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THE FISCAL YEAR 1999 BUDGET REQUEST
FOR THE INTERNAL REVENUE SERVICE
AND THE 1998 TAX RETURN FILING SEASON

TUESDAY, MARCH 31, 1998

HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
SUBCOMMITTEE ON OVERSIGHT,
Washington, DC.
The Subcommittee met, pursuant to notice, at 2:07 p.m., in room
1100, Longworth House Office Building, Hon. Nancy L. Johnson
[Chairwoman of the Subcommittee] presiding.
[The advisory announcing the hearing follows:]
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ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS
SUBCOMMITTEE ON OVERSIGHT

FOR IMMEDIATE RELEASE CONTACT: (202) 225-7601
March 24, 1998
No. OV-14

Johnson Announces Hearing on the 1998 Tax Return
Filing Season and the IRS Budget for Fiscal Year 1999

Congresswoman Nancy L. Johnson (R-CT), Chairman, Subcommittee on Oversight of
the Committee on Ways and Means, today announced that the Subcommittee will hold a hearing
on the 1998 tax refurn filing season and the Administration’s budget request for the Internal
Revenue Service (IRS) for fiscal year (FY) 1999. The hearing will take place on Tuesday,
March 31, 1998, in the full Committee hearing room, 1100 Longworth House Office
Building, beginning at 2:00 p.m.

In view of the limited time available to hear witnesses, oral testimony at this hearing will-be
from invited witnesses only. Witnesses will include IRS Commissioner Charles 0. Rossotti,
representatives from the U.S. General Accounting Office, and professional tax practitioner groups.
However, any individual or organization not scheduled for an oral appearance may submit a written
statement for consideration by the Committee and for inclusion in the printed record of the hearing.

BACKGROUND:

The 1998 tax retumn filing season refers to the period of time between January 1* and
April 15" when Americans will file over 208 million individual and business tax retums. During
this period, the IRS is expected to issue over 89 million tax refunds and answer 121 million
telephone calls from taxpayers asking for assistance.

The Administration’s budget requests $8.2 billion to fund the IRS for FY 1999, plus an
additional $323 million to establish a new account to fund future computer modernization. This
level of funding would support about 102,000 employees who would collect an estimated
$1.7 trillion in taxes, according to Administration estimates. Beyond the traditional activities of
the filing season, the FY 1999 budget also would fund, among other things: IRS examination
activities, criminal tax law investigations, efforts to improve customer service, employee salaries,
the operation of the IRS’s computer systems, and the effort to make the IRS’s computer systems
compliant with the century date change.

In apnouncing the hearing, Chairman Johnson stated: “The IRS is experiencing a
whirlwind of change. Congress is on the verge of passing legislation to restructure and reform
the IRS. The IRS Commissioner has proposed the most sweeping reorganization of the IRS in
40 years. And during the midst of these changes the IRS must implement many recent changes
in the tax law while it simultaneously tries to make its computer systems compliant with the
century date change. The IRS looks like a juggler trying to keep one-too-many plates in the air.
We want to review the IRS’s budget and its operations to see if it is meeting all of these

hal

hallengesinat d, timely

FQCUS OF THE HEARING:

The Subcommittee will explore how the IRS intends to allocate its FY 1999 budget
resources, and what effect its funding level will have on the IRS’s ability to fulfill its mission “to
collect the proper amount of tax revenue at the least cost, and serve the public by continually
improving the quality of its products and services. ., ." In particular, the Subcommittec will
examine: what effect the budget request will have on the quality of IRS taxpayer services, the
effort to make the IRS computer systems compliant with the century date change, and the effect
of the Commissioner’s proposed reorganization plan.

(MORE)
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With respect to the current filing season, the Subcommittee will explore how effectively
the IRS is responding to taxpayers requests for assistance, how efficiently it is processing
taxpayers’ refunds, and the progress of IRS efforts to promote the electronic filing of tax returns.

DETAILS FOR SUBMISSION OF WRITTEN COM]

Any person or organization wishing to submit a written statement for the printed record
of the hearing should submit at least six (6) single-space legal-size copies of their statement,
along with an IBM compatible 3.5-inch disk in ASCII DOS Text or WordPerfect 5.1 format
only, with their name, address, and hearing date noted on a label, by the close of business,
Tuesday, April 14, 1998, to A.L. Singleton, Chief of Staff, Committee on Ways and Means, U.S.
House of Representatives, 1102 Longworth House Office Building, Washington, D.C. 20515. If
those filing written statements wish to have their statements distributed to the press and
interested public at the hearing, they may deliver 200 additional copies for this purpose to the
Subcommittee on Oversight office, room 1136 Longworth House Office Building, at least one
hour before the hearing begins.

FORMATTING REQUIREMENTS:

‘Each statement presented for printing to the Committee by a witness, any writien statement or exhibit submitted for the printed record or
any written comments in response to a request for written comments must conform to the guidelines listed below. Any statement or exhibit not
in compliance with these guidelines will not be printed, but will be maintained in the Committee files for review and use by the Committee.

1 All statements and any accompanying exhibits for printing must be typed in single space on legal-size paper and may not
exceed a total of 10 pages including attachments. At the same time written statements are submitted to the Committee, witnesses are now
requested to submit their statements on an IBM compatible 3.5-inch diskette in ASCII DOS Text or WordPerfect 5.1 format. Witnesses are
advised that the Committee will rely on electronic submissions for printing the official hearing record.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing. Instead, exhibit material should be
referenced and quoted or paraphrased. All exhibit material not meeting these specifications will be maintained in the Committee files for
review and use by the Committee.

3. A witness appearing st a public hearing. or submitting a statement for the record of a public hearing, or submitting written
comments in response to a published request for comments by the Committee, must include on his statement or submission a list of all clients,
persons, of organizations on whose behalf the witness appears

4. A supplementa? sheet must accompany each statement fisting the name, full address, a telephone number where the witness or
the designated representative may be reached and a topical outline or summary of the comments and recommendations in the full statement.
This supplemental sheet will not be included in the printed record.

The above restrictions and limitations apply only to materiaf being submitted for printing. and exhibits or
material submitted solely for distribution to the Members, the press and the public during the course of a public hearing may be submmzd in
other forms.

Note: All Committee advisories and news releases are available on the World Wide Web at
“http://www.house.gov/ways_means/”.

The Committee seeks to make its facilities
E\' accessible to persons with disabilities. If you

(_' are in need of special accommodations,
please call 202-225-1721 or 202-226-3411
TTD/TTY in advance of the event (four
business days notice is requested).  Questions
with regard to special accommodation needs
in general (including availability of
Committee materials in alternative formats)
may be directed to the Committee as noted
above.

Hdedek
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Chairwoman JOHNSON. The hearing will come to order. Good
afternoon, everyone. Today the subcommittee will examine the cur-
rent tax return filing season and the budget request for the Inter-
nal Revenue Service for Fiscal Year 1999.

The IRS is caught up in a whirlwind of change I think it’s fair
to say. Beyond the current filing season, the IRS still must imple-
ment the remaining tax code changes contained in last year’s Tax-
payers Relief Act. Second, Congress will soon finish legislation to
restructure and reform the IRS. The new Taxpayer Bill of Rights
3 will include the important new taxpayer safeguards, such as ex-
panded relief for innocent spouses and that will require a response
from the Department. Third, the Commissioner has proposed the
most ambitious reorganization of the IRS in 40 years for which we
commend him. Fourth, the IRS must assure that its computer sys-
tem is compliant with the century date change. And finally, the
IRS must oversee a multibillion dollar contract with the private
sector to upgrade its aging computer system into the 21st Century.
The IRS looks like a juggler trying to keep one too many plates in
the air.

The administration is requesting $8.3 billion for the IRS in Fiscal
Year 1999 to support a workforce of approximately 102,000 employ-
ees. These resources should enable the IRS to collect $1.7 trillion
in revenue. The budget request represents a $529 million increase
over the current fiscal year. Part of this increase will fund over
1,400 additional IRS employees in Fiscal Year 1999.

This budget request marks the first real increase in several
years. The increased resources are necessary to meet a growing
workload and to improve customer service. For example, the num-
ber of primary tax returns will increase from 203 million to 212
million in just two years. And, the number of telephone inquiries
which the IRS must answer will increase from 104 million to 127
million over the same period.

Beyond the statistical growth in the IRS’ workload, the com-
plexity of the subject matter is becoming more difficult to admin-
ister. Some of this may stem from the Taxpayer Relief Act of 1997.
The changes affecting capital gains and the sale of principal resi-
dences were effective in 1997 so they are affecting the current fil-
ing season. Many more tax law changes became effective in 1998
so they will affect the 1999 filing season. This includes educational
tax credits related to the Hope Scholarship and to the Lifetime
Learning Program, as well as the new deductible Roth IRA.

In addition, the IRS must strive to make sure that its computer
system is compliant with the century date change. The IRS will
spend almost a billion over five years on this effort.

In view of the changes in the next few years, it is a welcome re-
lief that the current filing season appears to be mostly trouble-free.
The IRS is processing tax returns at good pace and issuing refunds
in a timely manner. There also has been a significant increase in
the number of persons filing their tax returns electronically, as
well as receiving their refunds by direct deposit to their bank ac-
counts. This is all very good news. It suggests that the IRS is mak-
ing good progress towards its goal of promoting electronic filing as
well as significant progress towards better customer service.
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The subcommittee wants to review the IRS’ budget and its oper-
ations in order to see if the budget meets all of the challenges in
a balanced and timely manner. I welcome today’s witnesses and I
particularly welcome the new Commissioner, Commissioner
Rossotti.

At this point, I'd like to yield to my Ranking Member, Mr. Coyne.

Mr. CoyNE. Thank you, Madam Chairwoman. Today we will hold
the annual hearing to discuss the administration’s proposed Fiscal
Year 1999 budget for the IRS and the status of the 1998 tax return
filing season.

The issues we will discuss today are critically important to the
integrity of our tax collection system and the public’s expectations
of customer service, fairness, and efficiency. While it is easy to at-
tack the IRS and its workforce, such an approach does not solve
any of our problems. What is needed, in my opinion, is: No. 1, bet-
ter focused IRS management; No. 2, better IRS employee training;
No. 3, better IRS tax administration technology systems.

The President’s proposed budget targets each of these areas and
does so in a very accountable fashion. The President has proposed
$8.2 billion in funding for the IRS in Fiscal Year 1999. This is a
significant increase from IRS funding levels in prior years. The
President’s budget would provide for a net increase of $530 million
over the IRS’ Fiscal Year 1998 operating level. Almost half of this
increase would be for investment in IRS information systems and
organizational modernization.

Further, the administration’s budget request calls for $323 mil-
lion to fund a second year of the IRS investment technology ac-
count. This is seed money which the IRS needs to continue its mod-
ernization of IRS computer and technology systems.

The President’s budget also calls for $143 million for EITC activi-
ties. This Earned Income Tax Credit account was established last
year outside the budgetary caps to: number one, expand EITC cus-
tomer service and public outreach programs; number two, to
strengthen EITC enforcement activities; and number three, to re-
search efforts to reduce EITC overclaims and erroneous filings. I
am pleased that we are continuing to improve administration of the
EITC on a bipartisan basis.

Finally, I believe that the administrative actions that IRS Com-
missioner Rossotti has taken to streamline the way the IRS does
business and to expand the availability of taxpayer services are
fundamental to development of a first-class federal tax system. The
current tax return filing season appears to be going well and, un-
doubtedly, the Commissioner’s decisions to expand the IRS hours
of operation to nights and weekends across the country and to shift
IRS auditors and collection staff to taxpayer assistance activities
have contributed to a problem-free filing season. I commend Com-
missioner Rossotti for his efforts and I thank the subcommittee
Chairwoman, Mrs. Johnson, for holding this hearing today. Thank
you.

Chairwoman JOHNSON. Thank you.

Commissioner Rossotti.
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STATEMENT OF CHARLES O. ROSSOTTI, COMMISSIONER,
INTERNAL REVENUE SERVICE

Mr. RossoTTi. Thank you, Madam Chairwoman and members of
the committee. Before I begin my testimony, I would like to make
one announcement that I think will please the committee, and that
is that our electronic federal tax payment system has made a very
substantial amount of progress with existing business users, and,
therefore, it will not be necessary to impose a penalty on July 1,
1998, as was previously planned and——

Chairwoman JOHNSON. Excellent.

Mr. ROSSOTTI [continuing]. This penalty waiver will extend to
those employers who were first required to use the EFTPS on or
after July 1, 1997, and who continue to make timely deposits by
paper coupons. So, I'm sure that will be good news for your con-
stituents.

Chairwoman JOHNSON. And just to that point, what percentage
of the small businesses required to file under the EFTPS at this
point are filing electronically?

Mr. RossoTTi. Well, I believe that there is about 1.1 million that
are required and there’s only about 80,000, if I'm correct, who are
not filing. So, it’s the majority of people that are enrolled. But, I'll
get you those precise numbers, Madam Chairwoman.

[The following was subsequently received:]

Currently, there are about 1.4 million employers who are required to pay using
EFTPS. (There is no requirement to file electronically). Of that number, about 1.3
million are enrolled to pay using the electronic system. In addition to the required

taxpayers, we have more than 500,000 business taxpayers who are voluntarily en-
rolled.

Chairwoman JOHNSON. But almost the whole group is filing elec-
tronically?

Mr. RossoTTI. Of those that were mandated to——

Chairwoman JOHNSON. Right. Well, that’s very good news——

Mr. ROSSOTTI. Yes.

Chairwoman JOHNSON [continuing]. And I think that reflects
well on the small business community, their

Mr. ROSSOTTI. Yes.

Chairwoman JOHNSON [continuing.] Ability to learn and change,
but it also reflects that the IRS did make quite dramatic change
in its presentation of how to do this and of its information to the
small business community after the program kind of ran
amuck

Mr. ROSSOTTI. Yes.

Chairwoman JOHNSON [continuing]. And it was those changes
and the improvements in your materials and your outreach to the
small business community that certainly brought about this com-
pliance and in a way that none of us had any—heard from any of
our troubled small businesses about it. I commend you on that and
I think the fact that you did respond to the difficulties that the pro-
gram was having constructively ought to be noted for the record.

Mr. RossOTTI. Yes. Actually, Madam Chairwoman, I'm glad you
mentioned that because it’s one of the first things that I looked into
when I became Commissioner, having heard about it from a num-
ber of members, and, you know, it immediately became apparent




7

to me that this was an excellent program that had not been pre-
sented, as you put it, very well—

Chairwoman JOHNSON. It had not been excellently described and
so it was not beloved.

Mr. RossOTTI. And we're continuing now to actually do some ad-
ditional things. I mean, the decision we made to waive the penalty
anticipates the results of some additional outreach we’re going to
do

Chairwoman JOHNSON. Excellent.

Mr. ROSSOTTI [continuing]. To help people use it.

I'm pleased to go on now to discuss the 1998 filing season as well
as our 1999 budget request and some other issues of interest to the
subcommittee, especially the commitment that we’ve made to cus-
tomer service.

Of course, one of the IRS’ most important responsibilities is to
manage a successful filing season and, as you noted, Madam Chair-
woman and Mr. Coyne, we are doing that this year. Total return
receipts are about even with last year but our electronic filing and
TeleFile are up 24 and 26 percent, respectively, over the same time
period, and, as of March 20, refunds are up 6 percent and the aver-
age refund is $1,397.

As of March 20, 4.8 million individual taxpayers have filed by
phone and, continuing this approach, this spring small businesses
nationwide will also be able to file the 941 Employers Quarterly
Federal Tax Return by telephone and we expect this year that 1.2
million 941’s will be filed using this option.

Beginning in January, as Mr. Coyne noted, we expanded our
telephone service to 16 hours a day, Monday through Saturday.
And, largely through better scheduling, the overall access, as de-
fined by GAO, for telephone assistance has increased from only 30
percent in 1996 to about 91 percent so far this season. This means
that there have been 12.7 million fewer busy signals experienced
by taxpayers.

We've also just very recently begun a pilot technology program
called the “Intelligent Call Router” which will enable us on a real-
time basis to route calls to the next available assister anywhere in
the United States which is part of our program to improve access
even more.

We also expanded walk-in service hours during the last six Sat-
urdays of the filing season. Over 150 IRS walk-in offices are open
from 9:00 to 3:00. This recent Saturday was designated as “EITC
Awareness Day” and the last two Saturdays are designated as
“Problem Prevention Days.” And I will say that this Saturday I vis-
ited one of those cites at a mall in Charles County, Maryland and
found that many taxpayers were, in fact, very pleased at the ability
to get service on a Saturday morning in a location that was conven-
ient to them.

A growing number of taxpayers are also getting the tax informa-
tion they need from our Internet cite, from IRS CD-ROMs and our
fax system. So far this fiscal year, our Internet site has had over
277 million hits, which is about triple the number for the same pe-
riod last year, fax traffic is up 63 percent, and over 530,000 suc-
cessful transmissions of tax forms and information have been made
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by fax. And I would like to say that just today,—the form to claim
innocent spouse relief has gone up on our website.

Chairwoman JOHNSON. Excellent.

Mr. RossoTTI. The IRS has also made considerable progress, as
we've noted at the beginning, in electronic payment methods. Last
Fiscal Year 1997, more than $655 billion was deposited electroni-
cally which was an increase over $416 billion the previous year.
But, as of March 20 of 1998, deposits are already over $520 billion
through 21 million transactions. Enrollment, as we noted, con-
tinues to grow in the EFTPS system with 1.8 million taxpayers
currently enrolled, and that includes 500,000 small business volun-
teers who are not required to use the system. That success, of
course, is why we were able to waive the penalty.

In addition, in Fiscal Year 1997, over 5213 billion went through
the Lock-Box payment system which is a $4 billion increase over
the prior year and, as of February 28 of this year, $53.6 billion was
deposited. So, Lock-Box is also growing.

Madam Chairwoman, without exception, the century date change
conversion together with the annual filing season changes are our
highest technology priorities. I stress that we are very aggressively
managing the program so as to identify risks and be able to take
timely actions when necessary to see that our overriding goal—
which, of course, is to maintain continuous service—is realized. As
part of this management process, we do need to adjust on a regular
basis deadlines and timetables to reflect the work in progress. The
program remains not only a high priority but a high risk that will
require continued intense management focus to succeed.

As members of the subcommittee are aware, I've also proposed
a large-scale and long-term modernization program for the IRS. De-
spite the short-term progress we are making, we will only reach
our goal—first quality service to each and every taxpayer—through
changes in five key areas, each complimenting the other. And TI'll
just briefly describe these.

The first is revamped business practices that will focus on under-
standing, solving and preventing taxpayer problems. The second is
an organization structure that each divides the IRS into four units;
each specializes in serving a particular set of taxpayers with simi-
lar needs. Third, the creation of management roles with more clear
responsibility. Fourth, measuring our organizational performance
by balancing customer satisfaction, business results, employee sat-
isfaction and productivity. And fifth, of course, new technology.

The IRS’ current computer systems simply cannot support the
agency’s missions and goals in the long term. We have engaged the
consulting firm of Booz, Allen, and Hamilton to validate this con-
cept in terms of risk, cost, and impact on customers, both external
and internal.

For Fiscal Year 1999, we have prepared a budget that supports
the beginning of the transformation of the IRS that I have outlined
above and that can be also identified into five major priorities.

One, of course, is preparing for the century date change which
is the most critical of all elements and the funds I have requested
are essential to continuing customer service and avoiding the po-
tentially disastrous effects of an uncorrected century date change
problem.
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Second, during Fiscal Year 1999, we will pursue a highly focused
initiative to improve customer service through improved clarity of
notices, forms, and publications, better telephone service, more
walk-in service, expanded electronic filing, improved training of
customer service representatives, strengthened support for small
businesses, increased staffing for the taxpayer advocate’s office,
and creation of citizen advocacy panels.

Third to ensure that customer service remains a top priority, the
budget request also includes some near-term investments that are
necessary in order to enable us to maintain an acceptable level of
service. This includes the Call Router, which I mentioned earlier,
deployment of computers to field collectors who currently have no
computers, and replacement of old computers used by field agents
who depend on them to do examinations of taxpayers.

Fourth, in 1999, the process of modernization will continue with
the strengthening of the IRS’ internal systems management proc-
esses and capabilities and the award of the “Prime Contract.” The
Fiscal Year 1999 budget request for long-term technology mod-
ernization comes in two parts; IRS capabilities for managing and
supporting modernization and funding for the information tech-
nology investment account for the prime contractor itself.

And finally, the Fiscal Year 1999 budget includes $25 million to
support the organizational modernization proposal that I've ad-
vanced. This money is not yet fully specified in detail but it will
include recruiting, relocation, and retraining of people as well as
development of detailed plans for the reorganization.

I would only note, Madam Chairwoman, that over the last three
years, the IRS budget—when you subtract out the extra cost of the
century date change—has actually declined by 7 percent while the
dollars collected have grown by about 24 percent. Returns proc-
essed have increased by 8 percent and, as you know, the Taxpayer
Relief Act of 1997 has added about 800 changes to the Tax Code.

In conclusion, I believe we can transform the IRS into an agency
that helps taxpayers meet the obligations imposed by the tax laws
while ensuring the compliance is fair. And I think we can do this
while increasing productivity and shrinking gradually the size of
the IRS in relation to the economy. It will take time and invest-
ments to modernize technology, business practices, and organiza-
tion. But, with the support of Congress, I'm optimistic that we will
succeed. Thank you, Madam Chairwoman.

[The prepared statements and attachments follow:]
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TESTIMONY OF
CHARLES 0. ROSSOTTI
IRS COMMISSIONER
BEFORE THE
HOUSE WAYS AND MEANS
SUBCOMMITTEE ON OVERSIGHT

FY 1999 BUDGET AND 1998 TAX FILING SEASON

MARCH 31, 1998

Madame Chairman and distinguished Members of the Subcommittee, | am
pleased to appear before you this morning to discuss not only the IRS’ 1998 filing
season, but our new profound and fundamental commitment {o customer service.

The IRS must dramatically shift its focus from its internal operations and see its
job from the taxpayer’s point of view. We must see the American taxpayers as our
customers, and customer service must be the axis around which the IRS turns and
operates.

We must give each and every one of our customers a consistent level of service
that they have come to expect from the private sector. Each time we deal with a
taxpayer, we must provide prompt, professional and helpful treatment. We must help
our customers comply with the law and ensure the fairness of compliance.

I am committed to providing increased customer service resources to this effort .
We must change the one-size-fits-all IRS into an agency that provides tailored services
to specific customer segments. We must provide special programs for retired seniors,
students, parents, small businesses and other groups with special needs. We must
aggressively cooperate with volunteer groups such as the AARP, trade associations
and local volunteers to reach out and serve as many of our customers as possible.

We must expand customer access to service. That means more store-front
locations, and hours and days that are more convenient for our customers, not the IRS.
That means faster and easier access to telephone services, the Internet and e-mail.
That means greater flexibility and ease in filing a return, making a payment or receiving
arefund. That means communicating better with faxpayers and providing our
customers with clear and concise information they want and from a variety of sources
— from faxes to websites to CD ROMs.

Quality customer service cannot exist without accountability Reliable, prompt
access over the phone and in person must be coupled with assurances of clear
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responsibility. We must have trained representatives who understand taxpayers’
problems and are committed to solving them. There must be a clear resolution of the
customer's problem, and there will be in the new IRS.

This is a bold concept that will take time to implement fully throughout the
agency, but | am convinced that we have taken the first steps in a direction that will
provide better service to our customer— the American taxpayer.

FILING SEASON

One of the IRS' most important responsibilities is to manage a successful filing
season, and we are doing so again this vear, due in no small part to improved customer
service. | would like to provide the subcommittee with the siatistical highlights of the
current season.

Projected net collections for FY 1998 are $1.575 trillion. We also project to
receive 222 million fotal tax returns, including 124 million individual returns, and expect
to issue 89 million individual refunds. As of March 20, 1998, refunds are up six
percent over last year, and the average refund is $1,397. Over 14.5 million taxpayers
have taken advantage of direct deposit of refunds.

This season, while total return receipts have remained virtually constant
compared to last year, e-File and TeleFile are up 24 and 26 percent respectively over
the same time period. As of March 20, 1898, the IRS received more than 19.7 miliion
e-filed returns including 4.8 mitlion TeleFile returns. We have also received 601,000
returns filed electronically by taxpayers using personal computers, more than double
last year’s figure.

This spritg, small businesses nationwide.will also be able to file Form 941,
Employer’s Quarterly Federal Tax Return, over the telephone. We expect over 1.2
million returns to be filed using this option.

in FY 1997, more than $655 billion was also deposited electronically through the
Electronic Federal Tax Payment System (EFTPS), a significant increase over the $416
billion deposited in FY 1896. As of March 20, 1998, deposits in FY 1998 are already
over $520 billion through 21 miilion transactions. Enroliment continues to grow with
over 1.8 million taxpayers currently enrolled in the system, of which over 500,000 are
volunteers who are not required to use the system.

Additionally, by directing many payments made by individual taxpayers to bank
lockboxes — so banks may process payments and credit them to the Treasury — the
deposit process has been accelerated and accuracy has been increased. In FY 1897,
over $213 billion went through the lockbox payment system, an increase of $4 billion
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over the prior year. As of February 28, 1998, $53.6 billion has been deposited.

A dramatically growing number of taxpayers are getting the tax information they
need from our Internet site, IRS CD-ROMs and our fax system. So far this fiscal year,
our Internet site had over 277 million hits. That is about a 212 percent increase over
the traffic we had in the same period last year. Our fax system traffic is about 63
percent higher than last year. Over 530,000 successful transmissions of tax forms and
information_have been made by fax. These customers can order any time of day or
night, and they can retrieve the information from anywhere in the world.

CUSTOMER SERVICE INITIATIVES

Madame Chairman, as | mentioned at the opening of my testimony, the IRS has
a new focus — a customer focus. | am committed to providing quality and consistent
service to all of our customers at a level equal to that of the private sector. This filing
season, we have made significant improvements to customer service in a variety of
areas.

Ease of Filing
Electronic Federal Tax Payments

In conjunction with our private sector partners, we have also made progress
toward enhancing electronic payment methods. EFTPS was developed for use by
taxpayers to make their employment and other depository tax payments electronically.
EFTPS accepted its first payment on November 7, 1996, and continues to expand each
year.

Since its inception, the IRS has worked with the business community to provide
educational outreach to new users. Companies may make payments by phone or PC.
We continue to receive favorable feedback from users on the ease and accuracy of the
system.

New Penalty Relief for EFTPS

The $20,000 threshold, originally scheduled to take effect in 1999, for
businesses required to make tax deposits through EFTPS, was eliminated last year.
EFTPS is now voluntary rather than compulsory for businesses with less than $50,000
in annual Federal tax deposits.

I'am pleased to announce today that our EFTPS has made such progress with
existing business users that it will not be necessary to impose a penalty on July 1, 1998
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as was previously planned. The penalty waiver will extend to those employers first
required to use EFTPS on or after July 1, 1997, and who make timely deposits by paper
coupons.

E-File and TeleFile

This year, more taxpayers than ever before are taking advantage of our
electronic filing and TeleFile options. Electronic filing offers greater accuracy,
acknowledgment that IRS accepts the return, an earlier refund, and direct deposit of the
refund to the taxpayer's checking or savings account (Direct deposit is also available to
paper filers). A taxpayer who e-files early and owes additional tax still has until April 15
to make a payment. We projected that the usage rate for all forms of electronic filing
would increase 17 percent over last year. Actual increases to date are slightly over 24
percent.

The IRS website provides links to private sector firms that are participating in its
e-File program and some tax preparation software packages include free electronic
filing. The IRS website also has links to several company sites where taxpayers may
either download software or use an on-line service to complete and file their tax returns.
The IRS does not charge for electronic filing, but company fees range from $4.95 to
$19.95 for individual returns, depending on the product used.

In addition, the website lists tax preparation software that the IRS accepts for its
on-line filing program. The software is available at computer stores or through
company websites. Some software includes electronic filing at no additional cost, while
others charge for transmission services.

To use on-line filing, a taxpayer transmits a completed tax return file completed
using tax preparation software, to an intermediary firm, that electronically converts the
file to IRS specifications and forwards it to the IRS. Within 48 hours, the IRS notifies
the taxpayer via e-mail if the return is accepted or, if not, which items the taxpayer must
correct.

After the IRS accepts the return, the taxpayer mails any W-2 forms to the IRS
along with a signed Form 8453-OL. This one-page signature document is provided to
the taxpayer by either the tax preparation software or the on-line filing company.

Each on-line taxpayer may transmit up to three income tax returns. For example,
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a married couple could transmit their joint return and the returns for two of their children.
Some software packages also offer on-line filing for state tax returns.

Under the leadership of Assistant Commissioner for Electronic Tax
Administration Bob Barr, who joined the IRS last fall from the private sector, we are
formulating a broader strategy for electronic service delivery to build products and
services through partnerships with the private sector. Last month, we took an important
step forward by issuing a Request for Proposal that seeks approaches from both the
private and public sectors to expand greatly electronic tax administration.

This year we also launched a public service campaign to better inform and
educate taxpayers and tax practitioners about the benefits of electronic filing. This
year's campaign, which introduced a new name and logo, IRS e-File, communicates the
important messages that taxpayers who file electronically have fewer problems and
fewer contacts with the IRS, and should receive their refunds faster than when filing
paper forms.

We also expect 5.9 million taxpayers to file their taxes over the telephone using
our TeleFile program which recently won the “Innovations in Government” award
sponsored by the Ford Foundation.

Direct Deposit of Refunds

Most of the over 89 million taxpayers who will be entitled to refunds this year can
have the refunds directly deposited into their bank accounts. By using this option,
taxpayers can enjoy the safety and ease of direct deposit. Last year, over 16.5 million
taxpayers used this convenient option.

Improved Access
Problem Solving Days

On September 25, 1997, Deputy Commissioner Mike Dolan announced that
each IRS district would begin holding monthly Problem Solving Days (PSD) to provide
taxpayers an opportunity to meet with Service personnel to resolve special tax
problems they might be encountering. Problem Solving Days are held at a variety of
sites, including IRS offices, schools, meeting halls and hotels.

On Saturday, November 15, 1997, we held our first Problem Solving Day. Since
then, more than 20,000 taxpayers have met with IRS representatives and nearly 75
percent of the problems have been resolved. In addition, many taxpayers who called to
set up an appointment for Problem Solving Day had their problems resolved over the
phone, and never had to come in person.
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Taxpayers have commented that they like the opportunity for a face-to-face
contact and that they appreciate that someone is listening to them and trying to resolve
their problem. Employees have also responded favorably to PSD. They especially like
the multi-functional approach to problem solving which ensures that the taxpayer's
problem can be heard by someone with the right set of skills fo help resolve the issue.

Both taxpayers and employees recognize that not all of the issues coming in
during PSD will be resolved in favor of the taxpayer. Audits must still be conducted and
IRS is not offering amnesty. Taxpayers do, however, appreciate the opportunity to sit
down with someone to discuss the issue at hand and get a complete explanation of
what needs fo be done even if the result may be different from their expectations.

To date, the primary issues raised by taxpayers duting PSD involve problems
with, or requests for information on : 1) audit reconsiderations; 2) offers-in-compromise
cases; 3) installment agreements; 4) general information requests; 5) penalty issues; 6)
account and notice inquiries; and 7) unable to pay cases.

An analysis of the primary sources of PSD casework is being conducted and
should result in the identification of possible procedural or systemic changes that can
be made to reduce the incidence of taxpayer problems.

Saturday Service Days

The IRS is doing more to meet our customers’ desire for face-to-face service.
During the last six Saturdays of the filing season, beginning on March 7, 1998 through
April 11, 1998, over 150 selected IRS walk-in offices are open from 9:00 am to 3:00 pm.
The Saturday Service sites were selected based on their weekend accessibility, year-
round operational status, and high traffic volume.

On each of the Saturday Service Days, IRS employees are providing taxpayers
with the following services: (1) distribution of forms and publications; (2) answers to
account and tax law inquiries; (3) verification of Individual Taxpayer ldentification
Number documentation; (4) processing of alien clearances; and (5) acceptance of
payments.

This past Saturday, 1 visited one of our sites at a mall in Charles County,
Maryland and found many taxpayers pieased at the ability to get service on a Saturday
morning at a convenient location.

The last two Saturdays of the filing season are designated as Problem
Prevention Days, and Saturday, March 28 was designated as Earned Income Tax
Credit (EITC) Awareness Day.
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Problem Prevention Days

Problem Prevention Days emphasize helping taxpayers avoid making mistakes
in preparing their tax returns. Problem Prevention Days help taxpayers comply with
the tax laws, so they can avoid problems with the IRS. Taxpayers can find the location
nearest them by accessing the IRS homepage on the World Wide Web —
www.irs.ustreas.gov — or calling the IRS toll-free at 1-800-829-1040.

The IRS also sponsors VITA, the Volunteer Income Tax Assistance program,
and TCE, Tax Counseling for the Elderly. Through these two programs, the IRS
increases taxpayer assistance by giving taxpayers the opportunity to have direct
contact at 18,684 sites with volunteers trained by IRS personnel. Last year, over
72,000 volunteers served almost 3.8 million taxpayers.

EITC Awareness Day

On Saturday March 28, EITC eligible taxpayers were able to go to any of over
150 selected IRS walk-in sites and receive up-to-date EITC information and assistance
with tax return preparation. IRS assistors were available from 9:00 am until 3:00 pm to
answer questions about the EITC and assist taxpayers in preparing EITC returns.

Taxpayers were able to get assistance from either the IRS walk-in offices or
VITA/TCE sites. In addition, information was available on new EITC tax laws and the
penalties associated with intentional noncompliance. Eligible taxpayers were made
aware that intentional EITC overciaims may prevent them from receiving the credit for
up to 10 years. Assistance was available to help prevent future probiems with EITC
claims and related matters.

Telephone Service

In the past five years, the IRS has answered more calls than ever before. in FY
1997, IRS assistors served nearly 74 million taxpayers, answering their tax law and
account questions.

The TeleTax recorded information line offers taped information on 148 topics, 24
hours-a-day, seven days-a-week, and refund information 16-hours-a-day, Monday
through Friday. In FY 1997, we replaced two-thirds of the existing, aging TeleTax
equipment with new equipment with increased call capacity. Last tax year, over 43
million TeleTax calls were answered.

During the current filing season, the IRS is trying to ensure that it serves even
more taxpayers. Beginning in January 1988, IRS expanded its hours of telephone
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service to enable assistors to answer more tax or account questions. Hours of service
were expanded to 16 hours-a-day (7:00 am to 11:00 pm local time), Monday through
Saturday. The overall access to telephone assistance has increased from 29.9 percent
in FY 1996 to 65.1 percent in FY 1997. So far this season, our level of access is 91
percent. This means that so far this year, there have been 12.7 million fewer busy
signals experienced by taxpayers.

In FY 1996 and FY 1997, the IRS used a different access measure level. This
year, accessibility is defined as the number of calls answered added to calls that were
abandoned before receiving assistance, divided by the total number of call attempts.
Call attempts are defined as calls answered, abandoned calls and calls that receive a
busy signal. This filing season, as of March 21, we have answered over 26 million calls
and identified over § million abandoned calls, resulting in a 91 percent access level.

In addition to the general toll-free number, 1-800-TAX-1040, we continue to
provide separate toll-free numbers to taxpayers who receive notices or have questions
about their refunds. Taxpayers who have complex questions on certain topics, or who
call after hours, or who do not wish to hold, may leave recorded messages and the [RS
is responding within two business days. We have also established "peak demand
teams" so that we can move personnel to the front-line phones when volume rises
unexpectedly.

We can now also route calls based on available staffing to assistors who may be
in the next county, state, or even across the country. This increases dramatically the
ability of taxpayers anywhere in the country to reach an assistor. Earlier this month,
IRS began a pilot technology program, the Intelligent Call Router. It will provide, on a
real-time basis, call routing to the next available assistor anywhere in the U.S., resulting
in better access for callers.

As we implement new technology and processes, taxpayers calling IRS are
experiencing improved customer service. Yet, in spite of these improvements, not
every taxpayer call is being answered. The Service is also looking for other ways to
meet taxpayer needs. We can begin by making the initial information we provide to
taxpayers clear, thereby eliminating the need for many follow-up calls asking for
clarification.

Providing Information To Taxpayers

Paperwork Reduction and Improved Forms and Publications

The IRS continues to make progress on its notice reengineering efiorts. In FY
1997 alone, we eliminated 23 notice types, causing 7.6 million fewer notices to be
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issued and mailed to taxpayers. This has reduced the burden on many taxpayers and
reduced the need for many of them to call or write to us.

We have aiso listened to the feedback and suggestions from taxpayers and
Members of Congress regarding the clarity of our notices. The agency is now working
with a consultant to review and revise computer-generated notices related to taxpayer
accounts. .

The IRS is also exploring other ways to simplify its forms and pubiications. For
example, we are making greater use of focus groups to test the effectiveness of our
products. Focus group testing has proven to be an excellent means of gathering data
about how to improve our products and to understand better how taxpayers use them.

In addition, we are using new techniques to make our products more customer
friendly. These include: greater use of tables and flow charts to present complex tax
concepts; better use of graphic design elements; and improved organization of material.

Because taxpayers may not be aware of tax law changes until they review the
tax package mailed to them in January, we have developed new pubiications available
during the tax year for planning and education purposes. Taxpayers now have access
to publications about adoption and medical savings accounts and will soon be able to
obtain a new publication about tax benefits for higher education.

Growth in Use of IRS Electronic Information Services

By working with industry, and using CD-ROM technology, we have also been
able to expand the distribution of tax forms, publications and other information. This
year, through our “Corporate Partnership Program,” we are working with large
corporations that make tax information available to their employees on their internal
networks. AARP, a partner with IRS in providing free tax assistance to the eiderly,
began using the IRS CD in over 150 locations nationwide this year.

Internet Impact on Other Programs

Last year, our customers downloaded almost 11 million tax products from the
IRS home page. During the same period, we also found that approximately six percent
of the tax forms submitted as paper returns were downloaded from the Internet. Since
we inaugurated the home page two years ago, the percentage of forms submitted that
come from tax packages has decreased. Similarly, the percentage of forms obtained
through our toll-free tax forms distribution centers and from walk-in centers has
decreased.
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Our goal is to make it more convenient for people to get the tax information they
want and need. That is why we provide a broad range of choices for taxpayers. For
some that may be Internet, for others it may be telephone services or a visit to the local
library. Obviously, many taxpayers find electronic media a fast, convenient way fo get
tax information.

New Electronic Information Services Available This Year

We have thousands of new pages of information on our web site and thousands
of new files that may be downloaded. Our CD-ROM has been expanded to include
more information, such as industry-specific tax materials and electronic fill-in-the blank
tax forms. More tax forms and information are available by fax.

We are providing answers to taxpayers’ questions via Internet e-mail. Taxpayers
across the country and overseas can e-mail us with tax law questions. However,
account questions cannot yet be answered through this service because of security
issues.

Our e-mail newsletter, the Digital Dispatch, which provides the latest tax news,
has grown even more popular. Taxpayers may sign up for this service on our website.
This year, instead of a bi-weekly newsletter, we send out tax news as it ocours. When
we initiated this enhanced service, the number of subscribers increased by thousands
in a single month.

To help tax professionals help taxpayers, we developed the Tax Professional’'s
corner, on our website. it provides advance notice of revenue rulings, procedures and
other tax law items; news and administrative information for tax professionals; and
information on workshops and how to become an electronic return preparer.

Learning Labs

We are working in partnership with the American Bar Association to develop an
Internet on-line learning lab for high school students. Teens aged 14-18 and
professional educators will be able fo use the Internet as a learning tool for
understanding taxes. Important goals of the lab are to help students understand why
we pay taxes; where their paychecks go; and their choices in tax filing, particularly
alternatives such as TeleFile and other electronic filing options. The first module,
entitled, “I's Pay Day!”, will be on-iine in May 1998.

Taxpayer Problem Solving
Office of the Taxpayer Advocate
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Madame Chairman, earlier this year, | testified before this subcommittee on the
Taxpayer Advocate’s Annual Report o Congress. Today, | would fike to reemphasize
the important role that the Taxpayer Advocate plays.

As the “voice of the taxpayer,” the Taxpayer Advocate will be charged with
assisting taxpayers, both individually and collectively, in resolving problems with the
IRS. The Advocate would also identify areas in which taxpayers have problems in
dealing with the IRS, and propose changes in the administrative practices of the IRS or
legislative solutions to mitigate problems. In addition, the Taxpayer Advocate’s specific
duties will include: advocating for the taxpayers within the IRS; recommending systemic
improvements; reporting to the Congress and the public about advocacy issues;
managing a staff of approximately 400 employees nationwide and a budget of $24
million; and participating in analyzing proposed changes to tax laws.

Our FY 1999 budget request includes an increase of $10,000,000 to improve the
Taxpayer Advocate’s Office. One specific change is to give the Taxpayer Advocate the
authority to issue Taxpayer Advocate Directives. These will have the effect of
mandating administrative or procedural changes on an agency-wide basis within other
IRS functional areas. In this way, the Taxpayer Advocate may enforce systemic
changes that he or she believes are necessary and in the best interest of taxpayers.

The Taxpayer Advocate’s role will also be expanded by: ensuring the fuli
exercise of his or her statutory powers; selecting a Taxpayer Advocate from outside of
the IRS; reemphasizing the independence of all local Taxpayer Advocates; and by the
Commissioner’ and Secretary of the Treasury’s endorsement of the Advocate’s
independence and expanded advocacy authority.

In addition, we must give the Taxpayer Advocate more staff to carry out its
mission, establish a new “800" number to provide direct access to the program, and
begin a major publicity campaign to advertise the program.

IRS Citizen Advocacy Panels

The IRS is establishing Citizen Advocacy Panels (CAPs) to help the IRS identify
and solve customer service problems. CAP members, who are intended to be non-tax
experts from the iocal community, will help identify problems and make
recommendations to improve IRS systems and operations.

The CAPs will hold quarterly meetings at which members will consider IRS
customer service issues. But CAP work will be ongoing. CAP support personnel will
answer toll-free calls and make referrals; provide the CAPs with trend data and reports;
and monitor referred cases to ensure their timely disposition. When appropriate,
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individual taxpayers will be referred to an IRS office for assistance with their problems.

We see a number of benefits in establishing the CAPs. The CAPs will: help the
IRS identify what customers really care about, giving citizens a voice in IRS customer
service issues; provide an additional avenue of taxpayer access to problem resolution
procedures; and help reestablish public trust in the tax administration system.

The IRS has selected four pilot CAP sites: South Florida District (Ft. Lauderdale);
Northeast District (Brooklyn); Midwest District (Milwaukee); and the Pacific-Northwest
District (Seattle). These sites were selected to ensure geographical and demographic
diversity and correspond to each of our four regional offices. The Ft. Lauderdale CAP
is scheduled to begin meetings in May and we expect the other three to be operating by
the end of this fiscal year.

New Panel Reviewing Alleged Employee Taxpayer Abuse

At my request, the IRS Chief Inspector has been conducting extensive
investigations into specific allegations and into such general issues as: IRS compliance
with the Taxpayer Bills of Rights; adherence at all levels of the organization to Policy
Statement P-1-20; and senior management responsibility for issuing written guidance
on the use of enforcement statistics. The Policy Statement prohibits the use of
enforcement statistics in evaluations or the imposition or suggestion of goals or quotas
for employees and managers responsible for making enforcement determinations.

There will be a two-step review and decision making process coming out of the
Inspection Service’s investigation, First, we have created a new three-person panel
that will review the Chief inspector's investigations and recommend disciplinary action,
as appropriate, for affected IRS managers. Bargaining unit employees will continue to
be dealt with separately under existing negsated-procedures. The panel includes two
executives from outside the IRS, and one from within the IRS.

Upon completing its review, the panel will propose appropriate corrective actions.
Second, for situations where a proposed action requires a reply and final decision by

another official, a senior executive from outside the {RS will serve as the deciding
official.

1 am committed to ensuring that the IRS addresses these issues in a manner that
is clearly objective and fair in the eyes of our empieyees, the Congress and the public.

The Next Tax Season

The FY 1999 budget request includes funding for new or enhanced customer
service initiatives. Many of these initiatives were developed by a Customer Service
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Task Force convened at Vice President Gore’s request under the auspices of the
National Performance Review (now the National Partnership for Reinventing
Government). They include the following priorities, some of which | have previously
discussed:

1.

Improve the clarity of notices, forms and publications — The IRS plans to rewrite
basic forms and instructions, including the Form 1040 and test them for clarity by
Tax.Year 2000. IRS also plans to completely redesign its tax packages to make
them more customer friendly and easier to read.

Provide better telephone service — IRS plans to increase significantly its
telephone service hours. On January 1, 1998, service was expanded to six days
a week, 16 hours per day. Next tax season, we hope to extend telephone hours
to 24-hours-a-day, seven-days-a-week. Beginning in 1999, the IRS will use new
call-routing technology to provide telephone service which is geared to specific
customer needs, such as the sale of a house, retirement or job change.
Additionally, IRS plans to significantly increase access rates to our toll-free
telephone service, proposing to answer 75 percent in FY 1998 and 86 percent in
FY 1999.

Make it easier to get answers in person — To better serve its customers, IRS will
open district offices on Saturdays during the busiest weekends of the filing
season. During the peak season, IRS will also open additional temporary walk-
in centers in community-based locations, such as banks, libraries and shopping
malls where forms and publications will be available.

Expand electronic filing — IRS is developing options to expand electronic filing,
including allowing taxpayers to file paperless taxes in FY 1999, eliminating the
need for paper signatures and for mailing W-2s and other forms. We are also
working to allow taxpayers to use debit cards for next year, and credit cards in
the future.

Strengthen customized support for small business — The IRS is identifying
specific groups for “customized service.” We plan to provide additional
assistance to small businesses, including adding dedicated phone service to
provide these taxpayers 24-hours-a-day phone assistance.

Shift how performance is measured — In FY 1998, the IRS will introduce a
balanced scorecard to evaluate the Service and its employees. This scorecard
will rate performance on: customer satisfaction, employee satisfaction, and
business results. The IRS banned measures that undermine fair treatment of
taxpayers.
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7. Improve customer service training — IRS is undertaking a major retraining of its
employees, especially employees engaged in paper-oriented compliance
activities in the service centers. They will be trained to supplement regular
phone assistors during peak periods. Conversely, employees already involved in
telephone activities will be trained to enable them to process paper
correspondence when telephone demand is slack.

8. Strengthen Taxpayer Advocate’s Office — IRS plans to undertake a number of
steps to improve the Taxpayer Advocate’s office including increasing resources
to meet demand; expanding the Taxpayer Advocate’s powers; increasing access
by actively publicizing the availability of the Taxpayer Advocate program; and
expanding reporting to Congress.

9. Create Citizen Advocacy Panels — RS will staff and fund 33 locally-based,
independent Citizen Advocacy Panels throughout the country to review issues
raised by taxpayers in the field offices.

YEAR 2000 CONVERSION
Managing Risk

Given the scope of the IRS program and its critical importance to both the
nation’s economy and taxpayers, it is imperative that our mission-critical systems
continue to function properly in the new millennium.

Without exception, the Century Date Conversion, in conjunction with the annual
filing season systems changes, are our highest technology priorities. The IRS has
assigned its most senior and qualified management to the program, and | have
underscored the project’s priority by organizing and chairing an Executive Steering
Committee to oversee these efforts.

| would stress that we are aggressively managing the program so as to identify
risks and take timely actions when necessary to see that our overriding goal of
continuous service operations is realized. We often need, however, to adjust on a
regular basis deadlines and timetables to reflect the work status to date. This program
remains not only a high priority, but a high risk that will require continued intense focus
to succeed. The IRS must develop and manage the following strategies.

Planning and Implementing an Integrated Century Date Conversion and 1999
Filing Season Strategy
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The Taxpayer Relief Act of 1997 mandated systems changes that require
reprogramming many of the same legacy systems being made century date compliant
by January 1999. It is therefore essential to develop and implement an integrated
Century Date/1999 Filing Season Plan. The IRS has accelerated, by several months,
the process for identifying the filing season related systems changes that would be
incorporated into the integrated plan.

Testing

Even prior to identifying the Century Date Conversion testing requirements, the
Information Systems Product Assurance Division, responsible for Systems Acceptance
Testing, lacked sufficient resources to fulfill its mission. In 1996, the Division was able
to test only 20 percent of the systems placed into production. While some progress has
been made, the Division’s testing operation is currently limited to only 30 percent of the
agency'’s production systems. The Product Assurance Division continues to recruit new
personnel and will increase the percentage of systems tested within the next two years.

Beginning January 1999, the IRS will dedicate significant resources to complete
comprehensive, end-to-end Century Date systems tests. This will assure us that our
many interlocking applications, which need to pass data to perform their mission critical
tasks, are in fact correctly performing all date computations before we reach January 1,
2000. The Product Assurance Division has contracted with a private sector company
to accomplish the Century Date Change systems test. The contractor is currently
designing the systems test for implementation in January 1999.

Contingency Planning

While the IRS has made significant progress on the year 2000 conversion, the
risks are significant and we must be pruderz—Accordingly, the IRS must develop
contingency plans to neutralize any adverse impacts of a less than fully successful
century date program, including schedule slippage for critical program elements.

These contingency plans must reflect the IRS functions, as well as those of our
data exchange partners. The overall IRS contingency planning strategy is to focus our
efforts on planning for only those aspects of the program that may not be completed on
time, and/or may not be completely successful.

Program Scope and Status

The IRS is a huge enterprise, employing in excess of 100,000 individuals located
at headquarters, and nationwide in service centers, regional offices, district offices and
posts of duty across the United States. We largely depend on highly automated
processes as well as the currency, comprehensiveness and availability of vast
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storehouses of computerized data.

Our technology is particularly challenged given the breadth of the legislatively-
mandated systems changes that require extensive reprogramming of systems each
filing season. The Taxpayer Relief Act of 1997 requires the IRS to make more than 750
legacy systems changes for the 1999 filing season.

Compounding the problem is the massive century date conversion project. Most
legacy application systems are programmed to display 00 in the year fields beginning
on January 1, 2000, thereby, causing date-based calculations unintentionally to
interpret the year field as 1900.

Failure to identify, recode and retest each of these systems calculations could
result in the generation of millions of erroneous tax notices, refunds, bills, interest
calculations, taxpayer account adjustments, accounting transactions and financial
reporting errors. The IRS' capability to carry out its mission could be jeopardized if the
Century Date program is not completed on time.

Adding to the challenge is our largely non-century date compliant technical
infrastructure. This includes more than 80 mainframes, 1,400 minicomputers, 130,000
microcomputers and massive telecommunications networks made up of more than
100,000 components.

Because of the age, fragmentation, diversity and local field ownership of the
infrastructure, completing the Year 2000 conversion on time depends greatly on our
ability to manage corporately, monitor and accurately evaluate adherence with the
program’s schedule, budget and delivery plans. It is also essential that both the IRS
and its landlord, the General Services Administration, ensure that applicable IRS
facilities and infrastructure related equipment are upgraded or replaced to ensure
century date compliance. The major elements of the program are as follows:

Application Systems Conversion

The IRS currently supports 126 mission critical application systems comprising
85,000 modules and approximately 50 miliion lines of code. Three out of five phases of
code conversion, each scheduled to last six months, are compieted. At this time, the
IRS has renovated and tested 75 systems, implemented 60 mission critical systems,
and is on schedule to complete the systems conversion by January 1999.

Mainframe Consolidation

We have proposed and received congressional approval to consolidate 67
mainframes currently located at 10 service centers into 12 mainframes located at two
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computing centers.

The program will provide for both century date compliance and will also help the
IRS to implement its mainframe centric approach for modernizing its technology. In
addition, this also standardizes a major component of IRS telecommunications through
the roll-out of a century-date-compliant open-architecture network of nearly 20,000
deskiop devices. .

The Century Date components of the project are currently on schedule with
respect to the reprogramming of the Communications Replacement System and the
replacement of desktop devices. These project components are scheduled to be
completed by December 1998.

Integrated Submissions and Remittance Processing System

Integrated Submissions and Remittance Processing (ISRP) replaces the
antiquated Distributed Input System (DIS) and Remittance Processing System (RPS)
that form the core of the tax processing input pipeline.

ISRP is now a pilot program at the Austin Service Center and is on schedule to
be fully implemented in all 10 service centers for the 1999 filing season.

Tier Il and Tier HI Computer Platforms and Associated Systems Software

Both the platforms and software require replacement or upgrades. Century date
compliance for the more than 1400 minicomputers and 130,000 microcomputers is
largely dependent on abtaining vendor upgrades and/or replacement products. Many
of these components are only now being made available in the marketplace. The IRS
has initiated a proactive evaluation and testing process to validate the compliancy of
these components.

Telecommunications

The critical IRS network is supported through the Treasury Communications
System (TCS) contract. Having recently received the network component inventory
from the contractor, the IRS is in the midst of reviewing and validating this data, as well
as the contractor’s site specific plans to convert the network. Given the need to
upgrade or replace thousands of components within the TCS network, as well as
additional IRS proprietary networks which themselves comprise nearly 30,000
components, the network conversion represents a significant challenge.

Non-Information Technology
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A critical component of the non-information technology aspect of the program is
dependent on the General Services Administration which recently began developing
facilities inventories. Until the GSA and IRS inventories are complete, the Government
is exposed to both schedule and cost risk.

External Trading Partners

The IRS is but one of many data dependent public and private sector
organizations that exchange information with one another. At this time, we are on
schedule with our efforts to validate the accuracy of both incoming and outgoing
century date compliant data from a variety of sources.

1997 REVENUE PROTECTION STRATEGY RESULTS

The IRS believes that the 1997 Revenue Protection Strategy was successful in
reducing the tax system's vulnerability to fraud and abuse, particularly in the area of the
EITC, and in preventing substantial erroneous refunds from being issued. We
continued to focus our efforts on identifying questionable claims for refundable credits,
primarily the Earned Income Tax Credit and Motor Fuel Excise Tax Credits.

Because of the continued increased validation of Social Security Numbers
{S8Ns), our prevention efforts for 1997 were most visible to taxpayers with SSN
problems and their practitioners. On the electronic filing system, 2.9 million
occurrences of missing or invalid uses of SSNs caused tax returns to be rejected.

Public Law 104-188, the Small Business Job Protection Act of 1998, allows the
Service to employ "math error procedures” for incorrect Taxpayer Identification
Nurnbers (TiNs). Pubiic Law 104-193, the Personal Responsibility and Work
Opportunity Reconciliation Act of 1996, requires a valid SSN for the EITC qualifying
child. Approximately 2.3 million returns were subjected to math error procedures and
refunds were reduced unless taxpayers could provide the correct information. We
prevented the issuance of $1.4 billion in erroneous refunds.

We continue suitability requirements for practitioner entry into the electronic filing
system. Over 10,000 quality applicants were approved for admission under these
requirements. Just as important, over 480 applicants were denied admittance because
of problems with personal or business tax obligations, criminal histories, serious
financial difficulties, or failure to meet other requirements for admittance.

In addition, almost 300 applicants were denied entrance when they tried to enter
the program by being added as responsible officials or new pariners on revised
applications.
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During the 1997 filing season, we performed over 1,800 electronic return
originator (ERO) compliance reviews. As we hoped, the vast majority of these
practitioners were complying with the revenue procedure governing electronic filing.
However, 322 warnings were issued to participants for violations and 65 participants
were suspended for serious breaches of the requirements.

Through September 30, 1997, the Questionable Refund Detection Teams
identified almost 2,500 fraudulent refund schemes involving muitiple paper and/or
electronically filed returns. We detected approximately 25,000 fraudulent returns and
prevented the issuance of over $79 million in refunds. In addition, patterns of
questionable returns that did not warrant criminal investigation were referred to
Examination.

The Compliance divisions pursued appropriate enforcement on suspect returns.
During FY 1997, the Criminal Investigation Division initiated 248 criminal investigations
involving refund fraud schemes. Prosecution recommendations were forwarded in 158
cases, and we obtained indictments on 237 individuals and convictions in 213 cases
(totals include cases initiated in prior years).

In addition, the Criminal Investigation Division initiated 172 criminal
investigations involving return preparers. Prosecution recommendations were
forwarded in 107 cases, indictments obtained on 112 individuals, and convictions in 84
cases. These totals include cases initiated in prior fiscal years and some cases still
pending.

For the fiscal year ending September 1997, Examination closed approximately
375,000 cases with assessments exceeding $612.9 million. Significantly, few
resources were expended to collect these assessments as the majority of returns
claimed refunds that were not issued until eligibility was determined.

1998 Revenue Protection Strategy

As in past years, the Service will not disclose detailed information concerning its
plans for fraud control and revenue protection. However, there are broad pieces of the
strategy that we are willing to share to assist taxpayers and practitioners to avoid
unnecessary problems with meeting their filing obligations.

For the 1998 filing season, the most visible fraud prevention effort is again the
validation of TINs, SSNs, individual taxpayer identification numbers (ITINs), and
adoption taxpayer identification numbers (ATINs). We plan to expand the validation of
SSNss, ITINs and ATINSs to the balance of the various forms and schedules of individual
income tax returns.
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To safeguard fair compliance and taxpayer confidence, the |RS will maintain its
enforcement segment of the Revenue Protection Strategy. We will increase resources
for the investigation and prosecution of taxpayers and tax return preparers invoived in
fraudulent refund schemes. We will dedicate additional resources to auditing returns in
specific problem categories to verify EITC eligibility prior to issuing refunds. Monitoring
visits to EROs will be continued to ensure compliance with.participant requirements.

As b}eviously discussed, a highlight of this filing season has been a Problem
Prevention /EITC Assistance Day that provided assistance to EITC filers. We
coordinated the VITA and TCE assistance for this day as well.

An EITC Communications Strategy was developed which incorporates three
components to be used together to improve EITC compliance: (1) Awareness — help
taxpayers and practitioners to understand the EITC eligibility rules and the
consequences of non-compliance; (2) Deterrence — inform taxpayers and
practitioners of planned compliance programs and the penalties for intentional
non-compliance; and (3) Prevention — avoid filing problems by publicizing the
availability of free return preparation assistance and electronic filing provided through
VITA and TCE programs.

Also, during 1998, we plan to gather information on the effectiveness of our
current EITC-related products by contracting out this task to a market research firm.
Results will be useful in 1999 and subsequent years. The development of new or
revised products to simplify the presentation and computation of EITC will also be
accomplished with an external contractor.

FINANCIAL AUDIT

For the first time, the General Accounting Office (GAO) has given an unqualified
— or "clean" — opinion on the reliability of the Internal Revenue Service's Custodial
Financial Statements. The statements audited by GAO were IRS reports on taxes
collected and refunds paid during Fiscal Year 1997.

The opinion means GAO could reconcile the total revenue reported to the total
taxpayer account records IRS maintains, substantiate the amounts for various types of
taxes collected, and determine that accounts receivable estimates were reliable.

In addition, the Treasury Inspector General has given us an unqualified — or
“clean” — opinion on our Administrative Financial Statements for FY 1997. This means
that the Inspector General can attest that these statements fairly present the financial
position and results of operations related to the funds appropriated by Congress and
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reimbursements from other Federal agencies, state and local governments.

| am very pleased with the progress that we have made managing our finances
at the Service. The unqualified “clean” opinions on both our Administrative and
Custodial Financial Statements mark a significant first step for the agency — especially
in view of the fact that our accounting system was never designed to support these
financial statements. :

While | am pleased with our progress, | want to acknowledge the six “material
weaknesses” identified by GAO that still exist in the following five areas: our general
ledger system, supporting documentation, controls over refunds, revenue accounting
and reporting, and computer security.

We had already identified these weaknesses in our annual accountability report.
Two of the six involve limitations of the existing custodial financial system. While we
have taken steps to correct them as a part of the overall modernization effort, it will take
more than one or two reporting periods to implement these changes.

In the supporting documentation arena, a study was conducted in the first
quarter of 1998 on the IRS’s documentation practices. In light of the audit findings, we
will now review and possibly update this study.

Actions to address the fourth area that needs to be strengthened, controls over
refunds, are scheduled to be completed by the end of FY 1998.

The fifth area, revenue accounting and reporting, requires legislation to mandate
that taxpayers allocate receipts at the time of remittance. We are taking actions in our
revenue financial systems to accommodate this information if and when it is mandated,
or if the taxpayer chooses to provide the information.

We have made significant progress on the final area, computer security, through
centralizing responsibility for security and privacy issues. We have targeted a June
1999 completion date for all corrective actions.

IRS MODERNIZATION

As the Members of the subcommittee are aware, | have proposed a sweeping
modernization of the Internal Revenue Service. We will reach our goal of service to
each and every taxpayer through changes in five key areas, each complementing the
other. .

First are revamped IRS business practices that will focus on understanding,
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solving and preventing taxpayer problems. Instead of the historic "one-size-fits-all"
agency, we should tailor our efforts to taxpayer groups with common needs.

The second change is an organizational structure built around taxpayer needs.
One logical way to organize the IRS is to divide it into four units, each charged with top-
to-bottom responsibility for serving a segment of taxpayers with similar needs.

Third, we need to create management roles with clear responsibility. The
management teams for each of these units will be held fully accountable for achieving
specific goals. We must selectively recruit key people with private sector experience
for some of these senior roles.

Fourth, it is essential that we measure organizational performance by balancing
customer satisfaction, business resuits, employee satisfaction and productivity. We
must develop a measurement system that influences employee behavior in a positive
way, and in a manner that fosters customer service. This will provide a sound basis for
insisting on accountability.

Fifth, is new technology. IRS' current computer systems cannot support the
agency's mission and goals. Information technology should enable the IRS to achieve
its strategic objectives, not drive them.

The IRS has engaged the consuilting firm of Booz, Allen & Hamilton to validate
the concept for modernization in terms of risk, cost and impact on customers, both
external and internal.

FY 1999 BUDGET

For FY 1999, we have prepared a budget that supports the beginning of the
transformation of the IRS that | have outlined above. It allows us o continue current
operations while working on the five initiatives that form the strategy for near-term
improvement and long-term modernization. It also sets the stage for the kinds of
productivity improvements we will need to provide good customer service within the
budget constraints under which we must operate.

Our total budget request for FY 1999 is $8.196 billion and 99,829 FTE. This
covers funding of the Processing Assistance and Management, Tax Law Enforcement,
Information Systems and Information Technology Investment Appropriations. In
addition, we are requesting $143 miliion and 2184 FTE in funding outside the caps for
the EITC. The total budget request includes a net increase of $529 million and 1232
FTE over the FY 1998 level.

Of this increase, $176 million represents part of the cost that would be needed
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simply to maintain the current level of operations, taking into account inflation and
mandatory pay increases. This $176 million level is less than the full cost of
maintaining current levels. We have absorbed as much of the difference as possible
without diminishing service to the taxpayer.

The remaining increases from FY 1998 levels are for the priorities previously
discussed (less a $2 million reduction in our Information Technology Investment
Account): .

1. Completing the Century Date Change Program

Preparing for the Century Date Change is one of the most critical elements of our
1999 budget. By the beginning of the 1999 filing season, nearly all of the systems
changes required for the Century Date Change must be completed. During the
remainder of FY 1999, the principal tasks will be to complete testing and certification,
still a large effort that will cost $234 million in FY 1999. This figure does include some
Mainframe Consolidation and ISRP funding since a portion is considered Year 2000
related.

The funds | have requested are vital to providing essential customer service and
to avoiding the potentially disastrous effects of an uncorrected Century Date Change
problem. | discussed in greater detail the year 2000 date change in a previous section.

2. Making near-term improvement to service for taxpayers

During FY 1999, we will pursue a highly focused initiative to improve service to
taxpayers through improved clarity of notices, forms and publications, better telephone
service, more walk-in service, expanded electronic filing, improved training of customer
service representatives, strengthened support for small businesses, increased staffing
for the Taxpayer Advocate's office, and the creation of Citizen Advocacy Panels. There
are estimated incremental costs of $103 million related o these essential near-term
service improvements.

3. Investing in essential near term technology

To ensure that customer service remains a top priority as we move toward the
year 2000, the budget request includes investments that are necessary to enable us to
maintain an acceptable level of service. The major near-term investments for FY 1999
are the completion of a call router system, funding for which is included in improved
service to taxpayers, deployment of computers to field collectors who currently have no
computers, and replacement of computers used by field agents who depend on them
for examinations. In addition, increases in product assurance are essential for
adequate testing of changes to tax systems before they are put in production to
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maintain the records of millions of taxpayers.
4. Investing in long-term technology modernization.

The IRS’ existing base of technology is extremely old and deficient in its ability to
support the mission of the agency. In FY 1997 and 1998, careful preparation for
replacing the existing technology base began with the publication of the Modernization
Blueprint; the beginnings of the establishment of an internal systems life cycle
management process; and the publication of a draft RFP.

In FY 1999, the process of long-term modernization will continue with the
strengthening of the IRS internal systems management capabilities and processes and
the award of the Prime contract. The Prime contract’s initial tasks will focus on
completing the systems management life cycle and developing the first two subreleases
of the technology modernization biueprint, which provide telephone and other
communication capabilities. These are basic functions essential to support all IRS
operations.

The FY 1999 budget request for longer-term technology modernization comes in
two parts: IRS capabilities for managing and supporting modernization, including
funding of the integrated support contract, as well as funding for the Information
Technology Investment account for the Prime contractor. In addition, increases in
product assurance are essential for adequate testing of changes to tax systems before
they are placed in production. :

No money will be spent on the blueprint beyond the first fwo releases without my
personal review and judgment that there is an adequate business “case” and control
over risk factors. Both will be reviewed and monitored prior to and during
implementation.

As | stressed in an earlier portion of my testimony, the timetables for alt
information technology projects are subject to review and change; every date will not
stay constant: There is, however, no reason for concern. We are actively managing
the risk associated with these projects and we are on schedule.

5. Organizational Modernization

The FY 1999 budget includes $25 million to support the long-term modernization
proposal. Although not yet fully specified, this will include recruiting, relocation and
retraining of people as well as the development of detailed plans for the reorganization.

Historical Perspective
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Over the last three years the IRS budget (net of costs for the Century Date
Change) has actually declined by 7 percent while dollars collected have gone up by 24
percent. Returns processed have increased by 8 percent and the Taxpayer Relief Act
of 1997 has added about 800 changes to the tax code. These increases in volume of
activity and code changes have ramifications throughout the IRS, requiring new forms
and publications, employee training and substantial technology updates.

CONCLUSION

In conclusion, | believe that there is a new day at the IRS. | believe we can
transform the IRS into an agency that helps taxpayers meet the obligations imposed by
the tax laws while ensuring that compliance is fair. We can do this while increasing
productivity and shrinking the size of the IRS in relation to the economy. This will take
time and investments to modernize technology, business practices and organization.
But, with the support of the Congress, | am optimistic that we will succeed.
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Chairwoman JOHNSON. Thank you, Commissioner. I'd like to
start with a couple of questions that emanate from preceding hear-
ings and from your testimony.

First of all, in your budget brief, you make the point and you
make it in italics, that the investment in technology—this section
is entitled, “Inadequate Near-Term Technology Investment Pending
Long-Term Solutions Through Modernization Blueprint”—and I un-
derstand the difference between the modernization blueprint and
the enormous investment in technology that you need to make to
comply with the Year 2000 challenge and also to meet some of your
service goals in the near-term.

Nonetheless, it is a startling statement. You say here, it will—
while this blueprint and the funding that goes with it are essential
for the long-term viability of the IRS, it will provide no improve-
ment in support of current operations for at least three more years.

Now, I would assume that your technology investments that
you’re going to make in the near term to meet the challenge of the
Year 2000 and also to meet some of your service goals and to im-
prove management and all the other things that you have laid out
in your testimony, I would imagine that they would make, (a),
some near-term improvement in operations and in service, but that
they are coordinated with your long-term blueprint and, for the
most part, would not have to be repeated in 2001, except for soft-
ware changes. Now——

Mr. RossOTTI. Yes, Madam Chairwoman; the point that I made
about the three years is that we really are operating on two tracks
here because it’s just the nature of where we are in the technology
in the IRS. The one track which you were mentioning contains
some of the things that are in the budget for this year which have
immediate impact; like the Call Router and computers for collection
agents who don’t have any. Those will be useful for some years to
come.

The blueprint and the longer-term technology modernization
really won’t even begin until 1999. We've recently—just within the
last week—issued the final version of the RFP. The “Prime Con-
tract” award is designed to be made right at the end of this year
in December and then the early stages of that—most of the work
will be required to put in some of the sort of management proc-
esses—the system’s lifecycle,