by mail and
they sign it and send it back?

Mr. RossoTTI. Right. There’s a second issue. Even if you do file,
you now have to send in a separate—in most cases, you have to
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send in a separate signature document. We have some pilot
projects this year where we’ve sent out specific identification num-
bers that avoid the need to send in the paper document, and one
of our highest priorities is to figure out how we can extend those
pilots basically to everyone, or almost everyone, so that they would
not have to send in that paper jurad, as it is called.

We do not, at this moment, think we need special additional leg-
islative authority. We think that it is more a matter of administra-
tive action to ensure ourselves that we have adequate authentica-
tion of the return that the taxpayer has filed.

Mr. TURNER. How, then, do you get a signature on that return
so that the signature line, which is the taxpayers attestation that
they are providing the correct information under penalty of law,
how do you get that electronically?

Mr. RossorTi. What we’re doing now in our pilot projects is
using PINs, as we call them—personal identification numbers.
Many taxpayers received—I don’t remember the exact number. I
could get it for you. But we sent out letters to quite a few millions
of taxpayers prior to this season giving them personal identification
numbers which they could then enter in in lieu of a signature, in
lieu of a hand signature as the authentication that it was a valid
tax return.

Mr. TURNER. Thank you.

Mr. HorN. I think we had the staff furnish you an appeal from
a particular constituent in Colorado, and his point is very interest-
ing. This is Kenny Knapp of Steamboat Springs, CO. He received
a reply to his appeal from the district director, Deborah Decker,
and he felt that the proper authority to write him on that was the
Secretary of Treasury. I wonder if you have had a chance to look
at that? And do you feel that the district director, Deborah Decker,
has that authority from the Treasury or not?

Mr. RossorTI. First of all, as you know, I can’t specifically com-
ment on a particular taxpayer matter, but I think that it has been
well established that the Secretary designates and delegates cer-
tain authority to take certain actions to the commissioner, and the
commissioner, in turn, can re-delegate them to other authorized in-
dividuals. That’s the way the tax system has worked for many,
many years, and it really has to, because you have to be able to
delegate authority for people to act or you couldn’t really function
at the scale that we function.

Mr. HORN. Well, is there a delegation from the Secretary of the
Treasury? And what is the source of that? Is it a regulation of the
Secretary?

Mr. RossOTTI. There are delegation orders in effect, as they’re
called, that delegate, generally speaking. I can give you more tech-
nical answers in a written response, but basically the way it works
is that the law frequently authorizes the Secretary to do certain
things, and then the Secretary has standing delegation orders that
delegate to certain officials—usually the commissioner—to take ac-
tion. And then, within the agency, we have official delegation or-
ders that delegate certain other officials to take certain other kinds
of action.
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Mr. TURNER. That was really in relation to a deficiency notice.
So you feel that you have sufficient authority from the Secretary
of the Treasury?

Mr. ROSSOTTI. Yes.

Mr. TURNER. Because often Congress, over the years, and not
just in IRS, has taken the authority away from the President,
taken it away from Cabinet officers, and vested it in the person
that really is responsible for the operation. So you don’t feel a loss
of authority there?

Mr. RossoTTI. I don’t. And I'd be glad to give you a more-specific
answer in writing, but generally

er. HoRN. Without objection, we’ll put it in the record in this
place.

[The information referred to follows:]
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Please insert the following on page 25 line 530 in replace of the text currently there.
(This is pursuant to the request of Chairman Horn located on line 551 on page 25.)

Under S. 6212 (a) of the Code, “If the Secretary determines that there is a deficiency...,
he is authorized to send notice of such deficiency to the taxpayer...” The term
“Secretary” means the Secretary of the Treasury or his delegate (section 7701 (a) (11) of
the Code). The Secretary may delegate his authority to send deficiency notices.

The Secretary has delegated his authority to send deficiency notices via Treasury Order
No. 150-10, which provides that the Commissioner shall be responsible for the
administration and enforcement of the Internal Revenue laws.

The delegation of authority of IRS” personnel to issue deficiency notices has specifically
been set forth in:

e 26 Code of Federal Regulations (C.F.R.) section 301.6212-1, which states in pertinent
part:

“(a) General rule. If a district director or director of a service center (or regional
director of appeals), determines that there is a deficiency in respect of income, estate
or gift tax imposed by subtitle A or B, orexcise tax imposed by chapter 41,42, or 44
of the [Internal Revenue} Code, such official is authorized to notify the taxpayer of
the deficiency..” (Also, 26 CF.R. 301.6861-1 (¢) recognizes the delegation of
authority regarding deficiency notices within the context of jeopardy assessments.)

¢ Commissioner’s Delegation Order No. 77, whereby the authority to issue (or execute
an agreement to rescind) notices of deficiency has been redelegated to, among others,
Directors of Customer Service Centers.

In dismissing a meritless challenge to the validity of a tax deficiency notice, the Ninth
Circuit has noted, “To the extent [the taxpayer] seeks to challenge the District Director’s
authority to issue a notice of deficiency, this argument fails.” Urban v. Commissioner,
964 F. 2d 888, 890 (9" Cir. 1992).
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Mr. HOrRN. Now, on the modernization efforts, and when they
might be made, I'd like to give you a little time. You've mentioned
it, but just give us an idea of where some of this modernization is
going besides the electronic aspect. What else is there?

Mr. Rossorti. Well, there is an entire program of what we call
our major business systems modernization, which is really aimed
at replacing all of the basic systems that are deficient in the IRS
that support basic tax administration processing, as well as, I
might add, financial management systems, which I know in your
committee you've had a great deal of concern about, because that
is really at the root of a lot of our problems.

These go to basic systems that keep all the taxpayer records, for
example. That’s the most fundamental system. We still keep all of
our taxpayer accounts on tape files in a system that was designed
in the 1960’s. It is hard to believe that. Sometimes when I say this
people think I'm exaggerating, but it really is true. Really, every
single taxpayer’s records, business and individual, is on tape files
that are only updated once a week. This is the heart of our entire
system.

Then there are about 130 other systems that do everything from
collecting money to accounting for money to helping to support au-
diting of taxpayers, and then, of course, the actual customer assist-
ance. If somebody wants to call up and wants to find out where
their refund is or there’s a mistake on their account, to fix that is
quite a laborious process.

All of these are what we call our “basic tax administration sys-
tems.” Frankly, Mr. Chairman, I think I have testified before, this
agency is very, very deep in the hole in this matter. This is not a
matter of—you know, most businesses today are going forward
with their basic—you know, like, for your bank the demand deposit
system is there. OK. They know how many debits and credits there
are in somebody’s bank account. What they’re working on is put-
ting it on the Web and making it easier for people to do banking
over the Web.

We’re going back to foundations and rebuilding, you know, if you
will, the equivalent of our basic checking account system, which I
can’t stress too much is really an essential thing for this country.

Every day we see examples of really horrible problems that we
have in just administering the tax laws because of the limits of
these systems. Unfortunately, we’re so far behind that this is not
an easy process to fix.

We have in place now, over the last year and over the last sev-
eral years, put together the outlines of a plan of how to do this,
and we are now beginning to launch this process. In fact, we've
just, within the last several months, submitted the first large re-
quest to our Appropriations Committees to get money released
from the fund that has been established to provide this.

At the same time what we’re doing is we're building, as is shown
on this curb, the management process that we need in place.

This is a very complex, large-scale program, and, as GAO and
many others have observed, the IRS in the past has not had in
place the management process to do this.

We are putting that process in place. To actually make it work
takes some time and some experience, and so it is not an instanta-
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neous process and it can’t be done just by reading textbooks and
by going to training classes. I mean, we can’t build a world-class
football team by just, you know, reading—watching videotapes of
football games.

So we have to proceed in a measured pace, and I think one of
the most important responsibilities that I feel I have—and my top
management team is working on this—and you've met Mr.
Cosgrave and some others—is to try to really manage this process
so the level of activity we undertake, in terms of making actual
projects go forward, initiating projects, is managed in relation to
the capacity we have to manage them. That’s sort of an ever-chang-
ing process.

However, just to put the bottom line as to what I expect to hap-
pen, if we get the release approval we expect from the committees
to release funds, we will be launching the first real significant de-
velopment projects which will deliver some initial capabilities next
year in 2001. These will be mainly in the area of customer service
and customer communications.

Then, basically every year for the next, you know, as far as we
can plan at this point, at least 5 years, every year, at least once
and possibly twice a year, we will be delivering additional new ca-
pacity into the system, and this will include not only the electronic
services, the e-filing, and customer communications, but I think
one of the most important of all these is the taxpayer accounts data
base, because, again, we need to get rid of that 35-year-old tape file
before we can do anything else.

I think we finally have a plan as to how to do that in a sort of
way that has acceptable risk.

One other area I'll mention that I know has been important to
you, Mr. Chairman, as well as Mr. Turner, is the whole area of
debt collection. We talked about this. We now have, I think, the
outline at least of a plan to replace the technology that we need
and to basically completely re-engineer this process. I don’t have
time to go through it this morning, but I think when we get to that
we will have something that will basically have the effect of allow-
ing us to act much more quickly on overdue accounts, which right
now is not one of our forefronts. We're very slow—to act much more
quickly on potential or actual overdue accounts, and also use our
resources more efficiently to do collection the right way. If all it
takes is a phone call, we’ll only make a phone call. If it really takes
a collection officer to go out there, we can do that.

This, in turn, might provide us some broader opportunities, such
as the ones I know you are interested in, to use other resources,
perhaps outside resources to supplement our own, because basi-
cally we will have in process with this collection system what we
really need to manage our collection process, but this is not going
to happen in a year, this is going to take a couple years.

Mr. HORN. You mentioned in this answer that you have two com-
mittees. Now, that’s Senate Finance and House Ways and Means?
Or are you also including the Appropriations Subcommittee?

Mr. RossoTTi. Well, on this matter it is the Appropriations Com-
{nittegs actually that we have to work with to get the money re-
eased.

Mr. HORN. So this would be Mr. Kolbe’s subcommittee?
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Mr. RosSOTTI. Yes, sir.

Mr. HORN. And on the Senate side the same?

Mr. RossoTTI. Senator Campbell.

Mr. HORN. Senator Campbell?

Mr. ROSSOTTI. Yes.

Mr. HORN. I now yield to the gentleman from Texas, Mr. Turner.

Mr. TURNER. Commissioner, you mentioned your efforts to try to
improve debt collection. As you know and your staff is aware, I in-
troduced a bill, H.R. 4181, last week, joined by Chairman Horn, as
well as Chairman Burton and Ranking Member Waxman, and, as
I recall, most of the members of our subcommittee, to try to help
on your debt collection problem.

As you know, the law has provided for some time under the Debt
Collection Act that if a person owes a non-tax debt to the Govern-
ment they can go out and get Federal contracts and get Federal
loans and other Government benefits, and so we wanted to close
that loophole by providing that tax debt is now subject to those
same rules, so that if you owe tax debt you can’t get an SBA loan
until you make arrangements to pay your tax debt, or you can’t
enter into a contract to sell the Government some equipment or
services if you owe taxes, unless you make arrangement to pay
those taxes.

I know your staff has been kind to take a look at the bill, and
I wanted to ask you just three questions. One is: do you feel the
concept is good with regard to it? And then I wanted you to com-
ment on whether you thought you could administratively handle
this task and whether you felt good about the efforts we’ve made
to address the privacy concerns with the provision that we have in
there that says the taxpayer is the one that will sign the consent
form to release the information as to whether or not they owe any
taxes, and that form would be promulgated by your office, but it
would go to you and then you would respond back to the agency.

Mr. RosSOTTI. Let me just talk about the administrative one
first, because that’s the one that most directly affects us. I think
that we could administer that, provided, in the short term, if the
volume of transactions was relatively limited. The only limitation
there is because of our computer systems. A lot of this kind of stuff
has to be handled semi-manually right now, so as long as it wasn’t
too large a volume of transactions, which I don’t think it would be
if it was Federal contracts, we could manage that. In the longer
term, we’d be able to manage a larger volume, you know, we mod-
ernize our computer systems, but in the short term that would be
the only issue administratively is just how large the volume of
transactions would be.

As far as the privacy issue, I think that certainly requiring a dis-
closure of consent by the taxpayer would be an appropriate step,
would be the right and necessary step to conform to the require-
ments of disclosure. We need that under our 6103, which is the sec-
tion of the tax code which deals with taxpayer privacy.

I think that, on the broader issue of privacy, there is, I guess,
a longstanding and probably never-ending debate over the broader
question of whether it is the right policy decision to use tax infor-
mation for other legitimate Government purposes. That’s more of
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a broader policy issue. The Treasury probably takes the lead on
that, rather than the IRS.

The Joint Committee has issued a report just recently on this
very subject which dealt with disclosures of tax records, even with
consent of taxpayers, to other Federal agencies for various other
purposes, and what they simply said was that they felt that it
should be done only if there is a “compelling case” made by the
part of the other agency. Whether it is a compelling case or not is
a question.

But I think that, from the point of view of helping us to collect
tax debt, to the extent that we had additional, you know, incen-
tives, if you will, built into the taxpayers to actually pay those
taxes, that can only help us.

Mr. TURNER. Thank you. I want to thank your staff for helping
us on the bill.

We are going to have a hearing on May 9th, as I recall, Mr.
Chairman, that you've set, and I welcome any of your staff’s input
between now and then——

Mr. ROSSOTTI. Sure.

Mr. TURNER [continuing]. Or at the hearing to be sure that we
do this right.

Mr. ROSSOTTI. Sure.

Mr. TURNER. The objective clearly is to enhance collection of
taxes, but to do it in a way that is appropriate.

Mr. ROSSOTTI. Yes.

Mr. TURNER. So any help that your staff can give us is welcome
on this.

Mr. RossoTTi. We'll be happy to.

Mr. TURNER. Thank you very much.

Mr. RossorTi. We'll be pleased to do that.

Mr. HorN. I thank the gentleman.

It is on May 9th, a Tuesday, 10 a.m., right here. And so we look
forward for future action.

Let me ask you about the General Accounting Office testimony
before this subcommittee. They said the IRS chief financial officer
is not appropriately placed in the organization to address its seri-
ous financial and operational problems. What action is being taken
by you and your management team to address this particular prob-
lem, because we had a real concern over the lack of internal meth-
ods for looking at the financial statements.

Mr. RossorTi. Mr. Chairman, it is always a pleasure to be here
and to be able to give a clear, simple, straightforward answer that
we fixed that problem. In this case, I can honestly do that because
we have successfully recruited and appointed Mr. Rogers as the
chief financial officer, and he now reports, as of about 2 weeks ago,
directly to the Office of the Commissioner. That includes myself
and the deputy commissioner.

The reason it is stated that way is there are certain matters that
I am recused from with respect to financial systems, but the deputy
commissioner, Mr. Winzel, who is here with me today, will take my
place in those cases.

But the important point is Mr. Rogers is now, No. 1, appointed
on a permanent basis. He was previously acting. Second, he is re-
porting up directly through the Office of the Commissioner. We've
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also made certain other realignments to give him some more au-
thority and staff.

And so I believe that I can honestly say at this point that we
fixed whatever concerns there might have been in that regard.
They have been definitively addressed.

Mr. HORN. So you are very happy with it?

Mr. RoOsSSOTTI. On that particular point we have. I have to say
that we still have a tremendous amount of work to do to address
many of the issues in financial systems—not just financial systems,
but our whole accounting process. Some of them Mr. Rogers and
his team, with the support of Mr. Winzel, I believe will be able to
address this year in a very, you know, active way. They relate to
such things as reconciling balances with the Treasury and hope-
fully working on our property management.

Others, of course, as GAO, itself, have noted, are really longer-
term issues related to technology modernization. They have to do
with fixing the basic accounting systems. Those will not be fixed
this year, obviously, but we will be working on the plans that will
allow us to replace those systems longer term.

Mr. HORN. The senior counselor of the National Taxpayers
Union, Mr. David Keating, noted in his testimony, which is about
to come, that Treasury Secretary Summers said many times that
the Board of Oversight is unnecessary and unwise, and “the long
delay in submitting the nominations raises the question of whether
the Administration is seeking to revamp the IRS on its own with-
out the oversight and input of the legally required IRS Oversight
Board. It also suggests to taxpayers the IRS reform is a low prior-
ity issue for the Administration.”

Then he says, “We were also disappointed that none of the nomi-
nees appear to have, as required by law, professional experience
and expertise in the needs and concerns of taxpayers.”

Do you want to make some comments on that? I realize they
aren’t your nominees.

Mr. RossoOTTI. Yes. Well, first of all, as far as the issue, though,
of whether the Treasury Department supports this whole concept,
I mean, it is a fair statement that in the early stages, when the
bill was being debated, that there was a great debate about this
and exactly what the powers of the Board should be, but I think
that threshold was passed long ago, frankly, and I worked very
closely with the Secretary.

I can tell you the Secretary was probably, especially toward the
end of last year, as frustrated as anybody else at various things
that caused us not to get these nominations up there.

I can tell you just one thing is that going through the clearance
process to get a private sector person who has never been in the
Government before into this, because they go through the same
thing that you would go if you were a full-time employee, is really
quite an interesting process. And it’s not only lengthy, but in some
cases it caused people to drop out.

So it was very difficult. I do not believe, from my observation,
that the delay was caused by the Treasury Department not want-
ing this to happen.
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It’s true in the early stages they were against it, but once they
changed they did get behind it, and I think that they absolutely—
the Secretary does want this to work.

Now we’ve had the nominees and they are in the Senate, so it’s
just a matter of the Senate acting, and we’ll get them there.

As far as the nominees, themselves, I can only say that we have
a wide range of nominees that cover such things as, you know, for
example, Mr. Colby—that’s not Congressman Kolbe, but the nomi-
nee Mr. Colby—who actually is one of Senator Grassley’s constitu-
ents, and he’s a cattle rancher from Iowa, small business person.
The other side, we have people like Mr. Farr, who ran American
Express and had a lot of experience at the big business side, and
we have, you know, Mr. Levitan, who is very much of an expert in
large-scale technology programs.

So it is a wide-ranging board. I don’t know whether one can
prove that it touches every base of all the things that were listed
in the legislation, but I think it is a wide-ranging board, and they
are certainly interested in the task that has been assigned to them,
from what I've seen from talking to them.

Mr. HOrN. Well, my last question—I certainly agree with you, by
the way, on it’s a wonder we get anybody to serve in the executive
branch of the Federal Government in terms of the forms, the eth-
ics, the financial filings, and all the rest. So these do take time,
and I understand that.

My last question is that you've testified you've implemented the
various taxpayer rights legal provisions; however, you stated you
are several years away from making them work more efficiently
and at higher quality, so I'd like you to elaborate on what you
mean by that and what are you doing to address that situation.

Mr. Rossorti. Well, what I mean by it is that the taxpayer
rights provisions were very pervasive in their impact in a way that
almost every employee or a large percentage of our employees
works. And many of them were quite complex.

An example of what I mean, the innocent spouse provision. This
was a very important provision, very high profile, and I think a
very necessary change in the law.

What happened at the time that the law was passed is that,
whereas there was one provision in the law that in very limited cir-
cumstances allowed for relief of liability on a joint tax return, there
are now four provisions, including the one that was there before,
and they are really quite finely tuned, as is appropriate, to try to
determine, you know—because here you are talking about taking
basically a married couple that filed a joint tax return and now has
split up, and you’re trying to figure out who knew what about their
tax return at the time they filed it. I mean, that’s not a simple
thing to do.

Then it adds to it an additional consideration, which the IRS has
not really been required to do in the past, to my knowledge, which
is deal with equity. In the past it was strictly, you know, who owed
the money. On this particular provision, as well as some others,
there is now what is called “equitable relief.” Well, you know, figur-
ing out what is appropriate to give equitable relief to one spouse
in a marriage on a tax liability is something that takes some time
to learn.
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So we went forward and got out forms and we let people file
claims, because they were—as was required, and we began to adju-
dicate those claims, but learning how to do it correctly and learning
{mw to do it in a reasonable amount of time has been quite a chal-
enge.

I think we have made some big progress. Again, it’s a curve like
that. It’s a learning curve. You just don’t do it overnight.

I think at this point, just taking that provision, we now have got-
ten out lots of guidance. We've learned how to adjudicate some
cases. We've taken advantage of that experience to revamp the
training materials. We've done a whole bunch of things which I
won’t go into here. So now we are at a point where I think we are
starting to do them in a timely manner, and, second, do them cor-
rectly, with higher assurance that they are being done correctly.
That’s an example.

And there are 71 different provisions. I could give you a story
like that on each one.

Mr. HORN. Does the gentleman from Texas have any further
questions?

Mr. Rossotti, the commissioner, will stay through the next panel
and is prepared to answer questions that are raised by panel two.

Mr. TURNER. I wanted to give you an opportunity to make this
point again about your need for funding for your modernization ef-
fort. I know you intend to go to the appropriate committees and
seek some movement of funds within your agency, but the overall
modernization effort seems to me to be one that may very well and
could detract from enforcement, and I don’t think any of us would
want that to occur.

I want to be sure that you have been able to make your case
clearly for why you need additional funding for modernization.

Mr. RossoTTI. Mr. Turner, I think that, you know, what we have
to do in the budget is to both do the modernization but also keep
enforcing the tax laws at the same time. I mean, that’s the two
things that we have to do.

I think if you look at some of the previous charts that were up
there—I don’t know whether, Floyd, you can keep the previous one
up—what has happened over the last—and this really is even be-
fore the Restructuring Act, but the budget was very constrained,
and a majority of the money is for the case work, for going out and
auditing and collecting money.

What has happened is you can see in the green line that the
number—since 1995, the number of front-line people—this is in
compliance. These are people that actually audit taxpayers, collect
money—the green line is what was happening just to the staffing
because of the budget. The red line shows that the gap between
those two, with the additional requirements of the Restructuring
and Reform Act, just required more time.

So if you look the that red line, you can see that we’re down in
2000 well below where we were 4 years ago. And then there are
even some intangible factors on top of that.

The net effect is we have half the number of audits that we were
doing 4 years ago. Nobody knows exactly what the right number
is, but I don’t think that kind of a line is where we—you know,
we’re really risking the tax system if we keep that line.



53

So what we’ve proposed in the 2001 budget is two things, basi-
cally. One is stabilize that. OK? That’s what we call it, stable. Give
us enough staff to basically keep that from continuing to go down,
keep it steady so we will no longer go down in terms of our compli-
ance enforcement activities, and then, the other piece of the money
is for the modernization for the technology, which is really how we
are going to fix this.

I mean, we know that we can collect money more efficiently. I
mean, I feel very confident of that. It does require some people, but
we can leverage those people with more procedures and better tech-
nology, but it is going to take a few years to get to that point.

Mr. TURNER. In my last comment, I want to—for those of us that
are struggling to get our tax return in, April 15th is on Saturday
this year. Does that mean we have to have it in the Post Office?
Can we get it postmarked by April 15th on a Saturday?

Mr. RossoTTI. Well, I think that it has actually come to the 17th
as the day that it has to be done.

Mr. TURNER. OK. So you can actually deposit your tax return in
the Post Office on Monday and still be in compliance with the law?

Mr. RossorTi. Yes, sir.

Mr. TURNER. And I also wanted to mention, for those who may
be interested in a phone number, 1-800-829-1040 is where you
can get information, among—there are several other options avail-
able, as well, for taxpayers, but that is the 24-hour, 7-day-a-week,
toll-free phone number, is it not?

Mr. ROSSOTTI. Yes.

Mr. TURNER. The 1-800-829-1040?

Mr. ROsSOTTI. Yes, sir.

Mr. TURNER. Well, for those who are struggling, as I am, to meet
the deadline, I urge them to take advantage of that number.

And I noticed that your website is becoming much more popular
in the past. I believe you had twice as many hits this year as you
did last year, and that IRS.GOV is another place where taxpayers
can get help.

Mr. ROSSOTTI. Yes, sir. Absolutely. As a matter of fact, I can tell
you that this calendar year, through the end of March, we had 658
million hits on that Website, so it is really quite a popular one and
one of our best products.

Mr. TURNER. Thank you.

Thank you, Mr. Chairman.

Mr. HorN. We thank you. That’s good information for the aver-
age citizen.

Well, Commissioner, I'm done asking questions of you and I’ll go
to the next panel. And I must say you are a brave commissioner
to stay here and when your critics are there. Most of the other peo-
ple just run.

Mr. RossorTi. We're happy to stay. We consider them very con-
structive critics.

Mr. HorN. Well, I know you are, and that’s why you’ve got good
relations on Capitol Hill.

So we will now have panel two: Margaret Wrightson of the Gen-
eral Accounting Office; Colleen Kelley of the Treasury Employees
Union; Mr. Oveson, National Taxpayer Advocate; and David
Keating, National Taxpayers Union.
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If you will stand and raise your right hands, and if there is any-
body going to assist you on the answers have them stand, also.

We have four at the witness table, three in back, for a total of
seven.

[Witnesses sworn.]

Mr. HORN. The three helpers and the four witnesses are certified
and noted to the clerk.

We will now start with Margaret Wrightson, the Associate Direc-
tor, Tax Policy and Administration Issues of the U.S. General Ac-
counting Office, the programmatic arm of the legislative branch.

STATEMENTS OF MARGARET T. WRIGHTSON, ASSOCIATE DI-
RECTOR, TAX POLICY AND ADMINISTRATION ISSUES, U.S.
GENERAL ACCOUNTING OFFICE; COLLEEN M. KELLEY, NA-
TIONAL PRESIDENT, NATIONAL TREASURY EMPLOYEES
UNION; W. VAL OVESON, NATIONAL TAXPAYER ADVOCATE,
INTERNAL REVENUE SERVICE; AND DAVID L. KEATING, SEN-
IOR COUNSELOR, NATIONAL TAXPAYERS UNION

Ms. WRIGHTSON. Thank you, Mr. Chairman.

Mr. Chairman and members of the subcommittee, Mr. Turner,
thank you very much for inviting me here this morning to discuss
IRS’ progress on key elements of its modernization efforts.

Let me begin with my three bottom-line conclusions. In each
case, it is important to say at the outset that there is substantial
agreement between GAO and IRS on the issues and actions IRS
must take.

First, before taxpayers will see any appreciable benefits from
modernization, IRS needs to make breakthrough changes in its
business practices and become more customer friendly.

Second, if IRS is to better balance the value it historically has
placed on compliance with the value it now wishes to place on cus-
tomer service, it needs to revamp its performance management sys-
tem.

Finally, modernization will not succeed unless IRS follows
through on important tasks for information systems moderniza-
tion—most notably, complete its enterprise system architecture and
systems development life cycle.

With regard to business practice changes, IRS has already com-
pleted a number of developmental steps that will help it redefine
the way it does business, including establishing an organizational
structure built around customer-focused operating divisions. Reor-
ganization is going reasonably well, but the agency must also re-
engineer business practices. Breakthrough changes are needed be-
caufle IRS’ current processes are not well-suited to taxpayers’
needs.

IRS has a number of re-engineering efforts underway, and the
commissioner has mentioned a few. I'd like to highlight three this
morning.

The first one is something that we’re going to call “creating one-
stop shopping at IRS walk-in centers.” Taxpayers, as you know,
have long been frustrated in trying to reach the right person at
IRS. In large part, their frustration came from IRS’ old structure
that was kind of a transactional assembly line for addressing tax-
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payer inquiries, clarifying and correcting tax returns, and collecting
unpaid taxes.

Because of this stovepipe structure, IRS really couldn’t take care
of taxpayers on an end-to-end basis. To help solve the problem, IRS
has established a new position that can handle a much larger
range of taxpayer problems. It is called the tax resolution rep-
resentative [TRR]. TRRs will still perform traditional duties like
answering taxpayer questions and helping prepare returns, but
they also will be able to do compliance work, like installment
agreements, lien and levy releases, account adjustments, and sim-
ple audits. IRS intends to have about 2,000 TRRs on staff by fall,
2001.

Now, implementing the TRR concept is, of course, going to re-
quire substantial investments in people and systems. Probably the
greatest human capital challenge for IRS will be the cross-training
that is going to be needed, but TRRs are also going to need en-
hanced IT so they can have access to complete and up-to-date ac-
coilnt information or they won’t be able to be successful at this new
role.

The second example I want to mention is one that has been men-
tioned previously, which is electronic filing. During the filing sea-
son, we all see commercials of tired and frazzled taxpayers. This
year, my personal favorite saga is a taxpayer who is on day 20 of
trying to paper file his family’s return. The commercial is pretty
funny. I mean, the taxpayer has got hands full of pencils, his hair
is uncombed, his shirt tail is hanging out. But the fact is that
paper filing a tax return is really no laughing matter.

Electronic filing, or e-filing, is not going to make the tax code any
simpler, but it can reduce the wear on taxpayers from filing itself.

E-filing also reduces the calculation and transcription errors that
later trigger IRS notices, and that’s all to the good, as well.

But e-filing will benefit IRS. I don’t know how many of you have
been to an IRS service center, but I think it is fair to say that IRS
is drowning in paper.

The returns are literally piled to the ceiling in the halls at IRS
service centers. These returns must be opened and sorted and re-
viewed, transcribed, shipped, and stored. And then later, if IRS em-
ployees need additional information, they have to get them shipped
from where they are stored so they can have access to that paper
return again.

Although electronic filing promises to be win/win, however, IRS
is having difficulty making it sufficiently appealing. A major criti-
cism is that e-filing is not yet paperless. IRS has been testing
eliminating W—2s and signature documents and allowing people to
pay balances using credit cards. The commissioner mentioned that
in his testimony.

However, before electronic filing can fully replace paper, IRS
must enhance its technology to allow the full range of returns to
be filed and also develop new marketing strategies for additional
market segments.

The last example that I want to point to of business process re-
engineering is something called risk-based examination. Here, I'm
going to start with a personal story, because I think, while tax-
payer benefits from one-stop shopping and e-filing are pretty obvi-
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ous to all of us, I'm not sure it is so obvious why IRS building a
better mousetrap for auditing is going to benefit taxpayers. So let
me use an example.

When I was about 10 years old, I remember standing on the
porch with my dad, and the postman walked up—that was in the
days when they, in fact, did walk up—he talked to my dad and
handed him the mail. And, after thanking the postman, my dad
started sifting through that mail until he stopped and he stared at
a very official-looking document. You're right. Actually, in retro-
spect, that was a notice from the IRS.

I'm never going to forget, as a 10-year-old, looking at my dad and
seeing this big guy and the panic on his face when he looked at
that envelope. And I’'m also not going to forget that he waited until
my mom came home before he opened it up. I think he needed her
moral support.

What’s striking about my own little example is that it is not un-
usual. No taxpayer wants to get a letter from the IRS in his or her
mailbox—unless, of course, it is a refund from the Treasury De-
partment. But they certainly don’t want to be audited when they
are compliant, nor, when audited, do taxpayers prefer anything
other than for their audits to be efficient and targeted only to the
questionable return items.

Our past work has identified weaknesses in how IRS determines
which taxpayers to audit. When IRS picks the wrong person or ap-
proaches an audit like a fishing expedition, everybody loses. Tax-
payers are burdened unnecessarily, and IRS wastes valuable re-
sources.

To improve the situation, IRS hopes to deploy something called
“risk-based examination,” a model that will target audits more ac-
curately and help determine which compliance strategies are actu-
ally going to be the most efficient and effective.

If IRS’ approach is successful, taxpayers and IRS will both bene-
fit, but, as was true with my first two examples, training, new
technology, and more data about taxpayers are going to be critical
if that business process is going to be re-engineered effectively.

OK. The second part of my testimony looks at IRS’ efforts to re-
vamp its performance management system. Before Congress en-
acted the Restructuring Act, there was an uneasy feeling on the
Hill and elsewhere that IRS employees were so intent on assessing
and collecting taxes that they did not give due regard to taxpayer
needs and rights.

The Restructuring Act mandated changes to IRS performance
management system, including a new mission statement to place
greater emphasis on taxpayer needs. IRS now has that new mis-
sion statement and is in the process of revamping its performance
management system. However, for the system to work, IRS employ-
ees will need to understand that customer service and compliance
are intended to be complimentary and not competing values and
activities. Our work suggests that this relationship may not be well
understood at IRS at this point.

The commissioner does not view compliance and customer service
as competing. Indeed, he has said that improvements in customer
service will increase compliance among taxpayers who do not un-



57

derstand the applicable tax law requirements or find IRS’ processes
too daunting to deal with.

Understanding that customer service and compliance activities
are meant to work together will take time at IRS and an ample
amount of communication and clear training, which I think is going
to be mentioned by some of our subsequent witnesses.

At the same time, however, it will be very important to ensure
that IRS employees also understand that they can and should use
the full range of IRS’ enforcement tools to collect taxes owed by
those who willfully fail to comply with the tax laws.

Our second concern about performance management involves
IRS’ new system of balanced performance measures. Although IRS
is on the right track with these measures and may well be re-
garded as a leader in the Federal Government in this area, it still
does not yet have a key measure of performance.

Mr. Chairman, that measure is a measure of voluntary compli-
ance. For over 30 years, until the early 1990’s, IRS had measures
of voluntary compliance that were developed by periodically audit-
ing random samples of taxpayers’ returns.

In 1995, IRS formally canceled plans to continue the random au-
dits because of concerns that it was overly costly and overly intru-
sive on compliant taxpayers.

The commissioner has said that, in the absence of such meas-
ures, informed decisions on strategies to improve voluntary compli-
ance will be impossible.

At this point, you might be wondering: why not just use data
from audits that IRS does conduct to measure voluntary compli-
ance? The answer is that that data would not capture the extent
of voluntary compliance among all taxpayers. Using only audit re-
sults is actually akin to using information about speeding tickets
to measure how many drivers are driving safely. As anyone who
has ever ventured onto the Washington Beltway knows, just be-
cause a driver doesn’t get ticketed doesn’t mean he or she is driv-
ing 55.

Similarly, the results of IRS’ audits tell you something about the
population of taxpayers who are audited, but they tell you nothing
about the population of taxpayers who are not.

IRS is beginning to tackle the problem of how to measure vol-
untary compliance, but the solution likely will involve auditing
some—and I say some—randomly selected returns, and IRS may
have difficulty going forward without the support of key outside
stakeholders.

GAO believes that, in moving forward on this, IRS should work
diligently to minimize intrusion and burden on compliant tax-
payers; however, we also believe in the principle of random selec-
tion when necessary to ensure the accuracy and integrity of IRS’
results.

The last part of my statement is on a topic that I know, Chair-
man Horn, you are very familiar with, which focuses on IRS sys-
tems modernization challenges, which is a perennial problem at
IRS.

Although IRS’ past track record in this area is dismal, Congress
has supported IRS’ most recent efforts to modernize its systems
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through the 1998 and 1999 Appropriations Acts and the establish-
ment of the new technology account.

In light of concerns about giving IRS free reign, however, Con-
gress set certain conditions on spending, including requiring spend-
ing plans to ensure that IRS had the management and technical
discipline to successfully design major software-intensive systems.
It is this issue that the commissioner is referring to with his “S”
curve, I believe.

Thus far, IRS has obligated about $68 million from its technology
account and submitted plans in March asking for approval to spend
an additional $176 million; however, based on our review of IRS’
most recent plan and reported progress, we have concluded that
IRS is still not ready to build major software-intensive systems.

As I noted earlier in my statement, IRS has not yet completed
its enterprise systems architecture and systems development life
cycle. Until we are convinced that IRS is ready, we will continue
to designate its systems modernization efforts as high risk.

Thank you, Mr. Chairman. I can answer questions now or wait
until you complete the rest of the panel.

[The prepared statement of Ms. Wrightson follows:]
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IRS Modernization: Business Practice,
Performance Management, and Information
Technology Challenges

Mr, Chairman and Members of the Subcommittee:

1 am pleased to be here today to discuss key elements of the Internal
Revenue Service’s (IRS) modernization efforts aimed at fundamentally
changing the way it does business. As IRS acknowledges, it is an agency
fraught with long-standing and significant management problems and a
history of ineffective attempts to correct them.

Building on the direction set forth in the IRS Restructuring and Reform Act
of 1998 (Restructuring Act),' IRS hopes that many of these long-standing
issues will ultimately be addressed through the current modernization
effort. To that end, Commissioner Rossotti has revised IRS’ mission
statement. to more fully embrace customer service and fairness to
taxpayers as core organizational values. He has also articulated a
supporting modernization strategy that encompasses major changes in
IRS’ organizational structure, business practices, human capital and
performance management systeras, and information systems.

As we said before this Subcommittee last year, the magnitude of this
modernization effort makes it a high-risk venture that will take years to
fully implement.” IRS has taken some important steps over the last year;
however, some of its most important and difficult work lies ahead.

My statement discusses the business practice, performance managerment
and information technology challenges IRS faces. It is based on our past
work on IRS management challenges and our ongoing monitoring of IRS'
modernization efforts. Specifically, my statement makes the following
three points.

IRS acknowledges that it will need to do more than make marginal
improvements in the efficiency and effectiveness of its current business
practices. Accordingly, IRS is planning to implement breakthrough
changes to those practices. Only when these changes are implemented will
taxpayers see any appreciable benefits from IRS' multiyear modernization.
IRS has some initiatives of this type under way, but they, and other
business practice changes, will not be easy to implement. This type of
reengineering requires not only a new way of thinking, but also
investments in human capital, data collection, and technology.

'P.L. 105206, July 22, 1998.

‘RS Business and Systems ization Pose C! (GAO/T-GGD/AIMD-99-138,
Apr. 15, 1099).
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No matter what organizational structure or business practices IRS
establishes, 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 of top-quality customer service and
improved overall compliance. Historically, IRS’ performance management
system emphasized revenue production af the expense of customer
service. IRS is developing a new system and has taken the important first
step of developing a balanced set of performance measures that is to
capture both the customer service and compliance aspects of its new
mission. Given the difficulties that attend so substantial an effort, it is not
surprising that we have identified problems. At afundamental level, it is
not clear to us that IRS employees fully understand that customer service
and compliance can be mutually supporting. Such an understanding would
be fostered by a coherent set of performance measures, but IRS does not
yet have a key measure for voluntary compliance. Not only is such a
measure important in its own right to track performance on a key aspect of
IRS’ mission, but it would also provide important data for designing the
kinds of products and services taxpayers need and for targeting
compliance activities. IRS is working to develop this measure. Eventually,
once a complete set of balance measures is developed, IRS should be able
to assess whether improved customer service contributes to an increase in
voluntary compliance. IRS acknowledges that it will need to address these
issues as it continues to develop its new system.

Revamping its time-worn tax processing systems is a critical aspect of
modernization. However, IRS must overcome several serious management
challenges in its current systems modernization effort before it will be
ready to build modernized systems. In particular, IRS must (1) complete,
enforce, and maintain an enterprise systems architecture,’ (2) establish
and implement sound investment management processes to ensure only
incremental, cost-effective system investrents are made, and (3) impose
software acquisition and life cycle management' discipline on each system
investment it undertakes.

?A systems architecture defines the critical attributes of an agency’s collection of information systems
in both busi jonal and i ical terms.

phy:

*A systems life cycle defines the policies, processes, and products for ing information
i from ion, des an through mai and support.
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With Reorganization
Under Way, Revamped
Business Practices
Tailored to Taxpayer
Needs Is a Next
Critical Step

IRS has already completed a number of elemental steps in redefining the
way it does business. It has clarified its mission and articulated strategic
goals to support the mission. It has identified its customer segments and
key processes that are 1o define IRS’ primary interactions with each
segment—prefiling, filing, and postfiling. IRS is institutionalizing its focus
on customer segments through its new organizational structure built
around four operating divisions, each with end-to-end responsibility for
serving a group of taxpayers with similar needs and interests.’

The reorganization is an important piece of the modernization process.
IRS is phasing in its new organizational structure, and our monitoring
work indicates that the reorganization is proceeding reasonably well. The
new operating divisions should provide IRS with the management
structure and customer focus needed to facilitate the breakthrough
business practices that taxpayers need and deserve. Although employees
in the new operating divisions will, for the most part, be initially
constrained by old ways of doing business, IRS has under way a number of
initiatives to revamp business practices. My statement today highlights
three such initiatives:

providing cross-functional customer service,
advancing the use of electronic filing, and
developing a new risk-based return examination process.

None of these, or other business practice changes, will be easy to
implement; success will hinge on investments in human capital, data
collection, and technology.

Cross-Functional Customer
Service

Taxpayers have long been frustrated by the circuitous routes they often
must follow to find an IRS employee who can address their concerns or
questions. In large part, this was because IRS’ old structure had separate
functions for answering taxpayer inquiries, clarifying and correcting tax
returns, and collecting unpaid taxes. Each of these functional areas
maintained separate taxpayer databases, and thus, taxpayers who
contacted IRS were often referred to offices other than those they had
initially contacted. As IRS learned from its recent Problem Solving Days
initiative, a single point of contact for resolving issues is, from the

*The operating divisions and their target start-up dates are (1) Tax Exempt and Goverranent Entities,
serving pension plans, exempt organizations, and governments (operational since December 1999); (2)
Large and Mid-Size Business, serving businesses with assets over $5 million (June 2000); (3) Wage and

Income, serving indivi (October 2000); and (4) Small Business and Self-
Employed, serving fully or partially self- loyed indivi and small busi with assets under
$5 million (October 2000).
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taxpayer’s perspective, a far better way of doing business, and IRS is using
this lesson to define a new cross-functional approach to frontline customer
service.

In November 1997, shortly after a series of Senate Finance Committee
oversight hearings that highlighted taxpayers’ problems in dealing with
IRS, the agency began holding monthly Problem Solving Days at field
offices across the country. During a Problem Solving Day, IRS brought
together employees from various functional groups, such as Examination
and Collection, to provide a range of expertise to discuss and resolve
taxpayers’ problems in a face-to-face meeting. In our review of Problem
Solving Days, we found that both taxpayers and IRS staff found the
concept to be a good idea.’

Based on the apparent success of this initiative, IRS intends to
institutionalize the concept of Problem Solving Days through a new Tax
Resolution Representative (TRR) position. TRRs are to provide prefiling
assistance and education and postfiling compliance support to taxpayers
at IRS walk-in sites and other locations convenient to taxpayers. Staff at
IRS’ walk-in sites, some of whom are employees on detail from other
functions, currently answer tax law questions, distribute tax forms and
publications, help taxpayers prepare their returns, and resolve some
account issues. TRRs are to be permanent staff who perform traditional
walk-in service duties as well as a variety of compliance actions, including
installment agreements, lien and levy release, account adjustments, and
simple audits. IRS intends to begin the process of filling about 1,300 TRR
positions early in 2001 and, if funding is available, plans to have about
2,000 TRRs on staff by October 2001.

The concept of cross-functional 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, though, 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 this position will
require strong interpersonal skills. In addition 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

“Tax Administration: IRS' Problem-Solving Days (GAO/GGD-99-1, Oct. 16, 1998).
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without access to a modemn information system that contains accurate and
up-to-date information on taxpayer accounts, something IRS plans to
deliver as part of its information systems modemization effort.

Electronic Filing

According to IRS customer satisfaction surveys as well as one done by the
President’s Management. Couneil, taxpayers report high satisfaction with
their electronic filing experiences. IRS also benefits from electronic filing
through efficiency and accuracy gains. While electronic filingisa
breakthrough process that is clearly more efficient for IRS and satisfies
some taxpayers, the process still includes barriers that make it
unappealing to certain groups of taxpayers. The Restructuring Act
mandates that by 2007, IRS is {o receive 80 percent of tax and information
retwrns (i.e., information provided to IRS by third parties, such as
employers and payors of interest and dividends) electronically, something
that may be difficult to achieve.” According to IRS' November 1009
projections, 46 percent of individual taxpayers, at most, will file
electronically by 2007. IRS notes that these projections are not based on
complete information about the impact of future initiatives, Thus, the
projections could increase.

Maximizing electronic filing is important to IRS because the agency is
currently drowning in paper. Returns that are filed electronically do niot
have to move through IRS labor-intensive paper return processing
operations. Paper retinms need to be opened, sorted, reviewed,
transcribed, shipped, and stored. Later, returns must be physically
retrieved if IRS employees need data from the returns that were not
keypunched into computer records. Moreover, electroric filing prevents
common taxpayer errors, such as computational mistakes and erroneous
Social Security Numibers, from entering IRS’ tax return processing system.
As a result, electronic filing reduces the need for contacts with taxpayers
regarding those erors.

Although taxpayers do receive benefits from electronic filing, such as
faster refunds and notification that IRS has, in fact, received their returns,
IRS has had difficulty inducing taxpayers who file individual returns to do
50 electronically. In 1993 and 1995, we made recommendations regarding
IRS’ need to develop strategies to broaden the use of electronic filing and
to remove operational barriers that raade electronic filing less appealing to

IRS has intetpreted the goal 1o mean 80 percent of all tax retwrns and 80 percent of alf information
returns a5 spposed to S0 percent of the combined total,
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certain taxpayers.” For example, a major criticism of electronic filing is
that the process is not yet truly paperless because of the need to submit
wage and tax statements (form W-2s), a signature document, and payment
information if a balance is owed.

IRS is continuing to grapple with this issue and, since 1996, has been
conducting various tests to determine how best to eliminate the paper
associated with electronic returns. In the 2000 filing season, IRS has
expanded on the tests that were done in the 1999 filing season. These tests
focus on eliminating W-2s and signature documents for taxpayers that use
practitioners or file on-line from a personal computer and allowing
taxpayers to use paperless payment options, such as credit cards.

Responding to recommendations that IRS needed a strategic business plan
for advancing electronic filing, in December 1998, IRS issued a strategic
plan that, among other things, identifies several challenges or barriers that
must be overcome to advance electronic tax administration.” IRS
acknowledges that it will need to enhance its technology to allow the filing
of a full range of returns; resolve security issues to eliminate the
requirements for submitting paper signature documents; and develop
marketing strategies for different sets of taxpayers, including those that
submit payments. IRS also plans to use some of its systems modernization
funds for various electronic tax administration initiatives that it expects to
implement in 2002. According to an IRS official responsible for these
initiatives, they have not been finalized, in part because IRS is considering
how best to meet the needs of the new operating divisions.

Risk-Based Return
Examination Process

Taxpayers do not want to be audited if they have complied with the tax
law, and if they have not, they want the audit to be efficient and targeted
only at the questionable return items. Our past work has identified some
weaknesses in how IPS determines which taxpayers it should audit and
the audit approach it shouid use.” These weaknesses include relying on
outdated information to identify potential noncompliance and selecting
returns for audit based on manual review and judgment. As part of IRS’
strategy to change the way it deals with taxpayers that may have

“Tas inistration: Op ities to Increase the Use of El ic Filing (GAQ/GGD-93-40, Jan. 22,
1993) and T injstration: El ic Filing Falling Short of fons (GAO/GGD-96-12, Oct.
31, 1995).

°IRS issued a revised strategic plan in 1999. See Electronic Tax Administration: A Strategy

for Growth (IRS Publication 3187, Nov. 1999).

"“IRS Audits: Weaknesses in Selecting and Conducting Correspondence Audits (GAO/GGD-09-48, Mar.
31, 1999) and Tax Administration: IRS’ Return Selection Process (GAO/GGD-99-30, Feb. 22, 1999).
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compliance problems, IRS is developing a risk-based examination model
that is to centrally and systematically identify which returns to audit as
well as the most efficient and effective way to audit them. If successful,
taxpayers and IRS should both benefit.

The risk-based examination model includes a number of elements, such as
(1) a statistically-based model, similar to IRS’ current scoring system, to
assign a risk score indicating the probability of noncompliance; (2)
decision support software to be used by operating divisions to centrally
select returns for audit; and (3) the selection of an audit method-—such as
telephone contact, correspondence examination, or face-to-face audit—
based on multiple factors, including projected risk, likelihood that taxes
due can be collected, overall compliance objectives, and workload
considerations.

As envisioned, the risk-based examination approach is data-driven; thus,
the quality of the process is inherently dependent upon the quality of the
data used. At the outset, the lack of a comprehensive, up-to-date taxpayer
account database will hinder IRS’ efforts to compile the data needed to
build the model. As a result, IRS will need to rely on its fragmented
information systems. Eventually, it will need accurate data on taxpayers’
past compliance histories and reasons for noncompliance—data that are
not currently available. Recognizing that it has much preparatory work to
do, IRS does not expect to pilot its risk-based examination model for 2 to 3
years.

A New Performance
Management System
With Comprehensive
Measures That
Employees Understand
Will Be Critical for
Long-Term Success

No matter what new business practices IRS establishes, its successful
modernization ultimately rests on whether the employees who must 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 mission and
expectations of itself." B
Historically, IRS’ performance management system emphasized revenue
production at the expense of customer service. IRS is developing a new
system and has taken the important first step of developing a balanced set
of performance measures that captures both the customer service and
compliance aspects of its new mission. Given the difficulties that attend so

""Human Capital: A Self Assessment Checklist for Azency Leaders (GAO/GGD-09-179, Sept. 1999) and
Human Capital: Key Principles From Nine Private Sector Organizations (GAO/GGD-00-28, Jan. 31,
2000).

Page 7 GAO/T-GGD/AIMD-00-144



67

Statement
IRS Modernization: Bust Practice, P 1: and
Technology Challenges

substantial an effort, it is not surprising that we have identifted problems.
At a fundamental level, it is not clear to us that IRS employees fully
understand that customer service and compliance can be mutually
supportive. Such an understanding would be fostered by a coherent set of
performance measures. However, IRS does not yet have a key measure for
voluntary compliance, though it is working to develop one. Not only is
such a measure important in its own right, but it would also provide
important data for designing the kinds of products and services taxpayers
need and for targeting compliance activities. TRS acknowledges that it will
need to address these issues as it continues to develop its new system.

A Well-Understood Mission
Statement Is the Foundation
of a Successful
Performance Management
System

In broad terms, a performance management system can be viewed as a
strategy for continuous improvement. Ideally, under such a system,
performance measures are developed to operationalize the organization’s
goals and mission. These measures can be used to assess and improve the
performance of organizational units and employees. Over time, the
measures may be refined on the basis of feedback about how well they are
working to meet current organizational goals as well as fature needs.
‘When an organization’s mission is accurately captured in its performance
measures, the mission and measures understood by employees, and the
measures aligned with the organization’s operations, agency leaders have a
powerful tool for encouraging managers and employees to achieve their
cormmon goals.

Before Congress enacted the Restructuring Act, there was an uneasy
feeling that IRS employees were so intent on assessing and collecting
taxes, which was emphasized in IRS’ old mission statement, they did not
give due regard to taxpayer needs and rights. As a result, the Restructuring
Act mandated several changes to IRS’ performance managerment syster,
including requiring IRS to develop 2 new mission statement that placed a
greater emphasis on meeting taxpayers’ needs. Accordingly, IRS developed
a new mission—to “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.”

I£ IRS is to fulfill its commitment to high-quality customer service and
ensuring taxpayer compliance, employees must understand the
relationship hetween the two, as well as the performance measures that
IRS plans to use to assess progress toward those goals. Given IRS’ history
and culture, this will not be easy. Our monitoring work suggests that the
relationship between customer service and corpliance may not yet be
well understood by IRS frontline employees. One source of confusion may
be whether the value IRS now wishes to place on customer service must
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compete with the value it historically has placed on cormpliance. The
Commissioner has attempted to clarify this confusion by stating that the
Restructuring Act asked IRS to do three things: (1) respect taxpayer rights
and provide high-quality service, (2) ensure that taxes that are due are
paid, and (3) do its work efficiently and in a quality manner. The
Commissioner has said that he does not envision moving an imaginary
pendulum toward any one of three things—a#l are important to improving
IRS overall performance.

The Commissioner has said he believes that there is a cause-and-effect
relationship between improvements in customer service and increased
compliance for taxpayers who do not understand the applicable tax law
requirements or find IRS’ processes too daunting. For exaraple, IRS’ efforts
to help taxpayers understand the eligibility requirements for the Earned
Income Credit would be expected to increase voluntary compliance by
reducing the number of inappropriate claims taxpayers might unwittingly
file.

At the same time, however, IRS should not hesitate to use the enforcement
tools at its disposal o collect taxes owed by those who willfully fail to
comply with the tax laws. Understanding that customer service and
compliance are not competing, but complementary, values will take time
and an ample araount of clear comynunication and training.

Balanced Measures Are Key
to Achieving IRS’ Mission

To better balance the goals of providing high-guality customer service and
ensuring compliance, IRS has turmed 1o a system of “balanced measures.”
Our work on leading private organizations shows that developing and
using a coherent set of performance measures is one key factor in an
organization’s ability to achieve its mission. Properly used, balanced
performance measures help 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 for
encouraging employees at all levels to work together toward a common

“end.

The eencept of balanced measures originated in the private sector among
industry leaders seeking to strengthen their companies’ long-term financial
performance. The companies recognized that placing too wmuch emphasis
on short-term financial objectives actually could be defrimental to success
if organizational units and empioyees neglected other factors, such as
customer satisfaction, that drive financial success over the long term. By
developing and using a more comprehensive set of measures, including
measures of key aspects of products and services (e.g., convenience and
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quality) that their customers valued, the companies hoped to earn the kind
of customer satisfaction and loyalty necessary for lasting success.

Under the balanced measures approach, organizations developand use a
comprehensive suite of measures to address strategic objectives in four
basic areas: financial impacts, customer needs and service, internal
processes, and employee development and growth. The underlying
premise is not only that companies need to perform well in each of these
areas, but also that these areas are interrelated and niutually supportive.
For example, providing better training to employees should lead to
improved customer service and ultimately have a positive impact on the
financial bottom line.

IRS has recognized that a system of balanced measures might work well to
help achieve its new mission, and it has become one of the leaders in
adapting the concept to the federal sector. Like the aforementioned private
sector companies, IRS had been focusing heavily on indicators related to
revenue production, and it took steps so that its performance management
system supported this emphasis. 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 ustomer satisfaction, busi results, and
eruployee satisfaction, respectively.

IRS Lacks a Key Measure
for Voluntary Compliance

While IRS has made some progress in: developing the measures, it does not
yet have a complete set of balanced measures. A complete set should help
foster a full understanding that customer service and compliance can be
mutually supportive. However, IRS does not have a key business results
measure for voluntary compliance, but is working to develop one.
Although it will be difficult to develop and may take several years, such a

- measure is essential for a number of reasons. Regularly measuring

progress in voluntary compliance is important 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
should help IRS identify the characteristics of taxpayers who have
difficulty understanding and meeting their tax responsibilities. IRS must
better understand the problems of noncompliant taxpayers and the
sources of their problems so that it can develop better products and
services to meet the needs of those taxpayers. Finally, the data IRS would
develop as part of any voluntary comphance measurement effort should
allow IRS to better direct its enforcement resources to those taxpayers
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that willfully flaunt the tax laws. Eventually, once a complete set of
balanced measures is developed, IRS should be able to assess whether
improved customer service contributes to an increase in voluntary
compliance.

IRS recognizes that it needs reliable and meaningful measures of voluntary
compliance. In fact, for over 30 years—until the early 1990s—IRS had
measures of voluntary compliance that were developed by periodically
auditing randorm samples of taxpayers’ returns. In 1995, IRS formally
canceled its plans to continue the random audits because of concerns that
it was costly and overly intrusive on compliant taxpayers. The
Comumissioner has said that in the absence of measures of voluntary
compliance, informed decisions on strategies to encourage voluntary
compliance would be impossible, and the tendency to fall back on
enforcement revenue as a measure of performance might reoccur. Using
data from the audits that it does conduct could provide IRS with some
compliance data, but because these returns are not randomly selected, the
audit results would not provide IRS with the data it needs to determine
whether its customer service and compliance activities are supporting its
mission.

IRS’ Office of Program Evaluation and Risk Analyses is working with a
contractor to determine how to measure compliance and develop a
compliance strategy. However, that effort is still in its early stages. We
plan to continue to monitor IRS' efforts in this regard as part of our
ongoing work on IRS’ balanced performance measures.

IRS Continues to Face
Formidable Systems
Modernization
Challenges

Re ing its time-worn tax processing systerns is a critical aspect of
modernization. However, IRS must overcome several serious management
challenges in its current systems modernization effort before it will be
ready to build modernized systems. In particular, IRS must (1) corplete,
enforce, and maintain an enterprise systems architecture,” (2) establish
and implement sound investment management processes to ensure only
incremental, cost-effective system investments are made, and (3) impose
software acquisition and life cycle management' discipline on each system
investment it undertakes.

A systemns architecture defines the critical attributes of an agency’s cellection of information systems
in both busi ional and i ot T0s,

A systems life cycle defines the policies, processes, and products for managing information
technology investments from i and through mai and
support.
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The challenges that IRS faces today are generally the same ones we
reported on in 1995, when we identified pervasive management and
technical weaknesses with what was then known as Tax Systems
Modernization and made specific recommendations to correct them.™
Since then, we have reviewed and reported on IRS’ actions to address our
recommendations and strengthen its modernization capability, such as
issuing its May 1997 Modernization Blueprint.” We have also made
additional recommendations in light of IRS’ actions.®

IRS awarded its Prime Systems Integration Services (PRIME) contract for
systems modernization in late 1998, In mid-1999, IRS submitted its first
expenditure plan,  seeking to spend about $35 million from its
Information Technology Investments Account” for modernization
initiatives through October 31, 1999. We reported that the plan was an
appropriate first step and was consistent with congressional direction and
our past recommendations.” We also said that the key to success was
implementing it effectively.

IRS was unable to finalize its second expenditure plan before the original
$35 million was obligated, and in December 1999, it requested approval to
obligate $33 million as a “stopgap” funding measure until the next
expenditure plan was submitted. In briefings to the relevant
appropriations subcommittees and IRS on our review of the “stopgap”
request, we reported our concerns about (1) the lack of progress in
completing and implementing its enterprise systems architecture and
systems life cycle and (2) the risks associated with IRS’ plans to develop
selected systems without these critical management controls in place. In

" Tax Systems Modernization: Management and Technical Wealmesses Must Be Correcied Iif
Modernization Is To Succeed (GAO/AIMD-95-156, July 26, 1995).

“Tax Systems Modernization: Blueprint Is a Good Start But Not Yet Sufficiently Complete to Build or
Acquire Systems (GAO/AIMD/GGD-98-54, Feb:. 24, 1998).

“For example, see Tax Systems Modernization: Actions Underway But [RS Has Not, Yet Corrected
and Technical (GAO/AIMD-96-106, June 7, 1996) and GAG/AIMD/GGD-98-54.

' Pursuant to the fiscal year 1998 Treasury and General Government Appmpnatlons Act (P L 105-61)
and the fiscal year 1999 Omnibus C i d and Act (PL.
105-277), IRS and the Department of the Treasury are requn'ed to submit to the Congress for approval,
an expenditure plan that meets certain i (eg., IRS' M ization Blueprint,
meets IRS system life cycle management program requirements) before IRS can obligate funds from
the Service’s Account (ITTA).

“Established in IRS’ fiscal year 1998 appropriations act, this multiyear caplta.l account is to fund IRS
systems modernization initiatives.

"*Tax Systems Modexnization: Results of IRS' Initial Expenditure Plan (GAO/AIMD/GGD-99-206, June
15, 1999).
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approving IRS’ $38 million plan, the appropriation subcommittees directed
IRS to, among other things, (1) expedite completion and implementation of
the enterprise architecture and system life cycle methodology and (2)
explain in future expenditure plans how IRS plans to manage the risk of
performing detailed design or development work if the architecture is not
completed or the life cycle is not implemented.

In response to these and other concerns raised by the appropriations
comimittees, the Office of Management and Budget, and GAO, IRS
reassessed and restructured its modemization program. Hscaled back its
new system development efforts, recognizing that it mwust first put in place
the requisite modernization management capability, including developing
its enterprise architecture and implementing its life cycle methodology,
which IRS refers to as its Enterprise Life Cycle.

In early March 2000, IRS submitted to Congress its second expenditure
plan that (1) sought approval to obligate an additional $176 million, and (2)
reported on its progress in implementing the first plan, With respect to IRS'
progress, we briefed the relevant appropriation subcommittee staffs that
IRS’ performance on the modernization over the last 9 months fell far short
of the commitments that IRS had made. We concluded that IRS had not
corrected its longstanding management and technical weaknesses and was
still not ready build major, software-intensive sysiems. In the Marcch plan,
IRS included initiatives intended to address these longstanding

weal For ple, by September 30, 2000, IRS plans to issue an
update to its Modernization Blueprint to reflect changes in light of
technology advances and IRS’ reorganization. In addition, IRS plans to
have its Enterprise Life Cycle implemented by June 30, 2000.

We will continue to designaie IRS’ systems modernization as a high-risk
and “challenged” federal program until IRS has corrected its management
and technical weaknesses, thus establishing effective controls for building
modernized systems.
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Mr. Chairman, this concludes my prepared statement. I would be happy to
answer any questions you or other Members of the Subcommittee may
have.

Contact and Acknowledgments

For future corntacts regarding this testimony, please contact Margaret T,
Wrightson, at 202-512-8110. Ralph Block, Jonda VanPelt, Sherrie Russ,
Deborah Junod, Gary Mourtjoy, Agnes Spruill, and Tim Hopkins made key
contributions to this testimony.
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Mr. HORN. We're going to have everybody else finish. Each are
going to summarize for 5 minutes each. That’s 15 minutes. And
then we’ll still have a chance for questions and the commissioner
some answers to the questions.

So we will now go to Ms. Colleen M. Kelley, national president
of the National Treasury Employees Union.

Ms. KeELLEY. Thank you, Chairman Horn, Ranking Member
Turner, and members of the subcommittee.

I am the president of the National Treasury Employees Union
[NTEU] which represents more than 155,000 Federal employees
across the country, including the employees who work at the Inter-
nal Revenue Service.

The IRS interacts with more citizens than any other Government
agency or private sector business. Twice as many people pay taxes
as vote, yet many Americans take for granted the outstanding work
done by IRS employees.

Following enactment of the IRS Restructuring and Reform Act of
1998, Commissioner Rossotti set in motion a process to restore the
public’s confidence in the IRS. The commissioner recognized that
any meaningful reform had to include the active participation of
his chief assets, his employees, and employees have been involved
in the reorganization work being done as we speak and going back
to the enactment of RRA 1998.

I believe that modernization will succeed, with the support of
Congress and the dedicated work of IRS employees, and I believe
Commissioner Rossotti would agree with me that, although the
modernization of the IRS will require several more years of effort
and commitment, the results so far have been positive.

Communication between IRS management and the employees
who make the IRS work has been crucial and will continue to be
essential in improving customer service and increasing productivity
at the IRS.

I was pleased that Congress, too, recognized the importance of
ensuring that the employees’ voice in reforming the IRS be heard
by insisting on an employee representative on the IRS Oversight
Board, which was established through RRA 1998.

Congress recognized that an employee representative was nec-
essary, not in spite of, but because of the important role of IRS em-
ployees in reform. NTEU takes great pride in the fact that we have
had a cooperative relationship with the IRS dating back more than
a decade. Our partnership efforts and employee efforts are con-
stantly being tested, reworked, and revised in the face of budget re-
strictions and funding limitations and changes in the tax law.

One particular area where NTEU and the IRS have worked to-
gether and where we feel we have made great strides has been in
improving customer service. This has included not just providing
longer office hours, but hours that meet customers’ needs.

Without the commitment of the IRS rank and file employees,
these well-documented customer service improvements could not
have been accomplished in the short timeframe in which they oc-
curred.

We are at a critical point in our restructuring efforts at the IRS.
First, technology improvements and investments must continue to
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give the IRS and employees the tools that they need to do the work
that America’s taxpayers need and want done.

Next, since 1993, staffing levels at the IRS have been reduced by
17,000 FTEs; yet, during this period IRS’ toll-free phone services
and Web-based services for taxpayers have improved and taxpayers
have more options for filing their tax returns.

Our employees have made great strides in customer service at
the IRS, while continuing to perform the necessary functions of en-
suring that the taxes that are due to the Treasury are paid.

Additionally, Congress has made hundreds of changes to the tax
code in the past 3 years. In fact, the Taxpayer Relief Act of 1997,
alone, made 801 tax law changes.

Next, continued record economic growth in this country has led
to an increased number of tax returns and more complexities in
taxpayer and business filings. The bottom line is the IRS work
force is being asked to do considerably more work with fewer re-
sources. And, while I applaud advances in the use of technology at
the IRS and I commend this subcommittee’s commitment to these
improvements, technology, alone, cannot possibly manage the in-
creasing workload at the IRS.

For this reason, I wish to express NTEU’s strong support for in-
creased funding for staff training and the new IRS initiative, STA-
BLE. This initiative will support the hiring of approximately 2,800
new employees at the IRS. The number of IRS revenue agents has
declined by roughly 17 percent since 1995, and it will continue to
decrease another 4 percent in this fiscal year. We need to reverse
the severe cuts in IRS staffing levels and approve this STABLE re-
quest.

One last thing I would like to mention is that IRS employees con-
tinue to work in fear in section 1203 of the Revenue Restructuring
Act. As you know, section 1203 lists 10 infractions, known as the
“10 deadly sins,” for which IRS employees face mandatory dismis-
sal. The broad scope and vague nature of these 10 deadly sins have
created anxiety and confusion in the workplace.

Just last week, the House Ways and Means Committee approved
legislation which would waive penalties for taxpayers who do not
pay their taxes on time; yet, if IRS employees are as little as 1 day
late in paying their taxes, they are subject to mandatory dismissal.

NTEU vigorously opposed section 1203 and continues to believe
that this section of the Restructuring Act should be repealed. I am
hopeful that this subcommittee will work with NTEU and Commis-
sioner Rossotti to address this issue.

In summary, since 1992 the IRS work force has declined by more
than 16 percent. In the meantime, demands on IRS employees have
increased significantly. Unless Congress gives the IRS the staffing
and the resources for technology necessary to do the job, our entire
tax system will be threatened and we will not be able to meet the
challenges of the 21st century.

Thank you, again, for the opportunity to appear today.

Mr. HORN. Thank you very much.

[The prepared statement of Ms. Kelley follows:]
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Chairman Homn, Ranking Member Turner, and Members of the Subcommittee, my name
is Colleen Kelley and I am the President of the National Treasury Employees Union. "As you
know, NTEU represents more than 155,000 federal employees across the federal government,
including the employees who work at the Internal Revenue Service. I want to thank you for
holding this important hearing today and for giving me the opportunity to present testimony on

behalf of the dedicated men and women who work at the IRS.

The IRS interacts with more citizens than any other government agency or private sector
business. Twice as many people pay taxes as vote. Yet, many Americans take for granted the
outstanding work done by IRS employees and they fail to realize how this work helps the
world’s premier democracy continue to flourish. However, we know that without the IRS, we
would not be able to have the funds to maintain the world’s strongest military force, a fair
judicial system, or a robust transportation infrastructure. Therefore, it is incumbent on this
subcommittee to carefully consider the effects of any changes at the IRS because they not only

directly affect the lives of IRS employees, they impact the livelihoods of every American.

Following enactment of the IRS Restructuring and Reform Act of 1998 (RRA),
Commissioner Rossotti set‘in motion a process to restore the public's confidence in the IRS. The
Commissioner recognized that any meaningful reform had to include the active participation of
his chief asset - his employees. NTEU has long argued for meaningful input for employees, not

only at the IRS, but in every federal agency.
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the IRS will require several more years of effort and commitment, the results so far have been
positive. 1t is heartening for both the Commissioner and I to hear from Members of Congress,
the taxpaying public and those that practice before the IRS that we are on the right road. It wasn't
too long ago that nary a positive word was heard about the IRS - either in Congress or among the
taxpaying public. Communication between IRS management and the employees who make the
IRS work has been crucial to this positive turn of events and will continue to be essential as we
continue our important work together to improve customer service and increase productivity at

the IRS.

1 was pleased that Congress, too, recognized the importance of insuring that the
employees' voice in reforming the IRS be heard by insisting on an employee representative on the
IRS oversight board which was established through RRA. Congress insured that employees’
views would be received as the IRS began its reform efforts. Congress recognized that an
employee representative was necessary, not in spite of, but because of the important role of IRS

employees in reform.

1 believe we are in agreement that the most valuable resource at the IRS and throughout
the federal government is the employees. As has been shown time and again, when federal
agencies make a conscious decision to involve rank and file employees in the decision making
process, everyone wins: the agency, the employees, and most of all, the agency’s customers - the

American taxpayers.
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There is a direct link between employee job satisfaction and satisfied customers. Research
has shown that the quality of service delivery depends on the situation created by the
organization. Soliciting and using customer feedback, providing adequate staffing and training
programs that emphasize service quality, considerate supervision and career development
opportunities are all key to creating an atmosphere in which the employee is motivated to deliver
the best possible level of service. As a result of NTEU involvement in the restructuring and
modernization of the IRS, the IRS is successfully implementing the new mandates imposed by

Congress in RRA.

NTEU takes great pride in the fact that we have had a cooperative relationship with the
RS dating back more than a decade, well before RRA. Over the years, we have honed our
relationship, building on ideas that get results and tossing out those that do not lead to success,
While our partnership has not always been perfect, we have learned from each other and continue
to learn and build on our relationship as new and challenging situations arise, Our partnership
efforts are constantly being tested, reworked and revised in the face of budget restrictions and
funding limitations and changes in tax law. Each tax law change requires the IRS to reprogram
computers, retrain employees, update forms and redouble customer service efforts designed to
explain these changes to taxpayers. There is often a temptation to blame IRS employees for the
complexity of the tax law. This fact makes it all the more important that IRS and NTEU work
together to insure that employees have the tools they need to perform their jobs, While some of

our partnership efforts with IRS need some improvement, others have worked well,
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For example, last year, the North Central District of the IRS (North and South Dakota and
Minnesota) and NTEU Chapters 2, 8 and 29 received the 1999 John N. Sturdivant National
Partnership Award. The North Central District Partnership Council received this award for its
accomplishments and its team approach to resolving difficulties. Its successes include
development of a joint mandatory training program on new work procedures which has increased
training effectiveness and dramatically reduced training time and costs, and expansion of the
IRS's conflict management initiative to include cooperative dispute resolution. IRS employees in
the North Central District are proud of their accomplishments and the fact that they have been
able to help improve the IRS's organizational performance. Again, this is an excellent example

of what can be accomplished by providing a voice to front line employees.

IRS employees are competent, hardworking and motivated individuals who want to
deliver a high quality product to the American taxpayer. Commissioner Rossotti knows this and
his efforts to empower employees have reaped rewards. We, NTEU and the IRS, have worked
collaboratively and we have tried, and continue to try, new and different approaches to solving

problems.

One particular area where NTEU and IRS have worked together and where we feel we
have made great strides, has been in improving customer service. This has included providing not
just longer office hours, but hours that meet customer's needs, taking our services to more
customer-friendly environments like libraries and shopping malls and using the latest technology

to provide our services. The dramatic results attained have resulted from improvements in the
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efficiency of IRS employees and operations, proving again that including front line employees
early in the decision making process has a positive effect on the bottom line. Without the
commitment of IRS rank and file employees, these well documented customer service
improvements could not have been accomplished in the short time frame in which they have

occurred.

An excellent example of the steps we are taking to improve customer service was the
establishment of Problem Solving Days. This nationwide effort to provide taxpayers with direct,
one-on-one assistance with fax guestions and problems proved to be an unqualified success.
Surveys following these problem solving days have shown that both taxpayers, and employees,
believed these efforts were successful. Following the first series of Problem Solving Days,
taxpayers rated employees on their service, courtesy, competence and fairness of treatment, effort
put forth toward solving problems, and convenience of office hours. Using a scale of between
one (1) and seven (7), the overall rating was 6.46 — 6.46 out of a possible 7. Employee courtesy
ranked highest at 6.77. This experience showed beyond a doubt that given a clear goal, and
adequate time and resources, IRS employees can deliver a level of service that in many cases

actually exceeds that expected by taxpayers.

Yet as we stand here today in the Spring of 2000, the dawn of the 21* century, we are at a
critical point in our restructuring efforts at the IRS. While the close of the last century brought
measurable improvements in customer service at the IRS, the agency is lacking the staffing and

resources necessary to build on this progress, and to ensure that revenues due to the Treasury
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continue to be collected and our tax laws are followed.

Since 1993, staffing levels at the IRS have been reduced by 17,000 FTEs. Yet, during
this period, IRS toll free phone services and web-based services for taxpayers have improved,
taxpayers can visit IRS officials at more convenient locations during longer hours of operation,
and taxpayers have more options for filing their returns. Meanwhile, it is projected that the IRS
will collect $1.767 trillion in revenues for FY 2000, will receive 213.1 million returns, and will

issue over 93 million individual refunds.

Our employees have made great strides in improving customer service at the IRS while
continuing to perform the necessary functions of ensuring that the taxes that are due to the
Treasury are paid. Yet the 71 new taxpayer rights established in RRA 98 have created new
procedures in handling cases, which has led to some confusion among IRS employees and has
increased the time it takes to close current cases. Additionally, Congress has made hundreds of
changes to the tax code in the past three years: in fact the Taxpayer Relief Act of 1997 alone
made 801 tax law changes. Next, continued record economic growth in this country has led to an
increased number of tax returns and more complexities in taxpayer and business filings. For
example, IRS Commissioner Charles Rossotti pointed out in testimony presented to the Congress
this year that since 1993, t}'le number of individual tax returns with over $100,000 in reported
income, which are generally more complex returns, has increased by 63 percent. These and other
demands being put on IRS employees have contributed to a significantly increased workload at

the IRS. Plain and simple, the IRS workforce is being asked to do considerably more work with
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fewer resources. And while I applaud advances in the use of technology at the IRS, and I
commend this subcommittee’s commitment to these improvements, technology alone cannot

possibly manage the increasing workload at the IRS.

For this reason, I wish to express NTEU’s strong support for increased funding for staff
training and for the new IRS initiative, “Staffing Tax Administration for Balance and Equity”
(STABLE). With regard to training, we at NTEU very much want the taxpayers to be guaranteed
the rights they are entitled to. We want the RRA 98 provisions to work for the taxpayers and for
the IRS. And we want the taxpayers to be able to take full advantage of the recent changes in the
tax code. Our employees are up to these challenges, but if taxpayers and the IRS are to reap the
benefits of these improvements, then we need to dedicate more resources to training our

employees about these complex changes.

The STABLE initiative will support the hiring of approximately 2,800 new employees at
the IRS. Specifically, the budget requests an increase in funding for Fiscal Year 2001, which
would allow for the hiring of 2,534 new employees at the IRS beginning October 1, 2000. The
President has also requested a supplemental appropriation of $39.8 million to allow the IRS to
hire 301 new staff in the current fiscal year, so that they will be trained and ready for fiscal year

2001.

The number of IRS revenue agents has declined by roughly seventeen percent since

1995, and will decrease an additional four percent during the current fiscal year. And as a result
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of RRA 98, many IRS examination staff, revenue agents, compliance officers, auditors and
others have been detailed to help improve customer service, answer taxpayers’ questions, and
provide walk-in assistance to the taxpayers. I strongly believe that the IRS should continue to
expand the hours of service and convenience of the walk-in service, which in turn will lead to
reduced waiting times and further improved quality of service for the taxpayers. However,
increased emphasis on customer service should not come at the expense of collecting unpaid
taxes and ensuring that taxpayers are complying with our tax laws when it comes to reporting the

correct amount of income received.

In order to continue to make improvements in the level of customer service while
simultaneously processing a growing number of tax returns and stabilizing collections and
examinations of cases, we need to reverse the severe cuts in IRS staffing levels, and approve the
STABLE request. The President’s request for additional staffing is a modest increase over
current levels and if fully implemented would still mean fewer IRS employees than the agency

employed in 1997.

The last, but by no means least important, issue [ wish to discuss, which is seriously
undermining IRS efforts to carry out its mission, is that IRS employees continue to work in fear
of section 1203 of the RRA. As you know Section 1203 lists ten infractions, known as the “10
Deadly Sins,” for which IRS employees face mandatory dismissal. The broad scope and vague
nature of the "10 Deadly Sins" have created anxiety and confusion in the workplace. These

infractions, which range from IRS employees not paying their taxes on time, to harassing
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taxpayers, to violating the civil rights of taxpayers, have always subjected employees to
discipline, including dismissal, and rightly so. However, RRA’s requirement for mandatory
dismissal of employees who violate these infractions, is having a chilling effect on collections

and morale at the IRS.

Furthermore NTEU is concerned about double standards in this area. We do not believe
that those enforcing our nation’s tax laws should be treated more harshly than other federal
employees. No other government employee in the executive branch, judicial branch, or
legislative branch — and in fact no other American taxpayer — can be fired solely on the basis of
paying their taxes one day late. Moreover, just last week, the House Ways and Means
Committee approved legislation which would waive penalties for taxpayers who do not pay their
taxes on time. Yet, if IRS employees are as little as one day late in paying their taxes, they are

subject to mandatory dismissal.

While I am not suggesting that Section 1203 be expanded, I want to point out the double
standard here for those who work at the IRS. It seems incredibly unfair to single out for
mandatory termination the men and women who enforce our tax laws and collect the revenues to

pay the salaries of every federal employee.

NTEU vigorously opposed Section 1203 and continues to believe that this section of the
Restructuring Act should be repealed. IRS employees have justifiably expressed reservations that

they could inadvertently break one of the rules and face termination. In order to relieve the

10
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anxiety most IRS employees feel and create the trust necessary to continue to move toward a
modernized IRS, Congress needs to work with the IRS and NTEU to repeal or modify this
section of the law. 1 am hopeful that this subcommittee will work with NTEU and

Commissioner Rossotti to address this issue.

In summary, since 1992, the IRS workforce has declined by more that 16%. In the
meantime, demands on IRS employees have increased significantly. IRS employees want to
deliver first rate programs and services to the American taxpayers. But, unless Congress gives
the IRS the staffing and resources necessary to do the job, our entire tax system will be
threatened and we will not be able to meet the challenges of the 21* century. I am hopeful that
IRS employees, and the American taxpayers, can count on this subcommittee to provide the

oversight, the staffing, and the resources the IRS needs to carry out its mission.

I would like to thank the Subcommittee again for the opportunity for our Union to present
its views on the implementation of the IRS Restructuring and Reform Act. As you continue
your subcommittee’s deliberations, I hope you will give special consideration to the hard work
and dedicated service the men and women at the IRS provide our nation. I would be happy to

answer any questions.

I
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Mr. HORN. Our next presenter is W. Val Oveson, National Tax-
payer Advocate, Internal Revenue Service.

Mr. OVESON. Thank you, Mr. Chairman and distinguished mem-
bers of the subcommittee. I appreciate the opportunity to be here
with you today and to talk a little bit about the role of the Tax-
payer Advocate—the “Taxpayer Advocate Service” is the name we
have adopted internally—in helping taxpayers to resolve their
problems with the IRS.

I have now been the National Taxpayer Advocate for 18 months,
and during that 18 months we’ve implemented the provisions or
RRA 1998 within the Taxpayer Advocate Service, or in the process
of implementing them. Many of them, as Commissioner Rossotti
mentioned, will take some time to actually play themselves out.

The restructuring provided opportunities for the Taxpayer Advo-
cates across this country to be better positioned, better trained, and
more focused to address the problems that the taxpayers are fac-
ing.

I am pleased to report to you that the new Taxpayer Advocate
Service officially transitioned as a modernized organization on
March 12, 2000.

Every State now has at least one local Taxpayer Advocate who
works to resolve problems that individual taxpayers have with the
IRS. Many States have multiples, depending on the population and
other factors. They also address taxpayer problems within the IRS,
policy and procedural failures, and recommend solutions to improve
those problems.

Between October 1, 1999 and March 31, 2000, the Taxpayer Ad-
vocates across this country closed 114,000 cases. During fiscal year
1999, Taxpayer Advocates worked on more than 292,000 taxpayer
cases to help resolve their problems with the IRS, and almost
93,000 of those cases met the expanded hardship criteria defined
in RRA 1998.

RRA 1998 expanded the authority to issue taxpayer assistance
orders when taxpayers are suffering or about to suffer a significant
hardship.

We work with front-line IRS employees in an effort to resolve
taxpayer problems, and knowing that we have the authority to
issue the taxpayer assistance order is usually enough to convince
the functional IRS employees to work with the taxpayer to resolve
the issue.

So far this fiscal year we have issued three taxpayer assistance
orders. During fiscal year 1999, we issued five.

We also identify and monitor the progress of procedural and sys-
temic changes designed to benefit taxpayers. For example, we
worked with IRS operations to delay the implementation of some
of the procedural changes related to secondary Social Security
number matching. By negotiating a change to the implementation
date, we prevented refund delays and communications frustrations
for thousands of taxpayers.

In addition, we worked with a variety of stakeholders to identify
legislative changes. In the fiscal year 1999 report, I included sev-
eral recommendations related to penalty and interest administra-
tion, and a proposal that would allow the IRS to correct its own er-
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rors—amazing as that sounds, that’s something that needs to be
corrected.

I am pleased that several of these provisions are included in the
proposed Taxpayer Bill of Rights 2000.

My annual report to Congress includes a ranked list of the top
20 most serious problems facing taxpayers. Today I'd like to focus
on four of those.

The complexity of the tax code remains the most serious problem
facing taxpayers. I believe that the single most complicating factor
of tax administration is the frequency and number of changes to
the tax law. I encourage you to reduce the complexity of the exist-
ing laws, or at least to slow down the frequency of change.

No. 2, the IRS must be able to communicate with taxpayers re-
garding account activity and computer-generated compliance no-
tices. This means the toll-free telephone service must be improved,
and I say that recognizing that some tremendous improvements
have been made over the last year, but they're still not enough.

The IRS must ensure that taxpayers can get in to an individual
W}}llo can help them with their problems and who can answer the
phone.

It is equally important that Congress fund this critical activity.

RRA 1998 provisions expanded the innocent spouse relief avail-
able to taxpayers, and they are filing in large numbers. The sheer
volume of cases stretches the ability of the system to deal with
these cases.

The IRS must reduce the processing time, increase the training,
and ensure that all levels of the agency have internalized the new
requirements of this law in order to get it right in the future.

Offer and compromise is another area of RRA 1998 that I'd like
to talk about for a moment. This provided the authority to resolve
collections issues that the IRS now has the authority to com-
promise based on the effective tax administration criteria. The
training needs are tremendous. The volumes are much greater
than anticipated. And the IRS must speed up the process so that
taxpayers can get timely decisions to these critical issues.

The changes being made as a result of the modernization are
placing the service in a better position to understand the problems,
the frustrations, and the needs of taxpayers. The new operating di-
visions will be a catalyst to improving service to the IRS and to
make progress in eliminating problems that are on my top 20 list.

In conclusion, thank you very much for inviting me here today.
The Taxpayer Advocates mission statement is to help taxpayers re-
solve problems that taxpayers are having with the IRS, and with
your continued support and the support of the Treasury Depart-
ment and all of the IRS employees, we can continue to make
progress toward that goal.

Thank you very much.

Mr. HORN. Thank you very much.

[The prepared statement of Mr. Oveson follows:]
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Statement of
W. Val Oveson
National Taxpayer Advocate
Internal Revenue Service
Before the
Subcommittee on Government Management, information and Technology
House Committee on Government Reform

April 10, 2000

Mr. Chairman and distinguished members of the Subcommittee:

Thank you for inviting me to testify before the Subcommittee regarding the rolé of
the Taxpayer Advocate Service in helping taxpayers resolve problems with the internal
Revenue Service.

I have now served as the Nationai Taxpayer Advocate for 18 months and have
issued two annual reports to Congress. As | reported in December 1969, the last year
has been a year of incredible change for the Taxpayer Advocate Service. Impiementing
the internal Revenue Service Restructuring and Reform Act of 1998 (RRA '98) was a
major challenge and the process of modernizing the Taxpayer Advocate Service
energized us and exhausted us. However, the restructuring provided opportunities for
Taxpayer Advocates across the country to be better positioned, better trained and more
focused to address the problems facing taxpayers. The new Operating Divisions within
the IRS have started the modernization process and they will experience the turmoil
involved in restructuring a major business. However, | firmly believe that taxpayers will
only realize the improvements you intended in RRA '98 if the modernization is allowed

to continue over the long term.



91

[ Role of the Taxpayer Advocate

| am pleased to report that the new Taxpayer Advocate Service officially
transitioned as a modernized organization on March 12, 2000. We developed a
modernized organization to deliver service to each taxpayer through our casework, and
to every taxpayer through outreach, systemic analysis, and advocacy.

Every state now has at least one Local Taxpayer Advocate. Local Taxpayer
Advocates work to resolve problems that individual taxpayers have with the Internal
Revenue Service. They also address taxpayer problems when an IRS system, polic'y. or
procedure fails. Separate addresses, telephone and fax numbers for Taxpayer
Advocates are included on notices of deficiency and are being published as the
telephone directories are updated.

We hired the Operating Division Taxpayer Advocate and several Advocacy
Analysts for the Wage and Investment Operating Division. Advocacy Analysts identify
and monitor the progress of procedural, systemic and legisiative changes designed to
benefit taxpayers. They also solicit feedback from taxpayers and key stakeholders
about IRS problems. We will hire an Operating Division Taxpayer Advocate for the
Small Business/Self Employed Operating Division and additionai Advocacy Analysts as

the new IRS Operating Divisions become operational later this year.

1. Casework

Between October 1, 1999 and March 31, 2000 Taxpayer Advocates closed
113,976 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 Internai Revenue Code). We also worked on 199,991
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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 criteria 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 "88 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 resuit of the manner in which the tax laws are being
administered. We work with front-line IRS employees in an effort to resoive 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 empioyee 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.

1. Advocacy

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
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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 would be delayed. Most frequently, this mismatch
occurs when a married taxpayer does not report a name change to both IRS and Social
Security. By negotiating a change to the impiementation 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 reiief. In the Fiscal Year 1989 report, | included
several recommendations related to penality 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 several of these

provisions are included in the proposed Taxpayer Bill of Rights 2000.

IV. 20 Most Serious Problems Facing Taxpayers

The National Taxpayer Advocate's Annual Report to Congress includes a ranked
list of the 20 most serious problems facing taxpayers. As illustrated in the following
table, the ranking may have changed between fiscal years 1998 and 1999, but the

problems remained the same.



The changes being made as a resuit of the modernization are placing the Service
in a better position o understand the problems, frustrations, and needs of taxpayers.

The new Operating Divisions, which have been designed around customer bases, will
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also be a catalyst to improve service to taxpayers and make progress in efiminating

problem areas from the top 20 list.

THE.TOP 20 PROBLEMS FACING' TAXPAYERS'

Ranking Name of Problem Ranking
for 1888 for 1998
#1 Complexity of the Tax Law #1
#2 Clarity and Tone of IRS Communications #2
#3 Administration of the Earned Income Tax Credit #3
#4 Lack of One-Stop Service #4
#5 Penalty Administration #5
#5 Inability to Access the Toll-Free Number #12
#7 Lack of Acknowiedgment of Correspondence and #6

Payments
#8 Divorced and Separated Taxpayers #7
#9 Offer-in-Compromise Program Issues #8
#10 Misapplied Payments #10
#11 Delays in Compliance Contacts #13
#12 Audit Reconsiderations #19
#13 Maintaining Taxpayers’ Current Addresses #e
#14 Separate Mail Out of Math Error Notices and Refund #11

Checks
#15 Compliance Burden on Smali Business #16
#16 Lack of Concern for Taxpayer Problems and issues #15
#17 Substitute for Return Issues #20
#18 Understanding Federal Tax Deposit Problems #14
#19 Cost to Taxpayers of Electronic Filing #17
#20 Automated Collection System Levy Releases #18
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IV.a. Complexity of the Tax Law

Complexity remains the most serious probiem taxpayers face, | believe that the
single most compilicating factor in tax administration is the frequency and number of
changes to the tax faw. | encourage you to reduce the complexity of the existing laws or

at ieast to siow down the frequency of the changes.

iV.b. Inability to Access the Toll Free Number

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 being heiped.
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 custorner service.

IV.c. Divorced and Separated Taxpayers

RRA ‘98 provisions expanded the innocent spouse 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 internalize the requirements of the new law.
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iv.d. Offer in Compromise Program Issues

RRA '98 gave the Service new authorily to resolve collection cases. Now in
addition to the doubt as to collectibility and the doubt as to liability, the Service has the
authority to compromise when it will promote effective tax administration. This
additional basis for compromise aliows 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 anticipated. The management task
will be to find a way to speed up the process so that the taxpayers can get timely

decisions.

V. Challenges Ahead

The Service will face many challenges this year. implementing the
rmodernization is one of the biggest for the IRS and the Taxpayer Advocate Service. in
the past, | stated that Congress 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. [f this new philosophy is to take root and grow to its full potential,
the IRS modernization 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
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public, then enforcement levels of the past cannot be achieved with the existing

organization and resources.

Vi Conclusion

Thank you for giving me this opportunity to report to you on the Taxpayer
Advocate Service. The dedicated employees of the Taxpayer Advocate Service have
internalized our Mission Statement “We help taxpayers resolve problems with the IRS
and recommend changes that will prevent the problems.” They are going the extra mile
to assist taxpayers who need our help. | have talked to scores of taxpayers and
practitioners who rave about the service they have received. For twenty years, this
program has been fixing problems and making the system better. But, even with a solid
record of success, we must to do more to implement the new statutes and meet your
expectations, and the expectations of the public. | am confident that with the sustained
commitment of Congress, Treasury, the Commissioner and IRS employees, we can
meet the chalienge and provide better service and greater equity to America's

taxpayers.
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Mr. HOrN. We now have Mr. David L. Keating, the senior coun-
selor, National Taxpayers Union.

Mr. Keating.

Mr. KEATING. Mr. Chairman, Mr. Turner, members of the sub-
committee, I thank you for the invitation this morning to testify on
the IRS, and I appreciate your continued interest in how the IRS
is operating.

A historic step was taken 2 years ago when the Congress passed
and the President signed into law the Internal Revenue Service Re-
structuring and Reform Act. As a member of the Commission on
Restructuring the IRS, I was both proud and pleased to see that
Congress not only agreed to the far-reaching reforms that we rec-
ommended, but went a few more steps beyond.

While a promising start has been made by the IRS, I think it is
still far too early to conclude whether reform efforts will succeed
or fail. If reform is successful, it will take many years before the
average taxpayer will notice substantial improvements in the day-
to-day operations of the IRS, especially in the audit and collection
area.

The risk of failure is still high, due to the tax laws’ growing com-
plexity, the agency’s culture that still resists change, criticism, and
independent advocacy for taxpayers, and—I think this is equally
important—the possibility that elected officials will pressure the
IRS to increase enforcement at the expense of fairness.

There are both hopeful signs and discouraging signs. I'm hopeful
the agency will improve because Congress continues to show genu-
ine interest in how it operates. This is something that we had not
seen in years before the Commission was established to review the
IRS. Congress also passed much-needed taxpayers’ rights provi-
sions.

We're also very much impressed with the work of the commis-
sioner and the caliber of several of the people he has hired to help
him improve the IRS. We believe he brings the right background
iQ;nd attitude to the job, and we have had the pleasure to meet with

im.

He has proven, I think, beyond a doubt, that a commissioner
does not have to be a tax lawyer or accountant. In fact, a good case
can be made that we may be better off with commissioners who are
not tax lawyers or accountants.

I do want to say a few things about the IRS Oversight Board. My
testimony was quoted earlier, but I really do think it was impor-
tant for the administration to meet the legal deadline. It was over
a year late, and we'’re still waiting, unfortunately, for the nominees
to be confirmed, due to an unrelated controversy in the Senate.

I call on the administration today to encourage the unnamed
democratic Senator, who has placed a hold on at least one of these
nominees and prevented the Senate from considering all of them,
to release that hold and let’s get these nominees confirmed and get
them to work. They should have been on the job quite some time
ago, and I think it is unconscionable that we are holding up con-
firmation of these nominees for some issue unrelated to the issue
of tax administration and the IRS.

The IRS touches essentially every American citizen, directly or
indirectly, and the unrelated controversy that is being talked about
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in the Senate, my understanding is, concerns some ambassador to
some country that probably isn’t even that large, certainly not com-
pared to the population of taxpayers. The administration should
work with its party colleagues in the Senate and get that hold re-
leased to get these nominees confirmed.

Also, I do want to say a few words about IRS culture. It is very
important that the agency’s culture be changed, and they are work-
ing very diligently to do that. This, too, requires ongoing commit-
ment by the Congress. For far too long in the past, the IRS empha-
sized tax collection as opposed to faithful interpretation of the law
and respect for taxpayers’ rights. Much of that attitude, I think, de-
veloped over the years from the 1970’s and 1980’s. In that time
pressure was placed on the agency to increase revenues so that
Congress would not have to increase tax rates to close the deficit.

As a result, the IRS developed internal statistic that tracked en-
forcement actions, while neglecting agency compliance with laws,
regulations, and its own Internal Revenue Manual.

Recent news accounts indicate some Members of Congress and
candidates have raised concerns about the IRS’ level of enforce-
ment actions in the previous fiscal year. While we can understand
these concerns, we think they are misplaced at this time. The IRS
is in the middle of a massive restructuring and retraining program.
In our view, the recent collection statistics are almost meaningless.

Those who expressed a concern about the enforcement statistics
seem unconcerned by recent reports from the Inspector General for
Tax Administration that show the IRS failed to follow the law, reg-
ulations, or internal guidelines in roughly one of three enforcement
actions reviewed by the Inspector General. We think this error rate
is also completely unacceptable.

We do note that the IRS is moving ahead with balanced meas-
urement statistics. I am very optimistic that these will help ensure
fair collection and fair treatment of taxpayers in the future.

My statement also explains that the IRS may soon administra-
tively define the power of the National Taxpayer Advocate to issue
a taxpayer assistance order. We think the law is rather clear, and
we are rather puzzled at the need to perhaps administratively de-
fine, and we fear limit, that power, which we think power is quite
clear.

The advocate can order the IRS to take any action the IRS could
take on its own. I have spoken with the commissioner on this, and
I know they are working on it diligently, but the same IRS that
doesn’t think that it can post taxpayers who are due refunds on the
Internet because they are allowed to send press releases out to
every newspaper in the country but they can’t take the same press
release and put it on the Internet, shows an IRS that tries to ad-
here to the law to its letter. Yet, I think the law regarding the Tax-
payer Advocate is equally clear and the advocate’s power should be
duly recognized in any administrative action.

One final point I would like to make here—two final points, if
I might—while we applaud the IRS efforts to publish photos of
missing children on pages of tax form instruction booklets, we won-
der why the IRS is not doing more to reunite millions of parents
with their missing part of their tax refunds.
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The Inspector General noted that the IRS is not bringing to the
attention of perhaps—I think it is 1.7 million taxpayers who ap-
pear to have forgotten to claim the child tax credit last year, and
presumably they will make the same error this year.

We found the agency’s response to the Inspector General’s report
unsatisfactory and unacceptable, and we think if there are 1.7 mil-
lion taxpayers who may have forgotten a tax credit, the IRS should
tell them that they may have forgotten it.

The final point I'd like to make is the issue of simplification. As
Val Oveson has stated, and many of us have stated, the tax law
is so complicated nobody understands it. Yet we expect the IRS to
enforce and administer this law.

One of the recommendations not taken up by the Congress from
the National Commission was some sort of procedure to establish
a quadrennial simplification process or provide additional sim-
plification incentives beyond a simple report by the Joint Tax Com-
mittee on pending legislation.

I would like to bring to the committee’s attention and the public’s
attention the interest in simplification was recently demonstrated
by an unprecedented joint initiative of the American Bar Associa-
tion, the American Institute of Certified Public Accountants, and
the Tax Executives Institute that recommended 10 ways to simplify
the law. Many of these recommendations were quite good, and we
commend them to the Congress.

We see no reason, for example, why there has to be multiple defi-
nitions of a child under the tax law to claim various tax breaks
such as tax credit, and earned income credit and personal exemp-
tion. It’s ridiculous. It makes things complicated for the taxpayer
as well as the IRS.

Again, thank you very much, Mr. Chairman, Mr. Turner, mem-
bers of the committee, for holding this hearing and for your contin-
ued interest in the IRS.

Mr. HORN. Thank you.

[The prepared statement of Mr. Keating follows:]
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David L. Keating
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Subcommittee on Government Management, Information and Technology
Committee on Government Reform
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on the
Progress of IRS Reform
April 10, 2000

Mr. Chairman and Members of the Committee, thank you for inviting me to
testify on the progress of efforts to reform and restructure the Internal Revenue Service.

The Internal Revenue Service contacts millions of Americans each year. For
many of us, it is the only agency we deal with so regularly. It's important that Congress
continue its work to improve the IRS.

A historic positive step was taken when Congress passed and the President signed
into law the Internal Revenue Service Restructuring and Reform Act of 1998, Asa
memb 2t of the National Commission on Restructuring the IRS, I was both proud and
pleased that Congress agreed to enact the far-reaching reforms that we recommended.

While a promising start has been made, the agency is in the middle of a massive
reorganization and transition. Many problems have yet to be solved, and taxpayers still
do not recetve the service they deserve.

It is far too early to conclude whether IRS reform will succeed or fail. Ifreform is
successful, it will take many years before the average taxpayer will notice substantial
improvements in the operations of the IRS.

The risk of failure is still high due to the tax law's growing complexity, the
agency's culture that still resists change, criticism and independent advocacy for
taxpayers, and the possibility that elected officials will pressure the IRS to increase
enforcement at the expense of faimess to taxpayers.

National Taxpayers Union, 108 N. Alfred St., Alexandria VA 22314  703-683-5700
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There are both hopeful signs and discouraging signs. I am hopeful that the agency
will improve because the Congress has shown genuine interest in the topic of IRS reform.
It also passed much-needed taxpayers rights provisions.

We are also impressed with much of the work of Commissioner Charles Rossotti
and the caliber of several of the people he has hired. We believe he brings the right
background and attitude to the job. He has proven beyond a doubt that a Commissioner
does not have to be a tax lawyer or accountant.

Instead of dividing the country into regional districts, the Commissioner is
reorganizing the agency into divisions that will serve types of taxpayers (i.e., self-
employed and small businesses, wage and salary earners, large corporations, and non-
profit organizations). We fully support this approach and believe it holds much promise
to increase service to taxpayers.

We are pleased that the districts will soon disappear in part because many of the
worst abuses and inequities came about because local managers too often interpreted the
law in a way that was inconsistent with national IRS policies.

We can also be grateful that the IRS did manage to prepare its computers for the
year 2000, and the filing season to date appears to be progressing smoothly.

Yet there are still many discouraging signs, and the rest of my statement will
review some of the problems that remain and make recommendations.

IRS Oversight Board

One of the National Commission's key recommendations was that "overall
responsibility for executive branch governance of the IRS should be placed with a new
Board of Directors, accountable to the President and the American people, to provide the
expertise and continuity to ensure that the IRS achieves its mission."

The Administration opposed our recommendation, but agreed to a compromise in
structuring such a board, which was reflected in legislation adopted by the House of
Representatives on November 5, 1997. After the House vote, there was little doubt that
the bill would become law. The only question was how soon.

The reforms signed into law on July 22, 1998 say in part that "The
President shall submit the initial nominations [to the Internal Revenue Service Oversight
Board] . . . to the Senate not later than 6 months after the date of the enactment of this
Act."

Unfortunately, the nominations took over 18 months to reach the Senate, and we
are still waiting for Senate confirmation of the nominations because of a controversy
unrelated to the nominees.

Page2
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Why is it that the Treasury Department and IRS expect taxpayers to understand a
highly complex tax law and file their tax returns on time, but that this simple and clear
provision in the law intended to improve the IRS was flouted?

During the Commission and the Congressional deliberations on IRS restructuring
and reform, Treasury Secretary Lawrence Summers said many times that a Board was
unnecessary and unwise. The long delay in submitting the nominations raises the
question of whether the Administration is seeking to revamp the IRS on its own without
the oversight and input of the legally-required IRS Oversight Board. It also suggests to
taxpayers that IRS reform is a low-priority issue for the Administration.

We were also disappointed that none of the nominees appear to have, as required
by law, "professional experience and expertise in . . . [tJhe needs and concerns of
taxpayers.”

IRS Culture

IRS reform will fail unless the agency's culture can be changed. This requires
ongoing commitment by the Congress. For far too long, the IRS emphasized tax
collection as opposed to a faithful interpretation of the law. We have heard too many
times the old mantra of "protecting the interests of the government,” which as National
Taxpayer Advocate Val Oveson has noted meant "maximizing revenue.”

Much of that attitude developed over the years due to pressure placed on the
agency by previous Congresses to increase revenues so that Congress would not have to
increase tax rates. As a result, the IRS developed internal statistics that tracked
enforcement actions while neglecting agency compliance with the laws, regulations, and
the Internal Revenue Manual.

Recent news accounts and some Members of Congress have raised concerns about
the IRS's level of enforcement actions in the previous year. While we can understand
these concerns, they are misplaced. The IRS is in the middle of a massive restructuring
and retraining program. In our view, the recent statistics are meaningless.

1t would be a mistake for Congress, the President, or candidates for public office
to criticize the agency for the recent enforcement statistics. The new law is quite clear.
Congress rightly desired that taxes be collected fairly and according to taxpayers’ rights
provisions m federal laws.

Those who expressed concern about the latest enforcement statistics seem
unconcerned by recent reports from the Inspector General for Tax Administration that
show the IRS failed to follow the law, regulations, or internal guidelines in roughly one
third of enforcement actions he reviewed. This error rate is completely unacceptable.

We are pleased that the IRS is moving ahead with new and better-balanced
measures of employee performance that take into account a range of important aspects of
each employee's job, including taxpayer satisfaction with the service. This was long

Page 3
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overdue, and was clearly prompted by the new legislation as well as the new
Commissioner. These methods of evaluating employees are absolutely essential to
ensuring that taxpayers are treated fairly and courteously. We hope that Congress will
carefully review whether these employee measures are implemented successfully.’

There are two issues regarding the National Taxpayer Advocate that show the
agency has not accepted the idea of change to the old ways of doing business.

Taxpayer Assistance Orders

Recent news accounts indicate that the IRS may soon administratively define the
power of the National Taxpayer Advocate to issue a Taxpayer Assistance Order (TAQO).

This upcoming decision is critically important to the independence and
effectiveness of the Office of the National Taxpayer Advocate. We also view it as a key
test of whether the IRS culture will accept the reforms mandated by the Congress in 1996
and 1998.

As reported in the December 15, 1999 Tax Analysts Tax Wire:

Five of the IRS's top officials are debating the scope of authority that can be
exercised by the National Taxpayer Advocate in issuing a Taxpayer Assistance
Order or a Taxpayer Advocate Directive, Tax Analysts has learned.

The officials are addressing whether the National Taxpayer Advocate's tools
encompass procedural or also substantive matters. For example, can the National
Taxpayer Advocate issue an order requiring the IRS Office of Chief Counsel to
change a revenue procedure? Or can the National Taxpayer Advocate order the
IRS to concede an issue to a taxpayer?

While we can understand a need for procedures regarding TAOs, such procedures
must reflect the law's broad grant of authority to the Advocate. The clear meaning of this
law is that the National Taxpayer Advocate can order the IRS to take any action that the
IRS could take on its own.

Section 7811 defines the terms of a TAO:

(b) Terms of a Taxpayer Assistance Order

The terms of a Taxpayer Assistance Order may require the
Secretary within a specified time period -

(1) to release property of the taxpayer levied upon, or

(2) to cease any action, take any action as permitted by law,
or refrain from taking any action, with respect to the taxpayer
under -

{A) chapter 64 (relating to collection),

(B) subchapter B of chapter 70 (relating to bankruptcy and
receiverships),
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() chapter 78 {relating to discovery of liability and

enforcement of title), or

(I3) any other provision of law which is specifically

described by the National Taxpayer Advocate in such order. {Emphasis
added.)

The Advocate may first order the IRS to reconsider an action for various reasons.
Or he may order the IRS to consider a new procedure. Yet if the IRS refuses to
reconsider, then the Advocate must have the power to force action. That is precisely what
the National Taxpayer Advocate is supposed to do.

A TAOQ is not final because it can be rescinded. However, rescission only occurs
with the agreement of the Commissioner, Deputy Commissioner, or National Taxpayer
Advocate.

Because TAQOs are so rare, there is no need to limit the number of TAOs that can
be issued.

Time after time, Members of Congress have supported greatly increasing both the
clout and independence of the National Taxpayer Advocate. The IRS has no authority to
“Interpret” this clear law so as 1o limit the authority and independence of the National
Taxpayer Advocate.

The National Taxpayer Advocate should be encouraged to help resolve any
problem in any branch of the IRS on behalf of taxpayers. That is his job.

The law and common sense already engures that the National Taxpayer Advocate
will issue TAOs only when appropriate:

1. The National Taxpayer Advocate serves at the pleasure of the IRS
Commissioner. This obviously would ensure that the National Taxpayer
Advocate would not take any ill-considered actions.

2. The National Taxpayer Advocate has limited resources and is unlikely to
increase the office’s workload except in unusual cases where the IRS is off
track in a particular case or has failed to treat a class of taxpayers properly.

3. The law itself allows the IRS to rescind a TAO. So even if a mistake is made,
the National Taxpayer Advocate, Commissioner, or Deputy Commissioner can
rescind it. Furthermore, a record of the TAO and any rescission is kept for
review by the Congress. Such a record would allow Congress to spot issues
concerning fairmess to taxpayers in any aspect of IRS operations.

Section 7803 of the Code says:

1t shall be the function of the Office of the Taxpayer Advocate to -
(i) assist taxpayers in resolving problems with the
Internal Revenue Service;

Page 5



106

(ii) identify areas in which taxpayers have problems in
dealings with the Internal Revenue Service;

(ii1) to the extent possible, propose changes in the
administrative practices of the Internal Revenue Service to
mitigate problems identified under clause (ii); and

(iv) identify potential legislative changes which may be
appropriate to mitigate such problems.

The National Taxpayer Advocate can only fulfill the legal function of his office if
he has the power to issue TAQs for any aspect of IRS operations that may be causing a
problem for a taxpayer.

Taxpayer Advocate Counsel

The Senate version of the 1998 IRS reform legislation proposed a provision
establishing a counsel in the office of the National Taxpayer Advocate. While this
provision was dropped in conference, the conferees wrote that they “intend that the
National Taxpayer Advocate be able to hire and consult counsel as appropriate.”

The National Taxpayer Advocate has not been given the authority to hire his own
counsel. Fortunately, a very competent counsel has been assigned to assist the National
Taxpayer Advocate. While this arrangement seems to be working well at present, it is
not in keeping with the intention of the Conference Report language and has setup a
difficult precedent that undermines the independence of the office.

IRS Fails to Notify Taxpayers of Overlooked Tax Credit

While we applaud the efforts of the Internal Revenue Service to publish photos of
missing children on pages of tax instruction booklets that would otherwise be blank, we
wonder why the IRS cannot also do more to reunite millions of parents with the missing
part of their tax refund.

If the Child Tax Credit is overlooked by as many American families this tax
season as apparently failed to claim it last year, the IRS will over-collect perhaps $7
million just from returns that are filed today, while we talk about their performance.
Multiply that by every day of the 1999 and 2000 tax filing seasons, and this may well be
a billion-dollar secret that takes money out of the pockets of parents.
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The IRS appears to be ignoring a recent Inspector General for Tax
Administration's recommendation regarding the Child Tax Credit. Here is an excerpt
from the report's recommendation on this subject: ’

The Assistant Commissioner (Customer Service) should request a computer
routine to identify taxpayers who may qualify for the Child Tax Credit but did not
claim it on their 1998 income tax return. These taxpayers should be sent an
informational notice similar to the notice which has been used to inform taxpayers
that they may qualify for the EITC.

Management’s Response: IRS Management expressed continued concern that
taxpayers receiving such a notice would lower their withholding in response to the
notice but find when they completed their subsequent tax returns that they were
not eligible for the credit. The IRS will continue to communicate with taxpayers
regarding this credit through outreach programs.

Office of Audit Comment: Based on an analysis of the IRS’ Individual Masterfile
near the end of the 1999 filing season, we estimate there could be as many as 1.7
million taxpayers who qualified for the Child Tax Credit in Tax Year 1998 but did
not claim or receive the credit. In our opinion, the IRS should notify these
taxpayers that they may be eligible for the credit and advise them of the steps they
need to take to amend their 1998 tax returns if necessary. Concerns regarding
whether these taxpayers will subsequently reduce their withholding should not
deter the IRS from performing this customer service.

The IRS response is completely unacceptable. The apparent failure »f 1.7 million
people to claim a tax credit is a serious issue and the IRS should act.

Unlike the Earned Income Credit, for which the IRS continues to send many
taxpayers letters (and checks) claiming that they are eligible when they are not, eligibility
rules for the Child Tax Credit are relatively simple. The child just has to be a dependent,
under age 17, a citizen or resident alien, and a child, grandchild, or foster child of the
taxpayer. The parent's Adjusted Gross Income has to be under a certain amount. There is
just no excuse for not handling it as a "math error," or something very similar. Ifthe IRS
is concerned about citizenship or relationship status, it should at least send a
questionnaire to the taxpayer, asking for it to be verified before a refund is issued.

We have also noticed that the National Taxpayer Advocate is not on the
distribution list for the Inspector General's reports. We have written Inspector General
David Williams and requested that Advocate Val Oveson be added to the distribution list
for his reports. If Mr. Oveson agrees with the recommendation and the IRS has refused
to act, then Mr. Oveson has the power to order the IRS to act.
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Congress and the National Taxpayer Advocate

Congress must support the National Taxpayer Advocate. If there are issues where
the Advocate needs assistance, then Congress should remind the IRS that it expects the
agency to give the Advocate the clout, independence, and ability the office needs to help
taxpayers.

Congress should carefully review and adopt more of the recommendations of the
Advocate. We are disappointed that the Administration and the Congress are ignoring
many of these proposals.

Simplification

Complexity is the number one problem faced by taxpayers, according to the new
report of the National Taxpayer Advocate. Unfortunately, too little is being done in this
area by the Congress or the Treasury Department.

The Tax Code is so convoluted that no one inside or outside the IRS understands
it. Money magazine's most recent test of tax preparers brought another sad result. Nearly
four dozen tested tax professionals got a different answer, and no one had the correct tax
on a hypothetical tax return.

The National Commission suggested that Congress consider a quadrennial
simplification process, and we hope that Congress and the President will quickly
implement such a process either through legislation or by executive order. The
Commission found that many members of the private sector tax community were willing
to volunteer substantial time to make suggestions for simplification.

A quadrennial simplification commission would hamess this volunteer activity
and give a broad group of people much more incentive to work for the adoption of
simplification rules. This quadrennial commission would also give the Joint Committee
on Taxation and the Treasury Department more incentive to suggest simplification of the
law.

This interest in such efforts was recently demonstrated by an unprecedented joint
initiative of the American Bar Association Section of Taxation, the American Institute of
Certified Public Accountants Tax Division, and the Tax Executives Institute that
recommended ten ways to simplify the tax law. There were many excellent
recommendations in this package, and we hope Congress will study and pass them as
soon as possible.

Innocent Spouses
The 1998 reform legislation finally brought real relief to innocent spouses. The

IRS appears to be interpreting these new provisions correctly and has halted enforcement
actions while it reviews petitions for relief. However, we are disappointed with the
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progress of processing these applications for relief. There is a huge backlog to be
resolved, and the IRS is aware of the delays and the need to reduce them.

Telephone Service and Communications

Another problem area last year was the number of taxpayers who could not reach
the IRS through the national toll-free number. As noted by the Inspector General, "the
cost to provide toll-free telephone service during the 1999 filing season increased while
productivity decreased. About 19.5 million calls resulted in busy signals and the level of
service provided declined from 73 percent for the 1998 filing season to 51 percent for the
1999 filing season.”

IRS computer notices remain confusing too. This problem has been highlighted
by both the Inspector General and the National Taxpayer Advocate.

A New Approach to Taxes Is Needed

While beyond the scope of this Committee's jurisdiction, a complete overhaul of
our tax system remains a critically-important goal. As I have stressed, a fundamental
problem for taxpayers and the IRS is the complexity of our tax law. Every detail of a
taxpayer's private financial life is open for government inspection. IRS empioyees can
make extraordinary demands on taxpayers, and can take extraordinary actions against
them. Mixing such broad powers with a vague and complex law is a recipe for a civil
liberty catastrophe.

Until we change how we tax income, we will continue to have an intrusive agency
with broad powers. It doesn't have to be that way. Our economy as well as our civil
liberties would be better off with fundamental tax reform. A tax return could fit on a
postcard if Rep. Dick Armey’s flat tax were to become law. Under the FairTax proposed
by Reps. John Linder and Collin Peterson, we wouldn't even need an income tax. The
government would still need some form of tax collection mechanism, but it could be far
smatler than the current IRS workforce, and it would not need to interact with virtually
every adult American, as it does today
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Mr. HORN. I would thank all of you, because each of you has
raised some very interesting points, and we hope to now pursue
them. We'll start with Mr. Walden, the Representative from Or-
egon, to begin the questioning.

Mr. WALDEN. Thank you very much, Mr. Chairman.

Mr. Rossotti, I thank you for being here today and for the work
you are doing to improve the situation at the IRS.

I'm curious as to what you believe are the major obstacles in de-
veloping a measure of voluntary compliance.

Mr. RossotTi. Well, the difficulty is finding a way to do that
measurement without being overly intrusive or burdensome on oth-
erwise compliant taxpayers. I think Ms. Wrightson gave one of the
better expositions that I've ever heard of what is involved in doing
this and why it is necessary.

So what we are working on is a plan or a proposal for how to
get the necessary information that we need to measure voluntary
compliance and figure out how to target our audit resources where
they really are needed and not where they are not needed. That’s
the reason we do it.

We’re working on a plan to figure out how to do that with the
least burden on the taxpayers. It will never be reduced to zero, be-
cause it is in some ways like jury duty. I mean, you have to have
some people that go to a jury to basically make the justice system
fair, and it is certainly burdensome on the people that do it while
they do it, so there’s going to be some burden to do this measure-
ment process.

But what we are working on is trying to figure out a way that
we would basically do two things to reduce the burden. One is to
reduce the number of taxpayers that need to be surveyed, and, sec-
ond, reduce the amount of time it will take for them to be part of
this process.

We have not yet completed that. We have been working on it. As
a matter of fact, this is one of the first things that amazed me,
frankly, when I got to the IRS, because I always heard that there
were these numbers like 87 percent of the people comply and all
that, so where did that number come from? Well, it turns out it
came from some very old studies that are no longer valid and I re-
alized that we had to do something about this.

So we have been working on it, and I think we are reasonably
close to having what I consider an acceptable proposal, but we're
not quite there yet.

Mr. WALDEN. I think I read in somebody’s testimony, perhaps
y}(l)urs, that there is $231 billion in uncollected taxes out there. Is
that

Mr. RossoTTI. Well, on the books there is something like $220
or $220 billion of, you know, a whole variety of numbers that rep-
resent assessments, and we’re required to keep them for 10 years,
as well as the interest and penalties. That is, frankly, not a valid
number as to what could be—a lot of that is bankrupt corporations
from years ago that are still kept on the books, just because they
are there for 10 years.

According to the GAO audit of our 1999 financial statements, on
the balance sheet there was, if my number is right, I think it was
$21 billion.
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Ms. WRIGHTSON. I'm not the financial person, but I think that’s
right.

Mr. RossoTTI. It was either $21 or $20 billion. Somewhere in
that range is the number that was viewed as actually collectible
amounts that we should be able to collect, which actually went
down slightly from the preceding year.

There’s another array of money in that $20 billion that could pos-
sibly be collected that represents what are called compliance as-
sessments. These are assessments where we have proposed, an ad-
justment to your tax bill, but you, as a taxpayer, have not accepted
it, so it is still in, a disputed category, and some of that may turn
out to be money.

So there is a significant amount of money that is out there, but
it’s not $221 billion.

Mr. WALDEN. You weren’t referring to my taxes, personally, were
you?

Mr. RossoTTI. No, sir.

Mr. WALDEN. Good.

Mr. ROSSOTTI. I meant “you” generically. Pardon me for using
that. I just meant generically, you, as a taxpayer.

Ms. WRIGHTSON. It is 21.

Mr. WALDEN. Twenty-one?

Ms. WRIGHTSON. Right.

Mr. WALDEN. Billion?

Ms. WRIGHTSON. Right.

Mr. WALDEN. OK. What about putting out some of that to private
collection process? I know Department of Education and elsewhere
has worked pretty effectively trying to recapture overdue student
loans using the private sector in a responsibility way.

Mr. RossoTTI. Yes. This is a matter that I know the chairman
has a great interest in, and something that I, personally, in my
previous life, have actually worked on and done successfully.

I think that possibility exists, but I believe, very honestly, where
we are right now is that our whole tax collection process—and I
brought a chart for one of these hearings that showed what it is
because of our computer systems, our internal rules, and the re-
cently passed restructuring account. It is so complicated and our
data systems are so poor that it is really hard to figure out how
you could ever extract a portion of that and turn it over to anybody
very effectively in today’s world.

I think, as we re-engineer it, those possibilities may well exist.
As I said in my earlier testimony, that’s one of the major initiatives
of our re-engineering is re-engineering the collection process.

Mr. WALDEN. Mr. Chairman, I'll yield back.

Mr. HOrN. OK. The gentleman from Texas, Mr. Turner.

Mr. TURNER. Ms. Wrightson, you were talking about voluntary
compliance. Is it correct that there is no random audit system at
the IRS any longer?

Ms. WRIGHTSON. Well, there is no—hopefully there is no random
audit system at the IRS because one shouldn’t audit at random.
What we’re really talking about here is the random selection of re-
turns to audit, so that—and, in fact, today there is no random se-
lection process.
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IRS had a process in place. I think the last one was probably 10
to 12 years ago, maybe even 13. It abandoned that process because
it was viewed as too onerous to compliant taxpayers and politically
sensitive, so there is not one now.

We believe, like the commissioner, that, as they go forward, and
they’re going to have to do some measure, probably, of randomly
selected returns; however, no one knows right now how much that
will be required.

For example, IRS could use more information that it already has
about taxpayers. It could audit much smaller numbers. It could do
it on a continuous basis. But it doesn’t have it now and it probably
will need some measure of that in the future in order to get accu-
rate, reliable indicators of voluntary compliance.

Mr. TURNER. And did I read somewhere that the IRS is working
gn t};at, but it’s about 2 or 3 years off before they may be able to

0 it?

Ms. WRIGHTSON. As the commissioner has said, they are working
on something called the “national compliance survey.” Do I have
that right, NCS? They have been holding it fairly close, I think for
obvious reasons. It is going to be politically sensitive. We have not
had access to look at what theyre doing. I think we enjoy a fairly
good, close communication with the commissioner. I know our
Comptroller General and he meet every 6 months or so to talk and
this issue came up. So I expect we’ll be looking at that in the fu-
ture and provide to them again our feedback as to whether the
strategy that they’re using is the one with the least burden, but
also providing reliable results.

Mr. TURNER. Thank you.

Ms. Kelley, you were critical of section 1203, and I understand
your concerns. I am curious as to how many employees have been
dismissed under the new section 1203, to give me some feel for the
actual impact upon IRS employees.

Ms. KELLEY. To date the numbers are actually probably just in
the double digits. It is less than 100. Commissioner Rossotti prob-
ably knows the exact numbers, as there are reports issued every
quarter on these.

Part of the problem and the fear that it has created among em-
ployees is that even if, in the end, there is not the ultimate termi-
nation, the process that employees go through during that period
of time puts them in a position where they are just afraid to do
much of anything.

There are already processes in place in the IRS that require,
under the rules of conduct, that employees file tax returns, of
course, and pay their taxes, and there has always been a process
in place to deal with employees who don’t do that as required
under law, and it is a process that has worked. So those parts of
1203 just haven’t, in our opinion, been necessary and have led to
unnecessary fears and investigations. It also has led to, in some
cases, managers being afraid of making a wrong decision because
of this overview of 1203. And that is just one example of 1203.
There are, of course, 10, and the one that I cited was about paying
taxes late.

Mr. TURNER. Commissioner, what’s your impression of section
1203 and how it has worked.
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Mr. RossorTi. Well, first let me just give the number. There
have been 17 employees actually finished through the termination
process. There were a few others that resigned without actually
being terminated. I have to say that most of those employees, as
Ms. Kelley said, probably would have been, if not terminated, at
least severely disciplined even without 1203, because they really
were serious cases.

I have to say that this provision has turned out to be one of the
most difficult provisions to administer properly of any of the provi-
sions of the Restructuring and Reform Act, simply because of the
practical difficulty of learning how to apply it, and the psycho-
logical problems of, on the one hand, trying to follow through on
the intent of Congress that serious misconduct be disciplined and
people be terminated, which we have done, and, on the other hand,
trying to reassure employees what I believe is true and have said
right from the beginning—that this was not intended, was never
intended, and as long as we are here administering it, it will never
be administered in such a way as to provide a penalty or a termi-
nation penalty, especially, for an employee who simply, for exam-
ple, makes a mistake in the normal course of their job. That is not
the intent.

The difficulty is that, although I think we have made some
progress in getting that point across, there is still this fear out
there that, even if an employee is not ultimately terminated, I'm
going to go through a long and very unpleasant process potentially
of being investigated and have this threat hanging over me. That
is a fact that does exist out there.

So what we are trying to do, since this law is on the books and
it is there, is to administer it in a very fair and very transparent
way so that people know what we’re actually doing.

I mean, one of the—probably the most important thing that
we've done, one of the most important things that we’ve done, as
Ms. Kelley said, is to actually publish on a regular basis all the ac-
tions that are taken—by the way, not just under 1203, but all the
disciplinary actions, a very mysterious area in the past. Nobody ac-
tually knew, you know, what kind of actions were taken, and there
were all kind of rumors that spread.

So we’ve taken to—actually, I must say, with great cooperation
from NTEU—it was really their idea to do this—to publish on a
regular basis, without identifying specifically named employees, of
course, but, nevertheless, to identify, not only on a statistical basis,
a complete list of all the disciplinary actions that are taken and at
what levels they are taken so that people will actually know how
this process is really being administered.

I believe that in practice we can administer it so that we will not
terminate employees that shouldn’t be, but, whether we can con-
vince people to be more comfortable with the fact that this process
exists. This is where we are going to have the most difficulty.

Mr. TURNER. Thank you.

Mr. HORN. Any other questions? The gentleman from Oregon?
The gentleman from Texas?

Mr. TURNER. I just want to followup with Mr. Rossotti. What is
your assessment of the morale of the IRS employees currently?
They’ve gone through quite a bit of stress because of restructuring
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legislation, and now we hear this specific problem on 1203. Give us
an assessment from your point of view. Ms. Kelley says it is not
too good. I just want to hear from your point of view.

Mr. RosSOTTI. I would concur with that. We do a regular survey
of all IRS employees, and then we do other samples, and more than
that. I, personally, travel almost all the time talking to people.

It is varied by different segments of the 100,000-person work
force. I would say that the field compliance employees, especially
the collection employees and the exam employees, are the ones that
had the most pervasive changes as a result of the Restructuring
Act and were the ones that took some of the criticisms most per-
sonally, I think that there is where we have our most significant
morale problems.

They'’re learning how to implement these new provisions. They’re
learning what it means to—again, I have to say Ms. Wrightson was
very articulate in saying that our goal is to provide good service
and provide taxpayer rights to all taxpayers, but also to enforce the
law for the people that are not willing to comply. Doing both of
those things—it’s harder to learn how to do two things at the same
time than one thing at the same time. Those are all things that are
learning process.

So I think if you look at the field compliance employees, where
they’ve had the biggest change, certainly I would not describe the
morale there as good. I think we’ve gotten by some of the really se-
rious fears about 1203 to some degree. We've started to put the bal-
anced measurement system in place. We've certainly done a lot of
training. I could go on and on and talk about all the things that
we've done, but I think that we are still at a fair low point.

Now, I will say that—violating my own rule that it is OK to
make predictions, as long as they’re not about the future, I'll go off
on a limb and predict that this fiscal year, in terms of the field
compliance, will be sort of that we will hit the bottom in terms of
both morale and some of the statistics, and that in 2001, especially
if we get the budget request approved, we will see a material turn-
around, because we will have a new organization structure in
place, we’ll have the balanced measurement system in place for a
longer period of time, we will have gotten a lot of the training
issues resolved, at least to a certain level, and I do believe that we
will see, in several tangible measures of both morale and oper-
ational effectiveness, some improvements during 2001 in the area
where we have the greatest weakness today.

Mr. HORN. Let me ask you about the level of supervisorial train-
ing. Do you have enough funds there and enough people to——

Mr. ROSSOTTI. Yes.

Mr. HORN. I know when I was at your swearing-in you said,
“This is going to take me a few years,” and there’s no question

Mr. RossotTi. Well, it’s a very, very important

Mr. HORN [continuing]. We all knew that, but training is key,
our human resources.

Mr. RossoOTTI. It is important, and you mentioned specifically the
supervisory training. I think that the answer to your question is
the Congress did provide that particular funding, so I can’t use
that as an excuse, if you will. I mean, the funding for the training
has improved significantly.
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What we have is, though, a job where, you know, training is one
thing and learning is something else. OK? I mean, we have a learn-
ing process, and this “S” curve that I put up could be used for a
lot of things that we'’re learning at the IRS.

In the case of the first-line supervisors, especially in exam and
collection, the big learning process is how do we manage, in a world
where it is not just one thing that we’re measuring, but it is two
things we're measuring—we want to provide taxpayer service and
taxpayer rights. We also want to collect the money. That is a learn-
ing process that many businesses have gone through. You know,
every business has to do the same thing.

It is starting to get there. We did one thing recently that was
never done before. We brought all of the first-line managers for our
field collection organization, which is about 550—these are the first
line, the first level of management, the group supervisors that su-
pervise the collection employees. We brought them all together in
one place, about 550 of them, for a 3-day training session, and all
of our top executives were there for almost the entire time, and
they were some of the employees that—some of the managers that
I'd say, first of all, are the most critical, in terms of turning this
whole thing where we want it to go, and, second of all, you know,
probably had some of the more significant morale problems.

You know, General Eisenhower said one time that when he hears
his generals say that there is a morale problem, he thinks that
they’re the ones that may have the morale problem. Well, I think
that, in the case of our managers, they were talking about the em-
ployees’ morale problem, they’re the ones that had morale problems
for very legitimate, understandable reasons.

I think in that meeting we made a significant turn-around, be-
cause we began to get down to very concrete details about what we
really expect in the collection area for people to do and what we
don’t expect them to do, and, most importantly, just created an at-
mosphere of support for what we did. And we acknowledged very
openly that there is a long list of things that we, as the top man-
agement, have to explain better or resolve in how we’re going to
go about reconciling these competing objectives, which was a good
thing for them to hear.

So that’s a step, I mean, but there are many steps.

My bottom-line conclusion is I think that we will—that this year
we will sort of hit bottom, if you will, and I really do believe that,
with some luck, and especially if we can get a little bit of resource
to meet some of these stop-gap staffing problems, that next year,
meaning fiscal year 2001, we will see, you know, some noticeable
indicators of improvement in the field area.

In the customer service area and the phones, and so forth, we've
already had some noticeable improvement, but I'm talking about in
the area where we have the most problems still.

Mr. HORN. Well, as you said, dear to my heart is the Debt Collec-
tion Act of 1996, and we put that on the books through using the
omnibus appropriations bill, which nobody could veto it that way,
and Mrs. Maloney, the ranking democrat then, was very helpful
with that.

Could you give me an idea of what do we do, in terms of someone
that has a debt to IRS, in terms of the number of letters they go



116

from IRS, the telephones they go, and to, if any degree, you have
a revenue officer knock on their door.

Mr. RossorTi. Well, I think that this is the chart that I think
that I showed you that you took back to your office last time. Un-
fortunately, we still have that long process.

Mr. HORN. We've got a broader audience today.

Mr. RossoTTi. Well, it really is—I mean, here’s a simple way to
understand it. If you look at the main resources we have in debt
collection, which are our phones and revenue officers, about 90 per-
cent of their time is spent on accounts that are more than 6
months old, and if you look at the revenue officer inventories, many
of those would be a couple of years old.

That’s not because they are doing the wrong thing as employees,
it’s just the process—some of it is defined in regulations, some of
it is defined in just procedures. All of it is embedded in our com-
puter systems. A lot of it is related to the fragmentation of our col-
lection organizations.

You know, it’s just not a very easy thing to fix, but we are mov-
ing one step at a time. Now, one step will be in place by the end
of this year, a very important step, which is we will have consoli-
dated the organization, so we will have collection processes, you
know, managed in a more integrated way.

We are making some smaller steps that we can do within our ex-
isting technology later this summer on our phone collection oper-
ations to accelerate some things.

And then the really big opportunity is through this re-engineer-
ing process, which will basically replace the technology
underpinnings but also the business practices. Then, at that point,
we can be more effective in using various kinds of resources to do
debt collection.

Mr. HORN. Your predecessor, when I discussed the matter with
her, they had, as I looked at your financials—this is back in 1994
and 1995—that it was roughly $100 billion to $110 billion that had
been sort of written off with the bankruptcies, as you said, with
small business and this kind of thing, and they had another pile
that was roughly $60 billion they thought they could collect.

I raised the obvious question: besides your own revenue people,
what about putting that out for debt collectors that know their
business? And then I was told, “Oh, no, there are privacy prob-
lems.” Look, you just give them the address, you give them the
amount. No privacy problem as to the details of their tax form. And
if they have a gripe about what IRS is doing to them, then you put
them in to the revenue officers that are authorized to deal with
that particular situation.

Now, have you thought about going to your authorizing commit-
tees—Ways and Means in the House, Finance in the Senate—and
get that authority for the private collectors, or do you feel you al-
ready have it?

Mr. RossoTTI. I think that actually the way it works is that we
could—it’s a little more complicated because you can’t give out any
information, even names and addresses, under current law, but I
think, on the other hand, if we were to treat some people as con-
tractors we could get them to agree to certain—under even existing
law, we probably could overcome—I say “probably,” because any-
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thing that deals with these legal issues really requires research.
We could probably overcome the privacy issues, and basically I
think we could solve that particular part of the problem.

The more serious problem right now is just the process that we
have that is just—it’s really not in a shape right now, very hon-
estly, to pull a piece of this out and give it to somebody. If we did
that, we would end up just having them fail, probably, and give a
bad name to the whole thing.

I'm not saying that it can’t be done in the future, but I think
there’s some work we have to do to get the data in shape and get
the process simplified to at least a level where we could realisti-
cally turn over to it.

One opportunity that might exist longer-term is that, as we get
to a newly re-engineered process, one of our challenges will be
what we do with the old inventory, because we will have to take
our existing resources of revenue officers and others and apply
them to more-current work, so then we would have this base of old
work, and that might be an opportunity in the future. But we are
probably, realistically, a couple years away from that.

Mr. HorN. Well, I would also hope that the Treasury and IRS
would look at the people that have claimed bankruptcy, and when
they pop up again and there is a pattern and practice of where
they are milking the taxpayers, very frankly—and, since those of
us that pay our taxes aren’t too happy when we see them getting
away with murder. I would hope that the Treasury and the IRS
would figure out a way to follow them through their business ca-
reer and try to get some of the money back that are owed to the
taxpayers of the country.

Mr. RossSOTTI. Incidentally, the biggest obstacle in that area is
our data systems, because, you know, part of our problem is that
the basic records don’t allow us to point and make these relation-
ships between one taxpayer and another. It’s all one taxpayer num-
ber.

It’s like the way that the old phone systems used to be. You
know, the telephone companies used to bill everything off the
phone number because they thought everybody had one phone
number, and that was one of the problems that they ran into that
I used to work on in my old days, you know, when people started
to get five phone numbers. How do you point them and make them
one customer? The issue that we have is how do you track, as you
say, a small business person or principal through multiple entities
that they may have, either at one time over time. Right now our
data systems don’t really provide very good support for that.

Mr. HORN. One of the things that I have found when I'm looking
at the IRS claims that go through our District office—and you have
some very good people at Laguna Niguel that we can talk to there,
and I'm really interested in the degree to which the Taxpayer Ad-
vocate with—are you now handling those that come from District
offices? There’s 435 District offices on the House side—there may
be 40 with the territories—and you’ve got 100 on the Senate side.
So when we’ve got these cases of people that say, “I've got a prob-
lem with the IRS,” or others are obviously Social Security, Medi-
care, Immigration, the whole works, when I look at the ones on
IRS, the ones I've found over the years that bother me is one part
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of the IRS has put a lien on the person and they can’t pay what
the other part of the IRS is. Have we solved that problem? And the
right hand didn’t seem to know what the left hand was doing, by
the way.

Mr. OVESON. There are still challenges in those communications
that you’ve mentioned, but Connie Adams is the Taxpayer Advo-
cate in Laguna Niguel, and she reports now directly to me, rather
than the district director. We are handling the congressional cases
that you've mentioned, and hopefully doing an excellent job of that.

Mr. HOrRN. Well, we have great praise for the people that are
helping us solve this, and that’s why I wanted to know, are we still
going to the district directors, or do we strictly go to the Taxpayer
Advocate?

Mr. OVESON. Again, the congressional correspondence and the in-
dividual casework is being handled now by the Taxpayer Advocate.

With the modernization program, that is being solidified and
standardized throughout the country, and hopefully it will continue
to work well.

Mr. HorN. Now, when you say you have taxpayer assistance or-
ders, five in fiscal year 1999 and three in fiscal year 2000 so far,
is that then across the whole IRS system as to a generic issue, or
is this one case?

Mr. OVESON. No. That’s across the whole IRS. And I mentioned
in my annual report right up front that I felt those numbers were
too small, but you need to understand that this year there were
nearly 90,000 applications for taxpayer assistance orders, and the
need to actually implement the taxpayer assistance order in the
end was only used five times last year, three times so far this year.

Most of those situations are resolved by the Taxpayer Advocate
visiting with and talking with the individual that has the case in
either exam or collections and working out an arrangement that is
acceptable. But my No. 1 goal for this year is to get the taxpayer
assistance order process into a situation that is more meaningful
and more representative and that we have more experience with
the taxpayer assistance orders as per the intent of Congress, I be-
lieve.

Mr. HOrN. Mr. Keating made a very interesting point in his tes-
timony that the IRS is over-collecting millions of dollars every year
because they are not informing taxpayers of their right to the child
tax credit, and I wonder, Mr. Keating, how significant do you be-
lieve this problem is, and what do you believe should be done about
it?

Mr. KeEATING. Well, I think it is especially interesting, given the
comparison to the way the IRS has acted in the past regarding the
earned income credit. There have been examples in the past where
the IRS sent checks out to people who didn’t even quality for the
earned income credit. Then there was no chance of ever getting the
money back from these people, almost by definition. They had prob-
ably gone out and spent it, and these are people of modest means,
by and large.

I think what should be done is what the Inspector General rec-
ommended, which is to at least send a notice to the taxpayer flag-
ging a potential error on the return that may have resulted in an
overpayment by the taxpayer.
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The IRS management response was that they were worried that
taxpayers receiving such a notice would lower their withholding in
response to the notice, then find out when they completed the sub-
sequent tax returns they were not eligible for the credit.

I think there is a very, very small chance of that happening.
First of all, three-quarters, roughly, of all taxpayers receive re-
funds. A very smaller number go and adjust their withholding in
the middle of the year in response to an IRS letter such as this.

We are not calling on the IRS to automatically send a refund
check. We think the notice should flag it and send a questionnaire
to the taxpayer to go through the steps needed to ensure the tax-
payer may actually be due the additional refund. So we think it
can be done, and we hope that it will be done.

I don’t know how many other areas of the law are like this. I sus-
pect this is one that might be a problem because it is a new item
in the tax code it started. I believe, in the last tax filing season,
and there are some taxpayers that haven’t figured it out yet.

Mr. HOrN. Well, we thank you for those suggestions, and we
have a few questions the staff on both sides would like to send you,
and we'll put them at this place in the record, if you don’t mind.

Let me just ask, as one more point, as many Americans work to-
ward meeting the filing deadline, is there anything you wish to say
to them, Commissioner?

Mr. RossoTTI. I just want to say that I hope that every taxpayer
will have an increased level of confidence in the IRS interest in ba-
sically helping taxpayers get the right—pay the right tax, no more,
no less.

I do agree with Mr. Keating that it is our obligation to inform
taxpayers of where they have credits due. As a matter of fact, we
had a public service commercial that was, I think, pretty effective
on the child tax credit.

So if they call us, I really hope that we are making some
progress in getting taxpayers to have increased confidence that we
are not there as the enemy, we are not there as an adversary, we
are there as a resource to basically help people get it right.

Of course, we are also there—if there is that small group of tax-
payers that wants to burden everybody else by not paying, we are
also there to make the system fair, and we are looking out for those
that are not willing to pay. But the majority are, and I hope they
will recognize that that’s what our interest is, is in helping to make
the system fair and having them pay what they owe, no more, no
less.

Mr. HorN. Well, I thank you and I thank all of your colleagues
here that have made excellent suggestions, and I want to thank the
staff that prepared this hearing: J. Russell George, the staff direc-
tor and chief counsel of the Subcommittee on Government Manage-
ment back there against the wall; and to my left and your right,
Louise DeBenedetto, who is the professional staff person on this
issue and a detailee from the General Accounting Office; Bonnie
Heald, director of communications, professional staff member, on
the wall in the back there; Bryan Sisk, clerk; and Ryan McKee,
staff assistant; and Michael Soon, a valued intern; and, on the mi-
nority side, counsel to Mr. Turner as the ranking Member is Trey
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Henderson; and Jean Gosa, the minority clerk; and we thank Mel
Jones for being the court reporter today.
With that, we are adjourned.
[Whereupon, at 12 noon, the subcommittee was adjourned.]
[Additional information submitted for the hearing record follows:]
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Statement of the Honorable Jim Turner
GMIT Hearing “Oversight of the Internal Revenue Service:
The Commissioner Reports”
4/10/00

The IRS is responsible for administering and enforcing the internal revenue
laws and related statutes. The IRS’s mission is to collect the proper amount of tax
revenue at the least cost to the public, and in a manner that warrants the highest
degree of public confidence in the Service’s integrity, efficiency, and fairness.
However, during the last several years, we know that the IRS has been the subject

of many studies, congressional inquiries, and much criticism.

Congress and others have identified a long list of problems, including
inadequate technology, poor services to taxpayers, violation of taxpayer rights,
failure to follow established procedures, and lack of adequate employee training
and resources. Public concern over the IRS’s behavior led Congress to act. On
July 22, 1998, the IRS Restructuring and Reform Act of 1998 was signed into law
by President Clinton. This law included many provisions to enhance taxpayer

rights and fundamentally reform the organizational aspects of the IRS.

To achieve these goals, the IRS intends to make fundamental changes on
virtually every front: redefine business practices, rebuild the organization
structure, establish management roles with clear responsibility, employ a balanced
set of performance measures, and build technology to support these changes. The
IRS refers to this process of change as “modernization,” because it involves
building on the essential components that made the IRS successful in the past while

bringing them up to date in a way designed to achieve the new mission.
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We are hear today to assess what progress the IRS is making in
implementing its “modernization” changes. This subcommittee wants to ensure
that all federal managers are given the necessary tools and incentives to perform

effectively and be held accountable for their job.

1 want to welcome Commissioner Rossotti here this morning, and commend
him and all IRS employees on the efforts they have made to become a better
agency. WhenI first came to Congress 3 years ago, the IRS was at all time low in
terms of its public image. Since that time, I believe we have made significant
progress toward our goal of providing the type of high-quality service that
taxpayers expect and deserve. I believe this is due in large part to Commissioner
Rossotti’s strong leadership. I thank the Chairman for his focus on this issue and

look forward to the witnesses testimony.
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Dibenedetto, Louise

From: Michanczyk Amanda A [Amanda.A.Michanczyk@irs.gov}
Sent: Wednesday, April 26, 2000 5:00 PM

To: Dibenedetto, Louise

Cc: Williams Floyd

Subject: Delegation Orders

5212notice.wpd.
Louise,

»
Aftached is our response to Chairman Horn's question about the delegation order regarding deficiency notices. This issue
came up during the April 10th hearing and Commissioner Rossotti promised to provide

Chairman Horn with this information.
Please call me at 202-622-6759 if you have any questions.
Thanks,

Amanda Michanczyk
Legislative Affairs Division

<<6212notice.wpd>>
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This responds to your request for assistance in responding to a taxpayer's inquiry
regarding the authority of Deborah Decker, Director, Ogden Customer Service Center,
to issue a notice of deficiency pursuant to LR.C. § 6212.

As the taxpayer has noted, “If the Secretary determines that there is a deficiency. . ., he
is authorized to send notice of such deficiency to the taxpayer. . .” LR.C. §6212(a).
The term “Secretary” means the Secretary of the Treasury or his delegate. |LR.C. §
7701(a)(11). Clearly, therefore, the Secretary may delegate his authority to send
deficiency notices.

The Secretary has delegated his authority to send deficiency notices via Treasury Order
No. 150-10, which provides that the Commissioner “shall be responsible for the
administration and enforcement of the internal Revenue laws.”

The delegation of authority of Service personnel to issue deficiency notices has
specifically been set forth in:

= 268 C.F.R. § 301.8212-1, which states in pertinent part:

(a) General rule. If a district director or director of a service center or {(or regionat
director of appeals), determines that there is a deficiency in respect of income,
estate or gift tax imposed by subtitle A or B, or excise tax imposed by chapter 41,
42, or 44 of the [Internal Revenue] Code, such official is authorized to notify the
taxpayer of the deficiency. . .

= Commissioner's Delegation Order No. 77, whereby the authority to issue (or
execute an agreement to rescind) notices of deficiency has been redelegated ta,
inter alia, Directors of Customer Service Centers.

In dismissing a meritless challenge fo the validity of a tax deficiency notice, the Ninth
Circuit has noted, “To the extent [the taxpayer] seeks to challenge the District Director's
authority to issue a notice of deficiency, this argument fails.” Urban v. Commissioner,
964 F.2d 888, 890 (9" Cir. 1992).

' See also 26 C.F.R. § 301.6861-1{c), recognizing the delegation of authority
regarding deficiency notices within the context of jeopardy assessments.,

I.R.C. § 6213, about which the taxpayer also inquired, is implemented by 26 C.F.R. §
301.6213-1.
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April 17, 2000

Ms. Margaret T. Wrightson
Associate Director

Tax Policy and Administration Issues
U.S. General Accounting Office
Washington, DC 20548

Dear Ms. Wrightson:

1 would like to thank you for testifying at the April 10, 2000, hearing on the
Internal Revenue Service (IRS) conducted by the Subcommittee on Government
Management, Information, and Technology. As a follow-up to the hearing, the
Subcommittee is requesting that you respond to the following questions:

1. In your testimony, you noted that the IRS must overcome several serious
management challenges in its current systems modemization efforts. How serious
are these challenges, and does the GAO feel that they are being adequately
addressed?

2. You testified that the IRS lacks a measure of voluntary compliance—how important
is this to a system of “balanced measures”? What are GAO’s observations about
other measures the IRS is developing?

Please send your responses to the Subcommittee at B-373 Rayburn House Office
Building, Washington, DC 20515, no later than Friday, April 28, 2000. Thank you for
your continued participation on this matter, if you have any questions contact Louise
DiBenedetto at (202) 225-5147.

Sincerely yours,

Stephén Horn, Chairman,
Subcommittee on Government Management,
Information, and Technology
SH:1d
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Committee Question: You testified that the IRS lacks a measure of voluntary compliance-—how
important is this to a system of "balanced measures”? What are GAQ’s cbservations about the
other measures that IRS is developing?

GAQ Response:
Voluntary compliance ineasure

We belicve that a measure of voluntary compliance is absolutely vital for IRS and the
Congress to monitar whether IRS is achieving a key aspect of its mission. Moreover,
once IRS’ balanced measures are fully developed, a voluntary compliance measure,
coupled with a reliable measure for customer service, should help IRS assess whether.
improvements in customer seTvice cause an increase in voluntary compliance, For
example, the Commissioner believes it is more efficient for IRS to prevent problems by
providing better custorner service during the pre-filing and filing stages than fo address
problems through the post-filing actvities of Examination and Collection. If IRS makes
a significant commitment to this philosophy, it will be imperative for both Congress and
IRS to know how well the strategy is working and what, if any, modifications or
improvements might be neaded. In addition, other benefits will accrue from a reliable
measure of voluntary compliance.

‘While we recognize there are concems regarding taxpayer burden, we believe it is critical
that IRS obtain dara for this measure from something other than the audits it oxdinarily
conducts on noncompliant taxpayers. This s because the data obtained from audits are
only for the subset of taxpayers that IRS believes have the highest probability of
noncompliance and would not be representative of the entire population—-i.2., those that
TRS belizves to be compliant and those it does not. Because of this, any measures of
voluntary compliance IRS would develop from such data would be biased. Some
modified version of the random audits that IRS used in the past might be an appropriate
vehicle for obtaining data for 2 voluntary compliance measure, Random sampling would
ensure that the data arc representative of all taxpayers. Burden on compliant taxpayers
could be reduced in & number of ways—~for example, by emphasizing stoaller samples,
continuous sampling, and/or supplementing the data obtained through the andits with data
IRS already has on hand for the taxpayers whose returns were selected.

Observations on other measures

Currently, IRS is developing comesponding measures for each of its strategic goals—
service to each, service to all, and productivity through a quality work environment,
regpectively. The comresponding measures for each of the goals are cnstomer satisfaction,
business results, and employee satisfaction. For IRS’ goal of service to each, orits
customer service goal, IRS is using at of at atisfaction. For most people,
the phrase “customer service” conjures up the retail scctor — in other words, did we make
the customer happy and was the customer satisfied with our service? For example,
Nordstrom's employees are famous for providing top quality customer service and going
out of their way to meet customer needs.
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However, for an enforcement agency like IRS customer service is important but has a
different meaning than in the retail industry. IRS' primary focus cannot be on making the
customer happy because, in accomplishing its primary function of collecting taxes, IRS is
naturally going to make some taxpayers unhappy.

Basically, customer service for IRS has two components. The first is the quality of IRS
employees’ interactions with taxpayers. Are the employees courteous, are they
professional, do they listen to taxpayers and answer their questions? The second
component, which the Commissioner acknowledges, has to do with how well IRS
handles taxpayers’ problems within the context of the tax law. Do employees correctly
interpret the tax law, do they explain to taxpayers why they are not compliant and how to
avoid non-compliance in the future, do they follow IRS procedures and legislative
requirernents?

Because the concept of customer sexvice involves more than simply making taxpayers
happy, there should be no inherent conflict between customer service and compliance. In
fact, the Commissioner believes that custorner service will enhance compliance, as IRS
makes more effort to insure taxpayers understand how to comply with 1ax laws and, in
the event of non-compliance, contact taxpayers promptly to minimize the extent to which
tax liabilities are compounded by costly interest fees and penalties.

Comumittee Question: In your testimony, you noted that the IRS must overcome several serious
management challenges in its cumment systems modermnization efforts. How serious are these
challenges, and does the GAO feel they are being adequately addressed?

GAQ Response:

As we have reported over the past few years, these challenges are serious and must be
adequately addressed before IRS is ready to build major modemized systems. The
management challenges confronting IRS include (1) completing, enforcing, and
maintaining its enterprise architecture, (2) establishing and implementing a sound
investment management process to ensure only incremental, cost-effective sysiem
investments are made, (3) imposing software acquisition and life cycle discipline to
effectively govemn cradle-to-grave managerment of its system investments, (4) clearty
defining and applying IRS and contractor roles and responsibilities, {3) making
operational the systems modetnization program office, including such important
government acquisition functions as guality assurance, risk management, and
configuration management, (6) filling the program office 's manager position, (7)
confirming the readiness of all modemization projects, and (8) implementing the use of
performance-based coutractor task orders. Implementing these management and
technical controls will provide IRS the requisite modemization management capability
needed to effectively build modernized systems.

IRS has acknowledged the inportance of these challenges, and its March 7, 2000,
expenditure plan submitted to the Congress details steps recently initiated and its planned
steps to address each challenge. For example, IRS recently reassessed and restructured
its systems mademization program and as a result, scaled back its system development

& BII0T  gOs8E/00
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efforts, recognizing that it must first develop and implement modernization management
capability and controls before it can build systems. In addition, IRS plans to issue, by
September 30, 2000, an update to its Modemization Blueprint to reflect changes in Yight
of technology advances and IRS’ reorganization. IRS also plans to have its systems life
cycle methodology—which IRS rcfers to as the Enterprise Life Cycle—implemented by
June 30, 2000.

IRS’ March 7, 2000, plan, if implemented propesly, coupled with the

restructured modernization program provide the potential for IRS to overcome its system
modernization challenges. However, until IRS does, it will continue to lack the
modemization management capability and contrels needed to effectively build
modemized systems.

£003

& 6T:0T 00/8Z/FD



129

441 G L NW
5\7::;;::, DC 20548 US General

Fhone: (207) 512-6110 i
Fax: (202) 512-9096 of {212} 5123487 Accountlng Oﬁice,

GGDITAX

Fax

To: )\o RE7 N Dx 5%10(24(/{’0 From: «Sk{f&ks—j
foe 27(7~ 2373 oo S/28/00

Phone: Pa5“= q A \I—\ r“ A, c-/‘ el
[}

Re: CG:

1 Urgent O For Review O Please Comment  Please Repiy ! Please Reeycle

*Commentss

1003
& L1000 o00/sR/R0



DAN BURTON. INDIANA.
GHAIRMA

BENJAMIN A GILMAN. NEW YORK
CONSTANCE A. MORELLA. MARYLAND
GHRISTOPHER SHAYS, CONNECTICUT
HLEANA ROS-LEHTINEN, FLORIDA
JOHN M. ML YORK
STEPHEN HORN. CALIFORNIA

JOHN L_MICA. FLORIDA

THOMAS M. DAVIS Il VIRGINIA
DAVID M. MCINTOSH. INDIANA
MARK E. SOUDER, INDIANA

DAVID VITTER, LOUISIANA

130

ONE HUNDRED SIXTH CONGRESS

Congress of the Anited States

Houge of Repregentatibes
COMMITTEE ON GOVERNMENT REFORM
2157 RAYBURN House OFFICE BUILDING
WasHINGTON. DC 205156143

Maoairy 1202) 225-507
Miomiry 1202) 225-5051

April 17, 2000

The Honorable Charles O. Rossotti

Commissioner

Internal Revenue Service
Washington, DC 20224

Dear Mr. Rossotti:

HENRY A WAXMAN, CALIFORNIA
RANKING MINGRITY MEMBER

TOM LANTOS. CALIFORNIA
ROBERT E. WISE, Ja.. WEST VIRGINI

JANICE D SCHAKOWSKY. ILLINOYS.

BERNARD SANDERS. VERMONT.
INDEPENDENT

I would like to thank you for testifying at the April 10, 2000 oversight hearing on
the Internal Revenue Service conducted by the Subcommittee on Government
Management, Information, and Technology. As a follow-up to the hearing, the
Subcommittee is requesting that you respond to the attached questions.

Please send your responses to the Subcommittee at B-373 Rayburn House Office
Building, Washington, DC 20515, by Friday, April 28, 2000. If you have any questions
concerning this request please contact Louise DiBenedetto at (202) 225-5147.

Thank you for your continued participation on this matter.

SH:ld

Enclosure

Sincerely yours,

§,e Howm

Stephen Horn, Chairman,
Subcommittee on Government Management,
Information, and Technology
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Follow-up Questions on the April 10, 2000 Hearing

. In your testimony, you noted that the IRS faces a major budget chatlenge in fiscal
year 2000 and 2001 that uniess addressed, will threaten not only the IRS reform and
restructuring program, but the entire tax system. Please expiain what you meant by
that?

. The GAO has expressed concern that the system modernization roles and
responsibilities of IRS and its contractors still have not been adequately defined.
How can the systems modernization efforts be efficient and effective when these
roles and responsibilities are not yet defined? What do you intend to do about this?

. The Internal Revenue Service Restructuring and Reform Act of 1998 mandated that
by 2007 at teast 80 percent of all tax returns are to be filed electronically. You also J
noted an interim goal that by 2003 ail returns that are prepared electronically are to
be filed electronically. What are some of the chailenges in meeting these goals? Do
you feel that these goals will be met?

. How much of your requested nearly ten percent budget increase for fiscal year 2001
do you anticipate spending on contractors and consultants? For what types of
services?
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Answers to questions submitted to IRS in reference to the April 10, 2000
hearing conducted by the Subcommittee on Government Management,
Information and Technology.

1. In your testimony, you noted that the IRS faces a major budget challenge in
fiscal year 2000 and 2001 that unless addressed, will threaten not only the IRS
reform and restructuring program, but the entire tax system. Please explain
what you meant by that?

As you know, a major tenet of our tax system is voluntary compliance. In fact
roughly 98 per cent of the taxes collected are paid without active intervention by the
IRS. Ibelieve this compliance in large measure is due to taxpayers’ confidence that
their neighbors, competitors, etc., are also paying their fair share of the tax bill.

Unfortunately, reduction in IRS staffing levels, annual growth in return filings, and
additional workload from the Internal Revenue Service Restructuring and Reform Act
of 1998 (RRA 1998) have contributed to a steady erosion of enforcement presence,
audit coverage, and case closures in front-line compliance programs. I am concerned
that knowledge of this decline could over time undermine the taxpayer’s confidence
that the IRS can adequately enforce the tax law.

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
STABLE (Staffing Tax Administration for BaLance and Equity) Initiative. With this
staffing level, we expect that in 2001, the IRS will be able to increase levels of
service slightly and stabilize the level of exam and collection activity while
complying with the taxpayer rights provisions of RRA 98.

2. The GAO has expressed concern that the system modernization roles and
responsibilities of IRS and its contractors still have not been adequately defined.
How can the systems modernization efforts be efficient and effective when these
roles and responsibilities are not yet defined? What do you intend to do about
this?

IRS and PRIME have recognized the lack of a well-grounded partnering process.
This risk, if unmanaged, would result in continued confusion over who is responsible
for specific deliverables, roles, responsibilities and accountabilities. The risk has
been identified and is being managed by the Business Systems Modemization Office
(BSMO). Our risk management plan currently reflects joint IRS/PRIME activities
towards the establishment of shared operating disciplines between the two
organizations to be completed in June 2000.

It is important to note the partnership concept was never intended to influence the
way IRS is managing and controlling the PRIME contract. IRS is currently
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maintaining and will continue to maintain a formal government/contractor
relationship in terms of managing the contract, including all negotiations, to ensure
that the government’s interest is protected.

Also, the IRS is restructuring the PRIME task orders to reflect clarified roles and
responsibilities between PRIME and IRS. These revised task orders will be
reorganized to parallel the major initiative Program Offices in the BSMO. This will
allow for enhanced monitoring and accountability. As part of this effort, a standard
Statement of Work will be promulgated. This standard will require the acquisition
teams to articulate more clearly their requirements, to specify deliverables and to
outline more effectively acceptance criteria. Improvement of the acquisition
management process and products resulting from this restructuring will evolve to
performance-based contracting of ITIA-funded projects.

. The Internal Revenue Service Restructuring and Reform Act of 1998 mandated
that by 2007 at least 80 percent of all tax returns are to be filed electronically.
You also noted an interim goal that by 2003 all returns that are prepared
electronically are to be filed electronically. What are some of the challenges in
meeting these goals? Do you feel that these goals will be met?

The IRS is aggressively addressing several challenges that must be met if significant
progress is to be made toward meeting these goals. These include the ability to
accept all forms, schedules, and preparer notes electronically; eliminating the paper
signature jurat; enhancing taxpayer awareness and acceptance of electronic payment
options; reducing the cost of electronic filing for taxpayers; upgrading our technical
infrastructure; and ensuring the security of our electronic systems and the
confidentiality of taxpayer information.

The IRS realizes that these are formidable goals and that reaching the 2003
milestone--receiving electronically all returns that are prepared electronically
(approximately 60 percent of all individual income tax returns or 80 million)--will be
especially difficult. IRS” most recent projections for 2003 call for an IRS e-file
volume of approximately 44-49 million returns (33-37 percent of all individual tax
returns) which will fall short of the goal established by Congress.

Included in the published Strategic Plan for Electronic Tax Administration are IRS’
official projections of electronically filed returns developed by the professional
forecasters under the Assistant Commissioner (Research and Statistics of Income).
These projections indicate that between 55-64 million returns will be received
electronically in 2007, or 40-46 percent of all individual income tax returns, which
would also fall short of the 80 percent goal. However, it is important to note that
these projections represent baseline extrapolations of current trends, existing
marketing approaches, enacted legislation, and confirmed (or reasonably certain) IRS
program changes. They do not reflect the full impact of all of the initiatives
contained in the Strategic Plan for Electronic Tax Administration. At this time, the
IRS does not have sufficient information to make reasonable projections for many of
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the future initiatives. As the IRS gains more experience with the impact of the
enhancements reflected in the Strategic Plan, increases to the current projections are
expected.

. How much of your requested nearly ten percent budget increase for fiscal year
2001 do you anticipate spending on contractors and consultants? For what types
of services?

A total of $180.6 million: $119 million for the Information Technology Investment
Account (ITIA) Core Business Systems, $43.6 million for operational support
contracts, $15 million for contracts to support the IRS” modernization effort, and $3
million for contracts related to Electronic Tax Administration.

The $119 million for the Information Technology Investment Account (ITIA) Core
Business Systems is requested for “other services” contracts related to Service-wide
business systems enhancements. This includes processes, hardware, and software.

Operational support contracts are categorized as mandatory, operational, and
expertise as follows:

e Mandatory contracts 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 lockbox collections;
and, Low Income Taxpayer Clinic grants.

* Operational contracts 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.

e Expertise contracts are required to obtain expertise outside the IRS. Some of
these activities include developing and administering customer satisfaction
surveys and rewriting of IRS forms and Publications into “plain English.”

We anticipate that some part of the $40 million initiative for Business Line
Investments will be used for contracts and/or consultants, but at this time IRS is still
finalizing the portfolio of projects to be funded. Until this project list is finalized, we
cannot accurately determine the portion of the $40 million that will fund contacts
and/or consultants.
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Mr. W. Val Oveson
National Taxpayer Advocate
Internal Revenue Service
Washington, DC 20224

Dear Mr. Oveson:

Twould like to thank you for testifying at the April 10, 2000 oversight hearing on
the Internal Revenue Service conducted by the Subcommittee on Government
Management, Information, and Technology. As a follow-up to the hearing, the
Subcommittee is requesting that you respond to the following question:

In Mr. David L. Keating’s testimony, he raised a concern that the Nationai
Taxpayer Advocate’s authority and independence is limited and not in compliance with
the intent of the Internal Revenue Service Restructuring and Reform Act of 1998. Do
you feel that your authority and independence is limited and not in compliance with the
intent of the 1998 Act?

Please send your response to the Subcommittee at B-373 Rayburn House Office
Building, Washington, D.C. 20515, no later than Friday, April 28, 2000. If you have any
questions please contact Louise DiBenedetto at (202) 225-5147.

Thank you for your continued participation on this matter.

Sincerely yours,

Step]en Horn, Chairman,

Subcommittee on Government Management,
Information, and Technology
SH:Id
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DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
WASHINGTON, D.C. 20224

NATIONAL Apl‘il 28, 2000

TAXPAYER ADVOCATE

The Honorable Stephen Horn

Chairman, Subcommittee on Government Management,
Information, and Technology

2157 Rayburm House Office Building

Washington, D.C. 20515-6143

Dear Mr. Chairman:

It was a pleasure to testify before your Subcommittee on April 10, 2000. Thank you for
inviting me to be there with you.

In response to your letter of April 17, 2000, I feel that I have the authority and the
independence I need to fulfill the intent of the IRS Restructuring and Reform Act of
1998. Commissioner Rossotti, to whom I report, is very supportive of my function and
has not interfered with my ability to appropriately assist taxpayers to resolve their
problems with the functional units of the IRS.

We have had internal discussions about Taxpayer Assistance Orders and how such an
order could be appealed through the organization. The statutes are clear that only the
Commissioner, the Deputy Commissioner or the National Taxpayer Advocate have the
authority to modify or rescind a Taxpayer Assistance Order issued in the field by a local
Taxpayer Advocate. We have had a high-level task force working on this and related
issues. Ido not feel the results of this effort will infringe on my ability to assist
taxpayers.

1 appreciate your interest in the Taxpayer Advocate Service and am happy to respond to
this request or others that you may have.

Sincerely,

W. Val Oveson
National Taxpayer Advocate
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Dear Mr, Chairman:

It was a pleasure to testify before your Subcommittee on April 10, 2000. Thank you for
inviting me to be there with you.

In response to your letter of April 17, 2000, Ifeel that Thave the authority and the
independence 1 need to fulfill the intent of the IRS Restruchring and Reform Act of
1998. Commissioner Rossotti, to whom I report, is very supportive of my function and
has not interfered with my ability to appropriately assist taxpayers to resolve their
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We have had i 1 di ions about Taxpayer Assi Orders and how such an
order could be appealed through the organization, The are clear that only the
Commissioner, the Deputy Commissioner or the National Taxpayer Advocate have the
autherity to modify or ind a Taxpayer Assi Order issued in the field by alocal
Taxpayer Advocate. We have had a high-level task force working ou this and related
issues. Ido not feel the results of this effort will infringe on my ability to assist
taxpayers.

1 appreciate your interest in the Taxpayer Advocate Service and am happy to respond to
this reguest or others that you may have.

Sincerely,

W. Val Oveson
National Taxpayer Advocate
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April 17, 2000

Mr. W. Val Oveson
National Taxpayer Advocate
Internal Revenue Service
‘Washington, DC 20224

Dear Mr. Oveson:

T would like fo thank you for testifying at the April 10, 2000 oversight hearing on
the I i R Service cond d by the Sut ittee on Government
Management, Information, and Technology. As a follow-up to the hearing, the
Subcommitiee is requesting that you respond to the following question:

In Mr. David L. Keating's testiraony, he raised a concern that the National

Taxpayer Ad ’s authority and independ: is limited and not in compliance with
the intent of the Intermal R Service R ing and Reform Act of 1998. Do
you feel that your authority and independence is limited and not in compliance with the
intent of the 1998 Act?

Please send your resp to the Subcommittee at B-373 Rayburn House Office

Building, Washington, D.C. 20515, no later than Friday, April 28, 2000. If you have any
questions please contact Louise DiBenedetto at (202) 225-5147.

Thank you for your continued participation on this matter.

Sincerely yours,

ﬁrl«m H"‘W\
Steplien Horn, Chainman,

Subcommittee on Government Management,
Information, and Technology
- SH:ld



