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Senator BoozZzMAN. The Subcommittee on Financial Services and
General Government will come to order.

Good afternoon. The subcommittee, as I said, will come to order.
Today marks the first hearing of the Financial Services and Gen-
eral Government Subcommittee for the 114th Congress. This is also
my first hearing as subcommittee chairman, and I am pleased to
serve alongside the new ranking member, my good friend Senator
Coons.

I would also like to acknowledge the other members of our sub-
committee—Senator Moran, Senator Lankford, and Senator Dur-
bin. Although our subcommittee is small, the number of agencies
we fund is large, and their impact on our economy is significant.
I am confident that our members are up to the task before us.

As we begin this important hearing to review the budget request
of the Department of the Treasury and the Internal Revenue Serv-
ice, we welcome our witnesses, Secretary Jacob Lew, Commissioner
John Koskinen—Koskinen. I will bet I am not the first one that
struggled with that a little bit. Boozman? Boozman?

VOICE. It took me 4 years to learn it. So you got more time.

Senator BOOZMAN. Very good. And the Treasury Inspector Gen-
eral for Tax Administration, J. Russell George.

Thank you for being here. We look forward to your testimony.

As members of this subcommittee, we have a tremendous respon-
sibility to ensure the hard-earned tax dollars from millions of
Americans are spent appropriately. Unfortunately, the President
has put forth a budget that is out of touch with the needs and con-
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cerns of hard-working taxpayers. In his budget for fiscal year 2016,
the President proposes to create $2.1 trillion in new taxes, increase
spending by 65 percent, and add $8.5 trillion to the debt over the
next 10 years.

While hard-working Arkansans have been forced to cut their
spending significantly in the last few years, the President has been
unwilling to do the same in Washington. Our country is in need of
serious budgeting. All too often, Washington loses sight of the fact
that every dollar the Government spends comes out of the pocket
of the taxpayer and is one less dollar that a taxpayer could spend
to provide for their family, grow their businesses, or help their
neighbor.

As members of this subcommittee, we have a responsibility to en-
sure that decisions about Federal funding are made with those tax-
payers in mind. Nowhere is the need for oversight more apparent
than in the agencies before us today.

When the Internal Revenue Service (IRS) takes actions that
breach the trust of the American people, it undermines taxpayers’
faith in the impartiality of the agency. This self-inflicted damage
harms the credibility that is essential for our voluntary compliance
system to function.

Americans have lost faith in the institution, and you have a re-
sponsibility to regain their trust. We have all heard too often that
investigations into these issues are distracting and that everyone
should move on. Unfortunately, to taxpayers, these responses ap-
pear to reflect a continued lack of accountability and a lack of lead-
ership.

To repair that damage, there has to be fundamental change in
the agency’s culture, and that change must begin with complete
transparency and acceptance of responsibility. And unfortunately,
there is continued evidence of a culture that is simply out of touch
with taxpayers.

For example, hiring employees with past performance or conduct
issues undermines the public trust in tax administration. Addition-
ally, it weakens the public’s confidence in the IRS’s ability to safe-
guard taxpayers’ rights and privacy.

Making bonuses a priority does not help the IRS regain the trust
of taxpayers or raise confidence that the agency will enforce tax
laws impartially without regard to an individual’s exercise of their
constitutional rights.

As was the case in the previous fiscal year, in 2015, one of the
IRS’s first actions after the enactment of their appropriations bill
was to announce they would pay out $67 million in awards to em-
ployees. Once again, IRS management seems to have forgotten that
their most important customers aren’t their own employees. They
are the American people.

It is disappointing to see that the IRS budget request is again
unrealistic. The President’s request for the IRS for fiscal year 2016
is almost $12.9 billion, a $2 billion increase.

Under the Budget Control Act, the discretionary spending caps
for fiscal year 2016 limit nondefense spending to $493 billion. This
represents an increase of $1.1 billion over the fiscal year 2015 level
for nondefense departments and agencies.
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Yet for fiscal year 2016, the IRS has increased, has requested—
I am sorry. Yet for fiscal year 2016, the IRS has requested a base
increase that is higher than the total increase available for all non-
defense discretionary spending. Also troubling is the request for an
additional $667 million above the limit on spending set by current
law.

Treasury and the IRS are fully aware that such cap adjustments
were not included in the Budget Control Act of 2011. No cap ad-
justment for the IRS has been authorized since then.

Given this fact, submitting an unrealistic request simply sets un-
reasonable expectations. This is even more troubling when funding
for critical work—for example, to protect taxpayers in the future
from the trauma of identity theft—is left to be funded through a
cap adjustment.

The American people want a government that works for them,
not against them. They want us to curb Washington’s wasteful
spending habits; make the Government more efficient, effective,
and accountable; and pursue policies that create economic opportu-
nities for everyone.

These are the priorities of the American people. They will be re-
flected in the critical oversight we conduct as we consider the fiscal
year 2016 budget request for all of the agencies within our jurisdic-
tion.

And with that, I yield back and turn to Senator Coons.

STATEMENT OF SENATOR CHRISTOPHER A. COONS

Senator COONS. Thank you, Mr. Chairman.

Thank you for bringing us together today. I look forward to work-
ing with you, and I hope that with new blood, new energy, and a
new approach, we might build a strong partnership on the sub-
committee.

I would like to welcome our witnesses. Secretary Lew, Commis-
sioner Koskinen, and Inspector General George, I look forward to
your testimony. You have important and difficult jobs under chal-
lenging scenarios, and I just want to thank you for your service at
the outset.

Responsible stewardship of taxpayers’ hard-earned money is
among the most important obligations we have in public service. As
members of the Appropriations Committee, it is important we work
diligently and together to uphold the trust our constituents put in
us. I recognize there will be areas where we disagree, but it is my
sincere hope we can approach our work with the seriousness it de-
serves.

Today, we consider the budget for the Treasury Department, an
agency central to our Government’s stability and our Nation’s fiscal
health. I welcome the chance to examine Treasury’s budget request
and have what I hope will be a frank discussion about what is re-
quired to fulfill your responsibilities.

Now I am eager to learn how Treasury has adapted to budget
constraints and how you will deal with resource competition and
competing demands. Much of Treasury’s budget goes to the IRS,
but there are a number of important bureaus and functions I look
forward to hearing about.
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Three in particular, I am pleased the President requested
strengthening the Community Development Financial Institutions
Fund, the CDFI Bond Guarantee Program, and the State Small
Business Credit Initiative. I believe programs like these can pro-
vide access to capital for small businesses around the country and
help them to grow jobs and support affordable housing and develop
communities. I look forward to talking more about those.

I do have concerns about the Department’s proposal to cut fund-
ing for the Office of Terrorism and Financial Intelligence, given
pressing issues and the sanctions enforcement against Iran and
Russia. I look forward to hearing your thoughts on that topic.

No Government agency is more visible to the American people
than the Internal Revenue Service. It collects the revenues that
fund 95 percent of our Federal Government, and each year, more
than 80,000 public servants at the IRS make hundreds of millions
of contacts with taxpayers as the face of Government to more
Americans than any other agency.

It is my hope, as the National Taxpayer Advocate has suggested,
that the IRS could be best described as the accounts receivable de-
partment of our Government, and not by less positive monikers.
For fiscal year 2016, the President’s budget requests an 18 percent
funding increase for the IRS.

On this point, I think it is valuable that we reflect on the fact
that while there is, I think, a broad bipartisan dislike of paying
taxes, we shouldn’t cut off our nose to spite our face. The more we
cut IRS funding, the harder it becomes for the agency to respond
to the needs of taxpayers, to investigate tax fraud or abuse.

I hear from Delawareans who are frustrated when their calls go
unanswered or it takes an interminably long time to connect and
get responsible answers to questions. I am sure many other Senate
offices have the same experience.

Every dollar cut from the IRS budget results in $7 fewer revenue
collected, by one estimation by former IRS Commissioner Douglas.
That was a 2011 estimate.

So we have a lot to discuss today, ways that we can improve the
functioning and operation of the IRS, its responsiveness and en-
gagement, ways that we can improve the functioning and operation
of the Treasury Department.

The fiscal year 2016 funding forecast is not encouraging, as sig-
nificant budgetary constraints do remain in place, and I look for-
ward to hearing Secretary Lew and Commissioner Koskinen’s per-
spectives on what is required to deliver top-notch service to tax-
payers and to enforce our laws with integrity and fairness.

PREPARED STATEMENT

I look forward to working with you, Chairman Boozman, and to
having an open exchange of ideas as our hearings progress.

Thank you.

[The statement follows:]

PREPARED STATEMENT OF SENATOR CHRISTOPHER A. COONS

Thank you, Mr. Chairman, for bringing us together today. I'm looking forward to
working together with you and hope that with new blood, new energy, and new en-
thusiasm we can build a strong partnership on this subcommittee.
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I’d like to welcome our witnesses, Secretary Lew, Commissioner Koskinen, and In-
spector General George. You have incredibly difficult and important jobs under chal-
lenging scenarios, so I am thankful for your service and appreciate you joining us
here today.

Responsible stewardship of taxpayers’ hard earned money is among the most im-
portant obligations we have in public service. And as members of the Appropriations
Committee it is critical that we work diligently, together, to uphold the trust our
constituents have put in us. Of course, I recognize there will be areas where we dis-
agree, but it is my sincere hope that we can approach our work with the seriousness
and humility it deserves.

Today, on this subcommittee, we consider the budget for the Treasury Depart-
ﬁeritilan agency that is central to our Government’s stability and our Nation’s fiscal

ealth.

I welcome today’s opportunity to examine the Treasury Department’s budget re-
quest and have what I hope will be a frank discussion about where the Department
is today, where it needs to be, and how we can work together to help Treasury fulfill
its vital and broad responsibilities.

At a time of constrained budgets, I am eager to learn from our witnesses about
how Treasury has adapted. I know that a gap has remained in recent years between
what the Department has requested and how much funding it has received. If that
persists, what will be the impact on Treasury’s ability to carry out its important
missions? How will Treasury prioritize scarce resources amid competing demands?

I’d encourage our witnesses to use today’s public forum as an opportunity to clear-
ly articulate their most compelling case for what they need and why.

It’s critical that we gain a deeper understanding and appreciation for how funding
and management decisions will affect Treasury’s operations in the next year and in
the years to come.

Now, while most of the Treasury Department’s funding will go to the IRS, the De-
partment includes a number of other bureaus and offices that carry out a wide array
of important activities, from forecasting economic indicators and managing the Fed-
eral Government’s spending, to combatting money laundering and fighting financial
crimes.

There are three programs in particular, for which I'm pleased the President has
requested increased funding or strengthening—the Community Development Finan-
cial Institutions fund, CDFI bond guarantee program, and the State Small Business
Credit Initiative. Programs like these provide access to capital for small businesses
around the country. They help businesses create jobs, build affordable housing, de-
velop our communities, and grow our economy, especially in economically distressed
neighborhoods.

I do have concerns, however, about the Department’s proposal to cut funding for
the Office of Terrorism and Financial Intelligence, which has the critical responsi-
bility of enforcing economic sanctions. At a time when sanctions regimes with Iran
and Russia are at the forefront of our foreign policy, it’s crucial that we track and
halt the financing of terrorist groups like ISIL, we need to ensure we devote to the
office adequate funding. I will be interested to hear from the witnesses how the re-
quested level of funding will support this office and its mission.

Now, there is of course no Government agency that is more visible to the Amer-
ican people, than the Internal Revenue Service. The IRS collects the revenues that
fund more than 95 percent of our Federal Government’s operations, public services,
and programs. Each year, the more than 80,000 public servants at the IRS make
hundreds of millions of contacts with American taxpayers and businesses. As the
face of Government to more American citizens than any other agency, it is apt that
the National Taxpayer Advocate has described the IRS as the “Accounts Receivable
Department” of our Government.

For fiscal year 2016, the President’s budget requests an 18 percent funding in-
crease, which would fund the IRS at a total of $12.93 billion. On this point I'd like
to make an important observation. It won’t be lost on anyone here that this is a
fairly substantial funding increase—one that asks for an adjustment on previous
budget caps. But what we need to remember is that in our dislike of paying taxes—
which is a bipartisan dislike—we shouldn’t cut off our nose to spite our face. The
more we cut IRS funding, the harder it becomes for the agency is to respond swiftly
to the needs of taxpayers or investigate tax fraud or abuse.

My office often hears from Delawareans who are frustrated when their calls to
the IRS go unanswered or it takes a long time to connect with an official at the
IRS. I would imagine many Senate offices hear from constituents with similar con-
cerns. Nationally, less than half of the callers to the IRS actually reach someone
on the other end, and those who do have to wait an average of more than half an
hour. And as former IRS Commissioner Douglas Shulman stated in 2011, every dol-
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lar that is cut from the IRS budget results in seven fewer dollars of revenue col-
lected. So I'd remind us all that funding the IRS at the levels it needs does not lead
to a more intrusive government or higher taxes—it leads to a less wasteful, less re-
sponsive government.

We have a lot to discuss today, and some important ground to cover. The fiscal
2016 funding forecast is not encouraging as budgetary constraints remain in place.
It will be helpful to hear Secretary Lew and Commissioner Koskinen’s perspectives
on what is required to deliver top notch service to taxpayers and to enforce our tax
laws with integrity and fairness to all. I know Delawareans expect no less.

I look forward to working with you, Chairman Boozman, and to having an open
exchange of ideas as our fiscal 2016 process continues. Thank you.

Senator BoozMAN. Thank you, Senator Coons.
And now we turn to Secretary Lew and look forward to his testi-
mony.

SUMMARY STATEMENT OF HON. JACOB LEW

Secretary LEW. Thank you, Chairman Boozman, Ranking Mem-
ber Coons, members of the subcommittee. It is a pleasure to be
here to discuss the Treasury’s budget.

As we meet here today, our economy and our country have made
considerable progress that we can all take pride in. By almost
every metric—from job creation, economic growth, and deficit re-
duction to manufacturing, exports, and energy independence—
America has come a long way.

The fact is, in 2014, we saw the best year of job growth since the
1990s, and over the past 5 years, America’s businesses have cre-
ated nearly 12 million new jobs, the longest stretch of sustained
private sector job growth in our Nation’s history.

Our economy continues to expand, with healthy growth in 2014
and forecasts projecting above-trend growth for this year. We con-
tinue to outperform our trading partners, many of which are still
struggling to recover from the global economic crisis.

American exports set another record last year for goods and serv-
ices sold overseas, and this record was largely driven by small busi-
nesses. Our deficit, which has fallen by almost three-quarters, is
forecast to decline even further in the next fiscal year. These
achievements underscore America’s enduring economic strength,
and we can keep this progress going with the right policies and
with bipartisan cooperation.

The President’s budget is a blueprint for Washington to work to-
gether, and it not only lays out a path to find common ground, it
puts forward sensible solutions to make sure every American who
works hard has a chance to get ahead.

This budget knocks down barriers for working families so things
like child care, mortgage payments, and a college education are
more affordable. It modernizes our job training system, fuels re-
search and development, and repairs our roads, bridges, and ports
so more companies will invest, locate, and hire in the United
States. It reforms our tax system so we can eliminate special inter-
est loopholes, strengthen the middle class, and level the playing
field for business.

The bipartisan Budget Act of 2013 reversed a portion of seques-
tration and allowed for higher investments in 2014 and 2015, but
it did nothing to alleviate sequestration in 2016. Sequestration im-
posed arbitrary spending cuts that are bad for our economy and for
our security.
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These across-the-board cuts were never intended to go into effect.
Rather, they were purposely unpalatable to create pressure to pass
balanced, responsible deficit reduction. Congress should act to pro-
vide acceptable funding to meet our domestic and national security
requirements.

As part of the President’s approach, Treasury’s budget will allow
the department to carry out its vast responsibilities efficiently and
effectively. Treasury is instrumental in helping shape and imple-
ment the President’s economic policies, and today’s request will
allow the department to promote economic prosperity, fiscal respon-
sibility, and a resilient financial system even as it addresses our
national security objectives and bolsters stability at home and
abroad.

The Treasury Department touches the lives of virtually every
American through our work to responsibly manage the Govern-
ment’s finances, streamline and reform the tax system, fuel lending
to small businesses, spur economic development in struggling com-
munities, advance our strategic interests, make Social Security
payments, and produce our Nation’s currency.

Since President Obama took office, the Treasury Department has
had to marshal its resources to confront deep domestic and global
challenges, and we have consistently met our obligations efficiently
and at the lowest cost to taxpayers. This budget request continues
to achieve savings and fund vital programs alongside strategies
that will make the Department more effective.

The primary area where we are requesting additional resources
is in the Internal Revenue Service. Funding for the IRS has been
cut dramatically over the past 5 years. These cuts amount to a
total of $1.2 billion, or 10 percent of the agency’s budget.

As a result, taxpayers now face longer and unacceptable wait
times on the phone, and it takes the IRS longer to respond to tax-
payer correspondence. A sustained deterioration in taxpayer serv-
ice, combined with reduced enforcement activity, presents serious
long-term risks for the U.S. tax system, which is based on vol-
untary compliance.

The Treasury budget request restores funding to the IRS so it
can provide an acceptable level of customer service that the Amer-
ican taxpayers deserve, as well as continued modernization to meet
legislative mandates set by Congress. These funds will help the
IRS to update antiquated computer systems and protect taxpayer
information.

In addition, we are seeking an adjustment of the program integ-
rity cap to allow the IRS to invest in enforcement initiatives, in-
vestments that will generate a sizable return. To be specific, it will
yield $60 billion in additional revenue at a cost of $19 billion,
meaning it will reduce the deficit by $41 billion over the next 10
years.

This budget also includes additional funding so Treasury can
meet its obligations under the Digital Accountability and Trans-
parency Act and provide Americans with the most accurate infor-
mation about Government spending. On top of that, we are re-
questing a reauthorization of programs that have proven results.

For instance, the budget proposes an extension of the Commu-
nity Development Financial Institution Fund’s Bond Guarantee
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Program, which unlocks long-term financing for financial institu-
tions in underserved communities. It proposes a new investment in
the State Small Business Credit Initiative, which leverages private
lending to strengthen small businesses nationwide.

PREPARED STATEMENT

In closing, I want to thank the talented team of public servants
at the Treasury Department. They are dedicated to the work of the
Department and committed to the American people. I am proud to
represent them here today, and on behalf of these hard-working
men and women, I want to say how much we appreciate the sup-
port of this committee.

Thank you, and I look forward to answering any questions that
you have.

[The statement follows:]

PREPARED STATEMENT OF HON. JACOB J. LEW

Chairman Boozman, Ranking Member Coons, members of the subcommittee,
thank you for giving me the opportunity to appear before you today to discuss
Treasury’s fiscal year 2016 budget.

As we meet here this morning, our economy and our country have made consider-
able progress that we can all take pride in. By almost every metric—from job cre-
ation, economic growth, and deficit reduction to manufacturing, exports, and energy
independence—America has come a long way. The fact is, in 2014, we saw the best
year of job growth since the 1990s, and over the past 5 years, America’s businesses
have created nearly 12 million new jobs—the longest stretch of sustained private
sector job growth in our Nation’s history. Our economy continues to expand, with
healthy growth in 2014 and forecasts projecting above-trend growth for this year.
We continue to outperform our trading partners, many of which are still struggling
to recover from the global economic crisis. American exports set another record last
year for goods and services sold overseas, and this record was largely driven by
small businesses. And our deficit, which has fallen by almost three-quarters, is fore-
cast to decline even further in the next fiscal year.

These achievements underscore America’s enduring economic strength, and the
continued progress we can make with the right policies and bipartisan cooperation.
The President’s budget is a blueprint for Washington to work together. It not only
lays out a path to find common ground, it puts forward sensible solutions to make
sure every American who works hard has a chance to get ahead.

This budget knocks down barriers for working families so things like child care,
mortgage payments, and a college education are more affordable. It modernizes our
job training system, fuels research and development, and repairs our roads, bridges,
and ports so more companies will invest, locate, and hire in the United States. And
it reforms our tax system so we can eliminate special-interest loopholes, strengthen
the middle class, and level the playing field for businesses.

At the end of 2013, policymakers came together on a bipartisan basis to partially
reverse sequestration and to pay for higher discretionary funding levels with long-
term reforms. We have seen the positive consequences of that bipartisan agreement
for our ability to invest in areas ranging from research and manufacturing to
strengthening our military. We have also seen the positive consequences for the
economy, with an end to mindless austerity and manufactured crises contributing
to the fastest job growth since the late 1990s. The President’s budget builds on this
progress by reversing sequestration, paid for with a balanced mix of commonsense
spending cuts and tax loophole closers, while also proposing additional deficit reduc-
tion that would put debt on a downward path as a share of the economy.

Meanwhile, the President has made clear that he will not accept a budget that
reverses our progress by locking in sequestration going forward. Locking in seques-
tration would bring real defense and non-defense funding to the lowest levels in a
decade. As the Joint Chiefs and others have outlined, that would damage our na-
tional security, ultimately resulting in a military that is too small and equipment
that is too old to fully implement the defense strategy. It would also damage our
economy, preventing us from making pro-growth investments in areas ranging from
basic research to early childhood education and our Nation’s infrastructure. As the
President has stated, he will not accept a budget that severs the vital link between
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our national and economic security, both of which are important to the Nation’s
safety, international standing, and long-term prosperity.

As part of the President’s approach, Treasury’s budget request will allow the de-
partment to carry out its vast responsibilities efficiently and effectively. Treasury
plays a key role in shaping and implementing the President’s economic policies. To-
day’s request will allow the department to promote economic prosperity, fiscal re-
sponsibility, and a resilient financial system even as it advances our national secu-
rity objectives and bolsters stability at home and abroad. The Treasury Department
touches the lives of nearly every American through our work to responsibly manage
the Government’s finances, streamline and reform the tax system, fuel lending to
small businesses, spur economic development in struggling communities, advance
our strategic interests, make Social Security payments, and produce and modernize
our Nation’s currency.

Since President Obama took office, the Treasury Department has had to marshal
its resources to confront deep domestic and global challenges, and we have consist-
ently met our obligations efficiently and at the lowest cost to the taxpayer. Treas-
ury’s fiscal year 2016 budget continues to achieve savings and fund vital programs
alongside strategies that will make the department more effective. The request in-
cludes strategic investments in improved taxpayer services, enforcement, and tech-
nology at the Internal Revenue Service (IRS); funding for select high priorities such
as implementing the Digital Accountability and Transparency Act of 2014; and in-
creasing the availability of healthy food options for low-income communities via the
Healthy Food Financing Initiative.

INVESTING IN A HIGH-PERFORMING INTERNAL REVENUE SERVICE

Despite the IRS’s critical role of collecting more than 90 percent of the Federal
revenue, Congress has continually reduced funding for the agency over the last 5
years by a total of $1.2 billion or 10 percent. A sustained deterioration in taxpayer
services combined with reduced enforcement activity could create serious long-term
risk for the U.S. tax system, which is based on voluntary compliance.

The fiscal year 2016 Treasury budget includes a $1.3 billion increase within the
discretionary caps to begin restoring taxpayer services to acceptable levels. Funds
are also included to continue major IT projects, which aim to protect taxpayer infor-
mation, modernize antiquated systems, continue development of a state-of-the-art
online taxpayer experience, and build efficiencies throughout the agency. Finally,
funds are included for initiatives that are critical to full and effective IRS implemen-
tation of legislative mandates including the Affordable Care Act and the Foreign Ac-
count Tax Compliance Act.

In addition, the budget includes $667 million—financed by a proposed program in-
tegrity cap adjustment for enforcement initiatives—that provide a high return on in-
vestment. This proposed cap adjustment funds strategic investments that will help
close the tax gap and return $6 for every dollar invested, once fully implemented
in fiscal year 2018. This multi-year effort is expected to generate $60 billion in addi-
tional enforcement revenue at a cost of $19 billion, thereby reducing the deficit by
$41 billion over the next 10 years.

Treasury’s request includes substantial investments to help strengthen taxpayer
services and to adequately fund tax enforcement to make sure all taxpayers play
by the same rules.

INCREASING TRANSPARENCY IN FEDERAL FINANCIAL MANAGEMENT

The Treasury budget also includes funding for efforts to increase transparency
and accountability in Federal financial management and to implement the Digital
Accountability and Transparency Act of 2014 (DATA Act). The DATA Act requires
additional Federal spending data to appear on USAspending.gov as well as the es-
tablishment of government-wide financial data standards for any Federal funds
;na((ile available to or expended by Federal agencies and entities receiving these
unds.

STRENGTHENING THE ECONOMY AND CREATING JOB OPPORTUNITIES

The Treasury budget request makes key investments that will help spur economic
growth and job creation and increase financial access and capability for local com-
munities and small businesses, while boosting confidence in the safety and sound-
ness of the U.S. financial system.

Our request includes $233.5 million for the Community Development Financial
Institutions (CDFI) Fund, which promotes economic development investments in
low-income communities. The budget proposes to extend the CDFI Bond Guarantee
program through fiscal year 2017, to provide a source of long-term capital to finan-
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cial institutions that support lending in underserved communities. Of the total re-
quest, $35 million for the Healthy Food Financing Initiative will support the growth
of businesses that improve the availability of affordable, healthy food options in low-
income communities.

The Treasury budget also supports small business growth through reauthorization
of the State Small Business Credit Initiative (SSBCI). From fiscal year 2011 to fis-
cal year 2013, SSBCI programs in all 50 States supported over $4.1 billion in loans
and investments to 8,500 small businesses across the country—creating or saving
more than 95,000 American jobs. To continue our support for State economic devel-
opment agencies’ work to boost lending to small businesses, the budget proposes a
new investment of $1.5 billion for SSBCI. This additional funding would be awarded
in two allocations, with $1 billion awarded on a competitive basis to States best able
to target local market needs, promote inclusion, attract private capital for start-up
and scale-up businesses, strengthen regional entrepreneurial ecosystems, and evalu-
ate results. An additional $500 million will be allocated to States according to a
need-based formula. A new authorization of the SSBCI program will keep local eco-
nomic development efforts strong and allow States to continue to support small
businesses, job creation, and leverage greater levels of private lending and invest-
ments.

Treasury also proposes an authorization of $300 million for Pay for Success
projects that demonstrate measurable outcomes, resulting in greater Federal sav-
ings and programmatic efficiency.

PROTECTING NATIONAL SECURITY INTERESTS AND PREVENTING ILLICIT USE OF THE
FINANCIAL SYSTEM

Treasury’s financial intelligence, sanctions policy, and enforcement activities play
a significant role in protecting our financial system from threats to our national se-
curity.

The budget proposes $109.3 million for the Office of Terrorism and Financial In-
telligence (TFI) to oversee and marshal Treasury’s intelligence, enforcement, and
economic sanctions functions in support of U.S. national security policies and inter-
ests. Our funding request reflects Treasury’s continued efforts to combat rogue na-
tions, terrorist facilitators, money laundering, drug trafficking, and other crime as
well as other threats to our Nation’s security. These efforts include disrupting the
Islamic State of Iraq and the Levant’s (ISIL) finances, enforcing sanctions against
Iran, implementing sanctions against Russia in support of Ukraine’s stability, and
enhancing global financial transparency.

Treasury’s request also includes $113 million for the Financial Crimes Enforce-
ment Network (FinCEN) to support Treasury’s efforts to safeguard the financial sys-
tem from illicit use, combat money laundering, and support national security inter-
ests through the collection, analysis, and dissemination of financial intelligence and
strategic use of financial authorities.

SUPPORTING INTERNATIONAL ASSISTANCE PROGRAMS

Finally, while not under this subcommittee’s jurisdiction, I also want to note that
Treasury’s request on its International Programs aims to promote our national secu-
rity, open new markets for U.S. exporters, and address global challenges such as
food insecurity, the environment, and poverty. Treasury proposes to increase the
U.S. quota in the International Monetary Fund (IMF) and simultaneously reduce,
by an equal amount, U.S. participation in the IMF’s New Arrangements to Borrow.
The administration believes that a strong and well-resourced IMF is in the U.S.
vital interests. Our priority has been and remains to secure congressional support
as soon as possible to implement the 2010 reforms. The immediate ratification of
these reforms is essential to modernizing the IMF’s governance and bolstering its
ability to respond to urgent international crises—and will preserve the United
States’ influence in the institution without increasing our financial commitment.
Failure to ratify will hurt our national security both today and in the future.

FURTHERING WALL STREET REFORM, CONSUMER PROTECTION AND FINANCIAL STABILITY

Reforms like increased capital standards and limits on excessively risky practices,
among others, are transforming the way Wall Street operates, strengthening our fi-
nancial system and making it more resilient. In the coming year, Treasury will con-
tinue to work with the Federal agencies to finalize efforts in areas such as com-
pensation reform. Likewise, through the Financial Stability Oversight Council, we
will continue to work across the member agencies to assess risks to financial sta-
bility and work to mitigate them where needed. Going forward, we must remain
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vigilant to potential new threats to the stability of the financial system, constantly
monitoring how risks change and evolve.

CONCLUSION

The fiscal year 2016 Treasury budget reflects key investments needed to create
economic and job opportunities, protect our national security interests, and the in-
tegrity of the financial system, and manage and reform the U.S. Government’s Fed-
eral financial management and tax systems.

The Treasury budget plays an important role in the President’s budget, which
aims to bring middle class economics into the 21st Century. It is carefully designed
to make our economy stronger while maintaining a responsible fiscal course. What
is more, it is an opportunity for bipartisan cooperation to achieve meaningful reform
that will help hard-working Americans share in our economic gains.

In closing, I want to thank the talented team of public servants at the Treasury
Department. They are dedicated to the work of the department and committed to
the American people. I am proud to represent them here today, and on behalf of
these hard-working men and women, I want to say how much we appreciate the
support of this subcommittee.

Thank you, and I look forward to answering any questions that you have.

Senator BoOozZMAN. Thank you very much, Mr. Secretary.

At this time, we will proceed to our questioning, where each Sen-
ator will have 7 minutes per round. If there is sufficient interest
from our members for additional rounds of questions today, we will
try to accommodate them.

I read your testimony and appreciate it. In there, you mentioned
the need for finding common ground, and I think you mention in-
frastructure, you know, things like that, which, again, I would
agree on totally and very much support infrastructure. Now we
have different viewpoints as to how you get the dollars to get that
done, and that is a sticking point.

But the other thing is, and let me do this in the form of a ques-
tion, it concerns our community bankers. I feel like the backbone
of America is small business, but the backbone of small business
is community banks. And a number of community bankers and
credit unions have expressed concerns about the cost of complying
with what they feel like are onerous regulatory burdens.

Community banks are the backbone of small business, as I said
and, again, the backbone of our—which are also the backbone of
our communities. Harvard University researchers released a report
in February about the plight of community banks in the United
States and how poor regulatory coordination and inappropriately
designed regulations are stifling community banks.

This is of particular concern to States like Arkansas, where there
are 96 towns with only one physical banking location, and two-
thirds of these communities have less than 1,000 residents. What
do you propose, what is the administration doing to ease the bur-
dens and compliance cost facing community banks?

Secretary LEW. Mr. Chairman, we very much share with you the
view that community banks not only play an important part in our
communities, but in the fabric of our national economy. I think if
you look at the design of many of the laws and the rules, you will
see that there are standards that reflect the differences between
smaller and larger financial institutions. There are exemptions in
many cases for smaller institutions, and there are bars that are
easier to clear for smaller institutions that do not present the same
level of financial risk.
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I know the regulators, as they look at the discretion that they
have, are always looking for whether there is flexibility and wheth-
er or not there is a risk they need to be concerned about. They have
consistently made judgments to have the burden on smaller finan-
cial institutions reflect the, in general, lower level of risk.

But I do think we have to be careful to remember the purposes
of financial reform. The purpose of financial reform was to make
sure we never again face the kind of economic crisis that we had
in 2008. I think the standards that we use have to be mindful of
the fact that the architecture that was put in place was designed
to prevent the taking of risks that could add up to a risk to the
country.

The relatively easier standards for smaller institutions I think is
appropriate, but I do think the oversight that we have now is more
appropriate than where we were in 2008, when, frankly, we had a
lapse in our ability to see risks developing and to respond in a way
to protect the U.S. economy. So I think financial reform, both the
legislation and the rules have been quite effective at making our
financial system safer and sounder, and we have tried to do it in
a way that is mindful of the burdens on smaller banks and smaller
communities.

Senator BOOZMAN. I guess my concern is, is that when you get
out and you visit and you go to various institutions like this, if you
go to these 96 towns, you know, small towns with one bank and
then other towns with a few banks, again, it is universal. You
know, they feel like that things have changed dramatically.

And I would argue that these types of community banks just
didn’t have anything at all to do with the meltdown that we experi-
enced several years ago. So I really wish that you would look at
that. It is something that we are looking at. We are having kind
of a one size fits all, and again, I think the idea, like I said, that
these banks are somehow responsible for that, I simply don’t agree
with.

Recent cybersecurity reports revealed that a cyber criminal ring
from Russia, China, Ukraine, and other parts of Europe has stolen
$1 billion from up to 100 banks and e-payment systems in our
countries around the world, including the United States, since
2013. So cybersecurity is a huge thing that we are very, very con-
cerned about.

In your opinion, is America’s personal and financial information
at banks safe from cyber attacks?

Secretary LEW. Senator, I think cybersecurity is an enormously
important and difficult issue, and it is one that I know I worry
about every day. And when I talk to CEOs of financial institutions,
retail businesses, they worry about every day.

I think that we are doing an awful lot that is the right kind of
defense against cyber attack. But the cyber criminals are always
honing their attacks, and we cannot think that we can get ahead
of them. You know, our challenge is going to be to keep up with
them, to make sure that we have good practices in place to detect
attacks so that we have the ability to respond when there are at-
tacks and to share information so that best practices can be avail-
able throughout the system.
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We have legislation pending that the President has proposed
which we think would go a long way towards providing the ability
to share information, which we think would make the system safer.
I think the financial sector is probably in a better position now
than other sectors are, but I do not think anyone can sit back and
rest comfortably.

Mr. Chairman, I cannot help but notice that the ranking member
of the committee came in while I have been responding to your
question. I hope I can take just a moment to welcome her and
thank her for her service and wish her well.

Senator MIKULSKI. Thank you. I will have more to say in a
minute.

But I am here for 2 years, Jack. So we are going over these line
items. Look forward to working with you, and even particularly
with all of the issues. So we will talk in a minute.

Senator BoozMAN. Thank you.

Very quickly and very shortly—I am running over my time—but
I am encouraged by recent steps to reform the U.S.-Cuba relation-
ship. Boosting our commercial ties would have significant benefits
for both of our economies.

My home State of Arkansas exported nearly $34 million in goods
to Cuba in 2004 before payment restrictions were tightened in
2005. Earlier this year, researchers at the University of Arkansas
estimated expanded trade and travel to Cuba would bring an addi-
tional $50 million in economic gains to Arkansas.

What is being done to ease payment restrictions, and how will
this impact U.S. agriculture exports to Cuba?

Secretary LEW. Mr. Chairman, the actions that the President an-
nounced just a few months ago regarding easing of some of our
sanctions against Cuba we think will help U.S. businesses. But
mostly, we think it will help advance the kind of positive change
in Cuba, which could be positive in terms of making a difference
where the old policies were not. We have tried to make it easier
for the kinds of transactions that have been frustrating for Amer-
ican agriculture to go forward, consistent with the legal restrictions
that remain in place.

I think that there are opportunities for Americans in agriculture
and other sectors to do business in Cuba, but I think the bigger
story in terms of U.S.-Cuba relations is it is a chance for Cuba to
be more exposed to U.S. values and U.S. ways of doing business
and U.S. freedoms in a way that will be more effective at pushing
back on the practices of Cuba that still need to change, than the
old policies, which were both not productive in terms of changing
Cuba and hurting U.S. interests.

Senator BOOZMAN. Senator Coons.

Senator COONS. Thank you. Thank you, Chairman Boozman.

Thank you, Secretary Lew, for your testimony.

On the theme that Chairman Boozman started with about access
to capital in small towns and how community banks can make a
significant difference, just describe briefly, if you would, how the
Community Development Financial Institutions Fund is used to
help rebuild distressed neighborhoods and support small busi-
nesses and what the CDFI Bond Guarantee Program, if it were to
ramp up to $1 billion, might be able to do and how they might play
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a constructive role in providing access to capital in small commu-
nities, first.

Second, Senator Boozman asked about the burden, the regulatory
burden on smaller banks. I have heard from a number of folks from
the financial community who believe that once banks obtain more
than $50 billion in assets, they suddenly become subject to all the
regulatory oversight of the mega banks.

And while I am a strong supporter of the steps taken in Dodd-
Frank to prevent future crises, I wonder if that is really quite accu-
rate or whether there is a step series where you sort of steadily
ratchet up regulations in accordance with growing size and would
welcome your insights into that point as well.

Secretary LEW. Thank you, Senator.

CDFI, I think, has been an enormously effective program, both
because of what it does directly and because of the institution-
building role it plays in the communities it serves. Just looking at
the raw numbers, in 2014, we made $146 million in awards, and
it produced 50,000 new jobs, almost 10,000 businesses were fi-
nanced.

In the communities where they are present, there is a financial
institution that local businesses can go to. So in places where com-
munity banks were not able to have a foothold, it has created ac-
cess to the benefits of what community banks offer.

The CDFI Bond Guarantee Program addresses one of the funda-
mental challenges in revitalizing communities. In many low-income
and underserved communities, access to long-term, fixed-rate fi-
nancing is just hard to find or impossible to find. The guarantee
program to date has guaranteed $525 billion in bonds through the
program to help CDFIs provide financing needs for the community.

So I think it is a very well-leveraged and successful program,
which is why we have proposed the reauthorization again.

And Senator, with regard to the threshold question that you
asked about, I think you are totally correct. It is not a hard line
where everything happens to an institution if they pass the $50 bil-
lion threshold. There are many requirements from which institu-
tions remain exempt. There are other cases in which there are
standards that are modified to reflect the lower level of risk.

With that said, and as I said to the chairman, we remain very
much focused on what can we do to make that burden even less
without creating risks to the kind of general architecture of finan-
cial security. It is an area that I know all the regulators are fo-
cused on and we are focused on at Treasury.

Senator COONS. Well, good. Because I share that concern, that
we find ways to provide better access to capital, more lending at
the community banking level, without increasing risk to the finan-
cial system as a whole and without making basic changes to what
I think are important safety and soundness protections.

Let me just briefly ask you about sanctions. I made reference in
my opening statement. In a hearing in the last Congress, Senator
Mikulski was—Vice Chairman Mikulski was central in advocating
for a significant increase to make sure that we have got the re-
sources in the Office of Terrorism and Financial Intelligence.

I was struck, given the ongoing issues with Russia in the
Ukraine, with Syria, and in particular with Iran, that the budget
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proposes a reduction. Why does it propose to cut funds for this of-
fice, knowing there are these significant threats? Do you believe it
is over resourced? And given the real potential that we may return
to enforcing sanctions against Iran, do we have the resources that
this office needs?

Secretary LEW. Senator, I think the work that our Office of Ter-
rorism and Financial Intelligence does is enormously important,
and the sanctions programs we administer have added to this
President’s and all future Presidents’ arsenal of tools that are ex-
traordinarily effective and powerful, and I must say that when I
think of how much time I spend working in this area, it is a bit
of a surprise to me how much of my time goes into this because
of the world we live in today.

As far as resources go, we requested the resource level as a floor,
not as a ceiling. And we proposed putting it in the departmental
offices so that we would have a little bit more flexibility. There
were some one-time expenditures last year that may or may not
recur.

As far as the Iran sanctions go, we have not lessened our level
of activity on Iran sanctions. So we are fully funded on Iran sanc-
tions, and the Russia sanctions were a new start this year. I do not
think we missed a beat in terms of any of the other sanction pro-
grams we administer, and we came up to speed very quickly when
there was a need for Russia sanctions.

I am very proud of our team for having mastered the intricacies
of both Russia’s financial institutions, its interconnection to the
global financial system, and how we could use targeted and really
surgical sanctions to put the maximum pressure on the targets of
the sanctions with the minimal spillover to Europe and the rest of
the world.

So I think we have funded it at the right level. But it is a floor,
not a ceiling, and you know, we appreciate the support that this
committee has given for this very important function.

Senator COONS. I think, just speaking for myself, this is an area
I intend to follow closely. And I want to be continually reassured
you have more than adequate resources for the fight.

Two quick questions in closing, if I might. Just your IT invest-
ments, which are significant, relative to the total increase re-
quested and DATA Act implementation. I share the chairman’s
concerns about cybersecurity. These two strike me as ways that
you can modernize and strengthen your IT systems and the trans-
parency of your budget.

And then last, I have a question about master limited partner-
ships (MLPs). So if you would briefly talk about your IT invest-
ments?

Secretary LEW. Yes, I agree. I think the investment in the DATA
Act is extremely important. We worked with Congress on the devel-
opment of that legislation. We are eager to implement it well. I do
not think we can implement it without resources. We cannot imple-
ment it as well as we should without the resources to do it prop-
erly.

I do think it helps to safeguard our systems to invest in
cybersecurity by having better systems to begin with, and as you
know, many of our systems are quite old.
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Senator COONS. I was struck that the budget proposes elimi-
nating master limited partnerships as a structure. As you know, I
have long been an advocate on a bipartisan basis for instead open-
ing them to renewable energy. I think it is a technology-neutral,
politically feasible way to provide long-term financing support for
renewable energy.

I wondered if you had a comment?

Secretary LEW. Senator, it is an area that I would be happy to
follow up with you on. Our proposal—obviously, we have many pro-
posals to promote renewable energy, both in terms of financing and
research and development. With regard to master limited partner-
ships, we have had concerns over the years, and I would look for-
ward to discussing it with you.

Senator COONS. Thank you, Mr. Chairman.

Senator BoozMAN. The Senator from Kansas is recognized.

Senator MORAN. Mr. Chairman, thank you very much.

Mr. Secretary, welcome. Before asking any questions, since I last
saw the Senator from Maryland, she has announced her intentions
not to seek reelection, and I just wanted to use this as an oppor-
tunity to thank her for her service. I have enjoyed your tenure as
Chairwoman of the Appropriations Committee and appreciate the
tenacity with which you have tackled our spending and the con-
tinual attempt to get us in the appropriations process back to reg-
ular order.

So thank you very much and appreciate the way you have treat-
ed me for the last several years.

Mr. Secretary, I think three relatively quick questions. As I was
walking in, I was told that the chairman was questioning you
about community banking regulations. I would add my voice to
that issue.

My understanding is that your response was something along the
lines that community banks are better regulated today than they
previously were. I would indicate that I don’t think that is the case.
I think community banks have been caught up in a broader regu-
latory scheme than they deserve to be in. The consequences are sig-
nificant to the economy.

In a State like mine in which community banks provide nec-
essary capital to a growing business, to a start-up, the relationship
banking is very important. And the example that I use that has be-
come so annoying to me and so devastating is that many of my
community banks have made the decision no longer to make home
loans, home mortgage loans to individuals who want to buy a home
in their hometown where the bank is located because of the signifi-
cant regulatory environment which they now operate in.

I doubt that Dodd-Frank intended consequence was to reduce the
availability of mortgage credit in a town of several thousand peo-
ple, but that has been the end result. It is not only the regulatory
environment, but also the consequences if there is a failure by the
bank to cross every T and dot every 1.

And the reason that it is necessary for me to bring this kind of
issue to you is that so many of the regulators are not subject to
appropriations. Therefore, in this setting, you are our one oppor-
tunity to express concern about things that are happening certainly
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within the Treasury Department, but broader in the bank regu-
latory environment that those banks face.

Secretary LEW. Senator, I understand the concern about commu-
nity banks and share the concern because I agree with all of you
who have expressed the view that community banks are an enor-
mously important part of the fabric of our economic system in our
communities. I do think, as we were discussing a few moments ago,
what happens at the cut-off points is not quite as dramatic as
sometimes it is described because there are different rules for
smaller institutions.

With specific regard to the housing issue you mentioned, I know
that some of the regulators are reviewing some of the rules that
have been of concern to community banks. I do not think the inten-
tion was to stop the lending that you described.

It was intended to put burdens on lenders to know their clients
better and to offer different kinds of products, but it was not to
shut down the lending. I know that things like looking at put-back
risk, regulators have been trying to take some of that unknown out
of the system by being clear what would and would not be consid-
ered an actionable kind of error.

So I think the regulators are attuned to it. Obviously, most of
this is not directly in the jurisdiction of Treasury, but I am very
much concerned, both as Chair of the Financial Stability Oversight
Council (FSOC), but also as someone who cares deeply about the
health of our banking and financial system and would look forward
to working with you. But I do think we have to be careful not to
undo the architecture that has made our system so much safer
than it was in 2008.

Senator MORAN. Is there anyone that answers to you at the
Treasury Department that would be a good person for us to talk
to about this issue?

Secretary LEW. Yes. We have an Office of Domestic Finance, and
we have people who work on these banking issues, and I am happy
to have them be in contact with your staff.

Senator MORAN. I appreciate that. Thank you.

And part of the review that is underway is a Government Per-
formance and Results Act (GPRA) in which banking regulations are
now being considered on a periodic review, and I would welcome
a report back as to how that process is going and whether we are
headed in a direction that would eliminate or modify existing rules
and regulations as they affect

Secretary LEW. Senator, I am very much focused on that. When
I was the Office of Management and Budget (OMB) Director, we
did a look-back of rules across the Federal Government, and we
didn’t have the ability to reach into the independent regulatory
agencies. So I am now pleased to see this process underway where
independent regulatory agencies are doing the same thing.

I know from the conversations I had that the heads of these
agencies are very focused on it. They are participating in regional
hearings, and I think it will be very interesting to see what they
come back with.

Senator MORAN. I am pleased by your smile to the question, and
I am pleased by your interest in this topic. And the OMB, I wasn’t
sure that you would know about this process, but I guess you
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would know that, hopefully as Treasury Secretary, but also cer-
tainly as Director of OMB.

Let me ask a question. This Congress passed last year, last ses-
sion, the Tribal General Welfare Exclusion Act. What was going on
was IRS activity on Native American lands involving their activi-
ties.

That legislation requires that a tribal advisory committee be es-
tablished to advise you on matters related to taxation of Indians
and establishing a training and educational system for the IRS
field agents. It seems to me that the Treasury Department is going
out of its way to not have Native Americans on the advisory com-
mittee. Would you dispel me of that belief?

Secretary LEW. Well, I am not sure where that notion comes
from. We filed the charter for the Treasury Tribal Advisory Com-
mittee, and we have issued a call for nominations for the three
members to be appointed by the Treasury Secretary. We have ex-
pressly contacted tribal leaders for their nominations, and the
deadline for the nomination applications is April 28.

So we are still very much in the process of reviewing candidates.

Senator MORAN. Do you have any belief that tribal leaders
should or should not be involved in that as members of that advi-
sory committee?

Secretary LEW. You know, I do not start out with a preconceived
notion. I think we should review the applicants that come in and
look for the most qualified and strongest candidates.

Senator MORAN. That is a good answer, and I would suggest that
tribal leaders—at least in part of that make-up of that advisory
committee, tribal leaders would be a significant and important
component in providing you and the Treasury Department, the
IRS, advice.

Secretary LEW. I must say I did have a meeting with tribal lead-
ers several months ago, and it was a good exchange, and I think
the feedback I got was that they welcome the interaction with the
Treasury Department, and we will continue to stay very much
working with them.

Senator MORAN. Thank you.

Do you want me to stay on time? Okay.

Senator BoozMAN. The Senator from Maryland.

Senator MIKULSKI. Thank you, Mr. Chairman and my colleagues,
for your kind words.

And Secretary Lew, I could thank you for your service. We have
been together a really long, long time.

Secretary LEW. A long time.

Senator MIKULSKI. Yes. Back when we were discussing earmarks
in the old VA-HUD bill. So, again, thank you for your words and
also for your own service.

I want to reiterate some questions about community banks that
I see as a common theme here among all of our colleagues on both
sides of the aisle. And perhaps, Mr. Chairman, it is going to re-
quire maybe a meeting with this Domestic Finance. Maybe not a
hearing, but a conversation.

So, Mr. Lew, let me get to my questions. I am concerned that,
one, the shrinking number of community banks. And number two,
I am also concerned about the shrinking number of minority-owned
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community banks that have demonstrated solvency and stability.
But I know since even the last year, we have gone from 47 to the
number in their 20s.

So I think these are issues we need to really be looking at. We
could talk about the merits of a community bank, as compared to
being, you know, a regional or franchise banking in our community.

Well, let me get you to my question. One of which is where the
very rules of Government are interfering with banks being able to
get back on their feet. A specific question that I have is that there
is a community bank in Maryland that needs the approval from the
Federal Reserve Bank of Richmond in order to buy back what they
had gotten in the Troubled Asset Relief Program (TARP).

They are told that they can’t buy it back, but it could make it
ripe for a hedge fund to come along and buy the bank. Well, they
have got the money to buy it back. They have been prudent, and
I don’t want to get into individual cases. But it is where the very
rules of Government seem to be either torpedoing or derailing com-
munity banks to move out of the recession and get their own sol-
vency, which we are absolutely committed to, and so on.

Do you have any thoughts about what Treasury is telling people
about buying back preferred stock and the regulators kind of might
view on actions on this?

Secretary LEW. Senator, from a Treasury perspective, we obvi-
ously have been working our way through the TARP assets, trying
to resolve them so that we can recover taxpayer investments fully
wherever possible. We have worked with community institutions
aﬁld have no objection when community institutions are able to do
that.

I am not sure of what the regulatory issue is, what you are de-
scribing, but I would be happy to look into it. We obviously do not
have any authority over the Fed decisions. But I will

Senator MIKULSKI. No, but one of the things is how the Fed real-
ly does have to coordinate with Treasury.

Secretary LEW. Yes.

Senator MIKULSKI. I would like to get you a formal letter on this.

Secretary LEW. Sure.

Senator MIKULSKI. So that you could review——

Secretary LEW. I would be happy to look into it.

Senator MIKULSKI [continuing]. And be aware of it.

Two other points that are very specific to the Maryland-DC area,
just to bring to your attention and ask you to look into them, and
then I have a pretty big question. One of which is that the retired
DC firefighters have called my office, as along with Eleanor Holmes
Norton, that there is an accounting—an old accounting error was
discovered, and several retirees are getting notifications that their
benefits might be reduced.

These are the pensions that you are responsible for. So I would
like to get you a letter on that and a letter from Eleanor Holmes
Norton. You know, that is the last that they need. I am not asking
for a response there.

The other is the Treasury I know is merging Financial Manage-
ment Service with the Bureau of Public Debt. The Financial Man-
agement Service is in Hyattsville. I was able to negotiate a 5-year
delay with Treasury in terms of this move, but we hear that there
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are employees at Treasury so grouchy about what I did to protect
those people so that we could sort this out that they are being de-
moted, intimidated, and pushed out.

Could you take a look at that?

Secretary LEw. I will take a look at it. It obviously would be un-
acceptable if that were true. I think the merger has been effective,
but there should be no—no kind of treatment like you have de-
scribed.

Senator MIKULSKI. Well, you know, they were looking for $8 an
hour accountants in West Virginia. I don’t think any accountant is
$8 an hour, but I am not going to get into the legacies of Bob Byrd.
I can assure you I am going to have as many legacies of Barbara
Mikulski as I can.

Now the other is a larger question for my colleagues. You and
I have lived through two appropriations together when I was the
chair, now the vice chair. Could you tell me the impact of crisis-
driven appropriations, with last-minute agreements through an
omnibus? Very well organized. I have nothing but excellent words
to say about my colleagues and, of course, Congressman Hal Rog-
ers.

But it was a hell of a time, and I wonder, as you as the Secretary
of the Treasury, our domestic economy and our global economy,
what is the impact of crisis-driven appropriations, just what I
would like to raise and just as colleague Moran has raised about
getting back to regular order?

Secretary LEw. Well, Senator, I think that is an extraordinarily
important question, and I commend you for the work you did last
year to put together an omnibus appropriation bill with funding
levels that were designed to meet current needs, which is so impor-
tant in terms of having our system maintain its responsiveness and
its agility. Continuing resolutions do not have that ability.

I think when you look at the deadline-driven, crisis-driven fund-
ing decisions that have been made over the last number of years,
it has caused substantial anxiety not just in the United States, but
around the world. I think that when one looks at the business in-
vestment environment, it is psychology. Psychology is about con-
fidence.

The sense that Government is behaving in the way that a rea-
sonable set of institutions should behave adds to confidence. The
sense that we are hurtling off of a cliff destroys that sense of con-
fidence.

I detected considerable improvement in both the United States
and internationally in confidence in the U.S. as a system and its
economy since we have seen a return to something that approaches
regular order. I think maintaining regular order is extraordinarily
important to keeping the recovery we have going and having the
investment decisions that depend on people thinking will things be
going in the right direction in a year, 2 years, 3 years? Not just
in a week, a month, or for maybe part of this year.

I applaud the efforts that you went through to put an omnibus
together. If Congress can meet the requirements to fund the Gov-
ernment, to make sure that our debt does not become an issue of
anxiety again, that would be very important.
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Senator MIKULSKI. Mr. Chairman, I know my time is up, but I
have got more late-breaking news. This is good news. The Senate
version of the Homeland Security bill cleared the House 257 to 167.
It is on its way to the President.

So that means that we—on the Appropriations Committee, we
now have passed 12 bills, and we have completed now today our
fiscal year 2015 work.

Secretary LEW. Congratulations.

Senator BoozMAN. Thank you, Mr. Secretary, for being here. We
appreciate you coming and testifying, and I think that we got some
really valuable information.

We will follow up with additional questions for the record that
our members may have in the future. We would appreciate your
timely responses, as always.

Senator BOOZMAN. In order to move through the witnesses today,
would the next panel

Secretary LEW. Thank you very much, Mr. Chairman.

Senator BOOZMAN. So thank you again for being here.

Commissioner Koskinen, I now invite you to present your testi-
mony on behalf of the Internal Revenue Service.
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STATEMENT OF HON. JOHN KOSKINEN, COMMISSIONER

Mr. KOSKINEN. Chairman Boozman, Ranking Member Coons,
and members of the subcommittee, thank you for the opportunity
to discuss the IRS budget and current operations.

BUDGET REDUCTIONS

I remain deeply concerned that the significant reductions in our
budget over the last 5 years are undermining the agency’s ability
to continue to deliver on its mission both this filing season and in
the future. As you know, IRS funding has been reduced by $1.2 bil-
lion over the last 5 years, dropping to $10.9 billion for fiscal year
2015.

At the same time, the number of taxpayers has increased by over
7 million, and the IRS has been given significant additional respon-
sibilities. These include implementation of the Foreign Account Tax
Compliance Act and the Affordable Care Act.

The disconnect between our funding levels and our responsibil-
ities is illustrated in some way by the fact that just 3 days after
cutting our budget by about $350 million, Congress passed legisla-
tion requiring the IRS to design and implement two new programs
by July 1. Implementation of the ABLE Act and the certification
requirement for professional employer organizations is occurring
while we are in the middle of our most complicated filing season
in years.

In discussing our need for adequate funding, I understand we
have an obligation to be careful stewards of the taxpayer dollars
we receive, and we must be as efficient as possible. The IRS has,
in fact, made considerable efforts for several years to find effi-
ciencies in our operations, both in regard to personnel and nonlabor
spending. Through cuts in office space, contracts, printings, and
mailings, we are saving over $200 million a year.

FILING SEASON

We have also made significant progress over the past few years
in moving millions of taxpayer inquiries from our call centers and
walk-in sites to our significantly updated and improved Web site.
Already this filing season, there have been more than 150 million
visits to IRS.gov and more than 2.7 million visits to the section de-
voted to the Affordable Care Act.

We have had over 125 million hits on our “Where’s My Refund?”
site, the electronic tracking tool on IRS.gov. Also, more than 11
million copies of previously filed tax information have been ob-
tained online with our “Get Transcript” application. In the past, all
of these inquiries would have inundated our phone lines and re-
sulted in even longer lines at our walk-in sites.

(22)
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I would also emphasize that we have taken seriously issues
raised about inappropriate actions and activities in the past by
making necessary changes and improvements in our policies and
procedures to ensure that these situations do not recur. We have
cut conference spending by 80 percent. We have established review
boards for video productions and training expenses. We have en-
sured that those who willfully fail to meet their tax obligations are
not eligible for performance awards.

We are reviewing our hiring process to ensure, to the extent pos-
sible by law, that former employees with serious prior conduct
issues are not rehired. We now require that all contractors main-
tain the same high standards for tax compliance as our employees,
and we have implemented the recommendations of the Inspector
General with regard to the serious management failures sur-
rounding the review of applications by organizations seeking to
achieve social welfare status.

But there is a limit to how much we can do in finding cost effec-
tiveness. This year, we reached the point of having to make very
critical performance tradeoffs. There was simply no way around the
severity of the budget cuts without taking difficult steps, which
have had negative impacts on service, enforcement, and informa-
tion technology.

The funding cuts have also limited our ability to work toward
giving taxpayers a more complete online filing experience. Tax-
payers, in our view, ought to have the same level of service from
the IRS that they have now from their financial institutions,
whether it is a bank, mortgage company, or brokerage firm.

BUDGET REQUEST

The President’s fiscal year 2016 budget request for the IRS,
which totals $12.9 billion, would help the agency move ahead in all
of these critical areas. For example, we would be able to bring our
phone level of service up from the current 43 percent to 80 percent.
We would also significantly increase enforcement and collection ac-
tivities, generating over $2 billion more in increased Government
revenues every year, and we would be able to take steps toward
building a more modern interface between the agency and tax-
payers.

I understand and appreciate the concerns raised over the past
few years about activities of the agency, but I took this job 15
months ago because I also understand the critical role the IRS
plays in the lives of taxpayers and in the collection of the revenues
that fund the Government.

PREPARED STATEMENT

I know I speak for the thousands of professional, experienced,
and dedicated employees of the agency when I say that we are com-
mitted to working with you and the other members of Congress to
lead the agency effectively and appropriately into the future. But
we need your help and support if we are going to be successful.

This concludes my statement, and I would be happy to take your
questions.

[The statement follows:]



24

PREPARED STATEMENT OF HON. JOHN A. KOSKINEN
INTRODUCTION

Chairman Boozman, Ranking Member Coons, and members of the subcommittee,
thank you for the opportunity to appear before you today to discuss the Internal
Revenue Service (IRS) budget and current operations.

After 15 months as IRS Commissioner, it remains an honor for me to lead this
great institution. My respect for the agency’s role and admiration for its workforce
continue to grow. I'm pleased to report that the 2015 tax filing season opened on
schedule on January 20th, and is going well so far.

Opening the current filing season on schedule was a major accomplishment, given
the challenges we faced. I attribute this achievement to the dedication, commitment
and expertise of the IRS workforce. Along with normal filing season preparations,
there was a significant amount of extra work to get ready for tax changes relating
to the Affordable Care Act (ACA) and the Foreign Account Tax Compliance Act
(FATCA). We also had to update our systems to reflect the passage of the tax ex-
tender legislation in December.

Even with the demonstrated capacity of our workforce to meet these challenges
to successfully open filing season on time, I remain deeply concerned that the sig-
nificant reductions in the IRS budget will degrade the agency’s ability to continue
to deliver on its mission during filing season and beyond. In fact, one of my highest
priorities since becoming Commissioner has been to advise Congress about the rami-
fications of continued substantial cuts to our funding, and that is what I will focus
on in my testimony today.

IRS funding has been reduced $1.2 billion over the last 5 years, dropping to $10.9
billion in fiscal year 2015. That level is $346 million below the enacted level for fis-
cal year 2014. But the total reduction from fiscal year 2014 is actually closer to $600
million when accounting for nearly $250 million in mandatory costs and inflation.

The IRS is now at its lowest level of funding since fiscal year 2008. When inflation
is taken into account, the current funding level is comparable to that of 1998. Since
then, however, the number of individual and business tax filers has increased by
more than 30 million, or 23 percent, along with an increase in the number of legisla-
tive mandates that the IRS is required to implement.

IMPACT OF BUDGET CUTS ON FISCAL YEAR 2015 OPERATIONS

There is simply no way around the severity of the budget cuts without taking
some difficult steps. Essentially, we are at the point of having to make very critical
performance tradeoffs. I recently worked with IRS senior leadership to determine
how to allocate our limited resources based on our final fiscal year 2015 budget
numbers. We reviewed our operations to determine where we could make cuts that
would have the smallest possible impact on taxpayers and tax administration. In
making these decisions, we strove to maintain a balanced and fair approach, keep-
ing in mind the needs of both service and enforcement, to avoid overly harming one
part of our mission in the attempt to maintain another.

Let me now describe for this subcommittee the difficult decisions we made to ab-
sorb the latest round of budget cuts, and the impact of those decisions.

—Delays to critical information technology (IT) investments of more than $200 mil-
lion.—We anticipate that these delays will reduce taxpayer service and cost-effi-
ciency efforts, as well as reduce outside contractor support for critical IT
projects. For example, we are being forced to delay replacement of aging IT sys-
tems. While we have made some progress in modernizing these systems, more
than 50 applications are still in need of replacement. Delays to our IT invest-
ment harm our ability to protect taxpayer data; combat tax fraud and schemes;
address non-compliance that contributes to the tax gap; and fight against cyber-
attacks. In addition, we will not be able to invest upfront money to develop fu-
ture capabilities, such as improved Web services that would enable taxpayers
to more easily obtain information and improve their interaction with the IRS.

—Enforcement cuts of more than $160 million.—We estimate the agency will lose
through attrition about 1,800 key enforcement personnel during fiscal year 2015
that we will not be able to replace. We anticipate the outcome will be fewer au-
dits and fewer resources focused on collection. We estimate that as a result of
these enforcement cuts the Government will lose at least $2 billion in revenue.
In addition to this loss, the curtailment of enforcement programs is extremely
troublesome because these programs help create a deterrent effect that is the
key to preserving high levels of voluntary compliance and maintaining the in-
tegrity of the Nation’s tax system.
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—Reductions in staffing during filing season totaling more than $180 million.—
Normally, the IRS uses employee overtime and temporary staff to provide the
extra resources needed during the busy filing season. However, the IRS will be
reducing overtime and seasonal staff hours during fiscal year 2015. We antici-
pate that these cuts will result in delays in refunds for some taxpayers. People
who file paper tax returns could wait an extra week—or possibly longer—to see
their refund. Taxpayers with errors or questions on their returns that require
additional manual review will also face delays in getting their refunds. It is also
expected that taxpayers will have to wait longer to get answers to their ques-
tions from the IRS. Responses to written correspondence will take longer, and
taxpayers will have more difficulty getting through to the IRS on the phone and
in person. Our phone level of service (LOS) was at 54 percent at the start of
the current filing season. As we have gotten further into the filing season, LOS
has continued to deteriorate, dropping below 50 percent. This means that fewer
than half of the people who try to reach the IRS by phone, will end up getting
through. That is significantly below the fiscal year 2014 average of 64 percent,
which was itself below desired levels. Those who do reach the IRS are facing
extended wait times that are unacceptable to all of us.

—Continuing the agency hiring freeze—The IRS is extending the exception-only
hiring freeze that began in fiscal year 2011 through fiscal year 2015. As a re-
sult, and assuming normal attrition rates, the IRS expects to lose approximately
3,000 additional full-time employees in fiscal year 2015. That would bring the
total reduction in full-time staffing since fiscal year 2010 to over 16,000. This
reduction in staffing will have continued negative impacts on taxpayer service
and enforcement as noted above.

Even with all of these reductions, the IRS still faces a significant budget shortfall
for fiscal year 2015. We have taken and continue to take steps to try to close this
gap. As stated in the past, one of our concerns has been the possibility of a shut-
down of IRS operations for 2 days later this fiscal year, which would involve fur-
loughing employees on those days. If this does become necessary, our goal will be
to minimize disruption to taxpayers, employees, and our operations. We have made
it clear we would do the best we can to avoid taking this drastic action. We have
been monitoring the situation on a regular basis, and at this point we are hopeful
we can avoid a shutdown of the agency this fiscal year.

In discussing the agency’s budget, it is important to point out that the IRS has
been working and continues to work to find savings and efficiencies wherever pos-
sible, so as to absorb the reductions to our funding that have occurred since fiscal
year 2010. This has not been easy, because labor costs are by far the largest portion
of the IRS budget. In fact, approximately 75 percent of our budget represents staff-
ing, which is critical to providing adequate levels of taxpayer service and maintain-
ing robust compliance programs. Moreover, it is not possible to shift enforcement
personnel into service jobs, or vice versa, without providing them with substantial
training, which, of course, is resource-intensive. Nonetheless, the IRS has for several
years made considerable effort to find efficiencies in our operations. For example,
the IRS has implemented significant reductions in its non-labor spending.

The agency reduced annual travel and training expenditures by $248 million, or
74 percent, between fiscal year 2010 and 2014. Any such expenses of $50,000 or
more must be reviewed and approved personally by me and then by the Treasury
Department. Therefore, at this point, I am satisfied that there are no excesses in
these areas, and that there have been none for quite some time.

Additionally, in an effort to promote more efficient use of the Federal Govern-
ment’s real estate assets and to generate savings, in 2012 the agency began a
sweeping office space and rent reduction initiative. We estimate that these meas-
ures have reduced rent costs by more than $47 million each year and reduced total
IRS office space by more than 1.8 million square feet.

We will continue our efforts to find savings and efficiencies wherever we can. For
example, we continue to evaluate our space needs, and under the processes we now
have in place, each time a lease comes up for renewal we carefully consider whether
to renew it. In fact, a few weeks ago the agency cancelled a lease in New York City,
which will save us about $4.5 million in fiscal year 2015, and $15 million over the
life of that lease. We will continue to review all upcoming real estate transactions
to make sure we are as cost effective as possible.

But there is a limit to how much we can do in the area of finding cost efficiencies.
And as I said in my testimony to the Appropriations Committees almost 1 year ago,
the cuts to the IRS are so significant that efficiencies alone cannot make up the dif-
ference.
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THE ADMINISTRATION’S FISCAL YEAR 2016 BUDGET REQUEST

The President’s fiscal year 2016 budget provides $12.93 billion for the IRS. This
amount includes $12.3 billion in base discretionary resources, an increase of $1.3
billion from fiscal year 2015, allowing us to make strategic investments to continue
modernizing our systems, improving service to taxpayers, and reduce the deficit
through more effective enforcement and administration of tax laws. The budget also
proposes a $667 million program integrity cap adjustment to support program integ-
rity efforts aimed at restoring enforcement of current tax laws to acceptable levels
and to help reduce the tax gap. This multi-year effort is expected to generate $60
billion in additional revenue over the next 10 years at a cost of $19 billion over that
10 year period, thereby reducing the deficit by $41 billion.

It is fair to ask what value the American taxpayer would receive for this increase
in funding requested by the President. Let me detail for you several notable exam-
ples of how the IRS intends to spend these additional funds:

Improve taxpayer service: $301.5 million.—This additional funding will allow the
IRS to meet the expected increase in demand for taxpayer services in fiscal year
2016, through the hiring of approximately 3,000 additional staff to increase the tele-
phone level of service to an acceptable level of 80 percent. Resources are also needed
to meet the increased demand for taxpayer face-to-face assistance resulting from
ACA implementation; expand staffing to assist with managing the ACA submission
processing workload; and provide advanced technology to electronically receive
amended returns.

Leverage new technologies to advance the IRS mission and enhance service options
for taxpayers: $107.8 million.—This additional funding combines two programs that
leverage new technologies, one of which ($91.6 million) will assist the IRS in ad-
vancing its mission generally and another ($16.2 million) that will enhance service
options. Together the programs will provide the foundation for the IRS to develop,
over several years, an IT-based strategy that will help improve the online filing ex-
perience for taxpayers. The strategy will focus on enhancing the filing experience
by understanding taxpayers’ service channel preferences. By creating new digital ca-
pabilities and reducing the burden on taxpayers, the strategy will allow for earlier
and more efficient engagement between the IRS and taxpayers. This initiative will
improve the speed and convenience of interacting with the IRS. The funding will
be used to implement a new Enterprise Case Management (ECM) solution for per-
forming standard case management functions across the IRS, which will allow us
to operate more efficiently; expand the capabilities of the existing Customer Account
Data Engine (CADE 2) database; provide secure digital communications between
taxpayers and the IRS; and continue development of the fraud detection, resolution,
and prevention Return Review Program (RRP).

Improve upfront identification and resolution of identity theft returns: $18.9 mil-
lion.—This additional funding will strengthen the integrity of the tax system by im-
proving the IRS’ ability to detect and prevent improper refunds. Resources will
allow the IRS to expand programs to prevent identity theft-related refund fraud,
protect taxpayer identities and assist victims of identity theft.

Implement ACA: $490.4 million.—This additional funding, the majority of which
is for required information technology upgrades, will allow the IRS to increase ef-
forts to ensure compliance with a number of tax-related provisions of the ACA, in-
cluding the premium tax credit and individual shared responsibility provision. The
funding will provide enhanced technology infrastructure and applications support,
and allow necessary, major modifications to existing IRS tax administration sys-
tems. A portion of the funding also addresses new audit requirements related to the
employer shared responsibility provision.

Implement FATCA: $71.0 million.—With this additional funding, the IRS will in-
vest in advanced technology to allow the agency to continue implementing FATCA,
which in turn will provide more information to us on offshore accounts of U.S. citi-
zens. FATCA includes new reporting and withholding requirements for foreign fi-
nancial institutions. In order to properly process and analyze the data we receive
as a result of these new requirements, the IRS will need to build new technology
systems and modify existing systems. This initiative provides funding for enforce-
ment staff to implement FATCA’s new reporting and disclosure requirements, and
thus will allow the IRS to address foreign withholding compliance and expand cov-
erage of international tax return filings. As a result of these activities, we project
additional annual enforcement revenue of $155.1 million once new hires reach full
potential in fiscal year 2018, an ROI of $2.3 to $1.

Sustain critical IT infrastructure: $188.5 million.—This initiative will restore re-
sources for mainframes, servers, laptops, network devices, and communication
equipment to keep IT infrastructure (hardware and software) current for existing
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and newly developed IRS IT systems. The IRS’ IT division provides technology serv-
ices and solutions that drive effective tax administration, improve service, mod-
ernize systems, and ensure the security and resiliency of IRS information systems
and data. With this funding, the IRS will be able to enhance systems security to
help anticipate and protect against evolving threats; increase reliability of enter-
prise infrastructures to support increased electronic filing; increase the use of cloud
and virtual environments; and expand the use of the next generation of advanced
telecommunication technologies.

Program integrity enforcement and compliance increases.—Enactment of the pro-
gram integrity cap adjustment proposal would facilitate funding for high return on
investment (ROI) revenue-producing enforcement and compliance initiatives, includ-
ing the following:

—Prevent refund fraud and identity theft: $82.2 million.—This additional funding
will provide for additional staffing and investments in advanced technologies
needed to handle the increased workload associated with identity theft and re-
fund fraud. Specifically, the funding will help the agency improve upfront iden-
tification and resolution of identity theft; address the backlog of identity theft
cases associated with pre-refund and post-refund compliance activities; recover
erroneous refunds due to fraud; prevent prisoner tax refund fraud; stop refund
fraud by limiting the number of refunds that can be sent to a single bank ac-
count; continue the expansion of the specialized Criminal Investigation (CI)
Identity Theft Clearinghouse that processes identity theft leads; and invest in
information technology projects to reduce identity theft and stop fraudulent tax
refunds before they are paid. We project that investment in these activities will
protect nearly $1 billion in revenue once the new hires carrying out these activi-
ges reacél full potential in fiscal year 2018, a return on investment (ROI) of

13.2 to $1.

—Address offshore tax evasion: $40.7 million.—This additional funding will allow
us to expand our efforts to identify and pursue U.S. taxpayers with undisclosed
offshore accounts. Funding will allow the IRS to: promote voluntary compliance
with U.S. laws through strategic enforcement actions directed at identifying
U.S. taxpayers involved in abusive offshore tax schemes through banks, other
financial institutions and third party structures; expand information gathering
and data analysis to identify promoters or facilitators of abusive offshore
schemes; and expand the pursuit of international tax and financial crimes as
well as grow the IRS attaché presence. We estimate these activities will produce
additional, direct annual enforcement revenue of approximately $159.6 million
once the new hires carrying out these activities reach full potential in fiscal
year 2018. That is an ROI of $3.7 to $1.

—Increase audit coverage: $161.8 million.—This additional funding will allow the
IRS to hire additional personnel to improve our examination efforts in regard
to individuals. Tight budget constraints have eroded the examination staff
available to conduct audits, causing the individual audit coverage rate to decline
below 0.9 percent. Reduced coverage causes increased risk to the integrity of the
voluntary compliance system. The funding will help the agency begin the
multiyear process of reversing that trend, by providing additional field employ-
ees. The funding will also allow the agency to increase individual and business
document matching programs to identify and reduce income misreporting.
These activities are expected annually to produce additional enforcement rev-
enue of approximately $1.3 billion once the new hires reach full potential in fis-
cal year 2018, an ROI of $8 to $1.

—Improve audit coverage of large partnerships: $16.2 million.—This additional
funding will allow the IRS to increase the number of agents with specialized
knowledge in partnership law, strengthen enforcement activities relating to
flow-through entities, and improve compliance by enhancing IRS processes and
procedures with respect to Tax Equity and Fiscal Responsibility Act (TEFRA)
partnerships. As a result, we expect to produce additional annual enforcement
revenue of approximately $129.1 million once the new hires reach full potential
in fiscal year 2018, an ROI of $7.6 to $1.

—Enhance collection coverage: $122.8 million.—This additional funding will help
the IRS work its collection inventory and bring taxpayers who fail to pay their
tax debts into compliance. IRS will address growing collection case inventories
and call volumes that have resulted from reduced staffing levels in recent years;
increase coverage of the growing number of employment tax collection cases
with respect to business taxpayers; provide resources to reach out to taxpayers
earlier in the collection process; help taxpayers experiencing economic hardship
resolve their liabilities through the Offers in Compromise (OIC) program; and
improve the capability to identify nonfilers of business returns. As a result of
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these activities, we project additional annual, direct enforcement revenue of ap-
proximately $1.2 billion once new hires reach full potential in fiscal year 2018,
an ROI of $9.0 to $1.

—Improve efforts in the tax—exempt sector: $23.5 million.—This additional funding
will help the IRS to build and maintain public trust by: anticipating and ad-
dressing the tax-exempt sector’s needs; encouraging voluntary compliance; and
effectively enforcing the law to ensure compliance. The IRS will be able to ac-
complish the following: enhance the streamlined application process for exempt
organizations seeking tax-exempt status; protect participants in retirement
plans and their assets, which total more than $23 trillion; provide voluntary
correction opportunities related to employment taxes and retirement plans; im-
prove service and compliance by integrating three separate determination appli-
cation systems into one end-to-end system; and focus resources on areas with
the greatest risk, so that resources in the Tax Exempt and Government Entities
arena are developed and deployed appropriately.

—Pursue employment tax and abusive tax schemes: $17.2 million.—This additional
funding will improve our efforts in the core enforcement areas of corporate
fraud, employment tax, and abusive tax schemes, which will increase the num-
ber of convictions and assessments of unpaid tax. A portion of the funding will
be used to acquire computer software that will enable the IRS to detect cor-
porate fraud and abuse. With this software tool, the IRS will be able to identify
schemes by linking together multiple potentially fraudulent returns or informa-
tion items. These resources will improve the sharing of information among the
agency’s operating divisions, and expand the IRS’ capability to identify signifi-
cant tax cases.

—Consolidate and modernize IRS facilities: $85.5 million.—This initiative will
provide space renovation resources needed to alter and reduce office space
throughout the IRS inventory and realize an estimated annual rent savings of
$23 million. The IRS plans to reinvest the rent savings from this initiative to
fund rent increases for the remaining buildings and for other new space reduc-
tion projects. Space reductions and consolidation strategies include reducing
workstation size in accordance with revised National Workplace Standards;
workspace sharing for frequent teleworkers and employees who work outside of
their assigned post of duty more than 80 hours per month; realignment of occu-
pied workspace; and consolidation of vacant workspace.

—Improve IRS financial accounting systems: $12.2 million.—This additional fund-
ing will help the IRS with more timely and accurate reporting of data on the
revenue we collect. The funding will also be used to make necessary system and
programming changes to comply with various Federal mandates, and to stay
current with internal changes made to IRS’s tax processing systems for tax ad-
ministration that also affect financial reporting.

Along with the funding request, we are also asking for Congress’s help legisla-
tively. In that regard, let me highlight several important legislative proposals in the
President’s fiscal year 2016 budget that would help to narrow the tax gap and re-
duce erroneous and fraudulent refunds, including fraud resulting from identity
theft. Overall, the legislative proposals to strengthen tax administration, improve
compliance by business, and expand information reporting would increase revenue
by $84 billion over the next 10 years, of which $60 billion would come from enacting
program integrity cap adjustments.

—Acceleration of information return filing due dates.—Under current law, most
information returns, including Forms 1099 and 1098, must be filed with the IRS
by February 28 of the year following the year for which the information is being
reported, while Form W-2 must be filed with the Social Security Administration
(SSA) by the last day of February. The due date for filing information returns
with the IRS or SSA is generally extended until March 31 if the returns are
filed electronically. The budget proposal would require these information re-
turns to be filed earlier, which would assist the IRS in identifying fraudulent
returns and reduce refund fraud, including fraud related to identity theft.

—Correctible error authority.—The IRS has authority in limited circumstances to
identify certain computation errors or other irregularities on returns and auto-
matically adjust the return for a taxpayer, commonly known as “math error au-
thority.” At various times, Congress has expanded this limited authority on a
case-by-case basis to cover specific, newly enacted tax code amendments. The
IRS would be able to significantly improve tax administration—including reduc-
ing improper payments and cutting down on the need for costly audits—if Con-
gress were to enact the budget proposal to replace the existing specific grants
of this authority with more general authority covering computation errors and
incorrect use of IRS tables. Congress could also help in this regard by creating
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a new category of “correctible errors,” allowing the IRS to fix errors in several
specific situations, such as when a taxpayer’s information does not match the
data in certain government databases.

—Authority to regulate tax return preparers—The budget proposal would provide
the agency with explicit authority to regulate all paid tax return preparers. The
regulation of all paid tax return preparers, in conjunction with diligent enforce-
ment, would help promote high quality services from tax return preparers, im-
prove voluntary compliance, and foster taxpayer confidence in the fairness of
the tax system.

—Preparer penalty.—Under current law, the penalty imposed on preparers for un-
derstatement of tax on a Federal return due to an unreasonable position taken
on the return is the greater of $1,000 or 50 percent of the income derived by
the preparer from preparation of the return. A separate penalty can be imposed
if the understatement is due to the preparer’s willful or reckless conduct. That
penalty is the greater of $5,000 or 50 percent of the income derived by the pre-
parer from preparation of the return. The administration’s proposal would in-
crease the penalty in cases of willful or reckless misconduct to the greater of
$5,000 or 75 percent of the income derived by the preparer (instead of 50 per-
cent). This proposal is necessary because in many cases, 50 percent of income
derived by the preparer is far greater than the fixed dollar penalties imposed,
so that, under the present penalty regime, preparers who engaged in reckless
or willful conduct would end up paying the same dollar penalty as preparers
whose conduct did not rise to that level.

—Due diligence.—Return preparers who prepare tax returns on which the Earned
Income Tax Credit (EITC) is claimed must meet certain due diligence require-
ments. In addition to asking questions designed to determine eligibility, the pre-
parer must complete a due diligence checklist (Form 8867) for each taxpayer,
which is filed with the taxpayer’s return. The administration’s proposal would
extend the due diligence requirements to all Federal income tax returns claim-
ing the Child Tax Credit (CTC) and the Additional Child Tax Credit. The exist-
ing checklist would be modified to take into account differences between the
EITC and CTC.

There are a number of other legislative proposals in the administration’s fiscal
year 2016 budget request that would specifically assist the IRS in its efforts to com-
bat identity theft. They include the following:

—Providing Treasury and the IRS with authority to require or permit employers
to mask a portion of an employee’s Social Security Number (SSN) on W—2s, an
g%(li\iItional tool that would make it more difficult for identity thieves to steal

S;

—Adding tax-related offenses to the list of crimes in the Aggravated Identity
Theft Statute, which would subject criminals convicted of tax-related identity
theft crimes to longer sentences than those that apply under current law; and

—Adding a $5,000 civil penalty to the Internal Revenue Code for tax-related iden-
tity theft cases, to provide an additional enforcement tool that could be used in
conjunction with criminal prosecutions.

In discussing legislative proposals in the President’s fiscal year 2016 budget, it
is also important to mention streamlined critical pay authority. The IRS Restruc-
turing and Reform Act of 1998 increased the IRS ability to recruit and retain a
handful of key executive-level staff by providing the agency with streamlined critical
pay authority. This allowed the IRS, with approval from Treasury, to hire well-
qualified individuals to fill positions deemed critical to the agency’s success, and
that required expertise of an extremely high level in an administrative, technical
or professional field. This authority expired at the end of fiscal year 2013, and the
President’s fiscal year 2016 budget proposes reinstating it. We greatly appreciate
the action taken last year by the Senate Appropriations Committee to renew
streamlined critical pay, the absence of which has created major challenges for us.

The agency has already lost or will soon lose several senior experts in areas such
as international tax, IT cyber security, online services and analytics support.
Streamlined critical pay authority is an invaluable tool in our effort to replace them
with people of the same high caliber expertise. It is my hope that this critical pro-
gram, which ran effectively for 14 years before it expired, will be reinstated. Again,
I appreciate the Appropriations Committee’s support for streamlined critical pay au-
thority, and hope that support will be forthcoming again this year.

CRITICAL NEED TO FURTHER MODERNIZE IT SYSTEMS

In looking to the future, we believe that it is not an option to stay at our current
level of funding, given the extent to which both taxpayer service and enforcement
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will suffer as a result. It is especially troubling to me that these cuts prevent us
from fully improving and modernizing our IT infrastructure and operations support.
This hurts taxpayers and the entire tax community.

Earlier in this testimony I described some examples of IT projects that must be
deferred as a result of budget reductions in fiscal year 2015. But the problem is
much broader. We are operating with antiquated systems that are increasingly at
risk, as we continue to fall behind in upgrading both hardware infrastructure and
software. Despite more than a decade of upgrades to the agency’s core business sys-
tems, we still have very old technology running alongside our more modern systems.
This compromises the stability and reliability of our information systems, and leaves
us open to more system failures and potential security breaches.

In regard to software, we still have applications that were running when John F.
Kennedy was President. Also, we continue to use a decades-old programming lan-
guage that was already considered outdated back when I served as chairman of the
President’s Council on Year 2000 Conversion, and it is extremely difficult to find
IT experts who are versed in this language. I give our IT employees a tremendous
amount of credit, as keeping things going in the face of these challenges is really
a major accomplishment.

It is important to point out that the IRS is the world’s largest financial accounting
institution, and that is a tremendously risky operation to run with outdated equip-
ment and applications. Our situation is analogous to driving a Model T automobile
that has satellite radio and the latest GPS system. Even with all the bells and whis-
tles, it is still a Model T. Our core IT systems are not sustainable without signifi-
cant further investment over the next few years, and I look forward to working with
you on this in the future.

The concerns I have about the IRS’ IT funding level relate not only to the negative
impact these cuts have on the present operations of the agency, but also the impact
on our ability to advance the agency into the future and provide a more up-to-date
and efficient tax filing process for the taxpaying public.

The experience that taxpayers have with the IRS should give them confidence in
knowing they can take care of their tax obligations in a fast, secure, transparent,
and consistent manner. This is not an unrealistic goal. We’re not trying to go to the
moon. We're simply saying that people should expect the same level of service when
dealing with the IRS as they have now from their financial institution, whether it’s
a bank, brokerage, or mortgage company.

To the extent possible within our budget constraints, the IRS has already made
some significant improvements in its technology to better serve taxpayers. For ex-
ample, one of the most popular features on IRS.gov is the “Where’s My Refund?”
electronic tracking tool, which reduces phone traffic the IRS receives regarding
questions about refunds. Taxpayers have already used this tool more than 125 mil-
lion times so far this year.

Another good example is IRS Direct Pay, which provides taxpayers with a secure,
free, quick, and easy online option for making tax payments, thereby reducing the
need for the IRS to process payments by check. Still another example is Get Tran-
script, a secure online system that allows taxpayers to view and print a record of
their IRS account in a matter of minutes, which saves taxpayers time and reduces
IRS resources needed to process paper requests for transcripts.

While these are important steps forward, more needs to be done. We have begun
to ask ourselves what the online filing experience ought to look like 3 to 5 years
down the road, and what it would take to make that a reality. In the future, most
things that taxpayers do to fulfill their tax obligations could be done virtually, and
there would be much less need for in-person help or for calling the IRS. The idea
is that taxpayers would have an account at the IRS where they could log in se-
curely, get all of the information about their account, and interact with the IRS as
needed.

Improving service to taxpayers in this way can also help us on the compliance
side of the equation. In this future state, the IRS could identify problems in tax re-
turns shortly after a return is filed, and interact with taxpayers as soon as possible.
That way, those issues could be corrected while tax records are available without
costly follow-up contact or labor-intensive audits.

While the President’s fiscal year 2016 budget makes important investments in IT
to help build this approach, it is not an approach that we will be ready to fully im-
plement within the next year. We want to make it a reality in the future, some
years from now. Of course, how quickly we can deliver on this vision will depend
on future levels of agency funding.
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CONCLUSION

Chairman Boozman, Ranking Member Coons, and members of the subcommittee,
thank you again for the opportunity to discuss the IRS budget and current oper-
ations. Given the impacts we are already seeing on our ability to deliver on our mis-
sion, I believe it is vital that we find a solution to our budget problem, so that the
IRS can be put on a path to a more stable and predictable level of funding. I look
forward to working with Congress to do just that. This concludes my statement, and
I would be happy to take your questions.

Senator BoozMAN. What I would like to do is go ahead and go
to you, Senator.

Senator MIKULSKI. Go ahead, and then if I could—you go ahead,
and then I will come in.

Senator BoozMAN. Okay. Thank you very much.

Thank you again for being here today, and I appreciate your tes-
timony.

IRS ACCOUNTABILITY

The problem is, is lack of confidence, and we can go all through
these things. But IRS targeting, hiring people that had left, rehir-
ing people that had left with bad records. Some of them actually
having marked on their file “don’t hire.”

Tax refunds for prisoners, 25 percent earned income tax credit
fraud. The IG, no safeguards—or not no safeguards, but not enough
safeguards on sensitive information. One employee taking home
over $1 million—over a million not dollars, a million records, and
the list goes on and on.

Whistleblower programs in shambles. Cybersecurity, licensures
wasting billions of dollars, bonuses to people for poor performance
records, taking of bank accounts from people with little evidence of
wrongdoing, still having tax entities that are waiting for tax deduc-
tions for literally years. And still no execution plan on how to im-
plement the ACA that we have been aware of.

So, again, the problem is, is accountability and getting some con-
fidence back. So in your budget request, you are asking for almost
$12.9 billion for the IRS. Even without the request for $667 million
above current spending limits, you are still asking for a $1.3 billion
increase.

For comparison under the Budget Control Act, total nondefense
discretionary spending for the entire Federal Government will in-
crease by only $1.1 billion. Given current budget constraints and
past history, is it clear—it is clear that this request favors hope
over reality.

The question is, are you developing contingency plans on how to
carry out your mission based on a more realistic budget expecta-
tion?

Mr. KosSkINEN. Well, first, I would note that the difference be-
tween the IRS and the other agencies is if you give us money, we
give you more money back. So that in terms of deficit reduction,
which is a critical issue going forward, it is counterproductive when
the more the budget and support for the IRS get cut, the greater
the difficulty we have in collecting revenues.

But I do take the point, and we are continuing to assume that
one of the options going into the future is that we will, in fact, stay
at the flat level. In fact, that was our assumption going into 2015
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when we ended up with a budget cut of $350 million, the only
major agency in the Government with a cut.

And in fact, we are the only major agency in the Government
that was not restored to the presequester level. So combined to-
gether with the cut, we have, in effect, had the impact of two se-
questers while everyone else is waiting to see what happens with
the next sequester.

So as I have told OMB, we are two sequesters ahead of every-
body else, and so, to that extent, we already have had to deal with
a very difficult reality

Senator BooZMAN. Very good. Thank you.

Mr. KOSKINEN. So we are—we are prepared. All I can tell you,
last year when I testified, I said if we did not get the increase in
funding requested for customer service, for example, the customer
s}elrvice level was going to drop below 50 percent, and it has done
that.

To the extent that we do not get additional funding for enforce-
ment, I can tell you that the enforcement revenues available to the
Government are going to decrease by six to eight times more than
the cut in the budget.

But we are prepared. As I have always said, we will play the
hand that is dealt to us. Whatever decisions you make, we will
abide with them. I will tell you that there are great threats to tax-
payer service, tax enforcement, and information technology.

Cybersecurity has been a critical issue for us. We get attacked
145 million times a year. There is no database that is more attrac-
tive than our database, and yet we are dealing with less and less
support for our IT system than we think is appropriate.

So we will deal with whatever you give us, but I can tell you that
we are significantly underfunded at this point already.

Senator BoozZMAN. Right. How much money did you waste in li-
censure?

Mr. KOSKINEN. In where?

Senator BOOZMAN. In licensure last year.

Mr. KOSKINEN. In licensure?

Senator BOOZMAN. Yes.

Mr. KOSKINEN. I don’t know if we wasted any money in licen-
sure;)I don’t know. In what sense? You mean in terms of IT licen-
sure?

Senator BOOZMAN. Yes.

Mr. KOSKINEN. There is an IT report that we had disagreement
with in terms of use of licenses for software as to whether, in fact,
we had lost money on those software licenses by not using them,
and it was an issue of how you measured it. But we have taken
actions to make sure, because I am a big supporter of IGs, that
when they raise an issue like that, we deal with it.
hSenator BoozMAN. Right. And we will visit with the IG about
that.

IMMIGRATION

But during a hearing last month, Senator Grassley asked you
about the tax consequences of the President’s unilateral actions on
immigration and whether it would allow individuals to claim bil-
lions of dollars in tax benefits for unauthorized work.
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Your follow-up letter to him last week that individuals may claim
up to 3 years of refunds on income even if they were working off
the books or never paid taxes is truly startling. Why are you allow-
ing individuals who cheated by not paying any taxes to now claim
a refund that will be financed by hard-working Americans who
have been paying taxes all along?

Mr. KOSKINEN. It has to be clear that you are eligible for the
earned income tax credit only if you had earnings and earnings
that meet the requirements of the statute. We have 700,000 un-
documented residents who pay taxes every year. They use what is
called an Individual Taxpayer Identification Number (ITIN), which
is an identification number for them. They are paying even though
they are undocumented, and they are already paying into the sys-
tem.

Anyone who now under the President’s program is provided a So-
cial Security number would be eligible to file an amended return.
But they have to then demonstrate that they actually had earn-
ings, and they have had to pay taxes on those earnings or rather
at least file a return. And only then would they be eligible.

A single employee at the low end of the scale without a family
is eligible to a little less than $600 a year in the earned income
tax credit. So you have to have worked in those 3 years. If you file
an amended return, you have to provide the evidence and the docu-
mentation that you worked. You have to file taxes on what you
earned to be eligible, in fact, for any kind of an earned income tax
credit payment.

Senator BOOZMAN. So the statement then that individuals may
claim up to 3 years of refunds on income even if they were working
off the books or never paid taxes is not true?

Mr. KOSKINEN. No. If they want to file an amended return, they
have to file for the income they earned. As I noted, there are
700,000 undocumented residents filing taxes every year with us.

So to qualify for the earned income tax credit, you have to have
worked. And if you file a return, you have to provide us the docu-
mentation that showed you actually had earnings that year. You
will file taxes on those earnings, and it will be factored into then
what, if any, earned income tax credit you are entitled to. There
is not an automatic payment.

Senator BoOOZMAN. The Senator from Maryland.

Senator MIKULSKI. Thank you, Mr. Chairman.

And thank you, Mr. Koskinen.

First of all, I really appreciate that someone of your caliber has
decided to continue a life of public service and to do it at IRS. The
IRS has taken a beating, both in the budget, by Members of Con-
gress. We have demonized the men and women who work there,
and then we underfund it and give them an impossible job. And
when they can’t do the impossible, we punish them by giving them
even less money. So the impossible goes to the catastrophic.

So I really want to appreciate you just showing up every day and
trying to run this ship. I really do think the President’s budget, if
not—if we don’t fund at the least the full close to $13 billion, we
are talking about the need to add more money in taxpayer service,
beefing up enforcement, strengthening operations, and looking at
these new technologies.
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EMPLOYEE AND FUNDING LEVELS

So let me get to my question, which goes to service. I am con-
cerned that by giving you less money, we end up with more fraud
and abuse. So tell me how many people have been—what is the
staff level reduction since 2010?

Mr. KOSKINEN. Since 2010, we have lost 13,000 employees. We
estimate we will lose another 3,000 at the end of fiscal year 2015.
So we will be down a total of an estimated 16,000 employees.

Senator MIKULSKI. Sixteen thousand employees in 4 years?

Mr. KOSKINEN. Five years, since 2010.

Senator MIKULSKI. Five years. And then, having looked at that,
I understand from the Taxpayer Advocate that for every dollar
spent on tax enforcement, we get $6 back. But I am concerned
about the fraud issues, as I know you are. We have talked about
it.

Mr. KOSKINEN. Right.

Senator MIKULSKI. You know, the guys in prison who come up
with dummy accounts. This recent thing with TurboTax. The—we
could go through one fraudulent thing after another. What is the
impact of shrinking amount of money, both in the area of enforce-
ment and then the investigation staff and all that you have?

Mr. KOSKINEN. Well, it cuts across the board because we have no
choice but to cut across the board. Three-quarters of our budget is
people. So as we have fewer people, we have to have fewer people
everywhere.

We have tried to support and maintain the number of people
helping taxpayers who have been victims of fraud, but the under-
funding of our information technology means we have made less
progress in the development of our filters and our system capable
of dealing with the influx of those returns. We have 5,000 fewer
revenue agents, officers, and criminal investigators.

So while, again, an increasing percentage of our criminal inves-
tigation work is focused on tracking down identity thieves and
those responsible for refund fraud, there is a limit to what our rev-
enue agents can do. There is a limit to what our criminal investiga-
tors can do.

There is a reference to the earned income tax credit, a problem
I am very greatly concerned about, and as noted in my testimony,
we need help from Congress in terms of legislative fixes. But there,
again, we have a limited number of people to do audits in that area
as well.

Senator MIKULSKI. Well, with this double sequester and the re-
ductions that we have—Congress has forced upon you, are you hav-
ing a hard time recruiting people?

Mr. KOsSkKINEN. Well, at this point, we have some difficulty. Our
only way to get through this year is that, except for emergencies,
we are not hiring anybody. So when people leave——

Senator MIKULSKI. So do you have a freeze?

Mr. KOSKINEN. We have a freeze, total freeze. I said we have
taken 10 percent of what we would save with a total freeze for
emergencies because it makes no sense, obviously, when division
heads or senior managers leave not to replace them. But as a gen-
eral matter, we are basically not replacing anyone when they leave.
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Senator MIKULSKI. Well, and when you have a freeze and people
leave, like in the enforcement area, the investigation area, do you
replace them?

Mr. KOSKINEN. No.

Senator MIKULSKI. So it is not only a freeze, but it is a freeze
on replacement?

Mr. KOSKINEN. It is a freeze on replacement—so we are hav-
ing:

Senator MIKULSKI. It is not only that you don’t hire more——

Mr. KoSKINEN. The way we are going to lose 3,000 people this
year is by simply not replacing those who leave. We have 1,000
people right now who have applications in to retire. They will retire
in the near-term future. They won’t be replaced. That is a signifi-
cant amount of experience going out the door that won’t be re-
placed.

My concern in the long run is we are going to have an employee
base that has a kind of baby bust in the middle of it because we
have been replacing only one in every five over the last 2 years.
So as you look out into the future, there is going to be a time at
which we are going to have a gap in our experience level. And 3
to 5 years from now, that is going to start to be a serious problem
for the agency, no matter what we do now.

PAYROLL PROVIDER FRAUD

Senator MIKULSKI. Well, let me go to the impact. I don’t know—
I want to raise an issue related to helping victims of the payroll
provider fraud problem.

I have many constituents who were victims of a crime related to
a company called AccuPay. And as you know, when they hire a
company, a small business, whether it was a brew pub or a home
improvement agency, they hire someone to do their books. I mean,
that is the way they talk about it.

And then this company, AccuPay, took their money that they
gave them to pay the taxes, didn’t pay IRS, and then kind of dis-
appeared. I got into it. I have been trying to get it straight. And
what I find is that approximately 500 to 600 businesses were
scammed in my State.

The IRS has only offered 54 offers in compromise to these busi-
nesses. Remember, they paid the company, who didn’t pay IRS. So
IRS comes back and goes after the brew pub, the home improve-
ment, the beauty shop. You know, this is the kind of—when we say
small business, it is that really Main Street, strip mall type busi-
ness.

And I put in legislation that requires IRS to do more, but they
haven’t. They just haven’t follow my laws. I mean, followed my
laws, and it has even become an issue with the National Taxpayer
Advocate and for the Most Serious Problem (MSP) Number 21.

The IRS does not comply with the law regarding victims of pay-
roll service provider failure. Can you help me out with this, and
can you help them out?

Mr. KOSKINEN. Yes. We now have a new requirement that is a
very thoughtful, sensible one in that every time a tax preparer, an
intermediary payroll provider, makes any change in the taxpayer’s
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residence, we will actually notify the constituents that their payroll
provider has changed their address.

We also, again within the constraints of personnel, are trying not
only in this area but across the board. Whenever anyone misses an
estimated tax payment, rather than waiting until the end of the
year and then chase people, we are going to try to more affirma-
tively reach out and identify when payments are not made on a
quarterly basis so that we can catch these problems earlier.

Part of the problem with AccuPay was nobody had actually
known there was a problem until well after the end of the year. So
now what we are going to try to do with, again, with limited re-
sources, to the extent we can, identify where we are not getting the
quarterly payments of employee taxes that we should be getting
and both notify the payers as well as the intermediaries.

Senator MIKULSKI. That is the solution. But can I ask you to
really look into what the Taxpayer Advocate says that they are not
complying with the law. Your agency is not implementing the law.

Mr. KOSKINEN. I will be delighted to look into that. As I said, I
know we are now in the process of notifying people when there are
address changes to make sure that people know about that.

Senator MIKULSKI. No, I got that. But

Mr. KoskINEN. I will be happy to talk to the Taxpayer Advocate.
I meet with her regularly and will ensure that we do that.

Senator MIKULSKI. Yes.

Mr. KOSKINEN. In fact, I have asked her last year and this year
as well to take her 23 most significant challenges that she lists
every year and to give me the list of those we could implement
without having to spend more money. Last year, she gave me that
list, and we implemented most of them, including the Taxpayer Bill
of Rights. And I have made the same offer to her this year.

I have told her, I said, “Nina, if you will give me your list of
things that we should do, the things we could do without any ex-
penditure of money, which we obviously don’t have, we will make
a serious effort to do those things.” And this would be one of those.

Senator MIKULSKI. Thank you.

Do you want to take this over? We will give it to you right now.

Senator BoozZMAN. Thank you.

Senator MIKULSKI. Thank you.

Senator BoozMAN. Thank you, Senator. I think you brought up
an excellent point.

The Senator from Kansas.

VETERANS ORGANIZATIONS

Senator MORAN. Mr. Chairman, thank you very much.

Commissioner, a couple of topics. First of all, dealing with vet-
erans. My understanding is that the American Legion, the National
American Legion has been required by the IRS to provide tax iden-
tification numbers from every post across the country when they
file their return, and that, they are incapable of doing.

Their charter indicates that they are not a parent organization
for various American Legion posts across the country, and they
have been trying to sort this out with the IRS without any success.
A number of letters and requests have been made to the IRS, and
if you could bring me up to date on this topic?
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And then I would also say that I met with you or your prede-
cessor back in 2013 in which the topic was American Legion posts
across the country were being required to provide the DD-214, the
service-connected discharge document for every veteran that was a
member of their post. And my understanding was that practice was
coming to a conclusion, that the IRS had concluded that wasn’t a
beneficial use of their limited resources.

I just, in fact, before I walked in this hearing, came from a meet-
ing with VFW members who indicate that that circumstance is
again occurring across the country, that VFW posts now, like
American Legion posts, are being required to provide the DD-214
for every post member, which is something very difficult, if not im-
possible, to accomplish. That is the issue that arose in 2013 that
I was assured had come to an end.

And then, more recently, the American Legion being told they
must provide the tax-exempt status documentation from every post
across the country, which they are incapable of doing, but also have
been unable to receive a response to their inquiry from the IRS.

Mr. KOSKINEN. I am happy to assume responsibility for every-
thing the IRS does, even before I got there at the end of 2013. So
whatever the discussions were in 2013, obviously, I am not privy
to them.

I thought we had resolved the issue on the DD-214. If your staff
would get us the background information, we would be delighted
to make sure.

Obviously, our challenge is, again with our limited resources and
the limited resources of the tax-exempt organizations, is to try to
ensure, to the extent we can and they can, that they are operating
within the realm of their charters and their exemption. And that
involves for veterans organizations confirmation that they are basi-
cally dealing with veterans and not expanding their operations to
include nonveterans.

But I take the point, and I thought we had taken the point in
the past that this has to be done in a reasonable way. We can’t be
layering impossible burdens on top of people.

So if you will get me the details about that, I would be happy
to both look into it and get back to you promptly.

Senator MORAN. Does the second and larger aspect of American
Legion, the national posts, the National American Legion being re-
quired to provide information from every post across the country to
the IRS, which is a different issue than the one you and I just de-
scribed, do you know anything about that topic?

Mr. KOSKINEN. I have not heard that problem. To the extent that
they are not in control and don’t charter and don’t establish posts
across the country, obviously, and don’t have the records, that
wouldn’t make much sense either. Again, the Employer Identifica-
tion Number (EIN) issue is primarily for payroll taxes and with-
holding and employee taxes.

But again, I would be happy to look at both those issues for you
and let you know the status of them and get back to you quickly.

Senator MORAN. Commissioner, based upon your tone and words,
your response, my assumption is this appears to be something that
ought to be able to be resolved quickly and satisfactorily toward
veteran service organizations?
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Mr. KOSKINEN. Yes. Again, I am not an expert at where we are
in that and the details of it. But our goal in a lot of these areas
is primarily to try to make it easy for people to establish that they
are still operating, serving—within their charters and serving the
people they were meant to. But we ought to be able to figure out
how to do that with them in a way that works out efficiently.

Senator MORAN. I was surprised because, again, as I say, I think
in 2013 I think it was your predecessor, the Acting Commissioner,
assured me that this practice was coming to a conclusion. I hadn’t
%ef@rd about it at the local level until, as I say, this meeting right

efore.

I said, “I got to go question the IRS Commissioner,” and imme-
diately, they had a request. And this apparently is three VFW
posts in New York State.

Mr. KOSKINEN. I would be happy to look into it. If Acting Com-
missioner Werfel said the process was coming to an end, it should
have come to an end.

Senator MORAN. All right.

Mr. KOSKINEN. If there are residual elements out there, I would
be delighted to look into them.

Senator MORAN. Thank you very much.

TRIBAL ORGANIZATIONS

Then in regard to a similar question that I asked Secretary Lew
on this legislation that Congress passed, the Tribal General Wel-
fare Exclusion Act, the law stipulates that all audits related to ben-
efits under the general welfare exclusion should be suspended until
tribal advisory committees are established and the IRS field agents
are properly trained and educated in Federal law and how it re-
lates to sovereign tribal—I am sorry, sovereign Indian tribes.

What this issue is, and maybe you are familiar with it?

Mr. KOSKINEN. I am familiar.

Senator MORAN. You are? All right.

Mr. KOSKINEN. And I met with the tribal leaders late last fall
when they were here in Washington. It may have been the first
time an IRS Commissioner had done that.

Senator MORAN. Well, thank you for doing that. I think the con-
cern that exists is that the IRS audits continue, even though the
tribes believe that the issues that are being audited are related to
the general welfare exclusion. And so, my question to you is can
you provide me with the standards being used to determine wheth-
er an audit relates to the general welfare exclusion and confirma-
tion that deference is being provided to the tribal governments
based upon that exclusion?

Mr. KoSkINEN. I will be delighted to get you that information.
My understanding was that had been made clear, that the general
welfare exclusion applied, and that we would honor that. But
again, I am delighted to be able to go back, check on that, and get
back to you quickly.

So, again, if your staff could just let us know the details of where
they are hearing that from, again, I can’t talk about an individual
case, but clearly, that was our understanding when I met with the
tribal leaders that we were going to try to have a better working
relationship, understand the significance of their sovereignty, and
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make sure that our people, as you note, were properly trained and
respectful of that sovereignty.

Senator MORAN. Do you have an idea of how many audits have
been suspended as a result of this requirement of the Exclusion
Act?

Mr. KOsSkINEN. I do not.

Senator MORAN. Okay.

Mr. KOSKINEN. But I cannot believe there are——

Senator MORAN. And I guess I would ask another question is as
you provide me information, in addition to how many audits have
been put on hold, suspended as a result of awaiting the training
and the appointment of the advisory committees, I would ask that
if there is a tribe that believes that they—that the audit is im-
proper, how do they appeal the decision that they are being au-
dited?

They, in their conversations with me, seemed to have no re-
course. The IRS is here. They shouldn’t be auditing us, but we
don’t know what to do about it.

So if you could respond

Mr. KOSKINEN. I would be delighted to do that. Every taxpayer
has a right to our appellate process, which is totally independent
of our compliance process. But if you will include that in your in-
quiry, we will be delighted to get them the roadmap as to what
they should be doing to make sure they feel they have an appro-
priate way to raise their concerns.

Senator MORAN. Thank you for responding to both my Native
American as well as my veteran questions. Thank you.

Mr. KOSKINEN. Delighted.

Senator BoOZMAN. Senator Coons.

Senator COONS. Thank you, Chairman Boozman.

And I would associate myself with Senator Moran’s expressed
concerns about the veteran issues in particular, would appreciate
follow-up on that.

And although she has departed, I joined the Appropriations Com-
mittee in no small part because of the fervor and the passion and
the commitment that the chair and now vice chair, Senator Mikul-
ski, demonstrated towards returning us to regular order, and her
very effective leadership in that will be sorely missed at the end
of these 2 years.

IDENTITY THEFT

You identified service and enforcement and IT as sort of three
core themes where you think funding shortfalls have caused real
challenges for IRS and taxpayers, and I want to touch on a few of
those. Take to the Treasury Inspector General for Tax Administra-
tion identified security for taxpayer data as its number-one priority
challenge for you this year, and I assume that is not unrelated to
your IT investments.

Let me talk, if I could, for a moment about identity theft and
combating refund fraud. Your estimate was you paid out $5.8 bil-
lion in identity theft refunds in tax year 2013. Just tell me a little
bit more about your strategy for dealing with refund fraud and
identity theft.
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Is it comprehensive enough and aggressive enough to keep pace
with fraudsters who keep finding more and more sophisticated
ways either to hack in and access or to take advantage of different
schemes? And what measures would help the IRS better detect
fraud and halt fraud schemes before they get out of hand?

Mr. KOsSKINEN. Right. It has been historically a growing problem.
It exploded in the 2010 to 2012 timeframe and overwhelmed law
enforcement as well as the IRS. We have made significant progress,
but to some extent, the point you raise is the important one to
know. That, as I have said, we have gotten over 2,000 convictions
of people going to jail for an average of 40 months or higher. And
we have gotten a lot of the individuals, including prisoners, identi-
fied and prosecuted.

But what we are finding, not surprisingly, because it is con-
sistent across all the cyber areas, is that we are increasingly deal-
ing with organized crime syndicates here and around the world. We
are dealing with people not filing just one return at a time, but
people filing 500 returns at a time. People who are reverse engi-
neering our filters, trying to figure out what gets through, and ad-
justing accordingly as they go.

So we have continued over the last 3 or 4 years to increase our
investigations and prosecutions on the one hand, while increasing
the level of sophistication of our filters on the other. Last year, we
stopped approximately 5 million refunds before they went out be-
cause of suspicions about identity theft and refund fraud. Unfortu-
nately, we estimate that 300,000 to 500,000 taxpayers will have
their identity stolen, and refund fraud as a result of that, as we
go forward.

We have doubled, even with the resource constraints, the number
of people helping taxpayers. We have got over 3,000 people focused
on working with taxpayers with identity theft. It used to take us
a year. Now our goal is to get them resolved in less than 120 days.

Part of our challenge with the funding is while this is a high pri-
ority, there is a limit to all of the priorities we have. So we have
been slower at developing more sophisticated fraud filters and de-
tection devices than we would like to have been, but we are making
progress.

This year, we are stopping more returns at the front end before
they are processed than we did last year as a result of the improve-
ments. But if we had the funding we are suggesting for next year,
we would actually be able to get to a point where we would be even
more effective.

In terms of additional tools, across the board, if we got W-2 in-
formation returns earlier, it would help us significantly. We also
are working on legislation requirements that if we could get, in ef-
fect, unique identifiers to every W—2, which would be easy enough
to do, we would be able to identify legitimate W—2s.

There is a move afoot by criminals to form false corporations, get
false EINs, and file false W—2s, for which they would then file a
return against those. So both those legislative fixes would be sig-
nificantly important for us.

Senator COONs. Well, thank you for the input.

Let me just raise with you the Taxpayer Advocate, in terms of
dealing with those who have been victims of identity fraud, has ad-
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vocated an approach that would assign a single account representa-
tive to tax-related identity theft of victims to help them navigate
the case rather than be frustrated by having several different IRS
employees handle it.

Is that something you are intending to implement? What is the
direction on that?

Mr. KOsSkKINEN. Well, we have done what we think is the appro-
priate response to that over the last couple years. That is, and we
are just completing it now, is move all of the refund fraud activity
into a single location. It used to be spread throughout the agency.
So there is, in fact, a single point of contact working these issues.

The Taxpayer Advocate’s suggestion is then we have an indi-
vidual employee who is assigned to each of the 300,000 to 500,000
taxpayers, working their way through. We disagree with that only
in the sense if you think of your experience dealing with call cen-
ters anywhere else, whether you call Amazon or a bank or someone
else, when you get assistance, you get a case number. You get help.
But the next time you call back, you don’t ask for Joan or Susan
because Joan or Susan may be on vacation. They may be talking
to somebody else. They may be out of the office.

What you want to be able to do is call back in and make sure
that when you call back in to the single point of contact, they know
who you are. You don’t have to start all over again.

In the past, many taxpayers have had that experience. They got
moved from one part of the agency to another. They had to start
all over again. We don’t think——

Senator COONS. Let me ask——

Mr. KOSKINEN. Besides not being cost-effective, we don’t think if
you had to track down your single appointed IRS employee that
that is a help.

TAXPAYER SERVICE

Senator COONS. Commissioner, in the time I have got left, just
service levels is a significant concern to me. My impression is that
roughly a decade ago, the IRS answered 87 percent of calls in a
wait time of 2%2 minutes.

Your projection, given the significant reduction in your work-
force, for this taxpaying season is that less than half the callers
seeking advice and assistance, answers to tax questions will ever
succeed in having their calls answered, and there is an average
wait time of 33 minutes.

What do you think would be an acceptable level of service for
taxpayers calling the toll-free line trying to get a question an-
swered? What dollar amount of increased funding would be re-
quired to return you to your 2004 service level? And what is the
consequences—revenue consequences, social consequences—of hav-
ing those who are trying to figure out how to comply voluntarily
unable to get their questions answered?

Mr. KOSKINEN. In the budget, we identify if we had $380 million
applicable in that area, we would be able to bring our TAC level
of service to 80 percent. We actually think that 85 percent, 87 per-
cent is the ultimate right number. You don’t want to be at 100 per-
cent because then you've got a lot of people just sitting around
waiting for the calls.
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But the waiting time ought to be less than 5 minutes. You ought
to be able to call, be comfortable you are going to get a live assister
in less than 5 minutes.

The impact that we are concerned about, that I am personally
concerned about, is we focus on how much money we collect with
our activities and you get six or eight times as much as the cost.
But enforcement revenues on the one hand and activities around
taxpayer service on the other, trying to help people figure out what
they owe and how to pay it, are two sides of the compliance coin.
And the number I am concerned about is that we collect $3 trillion
a year in a voluntary compliance system.

If the compliance rate goes down by 1 percent, either because
people think the chances of getting caught are down or because
they can’t find out the right information or they just get aggra-
vated with us, a 1 percent decline in the compliance rate costs the
Government $30 billion annually. On the 10-year window we are
looking at, it is $300 billion, besides the fact that it is not an on/
off switch.

That goes to the chairman’s concern, which I have as well, and
if people lose confidence in the agency, if they lose confidence in the
fairness of the system, the risk to us is not that our collections will
go down, although they will, the real risk is what happens to the
overall compliance rate? What happens to that $3 trillion number?

And I am concerned about it. The people most concerned about
our taxpayer level of service are our employees because they view
the service the taxpayers ought to get, they are committed to. And
as I go around the country, I have talked to 13,000 individual IRS
employees, and the biggest concern I have is not that they are over-
worked. The biggest concern I hear from them is there aren’t
enough people to be able to provide the services to taxpayers that
they think is important.

Senator COONS. Thank you, Commissioner.

I have additional questions, but I will submit them for the
record. Thank you, Commissioner.

Senator BoozMAN. Thank you for your testimony today, Commis-
sioner. I know you have got a big job, and we really look forward
to working with you in an effort to serve and protect the American
taxpayer. So thank you for appearing here today.

At this time, I would like to call forward Inspector General
George to present his testimony.

Thank you.

Mr. KOSKINEN. Thank you, Mr. Chairman.

Senator BoozMAN. Inspector General, please proceed.



TREASURY INSPECTOR GENERAL FOR TAX
ADMINISTRATION

DEPARTMENT OF THE TREASURY

STATEMENT OF HON. J. RUSSELL GEORGE, INSPECTOR GENERAL

Mr. GEORGE. Thank you. Mr. Chairman, Ranking Member
Coons, thank you for the opportunity to appear today.

In my testimony, I will address the Internal Revenue Service’s
fiscal year 2016 budget request and specific areas where it could
perform its mission more effectively. I will also address the fiscal
year 2016 budget request for TIGTA, the Treasury Inspector Gen-
eral for Tax Administration.

The proposed IRS budget requests appropriated resources of
$12.9 billion. This is an increase of $2 billion from fiscal year 2015
enacted levels. This proposed increase is intended to improve tax-
payer service levels and enforcement efforts. It also provides for
critical information technology changes related to the Affordable
Care Act and other requirements to sustain information technology
infrastructure.

We have reported that a trend of lower budgets and reduced
staffing has affected the IRS’s ability to deliver its priority program
areas, including customer service and enforcement. At the same
time, it has increased responsibilities of implementing certain pro-
visions of the Affordable Care Act.

The IRS also continues to dedicate significant resources to detect
and review potential identity theft tax returns and assist victims.
IRS employees who work the majority of identity theft cases are
telephone assisters who also respond to taxpayers’ calls to the IRS’s
toll-free telephone lines.

This has contributed to the IRS’s inability to timely resolve vic-
tims’ cases, as well as the continued decline in its ability to timely
respond to taxpayers’ written correspondence. As of February 14,
2015, the average wait time for the IRS to answer a call was 28
minutes, the level of service was only 43 percent, and its over-age
correspondence inventory was 1.3 million.

While the IRS faces many resource challenges, TIGTA has re-
cently reported on several areas where the IRS can operate more
effectively. For example, we believe the IRS could save about $17
million per year if it allowed taxpayers to electronically file amend-
ed tax returns, rather than only allowing paper returns.

This would also enable the IRS to use the same validation proc-
esses that it utilizes to verify originally filed tax returns. TIGTA
estimates that this could prevent the issuance of more than $2.1
billion in potentially erroneous refunds over the next 5 years.

The IRS could also make more informed business decisions when
determining how to use its limited resources. For example, the IRS
eliminated or reduced services at taxpayer assistance centers. Al-
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though the IRS stated that the services eliminated or reduced were
in part the result of the IRS’s anticipated budget cuts, the IRS
plans did not show to what extent the services cut would lower
costs. Moreover, it later had to reverse certain decisions.

TIGTA also found that the IRS’s field work collection process is
not designed to ensure that cases with the highest collection poten-
tial are identified. Additionally, changing the law to require third
parties to file information returns earlier would provide the IRS
the opportunity to use the information contained on these forms to
verify tax returns at the time they are processed rather than after
refunds are issued.

However, even if the third-party information returns are received
more timely, the IRS still needs certain authorities to more effi-
ciently and effectively use this data. Generally, the IRS must audit
any tax return it identifies with a questionable claim before the
claim can be adjusted or denied, even if the IRS has reliable data
that indicates the claim is erroneous.

The Department of the Treasury has included a legislative pro-
posal as part of the IRS’s budget request since fiscal year 2013 to
obtain correctable error authority, which would permit the IRS to
systematically deny all tax claims for which the IRS has reliable
data showing the claim is erroneous.

TIGTA estimates that this authority, along with the expanded
use of the National Directory of New Hires, part of the Department
of Health and Human Services, could have prevented the issuance
of more than $1.7 billion in questionable earned income tax credit
claims in tax year 2012.

TIGTA’s fiscal year 2016 proposed budget requests appropriated
resources of $167 million, an increase of 5.7 percent compared to
the fiscal year 2015 enacted budget. TIGTA’s budget priorities in-
clude mitigating risks associated with tax refund fraud and iden-
tity theft, monitoring the IRS’s implementation of the Affordable
Care Act and other tax law changes, and assessing the IRS’s efforts
to improve tax compliance involving foreign financial assets and
offshore accounts.

PREPARED STATEMENT

In addition, investigating allegations of serious misconduct and
criminal activity by IRS employees, ensuring IRS employees are
safe, and IRS facilities, data, and infrastructure are secure and not
impeded by threats of violence, and protecting the IRS against ex-
ternal attempts to corrupt or otherwise interfere with tax adminis-
tration will continue to take priority.

Chairman Boozman, Ranking Member Coons, and members of
the subcommittee, thank you for the opportunity to share my
views. I am happy to take your questions.

[The statement follows:]

PREPARED STATEMENT OF HON. J. RUSSELL GEORGE

Chairman Boozman, Ranking Member Coons, and members of the subcommittee,
thank you for the opportunity to testify on the Internal Revenue Service’s (IRS) fis-
cal year! 2016 budget request, our recent work related to the most significant chal-

1The Federal Government’s fiscal year begins on October 1 and ends on September 30.
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lenges currently facing the IRS, and the Treasury Inspector General for Tax Admin-
istration’s (TIGTA) fiscal year 2016 budget request.

The Treasury Inspector General for Tax Administration, also known as “TIGTA,”
is statutorily mandated to provide independent audit and investigative services nec-
essary to improve the economy, efficiency, and effectiveness of the IRS, including
the IRS Chief Counsel and the IRS Oversight Board. TIGTA’s oversight activities
are designed to identify high-risk systemic inefficiencies in IRS operations and to
investigate exploited weaknesses in tax administration. TIGTA’s role is critical in
that we provide the American taxpayer with assurance that the approximately
91,0002 IRS employees, who collected over $3.1 trillion in tax revenue, processed
over 242 million tax returns and other forms, and issued $374 billion in tax re-
funds?3 during fiscal year 2014, perform their duties in an effective and efficient
manner while minimizing the risks of waste, fraud, or abuse.

OVERVIEW OF THE IRS’S FISCAL YEAR 2016 BUDGET REQUEST

The IRS is the largest component of the Department of the Treasury and has pri-
mary responsibility for administering the Federal tax system. The IRS’s budget re-
quest supports the Department of the Treasury’s Strategic Goal of fairly and effec-
tively reforming and modernizing Federal financial management, accounting and
tax systems and the Department of the Treasury Agency Priority Goal of increasing
self-service and electronic service options for taxpayers.

The IRS Strategic Plan for fiscal year 2014-2017 provides a central direction for
the agency and guides program and budget decisions. The IRS’s strategic goals are
to: (1) deliver high quality and timely service to reduce taxpayer burden and encour-
age voluntary compliance, and (2) effectively enforce the law to ensure compliance
with tax responsibilities and combat fraud. To achieve these goals, the proposed fis-
cal year 2016 IRS budget requests appropriated resources of approximately $12.9
billion.# The total appropriation amount is an increase of $2 billion, or approxi-
mately 18 percent more than the fiscal year 2015 enacted level of approximately
$10.9 billion. This increase is illustrated in Table 1. The budget request includes
a net staffing increase of 9,245 Full-Time Equivalents (FTE)5 for a total of approxi-
mately 90,524 appropriated FTEs.

TABLE 1—IRS FISCAL YEAR 2016 BUDGET REQUEST INCREASE OVER FISCAL YEAR 2015
ENACTED BUDGET

[In thousands]

Appropriations account zgilsscaelng%%d Z(F)ilsgarlezizgt $ change % change
Taxpayer Services $2,156,554 $2,408,803 $252,249 11.7
Enforcement 4,860,000 5,399,832 539,832 11.1
Operations Support 3,638,446 4,743,258 1,104,812 30.4
Business Systems Modernization ...........cccccocoveevererirnieninns 290,000 379,178 89,178 30.8
Total Appropriated ReSOUCES .......cccovevverererinnnes 10,945,000 12,931,071 1,986,071 18.2

Source: Treasury Inspector General for Tax Administration’s analysis of the IRS's Fiscal Year 2016 Budget Request, Operating Level Tables.

The three largest appropriation accounts are Taxpayer Services, Enforcement, and
Operations Support. The Taxpayer Services account provides funding for programs
that focus on helping taxpayers understand and meet their tax obligations, while
the Enforcement account supports the IRS’s examination and collection efforts. The
Operations Support account provides funding for functions that are essential to the
overall operation of the IRS, such as infrastructure and information services. Fi-
nally, the Business Systems Modernization account provides funding for the devel-
opment of new tax administration systems and investments in electronic filing.

2Total IRS staffing as of January 24, 2015. Included in the total are approximately 19,000
seasonal and part-time employees.

31IRS, Management’s Discussion & Analysis, Fiscal Year 2014, page 2.

4The fiscal year 2016 budget request also includes approximately $127 million from reimburs-
able programs, $33 million from non-reimbursable programs, $450 million from user fees, $386
million in available unobligated funds from prior years, and a transfer of $5 million to the Alco-
hol and Tobacco Tax and Trade Bureau for a total amount of $13.9 billion in available resources.

5A measure of labor hours in which one FTE is equal to 8 hours multiplied by the number
of compensable days in a particular fiscal year.



46

As shown in Table 1, the Operations Support budget request for fiscal year 2016
increased by over 30 percent or $1.1 billion and 1,820 FTE compared to fiscal year
2015. The three largest components driving this increase are as follows:

—$495 million (975 FTE) for Information Technology changes related to the Af-
fordable Care Act and other requirements to sustain critical information tech-
nology infrastructure;

—$118 million (164 FTE) for improved taxpayer service and return processing, in-
cluding efforts to address the projected growth in demand for traditional tax-

ayer services as well as to improve taxpayer assistance;

—}3385 million (74 FTE) for consolidating and modernizing IRS facilities, including
reducing office space to realize an estimated annual rent savings of $23 million.

REDUCTIONS IN THE IRS’S FISCAL YEAR 2015 BUDGET

The IRS’s appropriated funding was reduced by $346 million over the last year,
from $11.3 billion in the fiscal year 2014 enacted budget to $10.9 billion in fiscal
year 2015. To address this, the IRS reduced planned spending in a variety of key
areas for fiscal year 2015. The areas with the largest cuts are total personnel com-
pensation ($142 million), equipment ($65 million), communication and utilities ($55
million), and operation and maintenance of equipment ($42 million). The IRS also
reduced overall net spending on services by $40 million.6 Finally, the IRS had an
exception-only hiring freeze in place during fiscal year 2014 which also remains in
place in fiscal year 2015.

Even with these reductions, the IRS Commissioner testified on February 3, 20157
that the IRS still faces a significant budget shortfall for fiscal year 2015. As a result,
the IRS is planning for the possibility of a shutdown of IRS operations for two days
later this fiscal year, which will involve furloughing employees on those days. The
IRS Commissioner also testified that these budget cuts will have negative impacts
on taxpayer service and enforcement. For example, the Commissioner stated the
IRS will delay replacement of aging information technology systems, increasing the
risk of downtime and negatively affecting taxpayer service. In addition, the Commis-
sioner indicated reduced staffing will result in decreased audits and collection activi-
ties, as well as delays in customer service during the 2015 filing season.

CHALLENGES FACING THE IRS

Achieving program efficiencies and cost savings is imperative, as the IRS must
continue to carry out its mission with a significantly reduced budget. TIGTA re-
ported that implementation of the mandated sequestration,® coupled with a trend
of lower budgets, reduced staffing, and the loss of supplementary funding for the
implementation of the Patient Protection and Affordable Care Act of 2010 and the
Health Care and Education Reconciliation Act of 2010 (collectively referred to as the
Affordable Care Act or ACA)? affected the IRS’s ability to deliver its priority pro-
gram areas, including customer service and enforcement activities.©

For example, the IRS’s toll-free Level of Service!! decreased from 68 percent in
fiscal year 2012 to 61 percent in fiscal year 2013. As of February 14, 2015, more
than 26 million taxpayers contacted the IRS during the 2015 Filing Season by call-
ing various Accounts Management toll-free telephone assistance lines!2 seeking
help to understand the tax law and meet their tax obligations. The IRS answered
more than 9.3 million calls through automated scripts and more than 2.6 million
calls by an IRS assistor. The Average Speed of Answer for an IRS assistor-answered
telephone call was 28 minutes. As of February 14, 2015, the IRS reported a 43 per-
cent Level of Service for calls answered by an assistor. In addition, as of February
14, 2015, the over-age correspondence inventory totaled more than 1.3 million.

6The overall net reduction in services includes a decrease of $100.2 million in other services
from non-Federal sources and an increase of $60.3 million in advisory and assistance services.

7Written Testimony of John A. Koskinen, Commissioner of the IRS, before the Senate Finance
Committee, dated February 3, 2015.

8Sequestration involves automatic spending cuts of approximately $1 trillion across the Fed-
eral Government that took effect on March 1, 2013.

9 Public Law No. 111-148, 124 Stat. 119 (2010) (codified as amended in scattered sections of
Internal Revenue Code and 42 U.S.C.), as amended by the Heath Care and Education Reconcili-
ation Act of 2010, Public Law No. 111-152, 124 Stat. 1029.

10TIGTA, Ref. No. 2014-10-025, Implementation of fiscal year 2013 Sequestration Budget Re-
ductions (June 2014).

11The primary measure of service to taxpayers. It is the relative success rate of taxpayers
who call for live assistance on the IRS’s toll-free telephone lines.

12The IRS refers to the suite of 29 telephone lines to which taxpayers can make calls as “Cus-
tomer Account Services Toll-Free.”
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Key examination and collection statistics also declined. Examinations of indi-
vidual tax returns decreased approximately 5 percent from fiscal year 2012 to fiscal
year 2013. In addition, collection activities initiated by the IRS, such as liens, levies,
and property seizures, decreased approximately 33 percent during the same period.
Our analysis of select customer service and enforcement statistics indicates that the
downward trend in these areas may continue.

For example, budget cuts have resulted in significant declines in the IRS collec-
tion program.!3 From fiscal year 2010 to fiscal year 2014, the budgets for the Auto-
mated Collection System (ACS)14 operations and Field Collection were reduced by
over $269 million. ACS staffing has been reduced by 24 percent since fiscal year
2011, and the number of revenue officers has decreased 24 percent since fiscal year
2011. As a result, in fiscal year 2014 revenue officers closed 34 percent fewer cases
and collected $222 million less than in fiscal year 2011. ACS contact representatives
answered 25 percent fewer calls in fiscal year 2014 than in fiscal year 2011 and col-
lected $224 million less in fiscal year 2014 than in fiscal year 2011.

At the same time the IRS is operating with a reduced budget, it continues to
shoulder increased responsibilities as it implements and administers provisions of
the Affordable Care Act. This filing season represents the first time taxpayers must
report on their tax returns whether they and their dependents maintained min-
imum essential healthcare insurance coverage or face a tax penalty for not main-
taining this coverage. The IRS must also ensure that the more than 6 million indi-
viduals who purchased insurance from a Health Care Exchange5 accurately rec-
oncile on their tax returns advance payments of the Premium Tax Credit (PTC) 16
they may have received.

Since enactment of the Affordable Care Act, these responsibilities have required
the IRS to develop new information technology, modify existing computer systems,
and establish new or revised filing, reporting, and compliance processes and proce-
dures. The IRS’s fiscal year 2016 budget request includes $490 million to fund 2,539
FTEs for continued efforts related to the implementation of ACA. The largest com-
ponents of this increase are $306 million to implement information technology
changes to deliver ACA tax credits; $101 million to improve taxpayer service and
return processing; and $67 million to address the impact of new ACA statutory re-
quirements.

In addition, the IRS continues to dedicate significant resources to detect and re-
view potential identity theft tax returns as well as to assist victims. Resources have
not been sufficient for the IRS to work identity theft cases dealing with refund
fraud, which continues to be a concern. IRS employees who work the majority of
identity theft cases are telephone assistors who also respond to taxpayers’ calls to
the IRS’s toll-free telephone lines. This has contributed to the IRS’s inability to
timely resolve victims’ cases as well as the continued decline in its ability to respond
to taxpayers’ written correspondence. The allocation of limited resources requires
difficult decisions, with a focus on balancing taxpayer assistance on the toll-free
telephone lines during the filing season with other various priority programs, such
as identity theft and aged work.

For example, the IRS previously reallocated ACS staff, who attempt to collect
taxes through telephone contact with taxpayers, to work the growing inventory of
identity theft cases. The combination of fewer resources and the need to continue
answering telephone calls has contributed to trends that have been unfavorable to
several ACS business results over the past 4 years. Specifically, we determined that
inventory is growing because new inventory is outpacing case closures; cases in in-
ventory are aging because inventory is taking longer to close; revenue declined while
more cases were closed as uncollectible; and fewer enforcement actions (liens and
levies) were taken.1?

During the past several years, the IRS has continued to take steps to more effec-
tively detect and prevent the issuance of fraudulent refunds resulting from identity

13TIGTA, Audit No. 201330013, Budget Cuts Resulted in Significant Declines in Key Resources
and Unfavorable Trends in Collection Program Performance, report planned for April 2015.

14The Automated Collection System consists of 15 call sites with contact representatives to
engage taxpayers and their representatives on resolving unpaid tax debts. Field Collection con-
sists of over 400 offices across the country through which revenue officers contact taxpayers in
person to resolve tax debts and secure unfiled returns.

15 Exchanges are intended to allow eligible individuals to obtain health insurance, and all Ex-
changes, whether State-based or established and operated by the Federal Government, are re-
quired to perform certain functions.

16 A refundable tax credit to assist individuals and families in purchasing health insurance
coverage through an Affordable Insurance Exchange.

17TIGTA, Ref. No. 2014-30-080, Declining Resources Have Contributed to Unfavorable Trends
in Several Key Automated Collection System Business Results (Sep. 2014).
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theft tax return filings. The IRS reported that in Filing Season 2013, its efforts pre-
vented between $22 billion and $24 billion in identity theft tax refunds from being
issued.1® This is a result of the IRS’s continued enhancement of filters used to detect
tax returns with a high likelihood of involving identity theft at the time the returns
are processed. For example, the IRS used 11 filters in Processing Year (PY) 2012
to identify tax returns with a high likelihood of involving identity theft, compared
to 114 filters used in PY 2014. The use of these filters assists the IRS in more effec-
tively allocating its resources to address identity theft tax refund fraud.

The IRS has also taken steps to more effectively prevent the filing of identity theft
tax returns by locking the tax accounts of deceased individuals to prevent others
from filing a tax return using their name and Social Security Number. The IRS has
locked approximately 26.3 million taxpayer accounts between January 2011 and De-
cember 31, 2014. In addition, the IRS issues an Identity Protection Personal Identi-
fication Number (IP PIN) to any taxpayer who is a confirmed victim of identity theft
or who has reported to the IRS that he or she could be at risk of identity theft. Once
the IRS confirms the identity of a victim or “at-risk” taxpayer, the IRS will issue
the taxpayer an IP PIN for use by the taxpayer when filing his or her tax return.
The presence of a valid IP PIN on the tax return tells the IRS that the rightful tax-
payer filed the tax return, thus reducing the need for the IRS to screen the tax re-
turn for potential identity theft. The IRS has issued more than 1.5 million IP PINs
for PY 2015.

Despite these improvements, the IRS recognizes that new identity theft patterns
are constantly evolving and, as such, it needs to adapt its detection and prevention
processes. The IRS’s own analysis estimates that identity thieves were successful in
receiving over $5 billion in fraudulent tax refunds in Filing Season 2013. This will
require the continued expenditure of resources that could otherwise be used to re-
spond to taxpayer telephone calls, answer correspondence, and resolve discrepancies
on tax returns.

In addition, TIGTA reported that not all eligible individuals are receiving an IP
PIN and victims continue to experience delays and errors in receiving refunds. Spe-
cifically, we reported that the IRS did not provide an IP PIN to 557,265 eligible tax-
payers for PY 2013.19 Excluding eligible taxpayers from the IP PIN program will
delay IRS processing of their tax returns and receipt of their tax refund. We also
reported that the IRS continues to make errors on the tax accounts of victims of
identity theft.20 These errors further delayed refunds issued to taxpayers and re-
quired the IRS to reopen cases and expend limited resources to resolve the errors.

Another challenging area is the ongoing IRS impersonation scam. Between Octo-
ber 2013 and January 31, 2015, TIGTA has logged approximately 300,000 contacts
from taxpayers who reported that they received telephone calls from individuals
claiming to be IRS employees. The impersonators told the victims that they owed
additional tax and, if the tax was not immediately paid, they would be arrested, lose
their driver’s licenses, or face other consequences. As of January 31, 2015, more
than 3,000 victims have reported an aggregate loss in excess of $15 million dollars.
While TIGTA investigates these complaints, we have worked closely with the IRS,
the Federal Trade Commission and local media outlets to publish press releases,
warnings, and other public awareness announcements in order to warn taxpayers
of the scam. The sheer volume of contacts from concerned taxpayers is an additional
strain on IRS resources.

The IRS must continue to identify and implement innovative and cost-saving
strategies to accomplish its mission of providing America’s taxpayers with top-qual-
ity service by helping them understand and meet their tax responsibilities and en-
force the law with integrity and fairness.

EFFECTIVENESS AND EFFICIENCY OF THE IRS

While the IRS faces many challenges, TIGTA has recently reported on several
other areas where the IRS can achieve cost savings, more efficiently use its limited
resources, and make more informed business decisions. In addition, timelier report-
ing of third-party data and additional authority would assist the IRS in improving
tax administration.

18RS Identity Theft Taxonomy, dated September 15, 2014, page 1.

19TIGTA, Ref. No. 2014-40-086, Identity Protection Personal Identification Numbers Are Not
Provided to All Eligible Taxpayers (Sep. 2014).

20TIGTA, Audit No. 201340036, Identity Theft Victim Assistance—Follow-Up, report planned
for March 2015.
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Opportunities Exist for Additional Cost Savings

In August 2012, TIGTA reported that the IRS can achieve additional cost savings
by better managing its real property costs. TIGTA reported that the IRS completed
17 space consolidation and relocation projects from October 2010 through December
2011, which the IRS estimated would result in $2.8 million of realized rent savings
in fiscal year 2012. However, we reported that the IRS continues to incur rental
costs for more workstations than required. TIGTA estimated that if the employees
the IRS allows to routinely telework on a full- or part-time basis shared their
workstations on days they were not in the office, 10,244 workstations could poten-
tially be eliminated. The sharing of these workstations could allow the IRS to reduce
its long-term office space needs by almost one million square feet, resulting in po-
tential rental savings of approximately $111 million over 5 years. The IRS agreed
with our recommendations and indicated it would revise interim and long-range
portfolio strategies for future space needs at sites to include workstation sharing as
appropriate.2!

In September 2014, TIGTA also reported that potential cost savings could be
achieved from expanded electronic filing of business returns.22 IRS efforts have re-
sulted in considerable growth in the electronic filing of individual tax returns, which
stood at an 81 percent rate in PY 2012. In comparison, the electronic filing rate of
business tax returns in Tax Year (TY) 2012 was 41 percent. Employment tax re-
turns provide the most significant opportunity for growth in business electronic fil-
ing. For TY 2012, more than 21.1 million (71 percent) employment tax returns were
paper-filed. The Electronic Federal Tax Payment System (EFTPS) has been used in
the past to facilitate the e-filing of employment tax returns for Federal agencies.
TIGTA recommended that the IRS consider this option for business taxpayers. Pro-
viding businesses the ability to electronically file their tax returns concurrently with
payment of their tax due on the same system could provide one-stop service which
would benefit business filers.

The IRS did not agree to implement this recommendation and offered as an expla-
nation that the Modernized e-File system has been established as the system for re-
ceiving employment tax returns electronically. This system provides taxpayers with
the ability to remit tax payments when submitting their returns. Notwithstanding
this explanation, the implementation of this system has not resulted in a significant
increase in the e-filing rate for these tax returns. Moreover, this system does not
accept quarterly employment tax deposits.

In September 2014, TIGTA reported that the IRS does not effectively manage
server software licenses and is not adhering to Federal requirements and industry
best practices. Until the IRS addresses these issues, it will continue to incur in-
creased risks in managing software licenses. TIGTA estimates that the inadequate
management of server software licenses potentially costs the Government between
$81 million and $114 million, based on amounts spent for licenses and annual li-
cense maintenance that were not being used.2? While the IRS agreed with our rec-
ommendation to improve the management of server software licenses, it believes it
has subsequently mitigated some of these issues.

Finally, TIGTA estimates that the IRS may have issued more than $439 million
in potentially erroneous tax refunds claimed on 187,421 amended returns in fiscal
year 2012. Currently, amended tax returns can only be filed on paper and are
manually processed. TIGTA’s review of a statistical sample of 259 amended tax re-
turns identified 44 tax returns (17 percent) with questionable claims. TIGTA re-
ported that the processes the IRS uses to verify originally filed tax returns would
have identified most of the 44 questionable amended returns TIGTA identified as
needing additional scrutiny before the refund was paid. TIGTA forecasts using these
same processes could prevent the issuance of more than $2.1 billion in erroneous
refunds associated with amended tax returns over the next 5 years. In addition,
TIGTA reported that the IRS could have potentially saved $17 million in fiscal year
2012 if it allowed taxpayers to electronically file amended tax returns.2¢ The IRS
agreed with TIGTA’s recommendation to expand electronic filing of amended tax re-
turns.

21TIGTA, Ref. No. 2012-10-100, Significant Additional Real Estate Cost Savings Can Be
Achieved by Implementing a Telework Workstation Sharing Strategy (Aug. 2012).

22TIGTA, Ref. No. 2014-40-084, A Service-Wide Strategy Is Needed to Increase Business Tax
Return Electronic Filing (Sep. 2014).

23TIGTA, Ref. No. 2014-20-042, The Internal Revenue Service Should Improve Server Soft-
ware Asset Management and Reduce Costs (Sep. 2014).

24TIGTA, Ref. No. 2014-40-028, Amended Tax Return Filing and Processing Needs to Be
Modernized to Reduce Erroneous Refunds, Processing Costs, and Taxpayer Burden (Apr. 2014).
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The IRS Could Take Actions to More Efficiently Use Its Limited Resources

TIGTA has identified other opportunities for the IRS to more efficiently use its
available resources. For example, TIGTA identified potential improvements in the
efficiency of the ACS.25 The ACS plays an integral role in the IRS’s efforts to collect
unpaid taxes and secure unfiled tax returns. ACS employees are responsible for col-
lecting unpaid taxes and securing tax returns from delinquent taxpayers who have
not complied with previous notices. The number of ACS contact representatives in
fiscal year 2013 was 39 percent less than in fiscal year 2010 due either to attrition
or reassignment, and these resources are needed to answer incoming telephone calls
and work identity theft cases. This resulted in fewer resources available to devote
to the collection of unpaid taxes. However, the IRS’s overall collection inventory
practices were not changed to reflect the reduced workforce and, as a result, new
inventory continued to be sent to the ACS without interruption, even though inven-
tory was infrequently worked. This has had a substantial impact on the amount of
Federal taxes that remain uncollected.

The IRS agreed with our recommendations to re-examine the ACS’s role in the
collection workflow process, including inventory delivery to the ACS as well as case
retention criteria, and to align ACS resources accordingly. In addition, the IRS also
agreed to establish performance metrics for ACS call data to measure the impact
that answering taxpayer calls has on compliance business results. Capturing these
data could allow ACS management to assess the impact of prioritizing call handling
versus working inventory and of limiting enforcement actions in order to reduce the
volume of incoming calls to the ACS.

TIGTA also found that the IRS’s fieldwork collection process is not designed to
ensure that cases with the highest collection potential are identified, selected, and
assigned to be worked.26 Although the IRS has begun some initiatives intended to
improve the workload selection process, TIGTA believes further action is war-
ranted.2? With significant growth in delinquent accounts and a reduction in the
number of employees, it is essential that the field inventory selection process identi-
fies the cases that have the highest risk and potential for collection.

TGTA is currently following up on our recommendations regarding inappropriate
criteria the IRS used to identify organizations applying for tax-exempt status for re-
view in the area of political campaign intervention. TIGTA has determined that the
IRS has taken significant actions to (1) eliminate the selection of potential political
cases based on names and policy positions, (2) expedite processing of Internal Rev-
enue Code Section 501(c)(4) social welfare applications, and (3) eliminate unneces-
sary information requests.28

Better Processes and Information Would Assist the IRS in Making Informed Deci-
sions

TIGTA has also identified areas in which the IRS could make more informed busi-
ness decisions when determining how to use its limited resources. For example, the
IRS eliminated or reduced services at Taxpayer Assistance Centers, or TACs. This
move was completed to balance taxpayer demand for services with the IRS’s antici-
pated budget cuts, redirect taxpayers to online services, enable assistors to dedicate
more time to answer tax account-related inquiries, and offer other services at the
TACs, such as identity theft services and acceptance of payments. Although the IRS
stated that the services eliminated or reduced were, in part, the result of the IRS’s
anticipated budget cuts, TIGTA reported that the IRS’s plans did not show to what
extent the service cuts would lower the costs.

The services the IRS reduced or eliminated at the TACs include preparation of
tax returns, refund inquiries, transcript requests, and assistance with tax law ques-
tions.29 These services were reduced or eliminated without evaluating the burden
that the changes would have on the low-income, elderly, and limited-English-pro-
ficient taxpayers who seek face-to-face service. For example, management decided
to stop providing tax transcripts at the TACs, informing customers that they should
use its online application “Get Transcript.” However, this decision was made with

25 TIGTA, Ref. No. 2014-30-080, Declining Resources Have Contributed to Unfavorable Trends
in Several Key Automated Collection System Business Results (Sep. 2014).

26 The IRS’s Collection function has the primary responsibility for collecting delinquent taxes
and tax returns while ensuring that taxpayer rights are protected.

27TIGTA, Ref. No. 2014-30-068, Field Collection Could Work Cases With Better Collection Po-
tential (Sep. 2014).

28 TIGTA, Audit Number 201410009, Status of Actions Taken to Improve the Processing of
Tax—Exempt Applications Involving Political Campaign Intervention, report planned for April
2015.

29TIGTA, Ref. No. 2014-40-038, Processes to Determine Optimal Face-to-Face Taxpayer Serv-
ices, Locations, and Virtual Services Have Not Been Established (June 2014).
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no analysis of the anticipated increase in traffic to this online application to ensure
that it could meet the increased demand. In February 2014, IRS management modi-
fied its plan to stop providing transcripts at the TACs, based on concerns about the
expected volume of online requests for transcripts as well as concerns raised regard-
ing the launch of another Federal Government Web site. Management subsequently
changed its position, alerting assistors at the TACs to encourage taxpayers to use
the “Get Transcript” application but also indicated it will not turn away taxpayers
who request transcripts.

Furthermore, we reported that a process has not been developed to expand Vir-
tual Service Delivery, which integrates video and audio technology to allow tax-
payers to see and hear an assistor located at remote locations. Taxpayers can use
this technology to obtain many of the services available at the TACs. The IRS’s stat-
ed goals for Virtual Service Delivery are to enhance the use of IRS resources, opti-
mize staffing, and balance its workload. We recommended that the IRS establish a
process to identify the best locations for virtual face-to-face services. However, the
IRS did not agree to follow through on this recommendation because, in its view,
it has established a process to identify the best locations for virtual face-to-face serv-
ices. However, we believe that the IRS’s geographic coverage methodology does not
identify optimal underserved areas across the country that would benefit the most
from Virtual Service Delivery expansion.

TIGTA also found that the IRS’s use of cost/benefit information in managing its
enforcement resources could be significantly improved.3? The allocation of enforce-
ment resources represents an increasingly complex challenge for the IRS in light of
significant reductions in its budget. Return on investment (ROI) information, includ-
ing both estimated ROI for new enforcement initiatives and cost/benefit calculations
based on actual program results and costs, is an important tool available to assist
IRS senior executives in managing enforcement resources. Although cost/benefit in-
formation is considered in making resource allocation decisions, the IRS does not
document how or to what extent it uses the information and has no policies or pro-
cedures to guide this process. TIGTA also found that the IRS continues to be unable
to measure actual revenue from new enforcement initiatives funded in prior years.

We also determined that the IRS’s processes do not ensure that corporations accu-
rately claim carryforward general business credits.3! During PY 2013, corporate fil-
ers claimed more than $93 billion in general business credits. These credits offset
taxes owed by more than $21 billion. TIGTA identified 3,285 e-filed Forms 1120,
U.S. Corporation Income Tax Return, filed in PY 2013 on which corporations
claimed potentially erroneous carryforward credits totaling more than $2.7 billion.
We recommended the IRS develop processes to address the deficiencies identified in
our report. The IRS does not plan to implement this recommendation due to lack
of information technology resources and competing priorities.

In addition, TIGTA recently reported that the IRS hired some former employees
with prior substantiated conduct or performance issues.32 The practice of rehiring
former employees with known conduct and performance issues presents increased
risk to the IRS and taxpayers. For example, TIGTA found that nearly 20 percent
of the rehired former employees TIGTA sampled who had prior substantiated or un-
resolved conduct or performance issues also had new conduct or performance issues
after being rehired. This is significant because the time spent by IRS managers ad-
dressing performance and conduct issues is time taken away from serving taxpayers
and enforcing the law.

The IRS is also dedicating significant resources toward addressing what it be-
lieves to be the most significant risks to compliance, such as the challenge presented
by taxpayers’ increasing use of flow-through entities, such as partnerships.33 In the
IRS’s 2014-2017 Strategic Plan,34 one of its stated goals is to ensure compliance
with tax responsibilities and to combat fraud, and one of its stated measures of suc-
cess is an increase in voluntary compliance by 3 percent from 83 percent to 86 per-
cent by 2017.

30TIGTA, Ref. No. 2013-10-104, The Use of Return on Investment Information in Managing
Tax Enforcement Resources Could Be Improved (Sep. 2013).

31The general business credit is offered as an incentive for a business to engage in certain
kinds of activities considered beneficial to the economy or the public at large and is used to re-
duce a corporation’s regular tax liability. A carryforward is the amount of the general business
credit that is unused because of the tax liability limit for claiming the credit.

32TIGTA, Ref. No. 2015-10-006, Additional Consideration of Prior Conduct and Performance
Issues Is Needed When Hiring Former Employees (Dec. 2014).

33 Between 2008 and 2012, the number of business partnership filings increased by 21 percent.

34]RS Strategic Plan Fiscal Year 2014-2017.
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TIGTA continues to audit the efficiency and effectiveness of the IRS’s efforts to
reduce the Tax Gap 35 and improve voluntary tax compliance. In the area of partner-
ship compliance, for example, the IRS initiated its Partnership Strategy in July
2012 to improve the partnership audit process in light of the significant increase
in partnership filings and complexities associated with auditing partnership returns.
TIGTA recently completed a review of the partnership audit program and found
that the IRS has no effective way to assess the productivity of its partnership audits
since many complex partnerships have multiple layers of flow-through entities.3¢ In
order to track partnership audits, the IRS uses a decade’s old system that is unable
to provide information on the total amount of taxes that are ultimately assessed to
the taxable partners as a result of adjustments made to the partnership returns.
Therefore, the IRS is unable to assess the full impact of its partnership compliance
activities.

The IRS agrees that this is a significant problem but asserts that a new informa-
tion technology system is the only means to obtain the necessary information on the
productivity of its partnership compliance program. Until such time as the IRS up-
grades its systems, TIGTA believes the IRS could make better use of the significant
research capacity within the IRS to address this formidable tax compliance chal-
lenge. Although the IRS has requested over $16 million as part of its fiscal year
2016 budget request to increase the number of agents with specialized experience
in auditing large partnerships, it has not taken the steps to improve the tracking
of the results of its partnership audits so that it can make the best use of its re-
sources devoted to this area.

More Timely Third-Party Reporting and Correctable Error Authority

Each year, the IRS receives information returns filed by third parties such as em-
ployers and educational institutions. These returns provide the IRS the information
needed to verify taxpayers’ claims for benefits such as the Earned Income Tax Cred-
it (EITC) and the American Opportunity Tax Credit (AOTC). However, information
returns are generally not filed with the IRS until after most taxpayers file their an-
nual tax returns. As a result, the IRS cannot use the information contained on these
information returns to verify tax returns until after those tax returns are processed
and refunds are issued.

For example, the IRS estimates that in fiscal year 2013, 30 percent of (or $4.35
billion) in improper EITC payments resulted from verification errors associated with
the IRS’s inability to identify taxpayers who misreport their income to erroneously
claim the EITC. TIGTA’s review of TY 2012 tax returns identified more than $1.7
billion in potentially erroneous EITC claims on tax returns for which no third-party
Forms W-2, Wage and Tax Statement, supporting the wages reported had been re-
ceived by the IRS. However, the IRS does not have the Forms W-2 information at
the time most of these tax returns are processed. Employers who file paper Forms
W=2 are not required to file these forms until February of each year. Employers who
e-file Forms W—2 have until the end of March each year to file.

TIGTA also estimates that the IRS issued more than $3.2 billion in potentially
erroneous education credits in TY 2012 for students for whom the IRS did not re-
ceive a Form 1098-T, Tuition Statement, from a postsecondary educational institu-
tion.37 Educational institutions are required to provide a Form 1098-T to students
who attend their institution and file a copy of Form 1098-T with the IRS. The Form
1098-T provides the name and Employer Identification Number of the institution,
the name and Taxpayer Identification Number of the student who attended, and in-
formation on whether the student attended half-time or was a graduate student.
However, these forms are not available at the time the tax returns are filed. Con-
sequently, the IRS is not able to use this information to identify potentially erro-
neous claims when tax returns are processed. As with the Form W—2, Forms 1098—
T generally do not have to be filed with the IRS until the end of March each year.

Requiring third parties such as employers and educational institutions to file in-
formation returns earlier will provide the IRS with the opportunity to use the infor-
mation contained on these forms to verify tax returns at the time they are processed
rather than after refunds are issued. This could significantly improve the IRS’s abil-

35The Tax Gap is the difference between what all taxpayers owe and what they pay. The IRS
estimated the net tax gap (after factoring in forced collections) to be approximately $385 billion
annually.

36 TIGTA, Audit No. 201430027, Additional Improvements Are Needed to Measure the Success
and Productivity of the Partnership Audit Process, report planned for March 2015.

37TIGTA, Audit Number 201440015, Billions of Dollars in Potentially Erroneous Education
Credi}tls Continue to be Claimed for Ineligible Students and Institutions, report planned for
March 2015.
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ity to prevent the issuance of billions of dollars in erroneous tax benefits, including
the EITC and education credits.

However, even if the third-party information returns are received more timely, the
IRS still needs certain authorities to more efficiently and effectively use these data
to address taxpayer noncompliance. Generally, the IRS must audit any tax return
it identifies with a questionable claim before the claim can be adjusted or denied,
even if the IRS has reliable data that indicate the claim is erroneous. However, the
number of tax returns the IRS can audit is limited to available resources and the
need to provide a balanced enforcement program among all taxpayer segments.

The IRS does have math error authority3® to systemically address erroneous
claims that contain mathematical or clerical errors or EITC claims with an invalid
qualifying child’s Social Security Number. The IRS estimates that it costs $1.50 to
resolve an EITC claim using math error authority, compared to $278 to conduct a
pre-refund audit.

However, the majority of erroneous claims that the IRS identifies do not contain
the types of errors for which it has math error authority. For example, in TY 2011,
the IRS identified approximately 6.6 million potentially erroneous EITC claims to-
taling approximately $21.6 billion that it could not address using existing math
error authority. In addition, the number of potentially erroneous EITC claims that
the IRS can audit is further reduced by its need to allocate its limited resources
among the various areas of taxpayer noncompliance to provide a balanced tax en-
forcement program. As a result, billions of dollars in potentially erroneous EITC
claims go unaddressed each year.

The Department of the Treasury has included a legislative proposal to obtain cor-
rectable error authority as part of the IRS’s budget requests each year since fiscal
year 2013, which would permit the IRS to disallow tax benefit claims when Govern-
ment data sources do not support information on the tax return, or when taxpayers
have failed to include required documentation with their tax return or exceeded the
lifetime limit for claiming a deduction or credit. This authority would enable the
IRS to systemically deny all tax claims for which the IRS has reliable data showing
the claim is erroneous. The data available for IRS use in verifying tax returns go
l\o;yond that which is provided to the IRS on information returns such as the Form

—2.

For example, the Affordable Care Act requires Health Care Exchanges to provide
data to the IRS on a monthly basis for each individual enrolled in the Exchange
who purchased a qualified health insurance plan, including the amount of advance
Premium Tax Credits (PTC) received. The Department of Health and Human Serv-
ices estimates more than 6 million individuals purchased insurance through an Ex-
change in Calendar Year 2014. The Exchange data are available at the time tax re-
turns are processed and can be used to ensure taxpayers have purchased insurance
through an Exchange as required and have properly reconciled advance PTC pay-
ments on their tax returns before refunds are paid. However, the IRS was not given
the authority to use the Exchange data to systemically disallow a PTC claim for
which the data show the claim is erroneous. As a result, the IRS must audit these
tax returns.

The IRS has authority to use the Department of Health and Human Services Na-
tional Directory of New Hires (NDNH) which contains wage information to verify
EITC claims. However, the IRS does not have the authority to systemically disallow
an EITC claim that is not supported by NDNH data. Therefore, the IRS must audit
the EITC claims it identifies for which NDNH data indicate the income reported is
potentially erroneous. TIGTA estimates the use of correctable error authority along
with expanded use of the NDNH could have potentially prevented the issuance of
the more than $1.7 billion in questionable EITC claims in TY 2012 for which the
IRS had no Form W-2 from an employer. TIGTA forecasted that these processes
could prevent the issuance of more than $8.5 billion in potentially erroneous EITC
claims over the next 5 years.

A similar issue also exists with education credits. To qualify for an education
credit, students must attend a postsecondary educational institution that is certified
by the Department of Education to receive Federal student aid funding. The Depart-
ment of Education Postsecondary Education Participants System (PEPS) database
includes all educational institutions certified to receive Federal student aid funding.
TIGTA’s comparison of TY 2012 tax returns with the Department of Education
PEPS database identified more than 1.6 million taxpayers who received education
credits totaling approximately $2.5 billion for students who attended institutions

38 Under current law, the IRS can adjust tax returns on which the taxpayer has made a math
error utilizing summary assessment procedures.



54

that are not certified to receive Federal student aid funding. As with the EITC, the
IRS must audit these tax returns before the erroneous claim can be denied.3?

Despite the IRS’s numerous efforts, it is unlikely that it will achieve any signifi-
cant reduction in erroneous payments without more timely access to third-party in-
formation and the ability to systemically deny erroneous claims at the time a tax
return is processed. Given the scope of the improper payments that the IRS reports
each year, in addition to the improper payments that remain unreported, changes
in existing compliance methods could have a significant financial impact by enabling
the IRS to more efficiently and effectively address this problem.

TIGTA BUDGET REQUEST FOR FISCAL YEAR 2016

As requested by the subcommittee, I will now provide information on our budget
request for fiscal year 2016.

TIGTA’s fiscal year 2016 proposed budget requests appropriated resources of
$167,275,000, an increase of 5.7 percent from the fiscal year 2015 enacted budget.
TIGTA will continue to focus on its mission of ensuring an effective and efficient
tax administration. The fiscal year 2016 budget resources include funding to support
TIGTA’s critical audit, investigative, and inspection and evaluation priorities, while
still maintaining a culture that continually seeks to identify opportunities to achieve
efficiencies and cost savings.

During fiscal year 2014, TIGTA’s combined audit and investigative efforts have
recovered, protected, and identified monetary benefits totaling $16.6 billion,4° in-
cluding cost savings, increased revenue, revenue protection,4! and court-ordered set-
tlements in criminal investigations, and have affected approximately 3.6 million tax-
payer accounts. Based on TIGTA’s fiscal year 2014 budget of $156.4 million, this
represents a return on investment of $106-to-$1.

TIGTA’s Audit Priorities

TIGTA’s audit priorities include mitigating risks associated with tax refund fraud
and identity theft, monitoring the IRS’s implementation of the Affordable Care Act
and other tax law changes, and assessing the IRS’s efforts to improve tax compli-
ance involving foreign financial assets and offshore accounts.

Recent audit work has shown that the IRS could develop or improve processes
that will increase its ability to detect and prevent the issuance of fraudulent tax
refunds resulting from identity theft. In addition, TIGTA has concerns about the se-
curity of tax data provided to the Exchanges and is also concerned that the potential
for refund fraud and related schemes could increase as a result of processing ACA
Premium Tax Credits.

Several key ACA provisions became effective in fiscal year 2015, and the IRS
must ensure that the tax administration system is able to fully implement these
provisions. Consequently, TIGTA has implemented a multi-year audit strategy to
assess the IRS’s implementation of the ACA. This strategy includes coordination
with other agencies, including the Department of Health and Human Services Office
of Inspector General. TIGTA is conducting or planning to initiate 10 ACA-related
audits during fiscal year 2015.

The tax compliance of business and individual taxpayers involved in international
transactions remains a significant concern for the IRS. Complex transfer pricing
issues and identifying U.S. taxpayers with hidden foreign assets and accounts con-
tinue to demand additional IRS resources. TIGTA will continue to perform audit
work to assess the IRS’s compliance with provisions of the Foreign Account Tax
Compliance Act42 and its efforts to improve tax compliance involving foreign finan-
cial assets and offshore accounts.

39TIGTA, Audit Number 201440015, Billions of Dollars in Potentially Erroneous Education
Credits Continue to be Claimed for Ineligible Students and Institutions, report planned for
March 2015.

40 This figure includes dollars potentially compromised by bribery; dollar amount of tax liabil-
ity for taxpayers who threaten and/or assault IRS employees; dollar value of resources protected
against malicious loss; dollar amount of embezzlement or taxpayer remittance theft; dollar value
of Government property recovered; dollar value of court ordered criminal and civil penalties,
?nes(i and restitution; and dollar value of seizures, forfeitures, and recoveries from contract
raud.

41Recommendations made by TIGTA to ensure the accuracy of the total tax, penalties, and
interest paid to the Federal Government.

‘ggublic Law No. 111-147, Subtitle A, 124 Stat 97 (2010)(codified in scattered sections of 26
U.S.C).
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TIGTA’s Investigative Priorities

TIGTA’s investigative priorities include investigating allegations of serious mis-
conduct and criminal activity by IRS employees; ensuring that IRS employees are
safe and IRS facilities, data and infrastructure are secure and not impeded by
threats of violence; and protecting the IRS against external attempts to corrupt or
otherwise interfere with tax administration.

IRS employees are entrusted with the sensitive personal and financial information
of taxpayers. It is particularly troubling when IRS employees misuse their positions
in furtherance of identity theft and other fraud schemes. TIGTA will continue to
proactively review the activities of IRS employees who access taxpayer accounts for
any indication of unauthorized accesses that may be part of a larger fraud scheme
and conduct investigations into suspected wrongdoing.

For TIGTA’s investigators, our experience has shown that the IRS’s expanded role
under the ACA may spark a new wave of animosity directed toward IRS employees
that could result in threats of violence or the actual assault of IRS employees and
attacks on IRS facilities. For example, TIGTA has investigated threats made by tax-
payers to IRS employees as a result of the IRS offsetting their Federal tax refunds
for the repayment of student loans or court-ordered child support payments. As ACA
provisions start to take effect, additional resources will be dedicated to investigating
related threats.

Shortly after the Supreme Court upheld the constitutionality of the ACA, the
media reported that criminals impersonated a Federal agency in an attempt to
fraudulently obtain personally identifiable information from unsuspecting taxpayers.
Criminals could use such sensitive information to further their identity theft
schemes and other crimes under the guise that the information was required for
ACA compliance. Based upon our experience investigating this type of criminal ac-
tivity, TIGTA anticipates a significant increase in the number of ACA-related imper-
sonation attempts as the IRS begins its role in ACA compliance activity.

Between fiscal years 2011 and 2014, TIGTA processed over 10,240 threat-related
complaints and conducted over 4,990 investigations of threats made against IRS em-
ployees. TIGTA will continue to aggressively investigate individuals who threaten
the safety and security of the IRS and its employees.

As mentioned earlier, the TIGTA Hotline has received over 300,000 reports from
taxpayers victimized by individuals impersonating IRS employees in an effort to de-
fraud them. As of January 31, 2015, more than 3,000 victims have reported an ag-
gregate loss in excess of $15 million dollars. TIGTA will continue to investigate
these crimes against taxpayers and alert the public to this scam to ensure that inno-
cent taxpayers are not harmed by these criminals.

We at TIGTA are committed to our mission of ensuring an effective and efficient
tax administration system and preventing, detecting, and deterring waste, fraud,
and abuse. As such, we plan to provide continuing audit coverage of the IRS’s efforts
to operate efficiently and effectively and investigate any instances of IRS employee
misconduct or fraud in IRS operations.

Chairman Boozman, Ranking Member Coons, and members of the subcommittee,
thank you for the opportunity to share my views.

Senator BoozZMAN. Thank you very much.

I know that Senator Coons has a classified briefing that he is
supposed to be at. So we will go to him on this round.

Senator COONS. That is very kind of you. Thank you, Chairman.

And I will try to be brief, if I might.

Mr. George, TIGTA identified security of taxpayer data as the
number-one management challenge facing the IRS. What are your
key concerns about the adequacy of their information security, and
how responsive has the IRS been to your recommendations to bol-
ster its systems? And what would you recommend they make their
top priority in terms of responding to this concern?

Mr. GEORGE. They have been responsive, Senator. The new Com-
missioner and I have had a long-term relationship, meaning we
have worked together in various capacities. He listens to the con-
cerns that we provide. They don’t agree with 100 percent of them,
but they agree with enough so that I feel secure or confident at
least that some of the issues that we identify are addressed.
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I think it is very important to note, as the Commissioner noted,
they are under attack on a daily basis hundreds of times. Fortu-
nately, we have not yet detected any breaches to the tax system
that would undermine it, which obviously would be devastating to
this Nation. So, in that sense, we feel confident.

Three, limited resources and their having to make difficult
choices as to what to focus on is going to put some of what I just
said to you possibly at risk or make it completely inaccurate, de-
pending upon what happens day to day. So

Senator COONS. Given the response to your concerns, criticisms,
suggestions, what level of confidence do you have that increased in-
vestment, increased available resources in this area might actually
result in a significant increase in the security of this vital data?

Mr. GEORGE. There is no question if they had additional re-
sources to devote to this, it would enhance my confidence that it
would be more secure, sir.

Senator COONS. You identified implementing the ACA as the
number-two management challenge, and I just wondered what your
chief concerns are about the capacity of the IRS to meet their re-
sponsibilities both for implementing rule writing and administering
the new responsibilities, and what recommendations have you of-
fered IRS on how to improve their responsiveness here?

Mr. GEORGE. At the request of Congress, we are now in the proc-
ess of working both with the Inspector General of the Department
of Health and Human Services, as well as with my people on this
very important issue, sir. This is unprecedented territory for the
Internal Revenue Service, and so at this stage, I am not in a posi-
tion to give you a definitive answer. All I can say is that we are
monitoring it, and we will be reporting out information in the very
near future.

Senator COONS. And last, because I don’t want to impose too
much on the chairman’s kindness, the tax gap is estimated at
about $450 billion. That is about a 17 percent noncompliance rate,
which is really striking. What are your views on the adequacies of
the IRS’s strategy to narrow the gap, and what are the impedi-
ments that most need to be dealt with to attack this or to deal with
this, given the declining resources available to the IRS?

Mr. GEORGE. First of all, we believe that that figure, which is an
IRS-produced figure, is actually understating the problem. We be-
lieve that the international aspect of the tax gap is not adequately
included in that figure, and there is no question that some of the
many recommendations that we made in this area and will con-
tinue to make include third-party reporting.

There is a figure or a few figures, and I beg your indulgence be-
cause it is so important that I think people understand that, and
this is according to the Internal Revenue Service, there is such a
high correlation between tax compliance and third-party informa-
tion reporting and withholding of taxes.

The IRS estimates individuals whose wages are subject to with-
holding report 99 percent of their wages. Self-employed individuals
who operate nonfarm businesses are estimated to report only 68
percent of their income for tax purposes. But the most striking fig-
ure, sir, is self-employed individuals operating on a cash basis are
estimated to report just 19 percent of their income.
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So there is no question this is a tax policy question. If everyone
were required to fill out a form when someone cut their lawn or
painted their home, this third-party reporting would help increase
the amount of money that is reported as tax—as income, rather,
and ultimately taxes paid to the Federal Government. But this is
just one aspect of, what can be done to address the tax gap.

Senator COONS. Well, thank you, and I look forward to working
with you this year and in the future to make sure that your rec-
ommendations are being responded to appropriately by the IRS.

Mr. Chairman, I was going to ask consent. There was a state-
ment received, I understand, by the subcommittee from the presi-
dent of the National Treasury Employees Union, just that that be
made a part of the record.

Senator BOOZMAN. Sure. Without objection.

[The statement follows:]

PREPARED STATEMENT OF THE NATIONAL TREASURY EMPLOYEES UNION

Chairman Boozman, Ranking Member Coons and distinguished members of the
subcommittee, I would like to thank you for allowing me to provide comments on
the Internal Revenue Service (IRS) budget request for fiscal year 2016. As president
of the National Treasury Employees Union (NTEU), I have the honor of rep-
resenting over 150,000 Federal workers in 31 agencies, including the men and
women at the IRS.

Mr. Chairman, despite the critical role that the IRS plays in helping taxpayers
meet their tax obligations and generating revenue to fund the Federal Government,
the IRS’ ability to continue doing so has been severely challenged due to funding
reductions in recent years.

Since fiscal year 2010, IRS funding has been cut by almost $1.2 billion, or 17 per-
cent after adjusting for inflation. The funding reductions have forced the IRS to op-
erate under an exception-only hiring freeze since December 2010, and will have
forced the Service to reduce the total number of full-time, permanent employees by
17,000 by the end of the fiscal year. In particular, the number of employees assigned
to answer telephone calls from taxpayers fell from 9,400 in 2010 to 6,900 in 2014,
a 26 percent drop. And despite the critical role they play in maximizing taxpayer
compliance and generating revenue, the total number of Revenue Officers and Rev-
enue Agents was down more than 3,600 at the end of fiscal year 2013, and without
additional resources, the IRS has warned it will lose another 1,800 enforcement per-
sonnel through attrition by the end of fiscal year 2015. The lack of sufficient staffing
has strained IRS’ capacity to carry out its important taxpayer service and enforce-
ment missions.

The drastic cuts to IRS’ budget come at a time when the IRS workforce is already
facing a dramatically increasing workload with staffing levels down by 13,000 since
2010, and more than 26 percent below what they were just 18 years ago. In 1995,
the IRS had a staff of 114,064 to administer tax laws and process 205 million tax
returns. By the close of 2013, staffing had fallen to 83,613 to administer a more
complicated tax code and process 242 million much more complex tax returns and
other forms. The IRS predicts it will lose another 4,000 full-time employees by the
end of fiscal year 2015.

INTERNAL REVENUE SERVICE FISCAL YEAR 2016 BUDGET REQUEST

NTEU was pleased to see that the administration’s budget request for the IRS
would provide the agency with a total of $12.9 billion in funding for fiscal year 2016,
including $12.3 billion in base funding and $667 million via a program integrity cap
adjustment. The $12.9 billion in funding would represent an increase of more than
$1.9 billion over the current fiscal year 2015 level, which would help restore funding
for important taxpayer service and enforcement activities that have been slashed in
recent years. These funding reductions have adversely impacted IRS’ ability to meet
its mission, and without action by Congress, IRS’ ability to serve taxpayers and en-
force our Nation’s tax laws will continue to erode.

I would also note that in previous years, NTEU has supported the budget rec-
ommendations proposed by the IRS Oversight Board which have generally called for
additional resources above that requested by the administration. For fiscal year
2016, the Oversight Board has recommended $13.5 billion in funding for the IRS.



58

While we have not seen the specific details of the Board’s proposal, we would be
inclined to support providing additional funding for the IRS above the administra-
tion’s request and look forward to reviewing the Board’s recommendation.

TAXPAYER SERVICES

Providing quality taxpayer service is a critical component of the IRS’ efforts to
help the taxpaying public understand their tax obligations while making it easier
to participate in the tax system. Unfortunately, the IRS’ ability to provide excellent
taxpayer service has been severely challenged due to reduced funding in recent
years and the cuts mandated by sequestration. Without additional resources, further
degradation in taxpayer services will occur, jeopardizing our voluntary compliance
system.

Impact of Inadequate Funding on Taxpayer Services

In the past few years, many experts in the tax community, including the National
Taxpayer Advocate, IRS Oversight Board and the IRS Advisory Council have all
warned of the dangers of underfunding the IRS and the adverse impact it has had
on taxpayer service.

In January, the National Taxpayer Advocate, Nina Olson, released her 2014 An-
nual Report to Congress which identifies the decline in IRS taxpayer services due
to reduced funding as the #1 most serious problem facing taxpayers. The report de-
scribes in detail the severe reduction to taxpayer services caused by repeated cuts
to the IRS budget. Among the report findings are:

—In fiscal year 2015, the IRS predicts that it will be able to answer less than
50 percent of calls from taxpayers seeking assistance—down from 87 percent in
fiscal year 2004.

—Taxpayers who do manage to get through are expected to wait on hold for 30
minutes on average, up from 2.6 minutes in fiscal year 2004.

—During the upcoming filing season, the IRS will not answer any tax-law ques-
tions except “basic” ones. After the filing season, the IRS will not answer any
tax-law questions at all, leaving the roughly 15 million taxpayers who file later
in the year unable to get answers to their questions by calling or visiting IRS
offices.

—The IRS historically has prepared tax returns for taxpayers seeking its help,
particularly for low income, elderly, and disabled taxpayers. Eleven years ago,
it prepared some 476,000 returns. That number declined significantly over the
past decade, and last year the IRS announced it will no longer prepare returns
at all.

—The IRS has also said the funding reductions could result in delays in refunds
for some taxpayers. Those taxpayers who file paper returns could wait an extra
week or longer to see their refund. Taxpayers with errors or questions on their
returns that require additional manual review will also face delays.

Mr. Chairman, it is evident that funding reductions in recent years have seriously
eroded the IRS’ ability to provide taxpayers with the services they need. Without
the additional funding proposed in the administration’s budget request, taxpayers
will continue experiencing a degradation of services, including longer wait times to
receive assistance over the telephone, increasing correspondence inventories, includ-
ing letters from taxpayers seeking to resolve issues with taxes due or looking to set
up payment plans.

That is why we strongly support the President’s request of $2.4 billion in funding
for taxpayer services in fiscal year 2016, a $252 million increase over the current
level. We believe this increase will allow the IRS to restore customer service levels
to meet rising taxpayer demand and help taxpayers understand their obligations,
correctly file their returns, and pay taxes due in a timely manner.

Enforcement
Mr. Chairman, the funding reductions to the IRS budget in recent years have also

negatively impacted its ability to maximize taxpayer compliance, prevent tax eva-
sion and reduce the deficit.

Impact on Voluntary Compliance and Tax Gap

NTEU strongly believes our system of voluntary tax compliance is most effective
when the IRS is able to assist those trying to meet their obligations under the law.
In particular, by assisting taxpayers with their tax questions before they file their
returns, the IRS can help prevent inadvertent noncompliance and reduce burden-
some post-filing actions, such as audits and penalties.
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Unfortunately, as noted previously, funding reductions have resulted in the inabil-
ity of millions of taxpayers to get answers from IRS call centers and at taxpayer
assistance centers (TACs), which lessens their ability to meet their tax obligations.

The National Taxpayer Advocate has previously warned that limited resources
were impeding IRS’ ability to conduct education and outreach to taxpayers, includ-
ing small businesses, which is critical to ensuring they are able to understand and
comply with their tax obligations. For example, she has repeatedly warned staffing
levels at TACs across the country are woefully inadequate, with taxpayers lining up
to enter IRS offices well before those offices were even open and with some people
being turned away.

Inadequate staffing and the lack of availability of services at TACs has long been
a problem at the IRS and disproportionately impacts the most vulnerable in our
population who use TACs most often, including non-English speaking taxpayers, the
elderly and low income individuals and families, who often need additional assist-
ance in understanding and meeting their tax responsibilities. If these taxpayers are
not provided the assistance they need to understand their tax obligations, they may
inadvertently file an incorrect return which could necessitate the need for IRS to
undertake post-filing actions that are costly and burdensome to both the taxpayer
and the IRS.

Incorrect filings could also result in taxpayers paying less than they owe, further
hampering efforts to close the tax gap, which is the amount of tax owed by tax-
payers that is not paid on time.

The adverse impact on IRS’ capacity to collect revenue critical to reducing the
Federal deficit is clear. In fiscal year 2014, on a budget of $11.2 billion, the IRS
collected $3.1 trillion, roughly 93 percent of Federal Government receipts. According
to the IRS, every dollar invested in IRS enforcement programs generates roughly
$7 in return, but reduced funding for enforcement programs in recent years has led
to a steady decline in enforcement revenue since fiscal year 2007. In fiscal year
2014, IRS enforcement activities brought in $57.1 billion, down more than $2 billion
from the $59.2 billion in fiscal year 2007.

The $345 million reduction to IRS’ budget for fiscal year 2015 will further reduce
IRS’ ability to collect revenue and would result in the loss of billions in revenue in
fiscal year 2015 alone. That lost revenue could otherwise be invested in critical Gov-
ernment programs or be used to reduce the Federal deficit.

The IRS has warned that enforcement staffing will continue to be a significant
concern under the fiscal year 2015 funding level and has cautioned that under this
insufficient level of funding, the IRS will lose another 1,800 enforcement personnel
in fiscal year 2015. The impact of the reduced staffing in enforcement will result
in in at least 46,000 fewer individual and business audit closures and more than
280,000 fewer Automated Collection System and Field Collection case closures.

That is why NTEU was happy to see the administration’s budget request would
provide a $539 million increase in funding for IRS tax enforcement above the cur-
rent level. This increase includes a program integrity cap adjustment which pro-
vides critical funding designed to protect revenue by identifying fraud and pre-
venting issuance of questionable refunds, including tax-related identity theft, ad-
dressing offshore noncompliance, and improving collection coverage rates. According
to the administration, the additional funding provided via the cap adjustment is ex-
pected to generate $2.8 billion in additional annual enforcement revenue, resulting
in a return on investment (ROI) of more than 6 to 1, once new hires reach full po-
tential in fiscal year 2018. This estimate does not account for the deterrent effect
of IRS enforcement programs, estimated to be at least three times larger than the
direct revenue impact.

CONCLUSION

Chairman Boozman, Ranking Member Coons and members of the subcommittee,
thank you for the opportunity to provide NTEU’s views on the administration’s fis-
cal year 2016 budget request for the IRS. NTEU believes that only by restoring crit-
ical funding for effective enforcement and taxpayer service programs can the IRS
provide America’s taxpayers with quality service while maximizing revenue collec-
tion that is critical to reducing the Federal deficit.

[This statement was submitted by Colleen M. Kelley, National President.]

Senator COONS. And let me thank you very much for your for-
bearance, allowing me to get to this classified briefing.

Senator BOOZMAN. Good luck in your meeting.

Senator COONS. Thank you very much.
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And thank you for your testimony.

Senator BoozMAN. Hopefully, you will learn a little.

Senator COONS. I hope.

Senator BoOozMAN. Thank you very much, Mr. George, for being
here.

Mr. GEORGE. Certainly, sir.

Senator BOOZMAN. The earned income tax credit has previously
been declared a high-risk program by OMB. The IRS estimates
that 24 percent of all payments made in fiscal year 2013, or $14.5
billion, were paid in error.

In addition, the IRS estimates that it has paid between $124 bil-
lion and $148 billion in improper EITC payments, earned income
tax payments, in fiscal years 2003 to 2013. The IRS has developed
a strategy in an attempt to reduce the improper payments that fo-
cuses on early intervention to ensure that individuals claiming the
credit are in compliance with the earned income tax credit rules.

However, despite those efforts, the estimated improper payment
rate has remained relatively unchanged since fiscal year 2003, and
the amount of tax credit claims paid in error has literally grown.
I guess the question is the IRS noted that it cannot fully address
the earned income tax credit noncompliance by simply auditing re-
turns and must pursue alternatives to traditional compliance ef-
forts.

Have you made any recommendations to the IRS as to how to
combat the problem?

PREPARED STATEMENT

Mr. GEORGE. We have, sir. And you know, what I would like to
do at this point is allow or seek permission to include a report that
we have conducted on the earned income tax credit into the record.

Senator BoozZMAN. Without objection.

[The information follows:]
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This report presents the results of our review to assess the Internal Revenue
Service’s efforts to identify and address the root causes of erroneous Earned Income
Tax Credit and Additional Child Tax Credit payments. This audit is included in our
Fiscal Year 2014 Annual Audit Plan and addresses the major management chal-
lenge of Fraudulent Claims and Improper Payments.

Management’s complete response to the draft report is included in Appendix IX.

Copies of this report are also being sent to the Internal Revenue Service man-
agers affected by the report recommendations. Please contact me if you have ques-
tions or Russell Martin, Acting Assistant Inspector General for Audit (Returns Proc-
essing and Account Services).

HIGHLIGHTS

Final Report issued on September 29, 2014

Highlights of Reference Number: 2014—40-093 to the Internal Revenue Service
Commissioner for the Wage and Investment Division.

IMPACT ON TAXPAYERS

The Earned Income Tax Credit (EITC) and Additional Child Tax Credit (ACTC)
are refundable credits designed to help low-income individuals reduce their tax bur-
den. The IRS estimated that it paid $63 billion in refundable EITCs and $26.6 bil-
lion in refundable ACTCs for Tax Year 2012. The IRS also estimated that 24 per-
cent of all EITC payments made in Fiscal Year 2013, or $14.5 billion, were paid in
error.

WHY TIGTA DID THE AUDIT

This audit was initiated because the IRS is required to identify and take actions
to address the root causes of improper payments in Federal programs identified as
being at high risk for improper payments. The only IRS program identified as a
high risk is the EITC. The overall objective of this review was to assess the IRS’s
efforts to identify and address the root causes of erroneous EITC and ACTC pay-
ments.

WHAT TIGTA FOUND

Processes have been developed to identify improper EITC payments and their root
causes. However, the IRS has not developed processes to quantify or identify the
root causes of improper ACTC payments.
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The IRS has continually rated the risk of improper ACTC payments as low. How-
ever, TIGTA’s assessment of the potential for ACTC improper payments indicates
the ACTC improper payment rate is similar to that of the EITC. Using IRS data,
TIGTA estimates the potential ACTC improper payment rate for Fiscal Year 2013
is between 25.2 percent and 30.5 percent, with potential ACTC improper payments
totaling between $5.9 billion and $7.1 billion. In addition, IRS enforcement data
show the root causes of improper ACTC payments are similar to those of the EITC.

Significant changes in IRS compliance processes would be necessary to make any
significant reduction in improper payments. Expanded authority to make corrections
to tax returns when data obtained from the Department of Health and Human Serv-
ices indicate the taxpayer’s refundable credit claims are not valid would help reduce
improper payments. TIGTA estimates such authority could have potentially allowed
the IRS to prevent more than $1.7 billion in questionable EITC payments in Tax
Year 2012.

WHAT TIGTA RECOMMENDED

TIGTA recommended that the IRS ensure that the results of the ACTC Improper
Payment Risk Assessment accurately reflect the high risk associated with ACTC
payments, identify the root causes of the improper ACTC payments, and establish
a plan to reduce erroneous payments. Furthermore, if correctable error authority is
granted, the IRS should contract with the Department of Health and Human Serv-
ices to obtain the complete National Directory of New Hires database.

In addition, the IRS should work with the Assistant Secretary of the Treasury for
Tax Policy to consider a legislative proposal to obtain expanded National Directory
of New Hires database authority to systemically verify claims for other income-
based refundable credits (e.g., the ACTC).

The IRS agreed with our recommendation to pursue expanded National Directory
of New Hire authority. The IRS did not agree with our other recommendations.
TIGTA’s concerns with the IRS’s response to the recommendations are noted in the
report.

ABBREVIATIONS
ACTC Additional Child Tax Credit
CTC Child Tax Credit
DDV Due Diligence Visit
EITC Earned Income Tax Credit
HHS Department of Health and Human Services
IPERA Improper Payments Elimination and Recovery Act
IPERIA Improper Payments Elimination and Recovery Improvement Act
IPIA Improper Payments Information Act
IRS Internal Revenue Service
NDNH National Directory of New Hires
NRP National Research Program
OMB Office of Management and Budget
SSN Social Security Number
TIGTA Treasury Inspector General for Tax Administration
BACKGROUND

Refundable credits are designed to help low-income individuals reduce their tax
burden or to provide incentives for other activities. The number of these credits has
varied over time because some credits are available for a limited period that is set
by law. The Internal Revenue Service (IRS) reported that the amount of refundable
tax credits claimed by taxpayers has grown from approximately $9.4 billion in fiscal
year! 1993 to more than $104 billion in fiscal year 2013.

1 Any yearly accounting period, regardless of its relationship to a calendar year. The Federal
Government’s fiscal year begins on October 1 and ends on September 30.
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The two largest refundable credits designed to help low-income individuals are the
Earned Income Tax Credit (EITC) and Additional Child Tax Credit (ACTC). The
EITC is used to offset the impact of Social Security taxes on low-income families
and to encourage them to seek employment. The ACTC is used to adjust the indi-
vidual income tax structure to reflect a family’s reduced ability to pay taxes as fam-
ily size increases. The EITC and the ACTC combined have increased almost 40 per-
cent from Tax Year2 2007 to Tax Year 2012. The IRS estimated that it paid $47.5
billion in refundable EITCs and $16.4 billion in refundable ACTCs for Tax Year
2007 compared to $63 billion and $26.6 billion, respectively, for Tax Year 2012.

The EITC

Congress created the EITC in 1975. Since then, the EITC has been modified a
number of times to help improve the administration of the credit and to make the
law less complex. For example, the initial eligibility requirements were revised to
make taxpayers ineligible to receive the credit when the taxpayer has a Social Secu-
rity Number (SSN) that is not valid for employment.3 Congress also implemented
a uniform definition of a qualifying child that applied to most child-related tax pro-
visions. Most recently, the EITC was expanded to provide for a temporary increase
in the EITC and expansion of the credit for workers with three or more qualifying
children.

Taxpayers use Form 1040 (Schedule EIC), Earned Income Credit, to report the
EITC qualifying child information. Taxpayers must meet specific criteria to qualify
for the EITC that includes having a valid SSN. Additional criteria apply for those
taxpayers who have qualifying children, including certain age, relationship, and
residency tests. The resulting amount of the EITC a taxpayer can receive is based
on the taxpayer’s earned income and the number of qualifying children. Appendix
V lists the rules taxpayers must meet to qualify for the EITC.

The ACTC

The Child Tax Credit (CTC) and the ACTC (the refundable portion of the CTC)
were enacted by the Taxpayer Relief Act of 1997.4 Congress believed that a tax cred-
it for families with dependent children would reduce the individual income tax bur-
den for families, better recognize the financial responsibilities of raising dependent
children, and promote family values. To qualify for the CTC, a taxpayer must have
a qualifying child.5 Taxpayers use Schedule 8812, Child Tax Credit, to compute the
ACTC and document whether the children claimed on the tax return who have an
Individual Taxpayer Identification Number® meet the qualifying eligibility tests of
substantial presence in the United States. The amount of the ACTC a taxpayer may
receive, if any, is dependent on the total amount of the taxpayer’s CTC and the tax-
payer’s earned income.

The CTC can reduce an individual’s taxes owed by as much as $1,000 for each
qualifying child.” Because the CTC is nonrefundable, the amount that can be
claimed is limited to an individual’s reported tax liability. The ACTC is the refund-
able portion of the CTC and is provided to qualifying individuals even if no income
tax is withheld or paid; that is, the credit can exceed the tax liability. Appendix VI
lists the basic eligibility and qualifying child requirements for the CTC and the
ACTC.

Like the EITC, Congress has changed the CTC and the ACTC several times since
they were enacted in Calendar Year 1997. These changes allowed more families to
be eligible for the ACTC. For example, the American Recovery and Reinvestment
Act of 2009 8 reduced the minimum earned income amount used to figure the ACTC

2 A 12-month accounting period for keeping records on income and expenses used as the basis
for calculating the annual taxes due. For most individual taxpayers, the tax year is synonymous
with the calendar year.

3Non-U.S. citizens who do not have an employment authorization must prove a valid nonwork
reason for requesting an SSN in order to receive one, generally for obtaining Government bene-
fits (Federal, State, or local) to which the individual is entitled.

4 Public Law No. 105-34, 111 Stat. 788.

5A qualifying child for purposes of the CTC is a child who must be claimed as a dependent
on your tax return and meets other specific eligibility tests, such as relationship, age, filing sta-
tus, and support. See Appendix VI for qualifying criteria.

6 An Individual Taxpayer Identification Number is an IRS—issued identification number avail-
able to individuals who are required to have a Taxpayer Identification Number for tax purposes
but who do not have and are not eligible to obtain an SSN because they are not authorized to
work in the United States.

7The CTC amount has been $1,000 since Tax Year 2003.

8 Public Law No. 111-5, 123 Stat. 115.
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to $3,000.2 Reducing the amount to $3,000 expanded the number of taxpayers who
could then qualify for the ACTC as well as increased the amount of the ACTC they
could receive. The $3,000 minimum earned income amount has been extended by
law through Tax Year 2017.

Improper payments of refundable credits

The Office of Management and Budget (OMB) defines an improper payment as
any payment that should not have been made, was made in an incorrect amount,
or was made to an ineligible recipient. Various ways have been put forth to identify,
measure, and reduce Federal improper payments, including laws specifically ad-
dressing improper payments, an Executive order, and guidance by certain oversight
agencies such as the OMB. In addition, agency Inspectors General serve a role by
evaluating agency information related to improper payments. For example:

—The Improper Payments Information Act (IPIA) of 2002 10 requires Federal agen-
cies, including the IRS, to estimate the amount of improper payments and re-
port to Congress annually on the causes of and the steps taken to reduce im-
proper payments.

—The Improper Payments Elimination and Recovery Act (IPERA) of 2010,11 en-
acted on July 22, 2010, amended the IPIA by strengthening agency reporting
requirements and redefining “significant improper payments.” Significant is de-
fined as gross annual improper payments, i.e., the total amount of overpay-
ments plus underpayments, made in the program during the fiscal year re-
ported that exceeded (a) both 2.5 percent of program outlays and $10 million
of all program or activity payments or (b) $100 million.

—Executive Order 13520, Reducing Improper Payments and Eliminating Waste in
Federal Programs, signed by the President on November 20, 2009, further in-
creases Federal agencies’ accountability for reducing improper payments while
continuing to ensure that Federal programs serve and provide access to their
intended beneficiaries.

—The Improper Payments Elimination and Recovery Improvement Act (IPERIA)
of 2012,12 enacted in January 2013, further expanded agency improper payment
requirements to foster greater agency accountability. The IPERIA requires the
OMB to designate the programs with the most egregious cases of improper pay-
ments as high-priority and requires agencies to develop additional or supple-
mental measures for tracking progress in reducing improper payments in these
programs.

The OMB’s improper payment reporting guidance 13 requires agencies that iden-
tify programs with a high risk of improper payments to report root causes of these
errors using the following three categories:

—Documentation and Administrative Errors.—Errors caused by the absence of
supporting documentation necessary to verify the accuracy of a payment or er-
rors caused by incorrect inputting, classifying, or processing of applications or
payments by a relevant Federal agency, State agency, or third party who is not
the beneficiary.

—Authentication and Medical Necessity Errors.—Errors caused by an inability to
authenticate eligibility criteria through third-party databases or other resources
because no databases or other resources exist, or providing a service that was
not medically necessary given the patient’s condition.

—Verification Errors.—Errors caused by the failure or inability to verify recipient
information, including earnings, income, assets, or work status, even though
verifying information does exist in third-party databases or other resources (in
this situation, as contrasted with “authentication” errors, the “inability” to
verify may arise due to legal or other restrictions that effectively deny access
to an existing database or resource), or errors due to beneficiaries failing to re-
port correct information to an agency.

For fiscal year 2011 reporting and beyond, agencies with programs that are sus-
ceptible to significant improper payments under the IPIA are required to report in-
formation on the three categories of errors annually in their Performance and Ac-
countability Report or Agency Financial Report. Furthermore, both the IPERA and
Executive Order 13520 require the Treasury Inspector General for Tax Administra-

9 Taxpayers must deduct the minimum earned income amount from their earned income be-
fore applying the percentage allowed to figure the refundable ACTC.

10 Public Law No. 107-300, 116 Stat. 2350.

11 Public Law No. 111-204, 124 Stat. 2224.

12Public Law No. 112-248.

13OMB Circular A-123, Requirements for Effectwe Measurement and Remediation of Improper
Payments, Part 111 to Appendlx C (Mar. 22, 2010)
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tion (TIGTA) to annually review the IRS’s compliance with improper payment as-
sessment and reporting requirements.

The process to identify IRS programs for improper payment risk assessment

The Department of the Treasury identifies the programs that the IRS must assess
for the risk of improper payments. The IRS used the Improper Payments Elimi-
nation and Recovery Risk Assessment Questionnaire for fiscal year 2013 (the Ques-
tionnaire) and related guidance provided by the Department of the Treasury to as-
sess the level of risk for each identified program. The Questionnaire computes a risk
score for each program based on the IRS’s response to the questions contained in
the Questionnaire. The risk score determines whether there is a low, medium, or
high risk of improper payments in a program. The Department of the Treasury es-
tablishes the level of risk for improper payments in a program based on the risk
score ranges and considers programs with a risk score of 0 to 11 as low risk, 12
to 28 as medium risk, and 29 and greater as high risk.

The IRS is required to forward the results and documentation for all risk assess-
ments to the Department of the Treasury. For any program identified as having a
high risk for improper payments, the IRS must provide the following information
to the Department of the Treasury for inclusion in the Department’s annual Agency
Financial Report:

—The rate and amount of improper payments.

—The root causes of the improper payments.

—Actions taken to address the root causes.

—Annual improper payment reduction targets.

—A discussion of any limitations to the IRS’s ability to reduce improper pay-

ments.

The EITC has previously been declared a high-risk program by the OMB and as
such the annual Improper Payments Elimination and Recovery Risk Assessment
Questionnaire is not required to be prepared for this program. The EITC is cur-
rently the only IRS program identified as having a high risk for improper payments
for the purposes of the IPERA and the only program with information included in
the Agency Financial Report. The IRS estimates that 24 percent of all EITC pay-
ments made in fiscal year 2013, or $14.5 billion, were paid in error.l4 In addition,
the IRS estimates that it paid between $124 billion and $148 billion in improper
EITC payments in fiscal years 2003 through 2013.

This review was performed at IRS National Headquarters Office of Research,
Analysis, and Statistics in Washington, DC, and in the Office of Return Integrity
and Correspondence Services in Atlanta, Georgia, during the period May 2013
through July 2014. We conducted this performance audit in accordance with gen-
erally accepted government auditing standards. Those standards require that we
plan and perform the audit to obtain sufficient, appropriate evidence to provide a
reasonable basis for our findings and conclusions based on our audit objective. We
believe that the evidence obtained provides a reasonable basis for our findings and
conclusions based on our audit objective. Detailed information on our audit objec-
tive, scope, and methodology is presented in Appendix I. Major contributors to the
report are listed in Appendix II.

RESULTS OF REVIEW

Processes Have Been Developed to Identify Root Causes of Improper
Earned Income Tax Credit Payments

The IRS has determined that EITC improper payments primarily result from two
root causes—authentication and verification. Authentication errors include errors
associated with the IRS’s inability to authenticate qualifying child requirements,
taxpayers’ filing status, and EITC claims associated with complex or nontraditional
living situations. Verification errors relate to the IRS’s inability to identify individ-
uals improperly reporting income to erroneously claim an EITC amount to which
they are not entitled. Verification errors include underreporting and overreporting
of income by wage earners as well as taxpayers who report they are self-employed.
For fiscal year 2013, the IRS estimates that 70 percent, or $10.15 billion, in im-
proper EITC payments resulted from authentication errors and the remaining 30
percent, or $4.35 billion, resulted from verification errors.

The IRS uses the following methods to identify the root causes of EITC improper
payments:

14The estimated EITC improper payment range for fiscal year 2013 was from 22 to 26 percent
and from $13.3 billion to $15.6 billion.
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—National Research Program (NRP).—The NRP Individual Income Tax Reporting
Compliance Study, also known as the NRP 1040 Study, is performed annually
and involves the IRS examining a statistically representative sample of tax re-
turns. The NRP allows the IRS to estimate taxpayers’ compliance with the
EITC and to estimate the improper payment rate each year. The NRP is de-
signed to ensure consistency, uniformity, and thoroughness in the examination
process in order to ensure a reasonable chance to uncover the noncompliance
that is actually present on a return. Complete and accurate examination results
are the foundation of good estimates.

—Compliance Studies.—The IRS conducted a series of studies in the 1990s to bet-
ter understand compliance issues specific to the EITC and to aid EITC adminis-
tration. These studies culminated in the IRS report Compliance Estimates for
Earned Income Tax Credit Claimed on 1999 Returns (referred to as the 1999
Compliance Study).’® In addition to providing estimates of EITC overclaims,
this report was used to develop strategies to improve the administration of the
credit. Since its release, the 1999 Compliance Study has been the authoritative
source on the nature of EITC compliance. The IRS recently updated the 1999
Compliance Study using data from the NRP for Tax Years 2006 through 2008.
The study results provide information about overall compliance of taxpayers
claiming the EITC with specific emphasis on the nature of errors made. The
IRS plans to use the updated study data to further explore and understand the
nature of the errors and formulate future actions to address noncompliance.

In response to the IRS’s identification of root causes of EITC improper payments,
it has developed a strategy in an attempt to reduce EITC improper payments. This
strategy focuses on early intervention to ensure that individuals claiming the credit
are in compliance with the EITC rules. The IRS’s strategy includes: 16

—Education and outreach.—Programs designed to educate taxpayers and tax re-
turn preparers on the legal requirements for EITC eligibility so they can apply
the law accurately. For example, the IRS hosts annual EITC Awareness Days
to market the EITC to lower income taxpayers and the Nationwide Tax Forum
EITC Training for tax return preparers on EITC due diligence requirements
and qualifying child requirements.

—Enforcement actions.—Programs intended to contribute to the broader strategy
of identifying errors as early in the process as possible, which include math
error authority, an automated process to match reported income to third-party
documents, and audits.

—Paid tax return preparer compliance initiative.—An EITC paid preparer strategy
that focuses on tax return preparers who are not compliant with the EITC due
diligence requirements. The EITC due diligence requirements are intended to
assist tax return preparers in accurately determining their clients’ eligibility for
the EITC and require that preparers maintain proof that they complied with
the due diligence requirements.

—Legislative proposals.—The IRS has proposed legislative changes to enable it to
put into place processes and programs that are needed to enable it to do its job
more effectively and to address the root causes of EITC improper payments.

According to the IRS, the above efforts reached more than 1.8 million taxpayers
and 10,000 tax return preparers and identified and protected almost $4 billion in
erroneous EITC claims during fiscal year 2013.17 However, despite the IRS’s efforts,
the estimated EITC improper payment rate has remained relatively unchanged
since fiscal year 2003 (the first year the IRS was required to report estimates of
these payments to Congress), and the amount of EITC claims paid in error has
grown. The IRS estimates that improper EITC payments totaled from $9.5 billion
to $11.5 billion in fiscal year 2003 18 and from $13.3 billion to $15.6 billion in fiscal
year 2013.19 The IRS estimates the total EITC paid in error over these 11 years
is between $124 billion and $148 billion.

As previously discussed, the IRS has processes to identify the causes of improper
EITC payments and to identify erroneous EITC payments. However, the IRS does
not have the resources nor does it have alternative compliance tools needed to ade-
quately address the erroneous EITC payments identified. As we have previously re-

15Dated Feb. 28, 2002.

16 See Appendices VII and VIII for more details.

17See Appendices VII and VIII for detailed results of the various IRS programs to address
EITC improper payments.

18EITC improper payment estimates obtained from the Department of the Treasury Perform-
ance and Accountability Report for fiscal year 2003.

19EITC improper payments estimates obtained from the Department of the Treasury fiscal
year 2013 Agency Financial Report.
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ported, the IRS will be unable to make any significant reduction in erroneous pay-
ments. In the IRS’s April 2014 20 report to TIGTA on its efforts to reduce erroneous
EITC payments, IRS management acknowledged the limitations faced in signifi-
cantly reducing noncompliance using the traditional process of auditing tax returns.
The IRS noted that it cannot fully address EITC noncompliance by simply auditing
returns and must pursue alternatives to traditional compliance efforts.

Annual Risk Assessments Do Not Accurately Reflect the Risk Associ-
ated With Additional Child Tax Credit Improper Payments

Each year since fiscal year 2011, the IRS has continually rated the risk of im-
proper payments associated with the ACTC as low. However, our review of the IRS’s
own enforcement data indicates that the ACTC improper payment rate is similar
to that of the EITC. We estimate that the ACTC improper payment rate for fiscal
year 2013 is between 25.2 percent and 30.5 percent, with potential ACTC improper
payments totaling between $5.9 billion and $7.1 billion.

The Department of the Treasury has selected the ACTC as one of the revenue pro-
gram funds?2! for which the IRS must perform a risk assessment to assess the level
of improper payment risk. The Department of the Treasury selected the ACTC
based on its materiality to the IRS’s financial statements. On March 20, 2014, the
OMB issued supplemental improper payment guidance to the Department of the
Treasury clarifying the requirement for annual risk assessments of all refundable
tax credits. Although the IRS has conducted the annual risk assessment of the
ACTC as required by the Department of the Treasury, the methodology that the IRS
uses to conduct the risk assessment continues to provide an inaccurate assessment
of the risk of ACTC improper payments.

To determine the potential risk of ACTC improper payments, we used the same
data sources and methodologies to the extent possible that the IRS uses to estimate
the EITC improper payment rate to compute an estimate of the potential ACTC im-
proper payment rate. For example, we used the results of the IRS’s NRP 1040 Study
for Tax Year 2009, which is the same study the IRS used to estimate the fiscal year
2013 EITC improper payment rate. The IRS was unable to provide an estimate of
the amount of ACTC overclaims recovered through compliance programs for Tax
Year 2009; therefore, we used the same ratio of overclaims recovered to improper
payments that the IRS used to compute its fiscal year 2013 EITC improper payment
rate.22 Finally, we computed the estimated amount of potential ACTC improper pay-
ments by applying our estimate of the potential ACTC improper payment rate to
the OMB budget estimates that are consistent with the budget estimates used by
the IRS to compute fiscal year 2013 EITC improper payments. Figure 1 shows the
methodology we used to estimate the potential ACTC improper payment rate for fis-
cal year 2013.

201RS, Report on Earned Income Tax Credit (EITC) Improper Payments Executive Order
13520: Reducing Improper Payments (April 15, 2014).

21The IRS’s custodial activity includes revenues collected and refunds disbursed. However, in
this report the general term “revenue” is used in place of “custodial.” The revenue program
funds for which the IRS performed risk assessments generally represent specific individual tax
credits or refund payments.

22The IRS ratio of EITC overclaims recovered to EITC improper payments for fiscal year 2013
was 13.5 percent.
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Figure 1: Methodology Used to Compute the Potential ACTC Improper
Payment Rate for Fiscal Year 2013

Potential ACTC ACTC Improper Payments—ACTC Overclaims Recovered
Improper
Payment Rate = Total ACTC Claims

ACTC Improper Payments.—The amount of the difference between the amount of
the ACTC claimed by the taxpayer on his or her tax return and the amount the
taxpayer should have claimed based on NRP results for Tax Year 2009. This
amount includes ACTC overclaims and ACTC underpayments. This amount to-
taled $8.07 billion.

ACTC Overclaims Recovered.—The amount of ACTC overclaims that the IRS pre-
vents from being paid through activities such as math error processing and
prerefund examinations or recovers after being paid through Automated Under-
reporter document matching and post-refund examinations. This amount was es-
timated by applying the ratio of EITC overclaims recovered to EITC improper
payments from the IRS’s Fiscal Year 2013 EITC improper payment rate calcula-
tion. Using the EITC overclaims recovered ratio of 13.5 percent, we estimated
the ACTC overclaims recovered to total $1.09 billion.

Total ACTC Claims.—The amount of the ACTC claimed on all tax returns based
on the NRP results for Tax Year 2009. This amount totaled $25.03 billion.

Potential ACTC Estimated ACTC Claims x
Improper Potential ACTC Improper Payment Rate
Payment Dollars =

Source: TIGTA analysis of Tax Year 2009 1040 NRP ACTC data and the IRS’s calculation of the Fiscal
Year 2013 EITC improper payment rate.

The IPERA defines a program as having significant improper payments when im-
proper payments exceed both 2.5 percent of program outlays and $10 million of all
program or activity payments made during the fiscal year reported or $100 million
at any percent of program outlays.

Audit results indicate a high degree of noncompliance with ACTC eligibility require-
ments

The IRS’s rating of the ACTC as low risk for significant improper payments is
contrary to its own enforcement data, which show that in fiscal year 2013 the IRS
adjusted 28 over $347 million of ACTC claims on returns also claiming the EITC.
Our review of EITC closed audit data found that there is a close relationship be-
tween taxpayers’ compliance with the EITC and the ACTC. According to the IRS,
283,806 (59 percent) of the 482,468 tax returns it audited in fiscal year 2013 with
an EITC claim also included an adjustment record for the ACTC. Figure 2 shows
the results of the IRS’s EITC audits.

23The ACTC can be adjusted if it was not claimed or if it was claimed incorrectly on the tax-
payer’s tax return.
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Figure 2: Results of EITC Audits of Tax Returns That Also Include an
ACTC Adjustment—Fiscal Year 2013

Percentage of
T i Number of | ACTC Dollars
Audit Disposition Returns ‘Adjusted 5[%1:1111;23
EITC/ACTC Tax Returns Audited . 283,806 | $347,844,351 100%
ACTC Disallowed 24 .............. 279,306 | $350,324,178 98.41%
Additional ACTC Allowed ................ 2,916| ($2,479,827) 1.03%
NO ChANGe ...oceeeveeeeveeeeeeeeeieeeereenn, 1,584 0 0.56%

Source: IRS Examination Operational Automated Database.25

When we provided our estimate of the potential ACTC improper payment rate to
IRS management as well as our concern that the risk assessment process did not
accurately reflect the risk associated with ACTC payments, the IRS raised the fol-
lowing concerns related to our estimate. We do not agree with the IRS’s conclusions.
We respond to each concern below.

—An assessment of the ACTC improper payment rate must also include an assess-

ment of the validity of the CTC.

In March 2014, the OMB issued improper payment guidance to the IRS clari-
fying that all refundable credits are subject to IPERA requirements as they rep-
resent an additional outlay of funds by the Government. The CTC is a non-
refundable credit that reduces an individual’s tax liability and represents an off-
set of excess taxes that were already paid to the Government and therefore does
not result in an additional budget outlay. The ACTC is a refundable tax credit
and therefore represents an additional expense or outlay to the Government be-
cause it is paid in excess of a taxpayer’s net tax liability. As a result, it is appro-
priate per OMB guidance to consider only the refundable ACTC for purposes
of assessing the risk of improper payments and estimating the improper pay-
ment rate.

—The NRP 1040 Study was not designed to meet IPERA precision requirements
for computing an ACTC improper payment rate.

Our estimate of the potential ACTC improper payment rate was computed to
show that the IRS’s improper payment risk assessment process should have
ranked the ACTC Program as a high risk instead of low risk. We agree that
the NRP 1040 Study was not designed to meet IPERA precision requirements.
However, the 2,041 ACTC claims that the IRS audited as part of the NRP 1040
Study were selected by the IRS as part of a statistically valid sample of all
Forms 1040, U.S. Individual Income Tax Return. As such, these tax returns are
representative of the general tax return population for Tax Year 2009.

—The potential ACTC improper payment rate does not account for recovered rev-
enue.

Our ACTC improper payment rate does account for recovered revenue. As we
previously mentioned, the IRS was unable to provide us the data for the ACTC
for Tax Year 2009. As such, we estimated the ACTC overclaims recovered using
the same ratio of overclaims recovered to improper payments that the IRS used
to compute the fiscal year 2013 EITC improper payment rate. Therefore, our
calculation of the potential ACTC improper payment rate is consistent with the
IRS’s calculation of the EITC improper payment rate.

Prior audits raise concerns with the reliability of the IRS’s improper payment risk
assessment process

In January 2013, TIGTA reported that the IPERA risk assessment process did not
provide a reliable assessment of improper payment risk for IRS revenue program
funds.26 Specifically, we concluded that the risk assessments were not performed in
compliance with Department of the Treasury guidelines and that the Questionnaire
did not effectively address risks associated with tax refund payments.

24Includes full disallowance of 269,561 returns for a total of $342,622,748 and partial dis-
allowance of 9,745 returns for a total of $7,701,430

25 Provided by the IRS on February 27, 2014.

26 TIGTA, Ref. No. 2013-40-015, Improper Payments Elimination and Recovery Act Risk As-
sessments of Revenue Programs Are Unreliable (Jan. 2013).
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In response to our audit recommendations, the IRS met with the Department of
the Treasury to revise the risk assessment Questionnaire for revenue funds. In addi-
tion, the IRS Office of the Chief Financial Officer established guidelines for retain-
ing risk assessment documentation and worked with the business unit executives
to ensure that the appropriate subject matter experts were identified and partici-
pated in the review process.

In March 2014, we reported 27 that the IRS performed risk assessments for each
of the 25 program fund groups identified by the Department of the Treasury for re-
view for fiscal year 2013—six administrative program funds and 19 revenue pro-
gram funds.2® However, we again concluded that the process still may not provide
a valid assessment of improper payments in tax administration because the EITC
remains the only revenue program fund to be considered a high risk for improper
payments despite numerous indicators that other refundable tax credits, e.g., the
ACTC, also potentially result in significant improper payments.

Recommendation

Recommendation 1: The Commissioner, Wage and Investment Division, should en-
sure that the results of the ACTC Improper Payment Risk Assessment accurately
reflect the high risk associated with ACTC payments and provide a reliable estimate
of improper payments. Completion of the ACTC Improper Payment Risk Assessment
should include an evaluation of available NRP and enforcement data when deter-
mining the overall risk of improper payments.

Management’s Response: The IRS disagreed with this recommendation. IRS
management stated that the Improper Payment Risk Assessment is completed
for the ACTC following the guidance of the Department of Treasury and the
OMB. The IRS stated that the assessment questionnaire and scoring method-
ology reflect operational risks associated with administration of the credit. The
IRS already considers enforcement data and overall risks associated with ad-
ministration of the ACTC by its inclusion in the Tax Gap estimate.

Office of Audit Comment: As we have repeatedly reported, the risk assess-
ment process performed by the IRS does not provide a reliable assessment of
improper payments. The IRS has previously acknowledged this in its response
to a prior review. Moreover, the IRS’s own enforcement data clearly contradicts
the IRS conclusion that the risk of ACTC improper payments is low.

Data Show Root Causes of Additional Child Tax Credit Improper
Payments Are Similar to Those of the Earned Income Tax Cred-
it

The IRS indicated that it does not have the same level of detail regarding the
source of ACTC errors as it does for EITC claims. The IRS noted that for the NRP

EITC audits, all aspects related to the credit are verified as part of the audit. As

a result, the IRS has very detailed information about the condition that caused the

EITC claim to be in error. Although the IRS has not developed a strategy to identify

the root causes of ACTC improper payments, we believe it has information that indi-

cates that the root causes are similar to those of the EITC. As discussed previously,

283,806 (59 percent) of the 482,468 EITC tax returns the IRS audited in Fiscal Year

2013 also included an adjustment record for the ACTC. The IRS adjusted the ACTC

on 282,222 (99.4 percent) of these 283,806 EITC returns.

The correlation between causes of EITC and ACTC improper payments results
from the commonality in many of the eligibility requirements. Figure 3 is a compari-
son of the eligibility requirements for the EITC and the ACTC.

27TIGTA, Ref. No. 2014-40-027, The Internal Revenue Service fiscal year 2013 Improper Pay-
ment Reporting Continues to Not Comply With the Improper Payments Elimination and Recovery
Act (Mar. 2014).

28 The EITC Program has been declared a high-risk program for improper payments by the
OMB; therefore, no formal risk assessment is required for it.
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Figure 3: Comparison of the Eligibility Requirements for the EITC and the

ACTC for Tax Year 2013

Eligibility Test

The EITC

The ACTC

Relationship

Son, daughter, stepchild, foster child,
or a descendant of any of them (for
example, your grandchild).

Brother, sister, half-brother, half-sis-
ter, stepbrother, stepsister, or a de-
scendant of any of them (for exam-
ple, your niece or nephew).

Adopted child. An adopted child is al-
ways treated as your own child. The
term “adopted child” includes a child
who was lawfully placed with you for
legal adoption.

Same

The child does not file a joint return
for the year (or files jointly to claim
a refund).

Same

A qualifying child must be:

—Under age 19 at the end of Tax
Year 2013 and younger than you
(or your spouse, if filing jointly);

—Under age 24 at the end of Tax
Year 2013, a student, and younger
than you (or your spouse, if filing
jointly); or

—Permanently and totally disabled
at any time during 2013, regard-
less of age.

A qualifying child must
be:
—Under age 17 at
the end of the tax
year.

Residency 29

The child must have lived with the
claimant in the United States for
more than half of the year.

The child must have
lived with claimant
for more than half of

the year.30
Qualifying Child No Yes
Required?
SSN Required? Yes No—The IRS allows In-

dividuals issued an
Individual Taxpayer
Identification Num-
ber to receive the
ACTC.

Source: IRS Publication 972, Child Tax Credit, and IRS Publication 596, Earned Income
Credit (EIC), for use in preparing Tax Year 2013 Returns.

Recommendation

Recommendation 2: The Commissioner, Wage and Investment Division, should, as

required by the IPERA, identify the root causes of the improper ACTC payments,
determine if tools and/or resources are available to address erroneous ACTC pay-
ments, and establish a plan to reduce the erroneous payments and then meet that
plan.

29 Exceptions apply.
30There are some exceptions to the residence test, which can be found in IRS Publication 972.
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Management’s Response: The IRS disagreed with this recommendation and
stated that the OMB acknowledges that it already conducts analysis of the Tax
Gap that incorporates these credits. According to the IRS, refundable tax credit
noncompliance is included in the Tax Gap estimate and in the assessment and
regular updating of its compliance strategies. The IRS considers available tools,
resources, and alternative treatment options when preparing and updating com-
pliance strategies. The IRS stated that reduction of erroneous payments is a
primary goal of those activities.

Office of Audit Comment: Because of the substantial number and amount of
ACTC improper payments, excluding this credit from the IRS’s assessment re-
sults in a substantial understatement of improper payments. We estimate this
understatement to be in the range of $5.9 billion to $7.1 billion. If the IRS in-
cludes improper payments in its Tax Gap study, it should be clear on what por-
tion of the Tax Gap is due to improper payments. Furthermore, the IRS advised
us that the Tax Year 2006 Tax Gap estimation methodology did not estimate
the number or amount of disallowed ACTC claims. Instead, it provides an ag-
gregate estimate for the net misreported amount for all tax credits. As such,
it cannot ensure that its Tax Gap strategy accurately identifies and addresses
the causes of ACTC improper payments as required by the IPERA. The IPERA
requires agencies to identify the root causes for improper payments for all pro-
grams for which improper payments exceed both 2.5 percent of program outlays
and $10 million of all program or activity payments made during the fiscal year
reported or $100 million.

New Compliance Processes Are Needed to Make Any Significant Re-
duction in Improper Payments

As we have previously reported,3! the IRS continues to report significant improper
EITC payments each year. For example, $13.3 billion to $15.6 billion in erroneous
EITC payments were estimated to have been paid in fiscal year 2013. Compliance
resources are limited, and additional alternatives to traditional compliance methods
have not been developed. Consequently, the IRS does not address the majority of
potentially erroneous EITC claims. This is despite the fact that the IRS has proc-
esses that successfully identify billions of dollars in potentially erroneous EITC pay-
ments. For example, the IRS identified more than 6.6 million potentially erroneous
EITC claims totaling approximately $21.6 billion for Tax Year 2011, Qs

In addition to limited compliance resources and the reliance on traditional compli-
ance methods, statutory requirements further limit the IRS’s ability to ensure that
EITC claims are valid before they are paid. The Internal Revenue Code requires the
IRS to process tax returns and pay any related tax refunds within 45 calendar days
of receipt of the tax return or the tax return due date, whichever is later. Because
of this requirement, the IRS cannot conduct extensive eligibility checks similar to
those that occur with other Federal programs that typically certify eligibility prior
to the issuance of payments or benefits.

Some actions have been taken to address recommendations made in a prior TIGTA
report

In our fiscal year 2009 report,32 we recommended the IRS conduct a study to iden-
tify alternative processes that will expand its ability to effectively and efficiently ad-
dress erroneous EITC claims for which data show that the taxpayer does not meet
the EITC qualifying child relationship and/or residency tests. We also recommended
that the IRS work with the Assistant Secretary of the Treasury for Tax Policy to
obtain the authority necessary to implement alternative processes to adjust erro-
neous EITC claims for which data show that the taxpayer does not meet the EITC
qualifying child relationship and/or residency tests.

In response to our recommendations, the IRS analyzed the information included
in the Federal Case Registry 33 and found that, although the information in the reg-
istry provides information as to a child’s custodial/noncustodial parent, the database

31TIGTA, Ref. No. 2014-40-027, The Internal Revenue Service fiscal year 2013 Improper Pay-
ment Reporting Continues to Not Comply With the Improper Payments Elimination and Recovery
Act (Mar. 2014).

32TIGTA, Ref. No. 2009-40-024, The Earned Income Tax Credit Program Has Made Ad-
vances; However, Alternatives to Traditional Compliance Methods Are Needed to Stop Billions
of Dollars in Erroneous Payments (Dec. 2008).

33The Federal Case Registry is a national database that aids the administration and enforce-
ment of child support laws. It consists of records that identify children, custodial parties, non-
custodial parents, and putative (assumed) parents along with other relevant information.
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cannot be solely relied upon to systemically adjust a potentially erroneous EITC
claim.

Math error authority is not sufficient to effectively address erroneous EITC claims

The IRS, in conjunction with the Assistant Secretary of the Treasury for Tax Pol-
icy, has requested additional authority (hereafter referred to as correctable error au-
thority) to systemically disallow a tax claim, including the EITC, when information
contained in reliable Government data sources does not support the claim. Accord-
ing to the IRS, reliable Government data sources include information obtained from
the Social Security Administration, the Department of Health and Human Services
(HHS), the Federal Bureau of Prisons, and the States’ Departments of Corrections.
The IRS requested correctable error authority as part of its fiscal year 2015 budget
submission. However, as of May 2014, the IRS has not been provided any additional
authority or tools to expand its ability to prevent the issuance of improper EITC
payments.

Currently, under the Internal Revenue Code, the IRS can use its math error au-
thority to address erroneous EITC claims by systemically correcting mathematical
or clerical errors on EITC claims, such as correcting entries made on the wrong line
on the tax return or mathematical errors in computing income or the EITC. In addi-
tion, the IRS can use math error authority to adjust an EITC claim if a qualifying
child’s SSN is not valid. However, the majority of potentially erroneous EITC claims
the IRS identifies do not contain the types of errors for which it has math error au-
thority. For example, the IRS identified approximately 6.6 million potentially erro-
neous EITC claims totaling approximately §21.6 billion in Tax Year 2011 for which
it does not have math error authority. In Tax Year 2011, the IRS used math error
authority to identify and systemically correct only 270,492 (.009 or less than 1 per-
cent)34 of more than 27.4 million EITC claims. The 270,492 returns claimed the
EITC totaling $314 million.

While the IRS has the authority to audit potentially erroneous EITC claims for
which it does not have math error authority, doing so 1s more costly than the math
error process. The IRS estimates that it costs $1.50 to resolve an erroneous EITC
claim using math error authority compared to $278 to conduct a prerefund audit.35
In addition, the number of potentially erroneous EITC claims the IRS can audit is
further reduced by its need to allocate its limited resources among the various seg-
ments of taxpayer noncompliance to provide a balanced tax enforcement program.
As ﬁ result, billions of dollars in potentially erroneous EITC claims go unaddressed
each year.

National Directory of New Hires Wage and Employment Data Along
With Correctable Error Authority Could Significantly Reduce
Improper Payments

Significant changes in IRS compliance processes would be necessary to reduce im-
proper payments. Expanded authority to make corrections to tax returns when data
obtained from the HHS indicate the taxpayer’s refundable credit claims are not
valid would significantly reduce improper payments. For example, the information
could be used at the time tax returns are filed to identify those individuals who
claim the EITC based on wages that do not appear to be valid. For example, our
review of Tax Year 2012 tax returns identified more than $1.7 billion in potentially
erroneous EITC claimed on tax returns with no third-party Forms W-2, Wage and
Tax Statement, received by the IRS supporting the wages reported. As we have
noted previously, the IRS estimates that verification errors, i.e., underreporting and
overreporting of income by wage earners, account for 30 percent, or $4.35 billion,
of EITC improper payments.

The IRS is granted the authority to use the National Directory of New Hires
(NDNH) to verify EITC claims. However, the IRS does not have the authority to
systemically disallow an EITC claim that is not supported by NDNH data
(FrrwwgEsiit) Therefore, the IRS must audit the EITC claims it identifies for which
NDNH data indicate the income reported is potentially erroneous. The number of
EITC claims the IRS can audit is limited to available resources and the need to pro-
vide a balanced enforcement program. As such, the IRS’s use of the NDNH to iden-
tify potentially erroneous EITC claims is limited to only those EITC claims it has

34 An additional 59,024 EITC claimants received approximately $21 million more in EITCs
than claimed.

35 Cost to use math error authority as of June 25, 2014, as provided by the IRS. The IRS pro-
vided the cost of a prerefund audit based on fiscal year 2010 financial data, which are the most
current estimate available.
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the resources to address. The IRS does not have the authority to use the NDNH
to verify any other refundable credit.

The Social Security Act, 42 U.S.C. Section 653(i)(3), grants authority to the Sec-
retary of the Treasury to use the HHS NDNH to verify an individual’s claim of em-
ployment with regard to the EITC. The Act states:

The Secretary of the Treasury shall have access to the information in the
National Directory of New Hires for purposes of administering section 32 of
the Internal Revenue Code of 1986, or the advance payment of the earned
income tax credit under section 3507 of such Code, and verifying a claim
with respect to employment in a tax return.

The NDNH is a national database of wage and employment information. The
NDNH file contains the following information:

—New Hire (W—4) File: The New Hire File contains information on all newly hired
employees reported by employers to each State Directory of New Hires. Federal
agencies report directly to the NDNH.

—Quarterly Wage (QW) File: The Quarterly Wage File contains quarterly wage in-
formation on individual employees from the records of State workforce agencies
and Federal agencies.

—Unemployment Insurance (UI) File: The Unemployment Insurance File contains
unemployment insurance information on individuals who have received or ap-
plied for unemployment benefits as reported by State workforce agencies.

Analysis identified more than $1.7 billion in potentially erroneous EITC claimed on
tax returns with no Forms W-2 to support wages

Because of its current processes for using the NDNH, the IRS was only able to
resolve approximately $20 million in potentially erroneous EITC claims on 3,728 tax
returns between January and June 2013. However, the NDNH could be used to
identify and resolve many more claims. Our analysis of the 26.7 million EITC claims
received by the IRS for Tax Year 2012 identified approximately 23.6 million (88 per-
cent) tax returns with EITC claims totaling more than $53.8 billion for which the
taxpayer claimed wages as the source income to support the EITC. Of the 23.6 mil-
lion tax returns with wages reported, we identified 676,992 (3 percent) tax returns
for which third-party Forms W—2 were not sent to the IRS by the employer for ei-
ther the taxpayer and/or spouse listed on the tax return.3¢ These 676,992 tax re-
turns claimed EITCs totaling more than $1.7 billion. We forecast the IRS could pre-
vent the payment of more than $8.5 billion in questionable EITC claims over the
next 5 years.37

The IRS initially found the NDNH data to be valuable in identifying tax returns
for which the income used to claim the EITC was potentially fraudulent. However,
the IRS believes it is no longer cost beneficial to continue to use the NDNH to verify
EITC claims. As such, it has decided not to renew the contract to use NDNH data
with the HHS for fiscal year 2015. The IRS’s decision to discontinue the NDNH con-
tract is based on two primary factors:

—Improvements in the IRS’s fraud detection filters to incorporate the characteris-
tics of EITC claims the NDNH helps identify have increased the IRS’s ability
to more accurately detect EITC claims that appear to be based on potentially
fraudulent income.

—The use of the NDNH does not result in a significant resource savings because
the IRS must continue to incur additional resource costs to verify the income
and subsequently audit EITC claims even when NDNH data indicate the claim
is erroneous. For example, the average cost to obtain NDNH data is more than
$1.6 million per fiscal year. During the period January 1, 2013, through June
30, 2013,38 the IRS submitted NDNH data requests for 136,175 EITC claims
totaling more than $787 million. However, the IRS was only able to close 3,728
(2.7 percent) claims totaling more than $20 million based exclusively on NDNH
data. The remaining 132,447 (97.3 percent) EITC claims required the IRS to use
additional resources other than NDNH data to verify the claim and close the
case because either the NDNH contained no data for the taxpayer or the data
were not sufficient to verify the amount of income claimed.

36 Some of the tax returns we identified could also be the result of employer errors or employer
nonreporting.

37See Appendix IV. The 5-year forecast is based on multiplying the base year by five and as-
sumes, among other considerations, that economic conditions and tax laws do not change.

38The IRS obtains NDNH data for EITC claims filed between January and June each year.
After this period, the IRS has access to income information documents filed by third parties,
including employers, for use in verifying income.
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The NDNH data have the potential to significantly reduce EITC improper payments

The IRS can use NDNH data during the processing of tax returns to significantly
increase its ability to identify potentially erroneous EITC claims on tax returns with
unsupported wages. However, to realize the full potential of NDNH data, the IRS

needs to:

—Obtain the authority to systemically disallow EITC claims for which NDNH
data do not support the claim. Through legislative proposals, the IRS has re-
quested correctable error authority to deny taxpayers’ claims without con-
ducting an audit when reliable Government data sources do not support infor-
mation on the tax return. However, the IRS has not yet been granted this au-

thority.

—Modify the processes it uses to obtain and use NDNH data. The IRS process
to obtain NDNH data is a transactional manual process and is limited to the
verification of only electronically filed tax returns with an EITC claim. If it ob-
tained a copy of the complete NDNH database, the IRS could systemically verify

all EITC claims to the NDNH.

Figure 4 provides a comparison of the IRS’s current transactional-based processes
to use the NDNH to identify a potentially erroneous EITC claim compared to the
systemic processes that could be implemented if the IRS obtained a copy of the

NDNH database.

Figure 4: Comparison of Existing NDNH Processes to Identify Potentially
Erroneous EITC Claims to a Systemic NDNH Process

Existing NDNH Processes to Identify
Potentially Erroneous EITC Claims

Potential Systemic NDNH Processes to
Identify Potentially Erroneous EITC Claims

The IRS evaluates EITC claims for po-
tential fraud using established fraud
filters.

The IRS evaluates all EITC claims re-
gardless of fraud potential.

EITC claims with specified characteris-
tics are suspended from processing
and NDNH data are requested from
the HHS for the taxpayer.

The IRS systemically matches all EITC
claims for which income reported is
wages to an NDNH file the IRS ob-
tains from the HHS to verify the tax-
payer’s claim of employment.

The IRS evaluates the NDNH data and
determines the income claimed is po-
tentially erroneous.

The IRS identifies those EITC claims for
which the NDNH indicates the tax-
payer was not employed during the
tax year.

The IRS conducts additional analysis to
verify the amount of income claimed.

The IRS systemically disallows the EITC
claim on the basis that the claim is
unsubstantiated.

The IRS audits the EITC claim on those
tax returns for which the income
claimed is determined to be erroneous.

Taxpayer is sent a notice detailing ad-
justment made to the tax return and
is provided with a telephone number
and mailing address to contact the
IRS if he or she questions the validity
of the adjustment.

Source: Existing processes provided by the IRS. Potential systemic processes are a hypothetical
example of how the IRS could use the NDNH if correctable error authority was provided.

Receiving a copy of NDNH data rather than using a transaction-based process
may result in a lower cost to the IRS. The cost to obtain NDNH data under the
current information sharing agreement with the HHS includes a set user fee and
an additional transactional-based component. As such, the cost to obtain NDNH
data increases as the number of data requests sent to the HHS increases. The cost
to obtain NDNH data under this current information sharing agreement averaged
more than $1.6 million a year for fiscal years 2010 through 2013. By receiving a
complete copy of NDNH data, the IRS can eliminate the transactional cost associ-
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ated with the existing agreement. Because the IRS has not pursued this option, the
potential cost savings of doing so is unknown.

It should be noted that the IRS has processes in place for taxpayers to dispute
systemic adjustments. For example, our review of this process in July 201139 found
that when the IRS makes math error adjustments to a taxpayer’s tax return, it
sends a notice, generally a Computer Paragraph 11 Notice (Balance Due (Over
$5.00)) or a Computer Paragraph 12 Notice (Overpayment of $1.00 or More), to the
taxpayer explaining the error(s) identified and the amount of any resulting adjust-
ment(s). The math error notice includes an account statement showing how the
changes affected the tax return and showing the corrected tax return information
compared to what was reported on the original tax return. In addition, the math
error notice provides both a telephone number and mailing address for the taxpayer
to contact the IRS if he or she questions the validity of the adjustments.

Taxpayers who question the validity of the adjustments are given 60 calendar
days from the date of the notice to respond to the IRS disputing the validity of the
adjustments made to their tax returns. During this 60-day period, the IRS will place
a freeze on the taxpayer’s account to prevent the issuance of the portion of the re-
fund associated with the error(s) identified or prevent the initiation of collection ac-
tion resulting from any balance due. Once a math error adjustment is made, any
subsequent action depends on the response from the taxpayer and can include:

—Agreed Response: The taxpayer agrees with the math error adjustments made
to his or her tax return. This includes taxpayers who do not respond to the IRS
notice. The IRS removes the freeze from the taxpayer’s account, which will then
release any refund or initiate collection of a balance due of taxes.

—Substantiated Response: The taxpayer disagrees with the math error adjust-
ments and either provides the IRS with written correspondence/documentation
or information via telephone contact supporting his or her disagreement. The
IRS agrees with the taxpayer based on the information provided and reverses
the math error adjustments. The IRS removes the freeze from the taxpayer’s
account, which will release any refund or initiate collection of a balance due of
taxes.

—Unsubstantiated Response: The taxpayer disagrees with the math error adjust-
ments. However, the taxpayer does not provide adequate support for his or her
disagreement. Generally, the IRS reverses the math error adjustments and
places an examination freeze on the taxpayer’s account resulting in his or her
tax return being referred to the Examination function for further review.

Recommendations

If the IRS is granted correctable error authority, the Commissioner, Wage and In-
vestment Division, should:

Recommendation 3: Contract with the HHS to obtain a complete copy of the
NDNH database for use during tax return processing to systemically identify unsup-
ported wages reported on tax returns to erroneously claim the EITC.

Management’s Response: The IRS disagreed with this recommendation. The
IRS stated that the cost of obtaining the limited NDNH is significant and,
under current limitations on the IRS’s use of the data, the IRS does not con-
sider it to be a cost-beneficial tool. The IRS also disagreed with our outcome
measure of $1.7 billion in potential cost savings, stating that the outcome is
contingent on the IRS receiving expanded legislative authority and that its re-
view of data from the recent EITC Compliance Study covering Tax Years 2006
through 2008 found that a significant portion of EITC claims on returns with
reported wages and no Form W-2 were accurate or disallowed for reasons other
than misreported income.

Office of Audit Comment: The IRS’s disagreement is not consistent with its
response to Recommendation 4 of this report in which the IRS states that it is
pursuing expanded NDNH authority for use of the entire NDNH database as
well as correctable error authority. Moreover, the EITC Compliance Study to
which the IRS refers above excludes many EITC claims, such as fraudulent
claims. Our analysis includes all EITC claims for which wages were reported
and a Form W-2 was not filed by an employer for either the taxpayer or the
taxpayer’s spouse.

39TIGTA, Ref. No. 2011-40-059, Some Taxpayer Responses to Math Error Adjustments Were
Not Worked Timely and Accurately (Jul. 2011).
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Legislative Recommendation

Recommendation 4: Work with the Assistant Secretary of the Treasury for Tax
Policy to consider a legislative proposal to obtain expanded NDNH authority to sys-
temically verify claims for other income-based refundable credits (e.g., the ACTC)
based on NDNH employment data.

Management’s Response: The IRS agreed with this recommendation. The IRS
stated that the General Explanations of the Administration’s Fiscal Year 2015
Revenue Proposals presents a legislative request for expanded use of the NDNH
database. The IRS’s proposal would amend the Social Security Act to expand
IRS access to NDNH data for general tax administration purposes, including
data matching and verification of taxpayer claims during return processing. The
IRS believes this proposal addresses the recommendation.
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APPENDIX I
DETAILED OBJECTIVE, SCOPE, AND METHODOLOGY

Our overall objective was to assess the IRS’s efforts to identify and address the
root causes of erroneous EITC and ACTC payments. To accomplish our objective,
we:

I. Determined what actions the IRS has taken to identify the root causes of im-
proper payments for the EITC and the ACTC and the results of its efforts.

A. Contacted the Office of Research, Analysis, and Statistics and the Office of
Return Integrity and Correspondence Services to obtain copies of refundable
credit studies conducted from Tax Year?! 2008 to the present, including any
NRP Compliance Studies for the past 5 years.

B. Reviewed reports provided by the IRS to determine if root causes for EITC
and ACTC improper payments were identified. We evaluated the root causes
identified by the IRS to determine if causes identified were actually root
causes or just symptoms of root causes.

C. Reviewed the Department of the Treasury’s Agency Financial Reports for fis-
cal years2 2012 and 2013 to identify changes made between the two reports,
and determined if the causes the IRS identified for EITC improper payments
are the same as reported in the Executive Order and other studies.

D. Reviewed data available on the IRS Office of Research, Analysis, and Statis-
tics NRP and Compliance Data Warehouse Web sites to obtain guidance on
conducting the annual NRP review, information available on the NRP meth-
odology, format of the NRP electronic audit case files, and instructions to ob-
tain direct access to NRP review data or how to obtain a data extract of the
NRP review data.

E. Determined information, if any, the Office of Return Integrity and Cor-
respondence Services uses and actions taken based on the data obtained in
Steps I.B, I.C, and I.D above to identify the causes of taxpayer noncompli-
ance with the EITC and the ACTC. Specifically, we:

1. Discussed what efforts have been taken to identify root causes of im-
proper payments for the EITC and the ACTC or refundable credits in
general and any reasons why efforts have not been made to identify root
causes.

2. Obtained and reviewed copies of relevant documentation to include
methodology, procedures, and reports unavailable on the Web sites.

F. Obtained access to NRP data through a TIGTA Strategic Data Services Divi-
sion extract request and performed analysis of the types of information
available to identify the reasons the EITC and the ACTC were denied and
to verify the IRS’s assessment of the root causes for improper payments.

II. Determined what actions the IRS has taken to address the identified root causes
for EITC and ACTC improper claims.

A. Reviewed the results of TIGTA and Government Accountability Office re-
ports related to the EITC and the ACTC issued over the past 5 years to de-
termine any IRS efforts to identify root causes or if any root causes were
identified by TIGTA or the Government Accountability Office.

B. Reviewed the IRS’s study results of the feasibility of using the Federal Case
Registry dated October 2011 to identify potentially erroneous EITC claims.

C. Reviewed IRS guidance to determine what policies and procedures the IRS
has in place to address the identified root causes.

D. Interviewed IRS personnel for current and planned efforts to address the
identified root causes. Based on the IRS’s input, we researched current ini-
tiatives, determined if EITC claims are analyzed for income misreporting to
include overreported and underreported income, and determined if the IRS’s
initiatives present new alternatives or rely on traditional compliance efforts.

1. Identified math error authorizations and determined if the IRS has pre-
sented any additional requests for tax policy changes.

2. To determine how the IRS is using the NDNH, we met with the HHS
and the IRS to determine if the IRS has restricted NDNH access and
the amount the IRS pays for access to the NDNH. We obtained and re-
viewed a copy of the Memo of Understanding that the IRS has with the

1A 12-month accounting period for keeping records on income and expenses used as the basis
for calculating the annual taxes due. For most individual taxpayers, the tax year is synonymous
with the calendar year.

2 Any yearly accounting period, regardless of its relationship to a calendar year. The Federal
Government’s fiscal year begins on October 1 and ends on September 30.
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HHS for use of the NDNH. We also reviewed the IRS’s current periodic
report submitted to the HHS on the effectiveness of the NDNH in identi-
fying potentially false EITC claims.

E. Analyzed what action the IRS has taken to measure the impact of any ac-
tions taken, assessed the challenges the IRS faces in addressing the root
causes identified, and determined if the IRS’s efforts to address noncompli-
ance are appropriate to address the identified root causes.

III. Determined if there are root causes for EITC or ACTC improper payments that
the IRS has not identified.

A. Reviewed legislation and IRS guidance to determine the EITC and ACTC eli-
gibility requirements.

B. Conducted tests to identify additional root causes for improper refundable

credits.

1. Analyzed applicable Taxpayer Notice Code volumes for Tax Year 2011
returns.

2. Requested the Dependent Database? rule break volumes for Tax Year
2011.

C. Evaluated potential fraud.

1. Identified Tax Year 2012 returns claiming the EITC and wages on the
Individual Return Transaction File and matched to the Individual Mas-
ter File4 to identify those individuals who actually received the credit.

2. Matched the tax returns identified in Step III.C.1 to the Tax Year 2012
Form W-2 File to identify returns for which the wages claimed on the
tax return are not supported by a third-party Form W-2. We quantified
the number of returns and amount of the EITC claimed on tax returns
for which the wages are not supported.

IV. Determined an ACTC improper payment rate. Using data from the IRS NRP
1040 Study for Tax Year 2009 and the OMB budget reports used by the IRS
to estimate EITC improper payments, we computed the potential ACTC im-
proper payment rate and dollars for fiscal year 2013. To the extent possible, we
used the same methodology the IRS uses to estimate the EITC improper pay-
ment rate and dollars to compute the potential ACTC improper payment rate.
The potential ACTC improper payment rate was computed with the assistance
of the TIGTA contract statistician.

Data validation methodology

During this review, we relied on data extracted from the IRS’s Individual Master
File for Tax Year 2012, Individual Returns Transaction File for Processing Year5
2013, and the Form W-2 File for Tax Year 2012 located on the TIGTA Data Center
Warehouse. We also relied on a data extract of Tax Year 2012 Forms 1099-R, Dis-
tributions From Pensions, Annuities, Retirement or Profit—-Sharing Plans, IRAs, In-
surance Contracts, etc.,® from the IRS’s Information Returns Processing database
and a data extract of Tax Year 2008 EITC NRP data from the IRS’s Compliance
Data Warehouse that was provided by the TIGTA Office of Investigations’ Strategic
Data Services Division. Additionally, we used Tax Year 2009 1040 NRP data that
were provided by the IRS’s NRP staff. We were able to verify a random sample of
each data set to the IRS’s Integrated Data Retrieval System. As a result of our test-
ing, we determined the data used in our review were sufficiently reliable.

Internal controls methodology

Internal controls relate to management’s plans, methods, and procedures used to
meet their mission, goals, and objectives. Internal controls include the processes and
procedures for planning, organizing, directing, and controlling program operations.
They include the systems for measuring, reporting, and monitoring program per-
formance. We determined that the following internal controls were relevant to our
audit objective: controls in place to identify and address the root causes of erroneous
EITC and ACTC payments. We evaluated these controls by interviewing manage-
ment, reviewing policies and procedures, and reviewing the process used to identify
root causes and any initiatives taken to address root causes identified.

3The Dependent Database is a risk-based audit selection tool used by the IRS to identify tax
returns for audit. The Dependent Database scoring system uses business rules to identify EITC
noncompliance at the point of filing through use of internal and external data elements.

4The IRS database that maintains transactions or records of individual tax accounts.

5The calendar year in which the tax return or document is processed by the IRS.

6We specifically requested information on Form 1099-R with a Distribution Code 3 for dis-
ability income.
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APPENDIX IV
OUTCOME MEASURE

This appendix presents detailed information on the measurable impact that our
recommended corrective actions will have on tax administration. This benefit will
be incorporated into our Semiannual Report to Congress.

Type and Value of Outcome Measure:

—Funds Put to Better Use—Potential; $1,712,725,533 in questionable EITC claims
paid on 676,992 Tax Year! 2012 tax returns; $8,563,627,6652 in questionable
EITC claims issued over 5 years. This outcome is potential because it depends on
whether the IRS is granted correctable error authority and obtains the complete
NDNH database to verify these claims.3

Methodology Used to Measure the Reported Benefit:

We conducted computer analysis of the Tax Year 2012 Individual Master File to
identify 26,715,006 tax returns that received EITC totaling $61,989,202,110.4 Of the
26,715,006 tax returns, approximately 23,571,365 (88 percent) included EITCs total-
ing $53,773,385,436 for which the taxpayers claimed wages on Line 7 of their Form
1040 as the source of EITC supporting income.

We matched the 23,571,365 tax returns to the IRS’s Form W-2 File on the TIGTA
Data Center Warehouse for Tax Year 2012 using both the primary and secondary
SSNs to determine if a Form W-2 was on file that would support the wages being
claimed on Line 7 of the Form 1040.5 Of the 23,571,365 tax returns with wages re-
ported, we identified 676,992 (3 percent) tax returns for which third-party Forms
W-2 were not sent to the IRS by the employer for either the taxpayer and/or spouse
listed on the tax return.® These 676,992 tax returns received EITC totaling
$1,712,725,533. We forecast that the IRS could prevent the issuance of
$8,563,627,665 in questionable EITC claims over the next 5 years ($1,712,725,533
% 5).

This outcome is achievable if: (1) the IRS is granted expanded legislative author-
ity to systemically disallow EITC claims based on NDNH employment results and
(2) the IRS obtains an entire copy of the NDNH database for use during tax return
processing to systemically identify unsupported wages reported on tax returns to er-
roneously claim the EITC.

The actual amount of questionable EITC claims the IRS will identify and prevent
is dependent on the actions the IRS takes to obtain needed authority and access to
NDNH data and will not be known until such authority and data use are imple-
mented.

1A 12-month accounting period for keeping records on income and expenses used as the basis
for calculating the annual taxes due. For most individual taxpayers, the tax year is synonymous
with the calendar year.

2The 5-year forecast for potential funds put to better use is based on multiplying the base
year by five and assumes, among other considerations, that economic conditions and tax laws
do not change.

3The amount may also be affected by employer reporting errors or employer nonreporting.

4Qur analysis did not include taxpayers who had an EITC reversed on their account.

5We removed tax returns on which disability payments were reported on the Form 1040, Line
7T—Wages which were supported by Forms 1099-R, Distributions From Pensions, Annuities, Re-
tirement or Profit—-Sharing Plans, IRAs, Insurance Contracts, etc., with a Distribution Code 3 for
disability income.

6 Some of the tax returns we identified could also be the result of nonreporting of income and
withholding by the employer.
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APPENDIX V
EARNED INCOME TAX CREDIT ELIGIBILITY RULES

Taxpayers claiming the EITC must meet specific criteria to qualify for the credit.
Additional criteria apply for those taxpayers who have qualifying children. Figure
1 lists the basic EITC eligibility requirements. Figure 2 shows the additional eligi-
bility tests of age, relationship, residency, and joint return requirements that must
be met by taxpayers claiming the EITC with a qualifying child. The maximum EITC
available for Tax Year 2013 ranges from $487 for taxpayers with no qualifying chil-
dren to $6,044 with three or more qualifying children.

Figure 1: Basic EITC Eligibility Requirements

First, you must meet all the

rules in this column

Second, you must meet all the rules in
one of these columns, whichever applies

Rules if you have a
qualifying child

Rules if you do not
have a qualifying
child

Third, you must
meet the rule in
this column

1.

[\

w

Your adjusted gross in-
come must be less than:

—$46,227 ($51,567 for mar-
ried filing jointly) if you
have three or more quali-
fying children,

—$43,038 ($48,378 for mar-
ried filing jointly) if you
have two qualifying chil-
dren,

—$37,870 ($43,210 for mar-
ried filing jointly) if you
have one qualifying child,

or

—$14,340 ($19,680 for mar-
ried filing jointly) if you
do not have a qualifying
child.

. You must have a valid

SSN.

. Your filing status cannot

be married filing sepa-
rately.

You must be a U.S. citizen
or resident alien all year.

. You cannot file Form 2555,

Foreign Earned Income, or
Form 2555-EZ, Foreign
Earned Income Inclusion
(relating to foreign earned
income).

. You must have earned in-

come.

. Your investment income

must be $3,300 or less.

8. Your child
must meet the
relationship,
age, residency,
and joint re-
turn tests.

9. Your qualifying

child cannot be

used by more
than one per-
son to claim
the EITC.

You cannot be

a qualifying

child of another

person.

10.

11. You must be at
least age 25
but under age
65.

You cannot be
the dependent
of another per-
son.

You cannot be
a qualifying
child of another
person.

You must have
lived in the
United States
more than half
of the year.

12.

13.

14.

15. Your earned in-
come must be
less than:

—$46,227
($51,567 for
married filing
jointly) if you
have three or
more quali-
fying children,

—$43,038
($48,378 for
married filing
jointly) if you
have two quali-
fying children,

—$37,870
($43,210 for
married filing
jointly) if you
have one quali-
fying child, or

—$14,340
($19,680 for
married filing
jointly) if you
do not have a
qualifying
child.

Source: IRS Publication 596, Earned Income Credit (EIC), for use in preparing 2013 Returns.
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Figure 2: Additional EITC Eligibility Tests of Age, Relationship, Residency,

and Joint Return Requirements

Eligibility Test Qualifying Child Criteria
Relationship .......... Must meet one of the following relationship tests:
—Son, daughter, stepchild, foster child, or a descendant of
any of them (for example, your grandchild), or
—Brother, sister, half-brother, half-sister, stepbrother,
stepsister, or a descendant of any of them (for example,
your niece or nephew).

Adopted child. An adopted child is always treated as your own
child. The term “adopted child” includes a child who was
lawfully placed with you for legal adoption.

Age i, Must meet one of the following age tests:
—Under age 19 at the end of Tax Year 2013 and younger
than you (or your spouse, if filing jointly),
—Under age 24 at the end of Tax Year 2013, a student, and
younger than you (or your spouse, if filing jointly), or
—Permanently and totally disabled at any time during Tax
Year 2013, regardless of age.
Residency .............. Your child must have lived with you in the United States for

more than half of Tax Year 2013.

Joint Return .........

The child cannot file a joint return for the year. Exception: An
exception to the joint return test applies if your child and
his or her spouse file a joint return only to claim a refund of
income tax withheld or estimated tax paid.

Source: IRS Publication 596.
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APPENDIX VI

QUALIFYING CHILD CRITERIA FOR THE CHILD TAX CREDIT OR THE
ADDITIONAL CHILD TAX CREDIT

The CTC can reduce an individual’s taxes owed by as much as $1,000 for each
qualifying child. For Tax Year 2013, the ACTC is equal to the lesser of the CTC
that was not allowed or 15 percent of earned income that is more than $3,000.! Fig-
ure 1 shows the seven eligibility tests a child must meet to qualify for the CTC or
the ACTC.

Eligibility Test Qualifying Criteria
Age .o, A qualifying child must be under age 17 at the end of the tax
year.
Relationship .......... The child must be the taxpayer’s son, daughter, stepchild, fos-

ter child, brother, sister, stepbrother, stepsister, or a de-
scendant of any of them (for example, a grandchild, niece, or
nephew) and an adopted child (includes a child lawfully
placed for legal adoption).

Support .......cu..... The child must not have provided more than one-half of their
own support for the tax year.

Dependent ............. The taxpayer must claim the child as a dependent on the Fed-
eral tax return.

Citizenship ............ The child must be a U.S. citizen, U.S. national,2 or U.S. resi-
dent alien.3

Joint Return ......... The child does not file a joint return for the year (or files joint
to claim a refund).

Residence .............. The child must have lived with claimant for more than one-
half of the year.*

Source: IRS Publication 972, Child Tax Credit, for use in preparing 2013 returns.

Limitations: The CTC is limited if modified adjusted gross income is above a cer-
tain amount (which varies depending on the taxpayer’s filing status).5 In addition,
the CTC is generally limited by the amount of the income tax owed as well as any
alternative minimum tax owed.

1Tax-exempt combat pay is included as earned income when calculating the ACTC.

2A U.S. national is an individual who, although not a U.S. citizen, owes his or her allegiance
to the United States. U.S. nationals include American Samoans and Northern Mariana Island-
ers who chose to become U.S. nationals instead of U.S. citizens.

3 Publication 519, U.S. Tax Guide for Aliens, states that an individual will be considered a
U.S. resident for tax purposes if they meet the substantial presence test for the calendar year.
To meet this test, the individual must be physically present in the United States on at least
31 calendar days during the current year and 183 calendar days during the three—year period
that includes the current year and the 2 years immediately before.

4There are some exceptions to the residence test, which can be found in IRS Publication 972.

5For married taxpayers filing a joint return, the phase-out begins at $110,000. For married
taxpayers filing a separate return, it begins at $55,000. For all other taxpayers, the phase-out
begins at $75,000.
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APPENDIX VII

EFFORTS TO ADDRESS THE ROOT CAUSES OF EARNED INCOME TAX
CREDIT IMPROPER PAYMENTS

The IRS has several programs to address the root causes of EITC improper pay-
ments. The IRS considers these programs as part of its overall strategy to ensure
compliance with the rules. Many of these programs are aimed at identifying and
preventing erroneous payments once a tax return is filed rather than correcting the
underlying reason that the error is occurring.

Outreach and Education.—Programs designed to educate taxpayers and tax re-
turn preparers on the legal requirements for EITC eligibility so they can apply the
law accurately.

—Annual EITC Marketing Campaign.—This campaign, which includes the EITC
Awareness Day, targets underserved populations and includes print and media
tours.

—EITC Due Diligence Training Modules.—A Web-based initiative in which tax re-
turn preparers can earn a certificate of completion.

—Nationwide Tax Forum EITC Training.—Annual seminars that educate tax re-
turn preparers on EITC due diligence requirements and qualifying child re-
quirements.

—ZExternal Stakeholders—The IRS works with external stakeholders including
the tax return preparer community to share information regarding the EITC in
an effort to identify trends and improve compliance.

Enforcement.—Programs intended to contribute to the broader strategy of identi-
fying errors as early in the process as possible. The IRS’s prevention activity focuses
on three main areas:

—Audits—The IRS identifies returns for examination usually before the refund
is released. Because of the refundable nature of the credit, the high error rate,
and the high dollar amount associated with the credit, returns with EITC
claims are twice as likely to be audited as other individual taxpayer returns.
According to the IRS, 70 percent of the examinations the IRS conducts each
year are prerefund examinations in which the IRS determines the validity of
the EITC claim before the EITC refund is issued. The remaining 30 percent of
the examinations are conducted post refund.

—Math Error—An automated process performed while tax returns are being
processed and before refunds are sent to taxpayers in which the IRS identifies
math or other irregularities and automatically prepares an adjusted return for
a taxpayer filing on paper and generally rejects electronic returns. The IRS cur-
rently has limited legislative authority to use this process.

—Document Matching.—The IRS matches income claimed on tax returns to in-
come reported by employers and other third parties to identify discrepancies
that involve instances in which EITC claimants underreport income.

Figure 1 shows the main EITC compliance activities and the resulting total rev-

enue protected for fiscal years® 2008 through 2014.

1 Any yearly accounting period, regardless of its relationship to a calendar year. The Federal
Government’s fiscal year begins on October 1 and ends on September 30.
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Figure 1: EITC Compliance Activities and Total Revenue Protected (Dollars
in Billions) for Fiscal Years 2008 Through 2014

Fiscal Fiscal Fiscal Fiscal Fiscal Fiscal Fiscal | Fiscal Years
Compliance Activity Year Year Year Year Year Year Year 2008-2014
2008 2009 2010 2011 20122 | 20133 | 20144 Total
Examination Closures ..... 503,755 | 508,180 | 473,999 | 483,574| 487,408 | 483,139 | 483,000 3,423,055
Math Error Notices® ....... 432,797 | 355,416 | 341,824 293,450| 270,492| 240,000 | 210,000 2,143,979
Document Matching ........ | 727,916 | 688,087 | 904,920 | 1,178,129 | 985,172 | 906,994 | 907,000 6,298,218
Amended Returns® .... 32,473 | 25,395| 19,347 14,317 13,284 8,129 8,000 120,945
Total Revenue Pro-
tected (in Billions) .... $3.74| $379| $387 $3.75| $395| $384| $3.69 $26.63

Source: The Department of the Treasury’s Agency Financial Report for Fiscal Year 2013.

2Restated actual.

3 Preliminary estimates.

4 Estimated based on fiscal year 2013 preliminary data.

5The EITC withheld from the claimant; includes decreases in the amount of the EITC claimed
as well as disallowance of the full EITC claim.

6 Amended returns are a subset of Examination Closures.
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APPENDIX VIII
EARNED INCOME TAX CREDIT TAX RETURN PREPARER STRATEGY

As part of its efforts to address EITC improper payments, the IRS developed an
EITC paid preparer strategy that focuses on tax return preparers who are not com-
pliant with the EITC due diligence requirements. Figure 1 provides results of this
strategy for Fiscal Year 2013.

Figure 1: Results of the EITC Tax Return Preparer Strategy for Fiscal Year

2013

Treatment

Description

Program Results

Penalties
Proposed
(in millions)

EITC Revenue
Protected
(in millions)

Due Diligence

Prefiling season DDVs

540 visits

Visit (DDV)1. 86 percent penalty rate $14.9 $43.8
Filing season DDVs 300 visits
81 percent penalty rate | Almost $2.9 $7.5
Filing season follow-up DDVs 2 27 visits More Than
67 percent penalty rate $200,000 Not Measured 3
Knock and Visits made by auditors and
Talk Visit. Criminal Investigation agents to
educate EITC preparers on EITC 105 visits None4 $10.0
laws and due diligence require-
ments.
EITC Due Court action to prevent egregious
Diligence preparers from filing future re- 4 injunctions $0 $15.4
Injunction. turns.
DDV Warning | Prefiling season letters to advise
Letter. preparers of EITC due diligence 9,453 letters $0 $275.1
problems.
Filing season letters to advise
preparers of continuing EITC 1,781 letters $0 $16.9

due diligence problems.

Source: The Internal Revenue Service Filing Season 2013 EITC Real Time Return Preparer Initial Finding and
Fiscal Year 2013 Executive Order Report.

1Field examiners audit EITC preparers to verify that they are meeting their due diligence
requirements and assert penalties as warranted.

2A filing season follow—up DDV is for continuing noncompliant preparers who received an
educational visit.

3 Insufficient sample size.

4Integrated approach for educational purposes.
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APPENDIX IX
MANAGEMENT’S RESPONSE TO THE DRAFT REPORT

Thank you for the opportunity to review and respond to the subject draft report
on the challenges of administering the Earned Income Tax Credit (EITC), the Child
Tax Credit (CTC), and the Additional Child Tax Credit (ACTC) through traditional
tax compliance processes and treatments. To detect and stop potentially fraudulent
claims for the credits and to improve taxpayer compliance with the provisions of the
Tax Code authorizing them, we continue to explore alternative strategies to supple-
ment the traditional tax administration authority provided to us and to maximize
the use of limited compliance resources.

We agree with the Treasury Inspector General for Tax Administration (TIGTA)
that new and innnovative processes are needed to achieve significant reductions in
the amount of improper payments. The tax system, as established by the Internal
Revenue Code (the Code) is based on the premise that taxpayers will voluntarily
comply with its provisions in self-reporting their tax liabilities. The administrative
provisions of the Code allow for the examination of tax returns to assess the accu-
racy of reported liabilities and to serve as an incentive for voluntary compliance.
This balancing control, however, is subject to the constraints of limited resources
and statutory provisions that assure taxpayers of their rights for the review of as-
sessments of additional tax, or denials of credits by the U.S. Tax Court before the
assessments or denials occur. Since February 20051, the IRS has submitted legisla-
tive proposals that would permit expanded access and use of the National Directory
of New Hires database, as recommended by the TIGTA in this report. With the
March 2014 release of the administration’s Fiscal Year 2015 revenue proposals 2, the
IRS has submitted legislative proposals for supplemental authority that would pro-
vide for correctable error authority, similar to math error authority, in situations
when information provided by taxpayers does not match the information contained
in government databases. The IRS also requested acceleration of the filing dates of
information returns to make the information available to the IRS earlier, the au-
thority to regulate return preparers, increases in return preparer penalties for will-

1General Explanations of the Administrative’s Fiscal Year 2006 Revenue Proposals, 132, Feb-
ruary 2005, http:/www.treasury.gov/resource-center/tax-policy/Documents/General-Explanations-
FY2006.pdf.

2General Explanations of the Administration’s Fiscal Year 2015 Revenue Proposals, March
2014, 229230, 245-246, http://www.treasury.gov/resource-center/tax-policy/Documents/General-
Explanations-FY2015.pdf.
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ful or reckless misconduct, and extending due diligence requirements to include the
EITC, CTC, and ACTC.

Considering the unique attributes of refundable credits claimed and payable
through the tax system, the IRS has prepared annual risk assessments under the
Improper Payments Elimination and Recovery Improvement Act of 2012 (IPERIA)
for the specific outlays identified by the Office of Management and Budget (OMB),
under guidance provided by the Department of the Treasury. Additional guidance
provided by the OMB recognizes Treasury’s assertion that there is significant com-
plexity and difficulty in separately reporting the refunded amount of each credit
claimed and paid through the tax system. The OMB further acknowledges that the
IRS already conducts analysis of the tax gap that incorporates these credits. Re-
fundable tax credit non-compliance is included in the tax gap estimate, and in the
assessment and regular updating of our compliance strategies.

Since 2005, the IRS has been reporting separate estimates for the EITC because
this program was determined to be high risk under the Improper Payments Infor-
mation Act, a predecessor to IPERIA. All overclaims of refunds, including refund-
able credits, are included in the IRS tax gap estimate. The IRS’ overall compliance
strategy includes efforts to reduce the EITC error rates separately, but also takes
into account efforts to improve compliance overall, including refundable credits
claimed on the tax return. The OMB confirmed in March 2014 that this is permis-
sible so long as the IRS explains in its Annual Financial Report why there is no
further break out. This OMB agreement is based on the recognition of how tax re-
turns are administered, including refundable credits, as being integral to the IRS
assessment of compliance with tax reporting requirements. This allows for the ap-
propriate resource focus within the IRS compliance strategy, since the largest com-
ponent of the tax gap falls outside of traditional refundable tax credit payments. If
the IRS compliance strategy required IPERIA reporting and compliance standards
for all refundable tax credits, the IRS would need to divert a disproportionate
amount of compliance resources to satisfy those requirements

Refundable tax credits differ from other Federal outlays, such as Federal vendor
or grant payments, in that the potential outlay can be fully or partially absorbed
by taxpayers’ tax liabilities, and can be combined with other refundable and/or non-
refundable tax credits in arriving at the net tax due or overpayment to be refunded.
Some refundable tax credits, such as income tax withheld from wages, Federal tax
deposits, and estimated tax payments, are recorded as reductions of receipts rather
than as outlays.3 Refundable tax credits are reported as outlays when they exceed
the tax liability and are a part of the refund. When refunds are due; the IRS issues
a single payment for the net refund amount.

Another important difference between refundable tax credits and other Federal
outlays subject to the IPERIA is that taxpayers self-certify their eligibility for the
applicable credits through the act of filing a tax return. Amounts reported on tax
returns or required tax forms are based on voluntary compliance and are signed by
taxpayers under penalty of perjury, attesting that the information provided is com-
plete and accurate. The IRS is legally obligated4 to refund amounts collected from
taxpayers and refundable tax credits Congress has authorized qualifying taxpayers
to claim in excess of the taxpayer’s income tax liability within 45 days of processing
a taxpayer’s request. Otherwise, IRS must pay interest to the taxpayer. This con-
trasts with other contractual or benefit payments where the eligibility for payment
and the accuracy of the amount to be paid are reviewed and approved prior to dis-
bursement of the funds.

The IRS has compliance processes in place to identify questionable refunds and
stop their issuance. To the extent permitted by law, the IRS uses other government
data sources to identify questionable claims for refundable tax credits and address
them appropriately. For claims of EITC, CTC, and ACTC, refunds are stopped and
the returns are referred to the IRS Examination functions for review. Examiners
will contact taxpayers to request documentation to support their claims for the cred-
it(s) and, when taxpayers are found to be ineligible, the examiners will make the
requisite adjustments to the return to eliminate the unallowable credit. Claims dis-
allowed by these pre-refund examinations are not improper payments because the
refunds were not issued.

In addition to performing examinations of questionable claims, approximately 70
percent of which are performed before the refund is issued, soft notices are used to
alert taxpayers to questionable items and encourage improved future compliance.
Several fraud detection filters are in place specifically to help detect issues with
claims for the EITC, CTC, and ACTC. Last year, the IRS detected specific patterns

30OMB Circular A-11 Section 20.10.
431 U.S.C. §1324.
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indicating potential fraud in returns with Individual Taxpayer Identification Num-
bers and developed filters during the filing season to stop those refunds from being
issued.

Approximately 57 percent of returns claiming the EITC are prepared by tax re-
turn preparers, and we are supplementing our traditional return preparer initia-
tives with strategic programs intended to improve compliance with the EITC and
other refundable credit provisions. Compliance and warning notices are sent before
and during the filing season to preparers who prepare large numbers of returns
claiming the EITC to educate them on their responsibilities and the consequences
of non-compliance. Preparer audits are performed by field examiners to ensure pre-
parers are complying with EITC due diligence rules. We are also using data ana-
lytics to identify tax return preparers with a history of submitting incorrect or po-
tentially fraudulent tax returns falsely claiming the EITC and related tax credits.
Intervention methods used to address these preparers include letters, telephone
calls, and site visits, both before and during the filing season, to allow the preparers
to immediately adjust their practices. During its pilot year in 2012, this process re-
duced improper EITC payments by an estimated £198 million. The program was ex-
panded in 2013 and is estimated to have prevented another $590 million in im-
proper payments.

We disagree with the TIGTA’s potential outcome measure estimate of $1.7 billion
as funds put to better use for two reasons. First, as noted in the report, the outcome
cannot be achieved without changes to existing legislation; an action that is beyond
the control of the IRS. Second, our review of data from the recent EITC Compliance
Study, covering Tax Years 2006 through 2008, found that a significant portion of
EITC claims on returns without a Form W-2, Wage and Tax Statement, sent to the
IRS and with wages reported on the return were either accurate or disallowed for
reasons other than misreported wages.

Attached is our response to your recommendations. If you have any questions,
please contact me, or a member of your staff may contact Jodi L. Patterson, Direc-
tor, Return Integrity and Correspondence Services, Wage and Investment Division,
at (404) 338-8961.

Attachment
ATTACHMENT

Recommendation

Recommendation 1: The Commissioner, Wage and Investment Division, should en-
sure that the results of the ACTC Improper Payment Risk Assessment accurately
reflect the high risk associated with ACTC payments and provide a reliable estimate
of improper payments. Completion of the ACTC Improper Payment Risk Assessment
should include an evaluation of available NRP and enforcement data when deter-
mining the overall risk of improper payments.

Corrective Action: We disagree with this recommendation. The Improper Payment
Risk Assessment is completed for the Additional Child Tax Credit (ACTC) following
the guidance of the Department of Treasury and the Office of Management and
Budget (OMB). The assessment questionnaire and scoring methodology reflect oper-
ational risks associated with administration of the credit. Enforcement data and
overall risks associated with administration of the ACTC are already considered by
its inclusion in the tax gap estimate.

Implementation Date: N/A
Responsible Official: N/A
Corrective Action Monitoring Plan: N/A

Recommendation

Recommendation 2: The Commissioner, Wage and Investment Division should, as
required by the IPERA, identify the root causes of the improper ACTC payments,
determine if tools and/or resources are available to address erroneous ACTC pay-
nients, and establish a plan to reduce the erroneous payments and then meet that
plan.

Corrective Action: We disagree with this recommendation. The OMB acknowledges
that IRS already conducts analysis of the tax gap that incorporates these credits.
Refundable tax credit non-compliance is included in the tax gap estimate and in the
assessment and regular updating of our compliance strategies, The IRS considers
available tools, resources, and alternative treatment options when preparing and
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updating compliance strategies. The reduction of erroneous payments is a primary
goal of those activities.

Implementation Date: N/A
Responsible Official: N/A
Corrective Action Monitoring Plan: N/A

Recommendations

If the IRS is granted correctable error authority, the Commissioner, Wage and In-
vestment Division, should:

Recommendation 3: Contract with the HHS to obtain a complete copy of the
NDNH database for use during tax return processing to systemically identify unsup-
ported wages reported on tax returns to erroneously claim the EITC.

Corrective Action: We disagree with this recommendation. The limited National
Directory of New Hires (NDNH) data is used now in our filters when third party
wage information is not yet available to the IRS on the Information Returns Master
File (IRMF). An analysis was performed to determine the extent to which the
NDNH data is beneficial in processing claims for the EITC. The analysis revealed
that the data was being used on only a small percentage of the claims filed, and
that volume is decreasing each year as wage information is posted earlier to the
IRMF. The cost of obtaining the limited NDNH is significant and, under current
limitations on our use of the data, we do not consider it to be a cost beneficial tool.
However, as we respond to the recommendation below, we agree and are pursuing
legislative authority to expand our access to and authority for use of the entire
NDNH database which will be useful for identifying noncompliance, identity theft,
and refund fraud.

Implementation Date: N/A

Responsible Official: N/A

Corrective Action Monitoring Plan: N/A

Legislative Recommendation

Recommendation 4: Work with the Assistant Secretary of the Treasury for Tax
Policy to consider a legislative proposal to obtain expanded NDNH authority to sys-
temically verify claims for other income-based refundable credits (e.g. ACTC) based
on NDNH employment data.

Corrective Action: We agree with this recommendation. The General Explanations
of the Administration’s Fiscal Year 2015 Revenue Proposals presents a legislative re-
quest for expanded use of the NDNH database. The proposal would amend the So-
cial Security Act to expand IRS access to NDNH data for general tax administration
purposes, including data matching and verification of taxpayer claims during return
processing. We believe this proposal addresses the recommendation.

Implementation Date: Implemented

Responsible Official: Director, Return Integrity and Correspondence Services,
Wage and Investment Division

Corrective Action Monitoring Plan: We will monitor this corrective action as part
of our internal management control system.

Mr. GEORGE. But suffice it to say, as a refundable credit, all re-
fundable credits that the IRS issues are so difficult to manage be-
cause once the money is out of the door, it is so much more expen-
sive for the IRS to reclaim it, recoup it. It is they have to make
a cost-benefit analysis as to whether or not it is worth doing.

Now there are ways that the IRS could address this, which we
have recommended in the past, and that included, you know, ear-
lier reporting of earnings under—per the W—2 form. So, again, the
earlier the IRS has information on what people are paid, the ear-
lier they can address problems that they ultimately find.

But this is in conjunction with the request that the Treasury De-
partment as well as recommendations that we have made and the
IRS has made for what is known as correctable error authority. So,
for example, once the tax filing season begins, which, in effect, is
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the second or third week in January, depending on the year, people
can file their tax return and seek a refund.

The IRS is not required to receive from the payee, the employer
or whomever, for another 3 months, sometime in March, that same
information on that individual. Now if the individual claims a dif-
ferent amount than what the employer claims, that individual
could receive more money and then receive a refundable credit,
whether it is the EITC or the additional child tax credit or an edu-
cation credit, what have you.

Now if the IRS had what is known as correctable error authority,
it does not have to necessarily wait until again, as I pointed out
in my opening statement, that all of the information is in hand and
what have you. They could automatically hold off paying that re-
fund and making the corrections themselves. And of course, the
taxpayer would still have the right to contest the IRS’s decision if
they believe it is inaccurate, but so it is a symbiotic relationship
in terms of legislation that the IRS and the Department of the
Treasury is seeking.

So there are ways to address this, but it is obviously a very deli-
cate area for all involved.

Senator BOOZMAN. I guess the frustration is this is an area
where throwing money at it is not—won’t help in the sense of, you
know, making it more—we have a program that is in error 24 per-
cent of the time, which is, you know, certainly unacceptable.

In the past, TIGTA has identified refund fraud committed by
prisoners that is a significant problem for tax administration. Just
last fall, a report noted that refund fraud associated with prisoner
Social Security numbers remains a serious problem.

The number of fraudulent tax returns filed using a prisoner’s So-
cial Security number that were identified by the IRS increased
from more than 37,000 tax returns in calendar year 2007 to more
than 137,000 tax returns in calendar year 2012. The refunds
]colzlilimed on these tax returned increased from $166 million to $1

111101.

I understand that Treasury has the authority to share informa-
tion with the Federal Bureau of Prisons and State Departments of
Corrections to help determine if prisoners may have filed or helped
the filing of a fraudulent return. Would you please give us an up-
date on the effectiveness of the IRS efforts to reduce these im-
proper payments to prisoners?

Mr. GEORGE. Yes, and thank you for posing this question, Mr.
Chairman. Because I have to admit, this is one of the areas where
I am most disappointed. Because this was one of the first subjects
that I testified before Congress on almost a decade ago about the
problem that existed and that has since just continued to grow.

Congress did empower the IRS to take actions to address this by
forming agreements with various States and Federal penitentiary
or correctional organizations. And they have—they did at some
point take positive steps to doing so. Some of those expired. Others,
again, just fell by the wayside.

But this is a multi-billion dollar problem. It is still going on. And
a lot of these individuals have so much time on their hands and,
in all candor, really have nothing left to lose that they are not
going to stop.
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And until something more tangible is done, meaning further
prosecutions or more authority or, in all candor, the IRS somehow
feeling the pinch if they don’t take action with signing up what
data information sharing programs and the like with States, this
problem will continue to grow and metastasize.

Senator BoOOzZMAN. I read the IG report, you know, talking about
this, and one of the recommendations was I think there was 300
and some odd prisoners that they had identified to—you know, to
essentially give that information—to make it such that that group
that they had, you know, that they could fix it where they couldn’t
do it, and they refused to do that. Is that correct?

Mr. GEORGE. I don’t know whether they refused to do it. But
again, at one point, they did not have the authority to do it. And
so, and I am not sure what you are describing predates the author-
ity that Congress did ultimately provide or not. But I can get back
to you with clarity.

Senator BOOzZMAN. It is fine. Again, it is just a frustration, you
know, among the many things that we talked about.

One last question, and then we will let you go. I know that you
have got lots of stuff to do. TIGTA has identified significant con-
cerns about fraudulent claims to premium tax credits and security
of Federal tax data as the IRS provides data to health exchanges.
The IRS will also have to administer penalties related to the indi-
vidual mandate and try and seek collection of premium tax credits
provided to ineligible taxpayers and collection of overpayments of
tax credits.

According to your audits, the IRS continues to report that more
than 20 percent—we talked about this—of the earned income tax
credit is a problem, issued improperly. Again, $15 billion, and $13
billion to $15 billion in 2013 in improper payments, as we dis-
cussed earlier.

Do you believe that there is the potential for similar problems
with implementation of the premium tax credit?

Mr. GEORGE. Most definitely, sir. And—and it starts from the
outset. The bottom line is if someone is able to provide fraudulent
information at the outset, when they first apply for this credit, that
starts the ball rolling downhill.

Now to its credit, the IRS has established some filters in their
system to try to weed these out. And so, I hope the magnitude of
the problem isn’t anything like the other—well, the refundable
credits we referred to earlier. But we are—TIGTA is in the process
now of evaluating this very issue to see whether the IRS has ade-
quate processes, both in formation and ultimately in effect because
this could be a budget buster, sir.

Senator BoOozZMAN. Very much. Thank you so much for your testi-
mony today. Thank you for being here. We really do appreciate it.
Appreciate your hard work.

As again, all of the witnesses that have testified, I know that ev-
erybody is doing their best to work in a very difficult situation,
again trying to restore confidence in the agency.

I want to thank again the other two witnesses for being here. Ap-
preciate hearing from these individuals with the Treasury Depart-
ment, the IRS, the IG’s office, and having the opportunity to ex-
plore a number of important and very timely issues.



95

Today’s discussion will be helpful as we move forward with our
work on the fiscal year 2016 funding and especially in light of the
answer to the last question about getting these things straight on
the front end, or we are going to have real problems and not let
history repeat itself.

PREPARED STATEMENTS

At this time, I ask unanimous consent that a statement by the
Taxpayer Advocate, Nina Olson, be included in the hearing record.

I ask unanimous consent that a report prepared for the sub-
committee by the Government Accountability Office (GAO) and the
IRS fiscal year 2016 budget request and the 2015 filing season also
be included in the record.

As there is no objection, they will be included.

[The statements follow:]

PREPARED STATEMENT OF NINA E. OLSON, NATIONAL TAXPAYER ADVOCATE

Chairman Boozman, Ranking Member Coons, and distinguished members of this
subcommittee:

Thank you for inviting me to submit this statement regarding the proposed budg-
et of the Internal Revenue Service for fiscal year 2016.1

In my 2014 Annual Report to Congress, I designated inadequate taxpayer service
as the #1 most serious problem for our Nation’s taxpayers. This year, taxpayers are
receiving the worst levels of taxpayer service since at least 2001, when the IRS im-
plemented its current performance measures.

I do not think it is hyperbolic to say we are facing a crisis in taxpayer service.
Many metrics bear this out, but to cite the most obvious: From January 1 through
February 21, the IRS answered only 40 percent of the calls it received from tax-
payers seeking to speak with a customer service representative, and those who man-
aged to get through waited on hold for an average of about 26 minutes.2 By com-
parison, 76 percent of taxpayers got through and waited on hold an average of about
11 minutes during the same period last year.3

The proposition that the Government should provide taxpayers with high quality
service may seem obvious, but it is worth considering why taxpayer service is so
important. In my view, there are two related but independent reasons.

First, good service is, very simply, the right thing for the Government to provide
for its taxpayers. The requirement to file a return and pay taxes is generally the
most significant burden a government imposes on its citizens. The Government
therefore has a duty to make compliance as simple and painless as possible.

Second, it is in the Government’s self-interest to facilitate voluntary compliance,
because voluntary compliance is far more cost-effective than enforced compliance.
For context, more than 98 percent of all tax revenue collected by the Government
is paid voluntarily and timely. Less than 2 percent is collected through enforcement
action.* If the IRS were to collect 10 percent less in enforcement revenue, tax rev-
enue would decline by less than $6 billion. If voluntary tax payments were to drop
by 10 percent, tax revenue would decline by more than $300 billion.

1The views expressed herein are solely those of the National Taxpayer Advocate. The Na-
tional Taxpayer Advocate is appointed by the Secretary of the Treasury and reports to the Com-
missioner of Internal Revenue. However, the National Taxpayer Advocate presents an inde-
pendent taxpayer perspective that does not necessarily reflect the position of the IRS, the Treas-
ury Department, or the Office of Management and Budget. Congressional testimony requested
from the National Taxpayer Advocate is not submitted to the IRS, the Treasury Department,
or the Office of Management and Budget for prior approval. However, we have provided courtesy
copies of this statement to both the IRS and the Treasury Department in advance of this hear-
ing.
2IRS Joint Operations Center, Snapshot Reports: Enterprise Snapshot (week ending Feb. 21,
2015).

31d.

41In fiscal year 2014, the IRS collected total tax revenue of about $3.1 trillion. Of that amount,
it collected $57.1 billion through enforcement actions. Government Accountability Office (GAO),
GAO-15-173, Financial Audit: IRS’s Fiscal Years 2014 and 2013 Financial Statements 29 (Nov.
2014), at http://www.gao.gov/assets/670/666863.pdf.
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There are three factors that explain why the IRS is unable to meet taxpayer
needs:

1. Tax-Law Complexity. The complexity of the tax code as it stands today is over-
whelming, making compliance difficult for taxpayers and enforcement difficult
for the IRS. With a simpler tax code, taxpayers would not need as much help
complying, and the IRS could deliver on its revenue-collection mission with a
smaller budget. For purposes of this hearing, I will not discuss tax reform in
detail, but I continue to believe it should be a top priority.5

2. Resource Constraints and Increasing Workload. Because of a combination of se-
questration and concerns about IRS management practices, Congress has been
cutting the IRS’s budget, and IRS funding now stands about 17 percent lower
on an inflation-adjusted basis than in fiscal year 2010. At the same time, the
IRS’s workload has been increasing in recent years due to a variety of factors,
including implementation of basis reporting and merchant-card reporting laws,
the Patient Protection and Affordable Care Act, and the Foreign Account Tax
Compliance Act. In short, the combination of more work and reduced resources
has produced declining performance.

3. Questionable Resource-Allocation Decisions. While I believe the IRS requires
more funding, I also believe it is incumbent on the IRS to spend the resources
it has as effectively and efficiently as possible. The IRS must be able to dem-
onstrate that it is making responsible decisions in allocating its existing re-
sources; that it is basing these decisions on research data that is comprehen-
sive, not just on what is convenient for the IRS; and that it has a strategic
and creative vision for the future—one that considers the needs of taxpayers
even as it tries to go about doing its work efficiently. For example, the IRS has
substantially stopped providing answers to tax-law questions by phone and in
its walk-in offices. It decided to answer only “simple” questions during the fil-
ing season and to answer no questions at all after the filing season, despite
the fact that about 15 million taxpayers obtain proper extensions or otherwise
file later in the year. One would think that answering tax-law questions would
be viewed as a core function the Federal tax agency should perform, yet I do
not believe the IRS undertook a comprehensive analysis comparing the cost
savings associated with curtailing answers to tax-law questions against other
ways of achieving equivalent savings.

Overall, I believe the solution to the crisis in taxpayer service is a combination
of more funding and better resource-allocation decisions in the near term and com-
prehensive tax reform over the longer term.

In my testimony today, I will elaborate on the following key points:

1. The IRS is currently failing to meet taxpayer needs, which erodes taxpayer
trust in the system and undermines voluntary compliance.

2. The IRS is making resource-allocation decisions without hard data to show
that its decisions are the best ones to drive voluntary compliance and collect
revenue in an effective and efficient manner.

3. Understanding the taxpayer base is key to providing effective taxpayer service
and to maintaining and enhancing voluntary compliance.

4. IRS compliance initiatives are often based on outdated or unproven assump-
tions and can generate significant volumes of rework for the IRS and tremen-
dous burden for taxpayers.

5. The IRS is undertaking a review of its approach to tax compliance and service
delivery, but greater transparency and Congressional oversight would improve
taxpayers’ confidence and trust in the tax system.

6. The IRS requires funding to acquire modern IT systems, particularly case man-
agement systems, in order to meet taxpayer needs and improve productivity.

5] have written and testified extensively about the need for comprehensive tax reform. See
National Taxpayer Advocate 2012 Annual Report to Congress 3—-23 (Most Serious Problem: The
Complexity of the Tax Code); Testimony of Nina E. Olson, National Taxpayer Advocate, at Hear-
ing on Fundamental Tax Reform Before H. Comm. On Ways and Means, 112th Cong. (2011),
at http:/waysandmeans.house.gov/calendar/eventsingle.aspx?EventID=219701; National Tax-
payer Advocate 2010 Annual Report to Congress 3—14 (Most Serious Problem: The Time for Tax
Reform Is Now); National Taxpayer Advocate 2010 Annual Report to Congress 365—-372 (Legisla-
tive Recommendation: Enact Tax Reform Now); National Taxpayer Advocate 2005 Annual Re-
port to Congress 375-380 (Key Legislative Recommendation: A Taxpayer-Centric Approach to
Tax Reform); Presentation of Nina E. Olson, National Taxpayer Advocate, at Public Meeting of
the President’s Advisory Panel on Federal Tax Reform (Mar. 3, 2005) at http:/
www.taxreformpanel.gov/meetings/meeting-03032005.shtml. Over the past decade, the National
Taxpayer Advocate’s annual reports have contained dozens of additional proposals to simplify
particular sections or areas of the tax code.
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I. The IRS Is Currently Failing to Meet Taxpayer Needs, Which
Erodes Taxpayer Trust in the System and Undermines Vol-
untary Compliance.

The tax code as it stands today is overwhelming in its complexity and thus poses
a significant compliance barrier for taxpayers. Large numbers of taxpayers contact
the IRS for assistance. In addition to publishing forms and instructions, the IRS
now typically receives more than 100 million telephone calls,® 10 million letters,”
and five million visits from taxpayers each year.8

The IRS reached its high-water mark in providing taxpayer service in fiscal year
2004, when it answered 87 percent of the calls it received from taxpayers seeking
to speak with an assistor and hold times averaged 2.5 minutes;? it responded to a
wide range of tax-law questions from taxpayers both on its toll-free lines and in its
roughly 400 walk-in sites; it prepared nearly 500,000 tax returns for taxpayers who
requested help, particularly low income, elderly, and disabled taxpayers;1® and it
maintained a robust outreach and education program, estimating that its outreach
efforts touched 72 million taxpayers.11

By comparison, the IRS’s service expectations for fiscal year 2015 are as follows:

—The IRS is unlikely to answer even 50 percent of the telephone calls it re-
ceives.12

—For taxpayers who manage to get through, wait times are expected to be at
least 30 minutes on average 13 and will run considerably longer during peak pe-
riods.

—The IRS will answer far fewer tax-law questions than it used to. During the
filing season, it will not answer any questions except “basic” ones. After the fil-
ing season, it will not answer any tax-law questions at all, leaving the roughly
15 million taxpayers who file later in the year unable to get any answers to
their questions by calling or visiting IRS offices.14

—The IRS has eliminated return preparation.1®

—The IRS has reduced its training funds by 83 percent since fiscal year 2010,
leaving employees less equipped to do their jobs properly.16

The following chart shows the IRS’s performance in handling telephone calls from
January 1—February 14, 2015, and the comparable period during 2014:

IRS Telephone Performance—dJan. 1-Feb. 21, 2015 17
JANUARY 1, 2015-FEBRUARY 21, 2015

2014 2015 2014 to 2015 Change

Net Attempts

Net Attempts
Ling (includes Assistor | Customer

" Customer

Avg Speed (includes Assistor Avg Speed
calls Calls SeRr;\ce of Answer calls Calls SfeRrgwce of Answer
answered by | Answered Log (Minutes) | answered by | Answered LOE (Minutes)
automation) automation)

L0S
Change
(Percent-
age Point)

ASA
Change
(Minutes)

Accounts Management .......... 22,044,858 | 4,594,021 76% 11120,570,926 | 3,131,536 40% 261 —36% 15

6IRS, Joint Operations Center, Snapshot Reports: Enterprise Snapshot (final week of each fis-
cal year for fiscal year 2008 through fiscal year 2014).

7IRS, Joint Operations Center, Adjustments Inventory Reports: July-September Fiscal Year
Comparison (Fiscal Year 2008 through Fiscal Year 2014).

8IRS Wage & Investment Division, Business Performance Review 7 (4th Quarter—Fiscal Year
2014, Nov. 6, 2014).

9IRS, Joint Operations Center, Snapshot Reports: Enterprise Snapshot (Sept. 30, 2004).

10This data was provided to TAS by the IRS Wage & Investment Division in connection with
the National Taxpayer Advocate 2007 Annual Report to Congress 162—-182 (Most Serious Prob-
lem: Service at Taxpayer Assistance Centers). TAS does not have data on tax-law questions
asked outside the filing season for more recent years.

11TRS Data Book, Fiscal Year 2004, Table 23.

12Email from Commissioner Koskinen to All Employees, Fiscal Year 2015 Funding (Dec. 17,

14).
5

141RS, e-News for Tax Professionals—Issue Number 2013-49, Item 4, Some IRS Assistance
and Taxpayer Services Shift to Automated Resources (Dec. 20, 2013), available at http:/
www.irs.gov/uac/Some-IRS-Assistance-and-Taxpayer-Services-Shift-to-Automated-Resources.
These restrictions were implemented in 2014.

1574,

16TRS Chief Financial Officer, Corporate Budget.
171RS, Joint Operations Center, Snapshot Reports: Enterprise Snapshot (week ending Feb. 14,
2015).
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JANUARY 1, 2015-FEBRUARY 21, 2015—Continued

2014 2015 2014 to 2015 Change

Net Attempts

Service Avg Speed (includes Assistor Cgs}gg‘:r Avg Speed
calls Calls Re of Answer calls Calls Re of Answer
answered by | Answered Log (Minutes) | answered by | Answered LOE (Minutes)
automation) automation)

Net Attempts

Ling (includes Assistor | Customer s

Change
(Percent-
age Point)

ASA
Change
(Minutes)

Individual Income Tax Line

TAX-1040 ........... 3,046,235| 819,409 83% 9| 3,986,631 | 498914 26% 22 —57% 13
Refund Hotline (1954) . 10,241,288 33,499 52% 8| 6,947,594 26,008 33% 231 —19% 15
W& Individual Custome

sponse Line 819,733 | 312,061 74% 9 910,023 | 179,356 34% 23 —40% 14
NTA (4778) ... 86,146 36,023 58% 10 143,049 36,281 34% 211 —24% 18
Practitioner Priority Line

(PPS) e 268,689 | 166,960 73% 21 257,793 99,570 45% 56| —28% 35

The official measure of IRS telephone performance is based on calls made to the
“Accounts Management” telephone lines. So far this year, the IRS has answered
only 40 percent of calls from taxpayers seeking to speak with a telephone assistor,
and wait times for those who got through averaged 26 minutes.'® That is an ex-
traordinary decline from last year, when the IRS answered about 76 percent of its
calls, with an average wait time of 11 minutes for the comparable period. The other
rows on the chart show important telephone lines that are subsets of the Accounts
Management total.

As the filing season has kicked into higher gear, the IRS’s telephone performance
has dropped below the year-to-date average. For the week ending February 7, the
IRS answered 34 percent of its calls.l® For the week ending February 14, it an-
swergii 36 percent.20 And for the week ending February 21, it answered 31 per-
cent.

The IRS’s ability to timely process taxpayer correspondence has also been declin-
ing. The following chart shows open inventory levels and the percentage of the in-
ventory that was not handled within established timeframes for two key programs
run by the Accounts Management function:

IRS Correspondence Performance—dJan. 1-Feb. 21, 201522

ACCOUNTS MANAGEMENT CORRESPONDENCE INVENTORIES
(WEEKS ENDING 02/22/2014 AND 02/21/2015)

2014 2015 2014 to 2015 Change

Overage
Overage Change
Change (Percent-
age Point)

Key AM Programs Percent- Percent-
Total Overage age Over- Total Overage age Over-
age age

Individual Taxpayer Correspondence .. | 177,504 | 82,083 46% | 247,699 | 162,141 65% | 80,058 19%
Amended Return/Duplicate Filing ...... 126,901 | 65,833 52% | 158,618 | 107,419 68% | 41,586 16%

In both programs, at least 65 percent of the inventories are overage (i.e., have not
been handled within established timeframes), which represents a substantial in-
crease over last year’s already-high levels. These lengthy backlogs in processing tax-
payer correspondence often lead to adverse taxpayer impact. For a taxpayer who
owes additional tax, interest charges and penalties generally will continue to accrue.
For a taxpayer who has overpaid, a delay in processing correspondence may trans-
late into a delay in receiving a refund.

18The percentage of calls answered from taxpayers seeking to speak with a customer service
representative 1s referred to as the Customer Service Representative Level of Service, which is
abbreviated as “Customer Service Rep LOS” on the above chart. The wait time for callers who
get through to a customer service representative is referred to as the Average Speed of Answer,
which is abbreviated as “Avg Speed of Answer (Minutes)” on the above chart. In both cases,
we have rounded to the nearest whole numbers, but the LOS change and ASA change columns
were computed using decimals and therefore do not all total exactly.

19TRS, Joint Operations Center, Snapshot Reports: Enterprise Snapshot (week ending Feb. 7,

15).

20TRS, Joint Operations Center, Snapshot Reports: Enterprise Snapshot (week ending Feb. 14,
2015).

21TRS, Joint Operations Center, Snapshot Reports: Enterprise Snapshot (week ending Feb. 21,
2015).

22TRS, Customer Account Services Accounts Management Paper Inventory Reports, Inventory
Age Report—All Programs (week ending Feb. 21, 2015).
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Overall, the decline in the IRS’s taxpayer service levels results from a combina-
tion of more work and reduced resources. On the workload side, the IRS is receiving
11 percent more returns from individuals,23 18 percent more returns from business
entities,2* and 70 percent more telephone calls (through fiscal year 2013) than a
decade ago.25 Implementation of the Patient Protection and Affordable Care Act 26
during the current filing season will add considerable new work.

On the funding side, the IRS’s budget has been reduced by about 17 percent in
inflation-adjusted terms since fiscal year 2010.27 As a consequence, the IRS has al-
ready cut its workforce by nearly 12,000 employees,2® and projects it will have to
cut several thousand additional positions during fiscal year 2015.29

I believe the IRS, like any agency, can operate more effectively and efficiently in
certain areas. However, I do not see any substitute for sufficient personnel if the
IRS is to provide high-quality taxpayer service. The only way the IRS can assist the
tens of millions of taxpayers seeking to speak with an IRS employee is to have
enough employees to answer their calls. The only way the IRS can timely process
millions of taxpayer letters is to have enough employees to read the letters and act
on them. And the only way the IRS can meet the needs of the millions of taxpayers
who visit its walk-in sites 1s to have enough employees to staff them.

I believe that Congress and the IRS have a shared responsibility to ensure that
the taxpayers who pay our Nation’s bills receive the assistance they need when they
seek to meet their tax obligations. As I wrote in my recent report, I do not think
it is acceptable for the Government to tell millions of taxpayers who seek help each
year, in essence, “We're sorry. You're on your own.”

Recommendations

I recommend that Congress:

—Over the short term, carefully monitor taxpayer service trends and ensure that
the IRS receives the oversight and funding it requires to meet the needs of U.S.
taxpayers.

—Over the longer term, enact comprehensive tax reform to reduce the complexity
of the Internal Revenue Code and reduce compliance burdens on taxpayers and
the IRS alike.

II. The IRS Is Making Resource-Allocation Decisions Without Hard
Data to Show That Its Decisions Are the Best Ones to Drive
Voluntary Compliance and Collect Revenue in an Effective and
Efficient Manner.

While I believe the IRS requires more funding, I also believe it is incumbent on
the IRS to spend the resources it has as effectively and efficiently as possible. Doing
so is always important, but in light of Congress’s concerns about IRS management
decisions, it is particularly important now for the IRS to demonstrate that it is a
good steward of the funding it is given. Funding reductions, even significant ones,
do not provide a blanket justification for service reductions. Reductions in service
always should be made with the goal of minimizing the impact on taxpayers and
performance. The IRS has had to make difficult choices and it is trying hard, but

23 See IRS Data Books, Table 2 (showing return totals for fiscal year 2005 through fiscal year
2013). Data for fiscal year 2014 are projections made by the IRS Office of Research, Analysis,
and Statistics; see IRS Publication 6292, FYReturn Projections for the United States 2014-2021,
atzz‘il I((l;‘all 2014).

25The majority of the additional calls were handled by automation. The increase in calls seek-
ing to speak with a customer service representative was 23 percent. See IRS, Joint Operations
Center, Snapshot Reports: Enterprise Snapshot (final week of fiscal years 2005 and 2013) (indi-
cating that the number of calls seeking to reach a representative on the Account Management
telephone lines increased from about 40.4 million to about 49.8 million). The percentage increase
in calls seeking to reach an assistor likely would have been considerably higher absent IRS poli-
cies that have increasingly restricted personal service options.

26 Public Law No. 111-148, 124 Stat 119 (2010).

27In fiscal year 2010, the agency’s appropriated budget stood at $12.1 billion. In fiscal year
2015, its budget was set at $10.9 billion, a reduction of about 9.9 percent. Inflation over the
same period is estimated at about 9.4 percent Adjusting for the interactive effects of these cuts
and the impact of the Federal pay freeze, we estimate the inflation-adjusted reduction in fund-
ing was about 17 percent.

28JRS Chief Financial Officer, Corporate Budget. This reduction represents actual full-time
equivalent employees realized through appropriated dollars.

29 Email from Commissioner Koskinen to All Employees, Fiscal Year 2015 Funding (Dec. 17,
2014). The IRS anticipates it can make these reductions through attrition.
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I am not convinced it is making the right choices for taxpayers or for itself. I ques-
tion the decisions to substantially stop providing answers to tax-law questions by
phone or in its walk-in offices. One would think that answering tax-law questions
would be seen as a core function the Federal tax agency should perform, and I do
not believe the IRS undertook a comprehensive analysis, comparing the cost savings
associated with curtailing answers to tax-law questions, against other ways of
achieving equivalent savings.

Another concern is the IRS’s decision to cut back the availability of the forms and
publications taxpayers require to prepare their returns. Not only has the IRS re-
duced the number and types of forms, instructions, and publications that it will
print and distribute this year, but it is delaying the delivery of those documents to
its Taxpayer Assistance Centers (TACs) and its Tax Form Outlet Partners (TFOPs),
including libraries and post offices. Forms will not be available at these sites until
February 28, almost halfway through the filing season.30 Moreover, the IRS ordered
fewer forms this year than in previous years and decided not to stock Form 1040EZ
in its own walk-in sites. Once a TAC or TFOP runs out of forms or publications,
it cannot order more.

In an alert to all employees on February 10, 2015, the IRS acknowledged that
these changes have “created questions and concerns from taxpayers.”3! The IRS has
advised its employees that they should not give out the 1-800 number for ordering
tax forms and publications unless the taxpayer affirmatively states that he or she
does not have a computer or Internet access or otherwise presses the IRS employee
about ordering by telephone.32

The IRS has also decided to cease widespread distribution of Publication 17, Your
Federal Income Tax for Individuals, which consolidates information about individual
tax issues into one helpful document. The IRS based this decision on the fact that
taxpayers could obtain Publication 17 content through other publications,33 thus im-
posing on taxpayers the burden of locating information dispersed throughout mul-
tiple publications and instructions. Each TFOP will receive one copy of Publication
17; taxpayers will have to pay to make photocopies. The IRS has advised its employ-
ees that when asked about Publication 17, they are not to tell the taxpayer about
limitations on availability but instead remind the taxpayer that he or she can access
the publication online or through the Government Publishing Office (GPO). Tax-
payers can attempt to purchase Publication 17 for $23 from the GPO, but there is
no guarantee of success. When a TAS employee recently placed an order for Publica-
tion 17 through the GPO, she received a postcard advising her that her order was
cancelled and her check would be returned. As best we can tell, the IRS did not
order sufficient copies to meet the demand of taxpayers willing to pay $23 for help
in complying with the tax laws.

The reductions in service on the phones go beyond taxpayers trying to call in. Tax
professionals who are acting on behalf of clients in attempting to resolve problems
with the IRS are reporting long wait times on the Practitioner Priority Service
(PPS) hotline. In recent weeks, practitioners have reported to the National Taxpayer
Advocate about hold times of up to 6 hours. One practitioner reported she used her
office phone to dial the PPS hotline first thing in the morning so she could get in
the queue, and conducted other client business on her cell phone while waiting on
hold. Once she got through to the IRS and completed her business for that taxpayer,
she would immediately re-dial the PPS hotline to get in the queue for her next case.
Another practitioner, who had information prepared to resolve issues for six dif-
ferent taxpayers, reported reaching a live assistor and being told she would have
to hang up and call back after the first two cases were resolved because the call
had exceeded the permitted time.

Taxpayers (and practitioners) call and write the IRS not only to get answers to
tax-law questions, refund status, or transcripts, but also to request penalty abate-
ments, respond to math error notices, and make payment arrangements. The IRS
faces an impossible choice in deciding which of these services is more important
than the others—all are essential and necessary for a tax system based on self-as-
sessment and reliant on voluntary compliance. An erosion of any of these services
impairs taxpayers’ ability to comply with the tax laws. The current state of affairs
also violates essential taxpayer rights, including the right to be informed, the right
to quality to service, the right to pay no more than the correct amount of tax, the

30TRS, Talking Points About IRS Forms Availability (Feb. 10, 2015).

31[d.

32]RS SERP Alert 15A0052, Forms and Pubs in Taxpayer Assistance Centers (revised Feb. 10,
2015).

33]RS SERP Alert 15A0052, Forms and Pubs in Taxpayer Assistance Centers (revised Feb. 10,
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right to challenge the IRS’s position and be heard, and the right to a fair and just
tax system.

The IRS’s Rationale and Methodology for Making Specific Cuts in Taxpayer Service
Are Unclear.

It is difficult to ascertain exactly how the IRS made its resource-allocation deci-
sions with respect to taxpayer service or on what data it relied. For years, the IRS
had been reducing taxpayer services in its TACs, including the availability of return
preparation for low income, disabled, elderly, and limited English proficiency tax-
payers. Having made it harder and harder for taxpayers to obtain these services,
it is disingenuous for the IRS to cite the declining utilization of tax return prepara-
tion assistance as a justification for cutting these services outright. The deliberate
downward trend became a self-fulfilling proposition.

Unfortunately, the measures stakeholders often apply to the IRS do not acknowl-
edge the importance of service delivery. The typical focus is on reducing the tax gap
through enforcement efforts, or improving efficiency as measured by return on in-
vestment (ROI). These are, of course, measures of fundamental importance, but they
tell us nothing about the level of service the IRS is providing to taxpayers, nor do
they tell us anything about the taxpayer’s experience from the taxpayer’s perspec-
tive. In fact, a focus on these measures to the exclusion of a meaningful set of serv-
ice delivery measures ensures that the IRS will not provide a reasonable level of
service to taxpayers.

Given budget constraints, the IRS’s service activities inevitably compete with its
enforcement programs for funding. It is relatively easy to measure the ROI of en-
forcement programs—just track the dollars collected attributable to an audit or a
wage levy, as compared to the various costs (including employee time) associated
with that audit or levy. By contrast, while research shows that taxpayer service con-
tributes to voluntary compliance,3* measuring the impact of service on compliance
(i.e., the ROI of IRS services) is at best very difficult, and should not be the basis
for funding IRS service delivery. If we acknowledge that quality taxpayer service is
an integral component of the IRS’s mission, then funding for the Taxpayer Services
account should be based on service measures and set at a level that ensures the
IRS will be able to provide an adequate level of service to the Nation’s taxpayers.

The IRS Needs Better Taxpayer Service Measures that Incorporate Both the Govern-
ment and Taxpayer Perspectives.

The IRS should develop and publish a comprehensive suite of service measures
that can serve as the basis for funding decisions, while holding the IRS accountable
for efficient service delivery.

I have elsewhere offered detailed guidelines for the creation of a portfolio of meas-
ures that would enable both the IRS and external stakeholders to evaluate the effec-
tiveness of IRS service delivery.35 These measures would also enable the IRS to
identify performance gaps that could guide the creation of performance improve-
ment goals. A principal feature of this proposed framework is the inclusion of the
following types of measures for each of the IRS’s service delivery channels (i.e., tele-
phone, face-to-face, online, and correspondence):

—Access—level of service, wait time (including, where applicable, time waiting for

service and time waiting for a response).

—Customer satisfaction.

—Accuracy.

—Issue resolution (i.e., did the IRS completely resolve the taxpayer’s problem(s)?).

The IRS currently provides a level of service measure for telephone service, but
it does not provide comparable access measures for other channels: Internet, cor-
respondence, and walk-in assistance.

Stakeholders are also keenly interested in how well the IRS is delivering each of
its major services (e.g., return preparation, refund inquiries, tax law inquiries). I

34The classic economic model of compliance—that compliance depends upon the risk (or per-
ception of risk) of being caught and the cost (punishment) if caught—does not adequately ex-
plain our high compliance rate in the tax system. Research shows that other factors, such as
taxpayers’ attitudes about government and their perception that they are being treated fairly
by the tax system, also influence taxpayer compliance decisions. Many researchers refer to these
factors collectively as “tax morale.” For an introduction to the concept of tax morale, see Na-
tional Taxpayer Advocate 2007 Annual Report to Congress vol. 2, 138-182 (Normative and Cog-
nitive Aspects of Tax Compliance: Literature Review and Recommendations for the IRS Regard-
ing Individual Taxpayers).

35 See IRS Pub. 4701, Annual Report to Congress: Progress on the Implementation of the Tax-
payer Assistance Blueprint (April 2009 to September 2010) 54-57.
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have recommended that the IRS report select service delivery measures for each of
its major service activities: 36
—Taxpayer awareness of the availability of the various service types by channel.
—Customer satisfaction with each service type by channel.
—Issue resolution for each service type by channel.
—Access for limited English proficiency and disabled taxpayers for each service
type by channel.
—Number of returns prepared by Taxpayer Assistance Centers and by the Volun-
teer Income Tax Assistance (VITA) and Tax Counseling for the Elderly (TCE)
programs.

Implementation of the Service Priorities Initiative Will Provide a Clear Rationale for
Taxpayer Service Budgetary Allocation Decisions.

In response to my concerns about the erosion of taxpayer service delivery, the
Wage & Investment (W&I) Division and TAS are collaborating on the development
of a ranking methodology for the major taxpayer service activities offered by W&I.
The new methodology will take taxpayer needs and preferences into account while
balancing them against the IRS’s need to conserve limited resources, thus enabling
the IRS to make resource allocation decisions that will optimize the delivery of tax-
payer service activities given resource constraints.37 Congress will also be able to
use the results of this methodology to determine whether it is adequately funding
core taxpayer service activities.

The methodology measures “value” by using separate sets of criteria for taxpayers
and the IRS. This is necessary because taxpayers and the IRS have different prior-
ities. The IRS is concerned with conserving resources, especially in a tight budget
environment. Taxpayers need services that will enable them to understand their tax
obligations, prepare their returns, and resolve problems without undue burden. Fre-
quently, these needs are best met by personal services that are more costly to the
IRS than automated services, such as Internet-based services.

Limitations imposed by the lack of available data have delayed this initiative, and
it is unclear whether the IRS will devote the resources necessary to complete devel-
opment of the methodology. In the absence of this or a similar methodology, the IRS
will continue to make difficult resource-allocation decisions based on limited data
and gut instinct rather than through comprehensive analytic rigor.

Recommendations

I recommend that Congress:

—Encourage the IRS to continue the work it has done to date on developing a
meaningful portfolio of to develop a more comprehensive suite of performance
measures in the area of taxpayer service, consistent with the guidelines I have
recommended.

—Encourage the IRS to complete the ranking process for the Service Priorities
Project with newly available tax year 2013 data and identify all steps needed
to fully populate and implement the ranking tool.

Effective measures will help the IRS determine where it needs to improve and

will assist the Appropriations Committees in determining where the IRS requires
additional resources.

ITI. Understanding the Taxpayer Base is Key to Providing Effec-
tive Taxpayer Service and to Maintaining and Enhancing Vol-
untary Compliance.

In order to provide taxpayer service in an effective and efficient manner, the IRS
needs to understand its taxpayer base. While in the current budget environment it
may be tempting to migrate taxpayer service toward low-cost self-assistance options,
such efforts may ultimately be a wasted and costly effort if the IRS does not prop-
erly address taxpayers’ actual service needs.

36 1d.

37We use the word “optimize” to mean that the ranking methodology will provide the IRS
with a rigorous way to select the combination of competing taxpayer service initiatives that
maximizes the “value” of service delivery given available resources.
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Comprehensive Studies Demonstrate that Low Income and Other Vulnerable Tax-
payer Populations Need Person-to-Person Assistance to Comply With Their Fed-
eral Tax Obligations.

To adequately address these needs and, as a result, maximize voluntary compli-
ance, the IRS should take into consideration the following data points:

—In 2013, nearly 133 million people had incomes below 250 percent of the Fed-
eral poverty level (FPL), which Congress has determined to be the income level
at which taxpayers are eligible for assistance from Low Income Taxpayer Clin-
ics (LITCs).38 This is an increase of almost 16 million people since 2007.

—The percentage of persons below the 250 percent FPL threshold rose from 39.2
percent to 42.5 percent between 2007 and 2013.39

—For tax year 2013, more than 63 million tax returns, or about 45 percent of the
tax returns filed, reported incomes below 250 percent of the FPL.40

In 2014, the Taxpayer Advocate Service, as the organization that oversees and ad-
ministers the LITC program for the IRS, commissioned a survey by Russell Re-
search to better understand the needs and circumstances of taxpayers eligible to use
the clinics.4! The program provides representation to low income individuals who
need help resolving tax problems with the IRS. The “LITC-eligibles” survey had the
following pertinent findings:

—A significant percentage (approximately 9 percent) of LITC-eligibles has less
than a high school education. Almost 30 percent of Spanish-speaking LITC-eligi-
bles had only an elementary school education.

—Fifteen percent of LITC-eligibles reported receiving notices from the IRS. In re-
sponse, 55 percent called the IRS, 29 percent replied by letter, 24 percent con-
tacted their preparers, and nearly 20 percent did nothing. (More than one re-
sponse was allowed in the survey).

—A majority of all LITC-eligibles used return preparers, as did approximately 75
percent of Spanish-speaking eligibles. However, a significant percentage of
these preparers did not satisfy the very basic statutory requirements estab-
lished for commercial tax return preparation under IRC §6695(a) and (b).42
More than 15 percent of the time, for example, the preparer either did not sign
the return or did not give the taxpayer a copy. This percentage rose to more
than 30 percent of Spanish-speaking eligibles.

In addition, the Pew Research Center conducted several surveys to determine the
percentage of adult individuals who are offline (not using the Internet or email). The
following shows the categories of individuals found by the surveys to have the high-
est offline rates in 2013:43

38 At least 90 percent of the taxpayers represented by an LITC must have incomes that do
not exceed 250 percent of the FPL. See IRC §7526(b)(1)(B)(i). The U.S. Department of Health
and Human Services publishes yearly poverty guidelines in the Federal Register each year,
which are used to establish the 250 percent FPL thresholds. For the 2015 FPL thresholds, see
80 F.R. 3236 (Jan. 22, 2015).

39U.S. Census Bureau, Current Population Survey, Annual Social and Economic Supplement,
Age and Sex of All People, Family Members and Unrelated Individuals Iterated by Income-to-
Poverty Ratio and Race, Below 250 percent of Poverty (2013 and 2007 poverty data, available
at http://www.census.gov/hhes/www/poverty/data/incpovhlth/2013/index.html.

40JRS Compliance Data Warehouse, Individual Returns Transaction File (Tax Year 2013)
(computation based on “total positive income” for income and number of exemptions for house-
hold size and includes returns filed through Oct. 2014 and based on 250 percent of HHS poverty
levels for 2013).

41This Random Digit Dialed (RDD) telephone survey utilized both cell phone numbers and
landline numbers to reach participants. This approach was used to make sure all groups of the
LITC-eligibles were represented in the survey. The survey included more than 1,100 individuals
and gathered information on eligible taxpayers’ awareness and use of LITC services, the types
of issues for which they would consider using clinic services, and other items 1nclud1ng demo-
graphic information. See National Taxpayer Advocate 2014 Annual Report to Congress vol. 2,
1-26 (Research Study: Low Income Taxpayer Clinic Program: A Look at Those Eligible to Seeh
Help from the Clinics).

42JRC §6695(a) imposes a penalty on a tax return preparer for failure to provide a copy of
the return to the taxpayer, unless the failure is due to reasonable cause and not to willful ne-
glect. IRC §6695(b) imposes a penalty on a tax return preparer for failure to sign a return when
reqllnred by regulation to do so, unless the failure is due to reasonable cause and not to willful
neglect

43Pew Research Center’s Internet & American Life Project, Who’s Not Online and Why? (Sept.
2013) (Phone survey conducted in 2013); see also Pew Research Center, Older Adults and Tech-
nology Use: Adoption is Increasing, but Many Seniors Remain Isolated from Digital Life (April
2014) (Phone survey conducted in 2013); Pew Research Center’s Internet Project July 18 to Sep-
tember 30 Tracking Survey, African Americans and Technology Use: A Demographic Portrait
(Jan. 2014).
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—Senior citizens (aged 65+ ): 44 percent offline;

—Adults with less than a high school education: 41 percent offline;

—Adults with high school diploma: 22 percent offline;

—Living in households earning less than $30,000 per year: 24 percent offline;

—Living in rural areas: 20 percent offline;

—Hispanics: 24 percent offline; and

—African Americans: 20 percent offline (rising to 25 percent offline if household

iricome is less than $30,000 and to 37 percent for those with no high school di-
ploma).

Finally, a 2014 online survey by Forrester Research found interesting data about
the use of certain devices to conduct some transactions online. While this study was
conducted online and thus excluded responses from individuals who were offline or
had limited online capabilities, there were some noteworthy findings: 44

—On average, only 19 percent of adults search for government services and poli-

cies with a personal computer or laptop. This rate drops to 11 percent when
using personal tablets and to 4 percent when using a mobile phone.

—With very few exceptions, the lower income brackets used all the devices to con-

duct online financial transactions less frequently than the national average.

—On average, 21 percent of adults use their mobile phones to check financial

statements. Only 13 percent use their mobile phones to pay bills or transfer
money between accounts.

I believe the LITC-eligibles survey and the Pew and Forrester findings support
the need for the IRS to design a taxpayer service strategy based on the actual needs
of the taxpayer population rather than focusing on short-term resource savings. For
example, while online self-help tools address the needs of many taxpayers in a low-
cost manner, the IRS is harming those offline taxpayers when it significantly de-
creases the provision of face-to-face and person-to-person telephone services. In ad-
dition, the LITC-eligibles survey findings raise questions about the appropriateness
of relying on preparers as intermediaries for the low income population, especially
the Spanish-speaking population within this category, and particularly with respect
to the unregulated return preparer population.

The Lack of a Geographic Presence of Key IRS Personnel, Including Appeals Per-
sonnel, Limits the Effectiveness of IRS Taxpayer Service and Compliance Initia-
tives.

The Internal Revenue Service Restructuring and Reform Act of 1998 (RRA 98) re-
quired the IRS to replace its geographic-based structure with organizational units
serving groups of taxpayers with similar needs.45 While the new taxpayer-based
structure has produced some benefits, the elimination of a functional geographic
presence, with IRS employees understanding the needs and circumstances of a spe-
cific geographic economy, may harm taxpayers and erode compliance. Maintaining
a local presence in both service and enforcement operations is important because
such presence enables the IRS to:

—Better understand local economic, social, and cultural conditions and tailor ini-

tiatives accordingly to maximize voluntary compliance;
—Identify local variations of nationwide compliance problems;
—Identify and address significant local compliance problems that are unique to
a particular region and do not show up nationwide; and

—Put a local, human face on the IRS organization through the presence of em-
ployees who live in the communities and interact with taxpayers on a day-to-
day basis.

When designing an outreach campaign, the IRS should give significant attention
to local culture and how different messages will be received across geographic lines.
Instead, IRS localized outreach and education have all but disappeared, and front-
line local compliance personnel have been significantly reduced. For example:

—The Small Business/Self-Employed Division (SB/SE), which serves approxi-

mately 65 million taxpayers, has no outreach and education employees in 13
States, plus the District of Columbia.46

44 Because this survey was conducted online, the reported usage rates may be higher than for
the general population. Forrester, North American Consumer Technographics Online Benchmark
Survey, Part 2 (2014).

45Internal Revenue Service Restructuring and Reform Act of 1998 (RRA 98), Public Law No.
105-206, §§1001(a)(1)—~(3), 112 Stat. 685, 689 (1998).

46 RS, Individual Returns Transaction File, IRS Compliance Data Warehouse (Tax Year 2013
returns filed through Oct. 2014); IRS Human Resources Reporting Center, Report of SB/SE Job
Series 0526, Stakeholder Liaison Field Employees as of November 1, 2014 (Nov. 19, 2014). The
13 States are Alaska, Delaware, Hawaii, Kentucky, Mississippi, Montana, North Dakota, Ne-
braska, New Hampshire, South Dakota, Vermont, West Virginia, and Wyoming.
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—The W&I Division, which is responsible for helping approximately 126 million
individuals understand and comply with their tax obligations, devotes only
about 6 percent of its outreach and education budget to activities that involve
face-to-face contact with taxpayers.47

—IRS personnel in densely-populated Manhattan have decreased by 34 percent
between 2001 and 2014, although filings of Forms 1040, 1120, 1120S, and 1065
izncirgiged by almost 14 percent in Manhattan between tax years (TY) 2000 and

013.

—In sparsely-populated Wyoming, total tax filings increased by 22 percent be-
tween TYs 2001 and 2013, while IRS staffing dropped by more than 50 per-
cent.49

Almost one quarter of the States (12 out of 50) have no permanent presence by

the IRS Office of Appeals, and this number of States lacking a permanent field office
has increased by 33 percent, from 9 to 12, since 2011.50

Not only are States without an Appeals post of duty increasing, but the number
of Appeals Officers and Settlement Officers located in existing field offices has di-
minished. Between the summer of 2010 and the summer of 2014, these Appeals per-
sonnel, who also comprise the group capable of traveling to states without a perma-
nent field office (referred to as “riding circuit”), have dropped by approximately 27
percent, from 817 to 593.51 Unsurprisingly, the overall number of Appeals cases
closed5 2Via circuit riding likewise has progressively fallen in each of the last 4
years.

Even where geographic coverage eventually is achieved through circuit riding,
taxpayers are disadvantaged. Circuit riding Appeals cases often take an additional

47See National Taxpayer Advocate 2012 Annual Report to Congress 319-333 (Most Serious
Problem: The IRS Is Substantially Reducing Both the Amount and Scope of Its Direct Education
and Outreach to Taxpayers and Does Not Measure the Effectiveness of Its Remaining Outreach
Activities, Thereby Risking Increased Noncompliance). The 6 percent figure was as of fiscal year
2011. Due to recent budget reductions, the percentage now may be lower.

48]RS Compliance Data Warehouse, Individual Returns Transaction File and Business Re-
turns Transaction File (Tax Years 2000, 2007, and 2013).

49 Filing data from IRS Databooks for 2001, 2008, 2013, rounded to the nearest thousand. Fil-
ing data for 2014 will not be available until March 2015.

50 National Taxpayer Advocate 2014 Annual Report to Congress 46; IRS, Human Resources
Reporting Center. The following States lack both Appeals Officers and Settlement Officers: Alas-
ka, Arkansas, Delaware, Idaho, Kansas, Montana, North Dakota, New Mexico, Rhode Island,
South Dakota, Vermont, and Wyoming. The following States have at least one Appeals Officer
but no Settlement Officer (to handle appeals on collection matters): Hawaii, Iowa, Maine, and
Whest Virginia. The territory of Puerto Rico has also lacked a permanent Appeals office during
this time.

51National Taxpayer Advocate 2014 Annual Report to Congress 49; see user data from on-
rolls listing, comparing personnel data from Aug. 23, 2010 with personnel data from Aug. 23,

2014.
52]d. at 50; Appeals response to TAS information request (Aug. 5, 2014).
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6 months or more to resolve and have significantly lower levels of agreement than
face-to-face Appeals cases conducted in field offices.53 Congress desired better for
taxpayers, and more from the IRS, when it passed RRA 98 §3465(b) to require that
an Appeals Officer be “regularly available” within each State.5%

Recommendations

I recommend that Congress direct the IRS to:

—Re-staff local outreach and education positions to achieve an actual presence in
every State, the District of Columbia, and Puerto Rico.

—Provide face-to-face service with mobile vans and satellite offices in each State.

—Expand Appeals duty locations in a way that ensures that at least one Appeals
Officer and one Settlement Officer are permanently stationed within every
State, the District of Columbia, and Puerto Rico.

—Reinvigorate local compliance initiatives by increasing local staffing and re-
search in outreach and education, Exam, Collection, and Appeals.

The Elimination of Face-to-Face Services Abroad Increases Compliance Challenges
for International Taxpayers and Erodes Trust in the Fairness of the U.S. Tax
System.

Despite the growth of the international taxpayer base, the IRS has announced
plans to eliminate all IRS tax attaché posts abroad, citing the multi-year decrease
in funding.55 As a result, over 7.5 million U.S. taxpayers living abroad,’¢ over
300,000 U.S. military personnel and their families,>” and hundreds of thousands of
students and foreign taxpayers with U.S. tax obligations58 who benefitted from the
Taxpayer Assistance Centers overseas are left with the options of obtaining all their
information from IRS.gov pages or calling the IRS telephone number in the United
States with only about a 50 percent chance of reaching a live assistor after 30 min-
utes or more of wait time —and having to pay country-to-country long-distance
charges for the call.5® The elimination of overseas posts could not come at a worse
time as taxpayers abroad are facing unique challenges complying with their obliga-
tions under the Foreign Account Tax Compliance Act (FATCA),6° the Foreign Bank
and Financial Accounts (FBAR) reporting requirements,®! and the Affordable Care

53 National Taxpayer Advocate 2014 Annual Report to Congress 52, Figures 3 and 4.

54Public Law No. 105-206, § 3465(b), 112 Stat. 685, 768 (1998).

550n November 30, 2014, the IRS closed its Beijing office. Memorandum from Acting Deputy
Commissioner, International (LB&I), Beijing Post Closure (Oct. 16, 2014). The IRS has also an-
nounced the closure of the remaining attaché offices in U.S. Embassies in London and Paris,
and the consulate in Frankfurt. Memorandum from Deputy Commissioner, International
(LB&I), Post Closures of Frankfurt, London and Paris (transmitted on Feb. 18, 2015). The IRS
has stated the closures will save about $4 million a year. See David Kocieniewski, IRS Will Shut
Last Overseas Taxpayer-Assistance Centers, Bloomberg (Jan. 14, 2015).

56 The Department of State estimates that 7.6 million U.S. citizens live abroad and more than
70 million U.S. citizens travel abroad annually. U.S. Department of State, Bureau of Consular
Affairs (May 2014), available at http:/travel.state.gov/content/dam/travel/
CA%20Fact%20Sheet%202014.pdf (last visited on Jan. 19, 2015). The number of U.S. citizens
overseas increased by more than 50 percent in just 5 years. National Taxpayer Advocate 2013
Annual Report to Congress 205-213 (Most Serious Problem: International Taxpayer Service: The
IRS is Taking Important Steps to Improve International Taxpayer Service Initiatives, but Sus-
tained Effort will be Required to Maintain Recent Gains).

571U.S. Department of Defense, Active Duty Military Personnel, Strength by Regional Area and
by Country (Mar. 31, 2011).

58 National Taxpayer Advocate 2011 Annual Report to Congress 129-272. Since 2011, the Na-
tional Taxpayer Advocate has recommended establishing international LTA offices at the IRS’s
four tax attaché offices abroad. See also National Taxpayer Advocate 2013 Annual Report to
Congress 213.

59 See IRS, Contact My Local Office Internationally, available at http:/www.irs.gov/uac/Con-
tact- My-Local Office-Internationally. See also National Taxpayer Advocate 2013 Annual Report
to Congress 205213 (Most Serious Problem: International Taxpayer Service: The IRS Is Taking
Important Steps to Improve International Taxpayer Service Initiatives, but Sustained Effort will
be Required to Maintain Recent Gains).

60FATCA was enacted as part of the Hiring Incentives to Restore Employment Act, Public
Law No. 111-147, §§501(a), 511(a), 124 Stat, 71, 97, 109 (2010) (adding Internal Revenue Code
(IRC) §§ 1471 1474 & 6038D). See also National Taxpayer Advocate 2013 Annual Report to Con-
gress 238-248 (Most Serious Problem: Reporting Requirements: The Foreign Account Tax Com-
pliance Act Has the Potential to be Burdensome, Overly Broad, and Detrimental to Taxpayer
Rights).

61See 31 U.S.C. §§5314, 5321; 31 C.F.R. §§1010.350, 1010.306(c); FinCEN Form 114, Report
of Foreign Bank and Financial Accounts (FBAR), available at http:/www.fincen.gov/forms/
bsa forms. See also National Taxpayer Advocate 2014 Annual Report to Congress 79-93 (Most
Serious Problem: Offshore Voluntary Disclosure (OVD): The OVD Programs Initially Under-
mined the Law and Still Violate Taxpayer Rights).
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Act (ACA).52 The inability of international taxpayers to access IRS services from
abroad contributes to growing confusion and frustration about U.S. tax administra-
tion and undermines voluntary compliance.

In addition to keeping the remaining four IRS tax attaché offices open, it would
be helpful to establish international Local Taxpayer Advocate (LTA) offices abroad.
TAS is statutorily required to assist taxpayers in resolving their problems with the
IRS, to identify areas in which taxpayers are experiencing systemic problems with
the IRS, and to the extent possible, to propose changes in the administrative prac-
tices of the IRS to mitigate the problems identified.63 TAS is the only IRS function
exclusively devoted to resolving taxpayer problems with the IRS.64 The provision of
basic service to taxpayers abroad would promote the taxpayer rights to be informed,
to quality service, and to a fair and just tax system, as described in the Taxpayer
Bill of Rights (TBOR) adopted by the IRS.65 Establishing Local Taxpayer Advocate
offices abroad would ensure that the IRS’s international policies, processes, and pro-
cedures protect the rights granted to taxpayers by the TBOR and encourage future
compliance by taxpayers dealing with the complexity and procedural burden of the
international tax rules.

Recommendations

I recommend that Congress:

—Require the IRS to retain and provide funding for its four tax attaché offices
abroad.

—Provide funding for and require the IRS to establish Local Taxpayer Advocates
in each of those cities.

IV. IRS Compliance Initiatives Are Often Based on Outdated or
Unproven Assumptions and Can Generate Significant Volumes
of Rework for the IRS and Tremendous Burden for Taxpayers.

There is general agreement that the IRS is supposed to collect the correct amount
of tax. This implies that the IRS has a responsibility to ensure that taxpayers do
not pay more taxes than they owe. Further, there is general recognition that the
IRS must weigh the burden it imposes on taxpayers against its mission to collect
the taxes owed. Few believe, for example, that it would be acceptable for the IRS
to conduct extensive audits of every taxpayer every year. Besides being far too in-
trusive, such an approach would place an unreasonable financial burden on the vast
majority of honest taxpayers.

The U.S. tax system is based on self-assessment, but the tax laws are complicated
and become more so each year. Computing the correct amount of tax poses a
daunting challenge for many taxpayers, and they frequently require assistance,
which some can readily afford but millions cannot. For these taxpayers, paying for
tax assistance creates a significant financial burden.

Millions of low and middle income taxpayers are “touched” annually by IRS pro-
grams that propose additional assessments, such as correspondence audits and our
math error and automated underreporter (AUR) programs. Other programs hold re-
funds that IRS filters have identified as questionable or potentially fraudulent.
These proposed additional assessments and refund holds are not always correct, but
taxpayers frequently need help understanding IRS notices and other communica-
tions in order to challenge IRS positions.

In some programs, the IRS fails to use data available internally to resolve return
discrepancies without contacting the taxpayer, and it thereby burdens hundreds of
thousands of taxpayers a year unnecessarily. In other programs, the IRS’s reliance
on outdated data, processes, or assumptions, and its failure to evaluate the results
of its programs from the perspective of taxpayers as well as dollars collected, leads
to significant delays, increased phone calls and correspondence, and ineffective com-
pliance policies.

62The Patient Protection and Affordable Care Act of 2010 (ACA), Public Law No. 111-148,
124 Stat. 119 (2010) (codified as amended in scattered sections of the U.S. Code), as amended
by the Health Care and Education Reconciliation Act of 2010, Public Law No. 111-152, 124 Stat.
1029 (2010).

63TRC § 7803(c)(2)(A)(i)—(iii).

64 See generally IRC §§7803; 7811. See also IRS Pub. 1, Your Rights as a Taxpayer. The law
requires that there be at least one LTA for each State. See IRC § 7803(c)(2)(D)(i)(I). International
taxpayers cannot access TAS or IRS personnel toll-free from abroad.

65 RS, Taxpayer Bill of Rights, at http://www.irs.gov/Taxpayer-Bill-of-Rights.
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In this section, I provide examples of programs in which I believe the IRS can
utilize its resources more effectively and efficiently. These examples include: (1)
math error processes; (2) identity theft; (3) the automated substitute for return pro-
gram; (4) early intervention in collection cases; and (5) audit selection.

IRS Math Error Processes Create Significant IRS Rework and Unnecessary Taxpayer
Burden.

In my 2011 Annual Report to Congress, TAS reported on a research study that
reviewed IRS accuracy with respect to math error adjustments related to depend-
ents claimed on Forms 1040. For tax year 2009, nearly 300,000 returns contained
errors with dependent taxpayer identification numbers (TINs). During math error
processing, the IRS disallowed over $200 million of credits claimed on these returns,
but it subsequently reversed at least part of its dependent TIN math errors on 55
percent of them. Ultimately, about 150,000 taxpayers had their refunds restored. On
average, the IRS allowed nearly $2,000 per return after the initial disallowance,
with a delay of nearly 3 months.6¢ Furthermore, analysis of a sample of taxpayers
who did not contest these assessments showed that about 40,000 taxpayers were de-
nied refunds they were probably entitled to receive.6?

In this example, the IRS not only imposed significant burden and caused anxiety
for these taxpayers, but it created significant rework for itself. TAS research identi-
fied about 55 percent of the abated math errors that could have been resolved if
the IRS had used internally available data.6® Thus, a modest investment of time to
research IRS databases prior to issuing math error assessments would have elimi-
nated the need to send out about 28 percent of the math error notices, the related
phone calls and correspondence from taxpayers, and the employee time spent abat-
ing the assessments and processing later refunds.

Recommendation

I recommend that Congress:

—Ensure the IRS reviews its math error processes to identify opportunities to re-
solve apparent discrepancies with internally and externally available data be-
fore issuing math error notices to taxpayers.

Despite Improvement, IRS Identity Theft Processes Continue to Burden Victims and
Drive Multiple Contacts and Incomplete Case Resolution.

In my 2014 Annual Report to Congress, I included the results of a case review
conducted by the Taxpayer Advocate Service that analyzed a statistically significant
sample of identity theft (IDT) cases closed by the IRS. The results from this review
not only confirmed my suspicion that IDT cases are complex—requiring the victim
to interact with multiple IRS assistors—but also revealed glaring inefficiencies in
current IRS procedures. For example:

—Overall, about two-thirds (67 percent) of all IDT cases reviewed in our sample
were either (1) worked in more than one function or (2) reassigned to another
assistor within a function.6®

—When a case is transferred or reassigned, it delays resolution and adds to the
frustration experienced by the victim. We found that 42 percent of the cases
analyzed in our sample had periods of inactivity (i.e., times when no work was
performed on the case for more than 30 days).

—Fordthose cases with periods of inactivity, the average period of inactivity was
78 days.

For complex IDT cases that require the victim to deal with multiple IRS func-
tions, I have recommended that the IRS designate a sole contact person with whom
the victim can interact for the duration of the case. I believe that this approach not
only will put the victim more at ease, but it will also reduce instances where IDT
cases fall through the cracks, require more work, and add to cycle time.

Another finding from this IDT case review was that the IRS’s global account re-
view procedures are ineffective. Before an IDT case is closed, the IRS completes an

66 The total restored to taxpayers was about $292 million. This amount exceeds the amount
of credits that were initially disallowed, because it includes both restored credits and related
tax reductions (e.g., taxpayers received the benefit of exemptions that were initially disallowed
when the credits were disallowed). See National Taxpayer Advocate 2011 Annual Report to Con-
gress vol. 2, 116-20 (Math Errors Committed on Individual Tax Returns—A Review of Math Er-
rogs7 Iluslsued on Claimed Dependents).

68d. at 119.

69 For a detailed discussion of this study, see National Taxpayer Advocate 2014 Annual Report
to Congress vol. 2, at 43 (Identity Theft Case Report: A Statistical Analysis of Identity Theft
Cases Closed in June 2014).
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account review to ensure that all related issues have been fully addressed. Yet in
22 percent of the cases in our sample, the IRS had closed an IDT case without taking
the appropriate steps to fully resolve the victim’s account. In these closed IDT cases,
there remained unaddressed account issues—for example, a victim had not yet re-
ceived a refund or the IRS failed to update the victim’s address to receive an Iden-
tity Protection personal identification number. Projecting this error rate to the popu-
lation of nearly 270,000 identity theft returns of this type closed in fiscal year 2014
suggests that almost 60,000 taxpayers would face additional burden because the
IRS prematurely closed their cases. Clearly, the global account review process is not
working as it should, which leads to rework when the taxpayer contacts the IRS
again to address the lingering IDT-related issues.

Recommendations

I recommend that Congress:

—Require the IRS to conduct comprehensive global account reviews upon receipt
of an IDT case to determine whether the case involves multiple issues or years.

—Assign IDT victims with multiple issues to a sole IRS contact person who will
interact with them throughout the pendency of the case and oversee its resolu-
tion, regardless of how many different IRS functions need to be involved behind
the scenes.

—Conduct a comprehensive global account review prior to closing an IDT case to
ensure all issues and years relating to IDT have been fully resolved.

The Automated Substitute For Return (ASFR) Program Artificially Inflates Accounts
Receivables, Produces Questionable Business Results, and Needlessly Increases
the Demand on IRS Collection Resources, While Creating Unnecessary Burden
on Taxpayers.

The Automated Substitute for Return (ASFR) program is the key program used
by the IRS to address the “non-filer” population—those taxpayers who have not filed
tax returns but appear to have incurred a tax liability. The ASFR program matches
third-party information returns and other data, including Forms W-2 and Forms
1099 for Miscellaneous, Brokerage, Interest, Dividend, and Cancellation of Debt in-
come, to determine whether a taxpayer who has not filed a return has a filing re-
quirement based on the income reported. Because the ASFR program generally
treats the taxpayers as single (or married filing separately where there is evidence
the taxpayer is married) with no dependents, and only allows a standard deduction
(even where there is a larger mortgage interest statement on file with the IRS),
these “substitutes for returns” almost always overstate the person’s tax liability.
The rationale is that when the taxpayer sees the liability proposed by the IRS, the
taxpayer will file a correct return.

The IRS always has more information on taxpayers than it has resources to han-
dle, so it is very important that the IRS utilize that information in a way that drives
compliance and does not generate unnecessary work for itself and taxpayers. Unfor-
tunately, just the opposite is happening in the ASFR program.

In practice, as I discussed in my 2011 and 2012 Annual Reports to Congress, most
taxpayers do not respond to proposed ASFR assessments with voluntarily filed re-
turns, nor are these assessments paid early in the collection notice process.”’® Con-
sequently, most become delinquent collection accounts. In fiscal year 2014, the IRS
collected (through both refund offsets and enforcement actions) approx1mately $934
million in delinquent ASFR assessments. However, the IRS abated more than $2
billion of these assessments, and it reported another $5.3 billion as Currently Not
Collectible (CNC).7* That is, in fiscal year 2014, the IRS abated or CNC’d almost
eight times the amount of ASFR dollars it actually collected.

Each time a taxpayer calls the IRS to request an abatement or be put into CNC
status, an employee has to work the case. (Sometimes more than one employee must
get involved, because TAS receives its fair share of these cases.) Someone has to
open the taxpayer’s correspondence and read the letter objecting to the assessment.
Someone then must make the necessary adjustments to the taxpayer’s account. I be-
lieve it would be a far more efficient use of resources to better identify the correct
ASFR cases up front. Similarly, I believe that by placing more emphasis on personal

70For more detailed discussions of the National Taxpayer Advocate’s concerns and rec-
ommendations regarding the ASFR program, see National Taxpayer Advocate 2011 Annual Re-
port to Congress 93-108 (Most Serious Problem: Automated “Enforcement Assessments” Gone
Wzld IRS Efforts to Address the Non-Filer Population Have Produced Questionable Business Re-
sults for the IRS, While Creating Serious Burden for Many Taxpayers); National Taxpayer Advo-
cate 2012 Annual Report to Congress 456461 (Status Update: The IRS’s Reliance on Automated
“Enforcement Assessments” Has Declined Significantly, but Concerns Remain).
71IRS, Collection Activity Report, NO-5000-242, T'ype Assessment Report (Sept. 2014).
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contacts during the proposed assessment process, the IRS would significantly reduce
the “downstream” costs it currently incurs to adjust these accounts.

ASFR is an example of a program I would immediately halt in its present form.72
Although the IRS has substantially scaled back the number of new ASFR assess-
ments since I first reported on it in 2011, recent business results do not indicate
that the reduced volumes of ASFR assessments have been the result of productive
program changes (i.e., in fiscal year 2014, 58 percent of the closed ASFR accounts
were reported as CNC and more than $2 billion was abated).”3 I am concerned that
the reduction in ASFR assessments has been driven primarily by a lack of resources
and reflects a trend that would be reversed in the future if more resources become
available. That would be an unfortunate development, because even at current ac-
tivity levels, further investments in the ASFR program would not appear to be a
prudent use of resources. For the rest of the fiscal year, I would only use ASFR au-
thority for those returns where there is an extremely high level of unreported in-
come. I would simultaneously assign five or six employees (including IRS Research
staff and a TAS representative) to examine the case selection rules and samples of
past inventory to determine how better to screen cases for true nonfiling and design
an assessment process that will result in more collected revenue and fewer abate-
ments.

There is no doubt the IRS must devote resources to combat non-filing, and it may
turn out that aspects of the ASFR program are effective. But the high rate of abate-
ments and the large percentage of cases placed into CNC status indicate there are
significant opportunities to achieve efficiencies and a higher return-on-investment if
the IRS can refine its case-selection criteria to weed out the unproductive cases.

Recommendation

I recommend that Congress:

—Encourage the IRS to use this fiscal year to take a pause, scrutinize some pro-
grams, and improve them from the perspective of IRS rework, taxpayer burden,
and promoting voluntary taxpayer compliance.

The Taxpayer Delinquent Account Collectibility Curve Can Provide a Roadmap for
Houw to Prioritize the Collection of Tax Debts.

A Taxpayer Delinquency Account (TDA) is a case assigned to or awaiting assign-
ment to Collection personnel. In past Annual Reports to Congress, I have noted that
many of the TDAs in the IRS Automated Collection Branch and the Collection Field
function are delinquencies that have existed for several years. The following statis-
tics highlight the age of the IRS TDA inventory: 74

—Overall, 53 percent of the IRS Individual Master File (IMF) TDA inventory has
been in the IRS function assigned to handle the delinquency for at least 10
months (the delinquency may have been in TDA status much longer).

—More than 70 percent of the IMF TDAs in IRS inventory at the end of 2014
are Tax Year 2010 and prior liabilities (i.e., they are at least 4 years old).

—DMore than 20 percent of the TDAs have less than 4 years remaining on the col-
lection statute, meaning that the delinquency has existed for more than 6 years.

TAS Research examined the Individual Master File (IMF) Accounts Receivable
Dollar Inventory (ARDI) to determine how dollars collected fluctuate as time
elapses. We looked at delinquencies that originated in each of 6 years (2005 to 2010)
f\nd analyzed those delinquencies for the next 3 years. This analysis showed the fol-
owing:

—Dollars collected decrease by over 50 percent from the first year to the second
year and an additional 30 percent from the second year to the third year. In
other words, collections are over twice as much during the first year as in the
following year and over three times the collections in the third year.

—Even within that first year, collections decreased by about one-third after every
three-month period elapsed.

—Not only do raw collections decrease, but the percent of the balance due col-
lected declines as time progresses, with only about 8 percent collected in the
third year.

—Meanwhile, although the balance of tax due continues to decrease slightly, the
amount of assessed and accrued penalties and interest continue to rise.

72Placing a temporary pause on this program will not impair the Government’s ability to as-
sess tax against these taxpayers in the future, because there is no time limit for assessing tax
where a return has not been filed.

731RS, Collection Activity Report, NO-5000-242, T'ype Assessment Report (Sept. 2014).

74TRS Collection Activity Report 5000-2 (Oct. 3, '2014).
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Budgetary constraints will make the efficient collection of delinquencies para-
mount. The IRS should use data on the practical delinquency collection “window”
to form the basis for its Collection policies. Good information on the time available
to effectively collect various delinquencies will assist the IRS in determining what
liabilities should be collected first and whether it makes sense to focus on collection
of smaller, more current liabilities rather than older, larger liabilities. Furthermore,
this research may provide significant insights into which delinquencies are placed
in the Collection TDA queue and which delinquencies are shelved. Finally, the col-
lection curve can help demonstrate which delinquencies are able to be resolved early
through collection alternatives rather than being left to fester until they become es-
sentially unresolvable.

Recommendation

I recommend that Congress:

—Direct the IRS to revise its collection strategy to acknowledge and address the
findings of the collectability curve data. Specifically, the IRS should (1) provide
timely, effective interventions for emerging collection problems; (2) place more
emphasis on case resolutions during the initial contacts with taxpayers; and (3)
offer reasonable payment alternatives, such as installment agreements and of-
fers in compromise, much earlier in the collection process.

Incorporating an Understanding of Taxpayer Behavior into IRS Audit Selection Will
Increase the Effectiveness of Audits.

In addition to rebuilding trust through taxpayer service, the IRS can foster trust
through its audit selection techniques if the IRS:

—Engages in social science and behavior research to better understand taxpayer

behavior and the causes of tax noncompliance; and

—Designs compliance initiatives, including audit selection, in light of its research

findings.

The IRS recognizes the importance of a more holistic approach to compliance, but
it has not carried out the necessary research.?’5 It continues to base compliance ini-
tiatives primarily, if not exclusively, on tax data such as returns and third—party
information reports. Proceeding on the basis of social science research findings
would instead allow the IRS to adopt the least intrusive enforcement measure nec-
essary in light of known taxpayer behaviors and motivators, thereby protecting tax-
payers’ right to privacy. It would also allow the IRS to take into account taxpayers’
facts and circumstances, thereby protecting their right to a fair and just tax system.
Demonstrating that the IRS selects returns for audit in the light of relevant re-
seaSrch and in ways that enhance taxpayer rights would help rebuild trust in the
IRS.

Other tax authorities, such as the United Kingdom (UK), have made more
progress in incorporating research into audit selection processes. In 2012, for exam-
ple, the UK tax authority’s external research program examined why small and me-
dium-sized businesses enter and operate in the hidden economy, identified six hid-
den economy “typologies,” and provided insights about how to reach each group and
advice on what messages to avoid for each group.”® The UK also seeks to prevent
tax noncompliance in ways that involve the tax authority only indirectly, for exam-
ple by working with private industry regulators to make tax compliance a condition
of retaining an operating license.”?

Recommendations
I recommend that Congress direct the IRS to:

75 As the IRS fiscal year 2015 Budget Request notes: “Social science research reveals that the
traditional deterrence theory, fear of detection and/or punishment, contributes a portion to ac-
tual compliance rates. Recent studies indicate that social norms, personal values, and attitudes
may have a large impact on compliance decisions. Market segmentation approaches—behavioral,
psychographic, and attitudinal, are widely used in commercial marketing to develop, design, and
position products and services towards the right customer base. The knowledge gained from both
social science and marketing research can assist the IRS with appropriate identification and
alignment to the proper taxpayer.” Internal Revenue Service Fiscal Year 2015 Budget Request,
Congressional Budget Submission 187, available at http:/www.treasury.gov/about/budget-per-
formance/CJ15/10.%20-%2015.%20IRS%20CJ.pdf.

76 HM Revenue & Customs, Business Customer & Strategy, Behavioural Evidence & Insight
Team, Understanding key problems for SMEs: Hidden Economy Levers, Ghosts and Moon-
lighters: Identifying effective levers to reduce entrants into, and encourage SMEs out of the Hid-
den Economy (May 2012), available at https://www.gov.uk/government/uploads/system/uploads/
attachment data/file/344827/report208.pdf.

77See Security Industry Authority (SIA), Approval Conditions, available at http:/
www.sia.homeoffice.gov.uk/Pages/business-conditions.aspx.
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—Incorporate applied and behavioral research into all of its compliance initia-
tives.

—Fund or activate compliance initiatives only pursuant to an overall strategy
that establishes how the IRS will use education, outreach, partners, assistance,
non-invasive compliance touches, and enforcement touches to increase compli-
ance and how it will test the initiative, measure its success, and adjust to con-
tinuing research findings and trends.

V. The IRS Is Undertaking a Review of Its Approach to Tax Com-
pliance and Service Delivery, But Greater Transparency and
Congressional Oversight Would Improve Taxpayers’ Confidence
and Trust in the Tax System.

The best way for Congress to hold the IRS accountable for how it allocates re-
sources and makes decisions is through active, consistent oversight of the agency.
After Congress passed the IRS Restructuring and Reform Act of 1998, it held an-
nual joint hearings to review, among other things, the IRS’s progress in meeting its
objectives and improving taxpayer service and compliance.”® Each hearing was con-
ducted jointly by majority and minority members of the House Committees on Ways
and Means, Appropriations, and Government Reform and Oversight and the Senate
Committees on Finance, Appropriations, and Governmental Affairs. However, the
hearings were discontinued because the legislation only required them to be held
for 5 years.

I believe it would be helpful for Congress to resume these joint oversight hearings
—not just on the issue du jour, but on the routine work the IRS does. Focusing on
current tax administration challenges, these hearings could address issues such as
how the IRS is making decisions related to taxpayer service, whether the IRS is ef-
fectively using existing resources to collect past due liabilities, whether the IRS’s ad-
ministration of penalties promotes voluntary compliance, and whether IRS employ-
ees have appropriate training to deal with diverse taxpayer populations. The hear-
ings would provide a useful vehicle for multiple committees of Congress to review
the IRS’s progress, examine whether the IRS is meeting the needs of particular tax-
payer segments and protecting taxpayer rights, gain a better understanding of po-
tential problem areas, and help the IRS by passing legislation or providing addi-
tional funding where the IRS can demonstrate sufficient need.

The IRS is currently developing its Concept of Operations (CONOPS) for the type
of tax administration it wants to transform itself into over the next few years. Thus,
now is the appropriate time for Congress to conduct oversight to ensure that the
IRS is creating a plan that not only works for itself, but also for taxpayers—the full
diversity of our taxpayer base. Conducted in a respectful way, in full recognition of
the important service the IRS provides to this Nation and the serious challenges its
employees face every day in fulfilling the IRS mission, the hearings can help restore
trust and foster a shared sense of purpose between the IRS and Congress, and thus
enhance the confidence of taxpayers as well.

Recommendation
I recommend that Congress:
—Reinstate joint oversight hearings to review the IRS’s progress in meeting its
objectives and improving taxpayer service, enforcing the tax laws, and pro-
moting voluntary compliance.

VI. The IRS Requires Funding to Acquire Modern IT Systems, Par-
ticularly Case Management Systems, in Order to Meet Tax-
payer Needs and Improve Productivity.

I have outlined in the preceding sections several areas in which I believe the IRS
can achieve greater effectiveness and productivity by analyzing its current processes
and reassessing its preconceived notions about what influences compliance behavior.
While these improvements mostly require an investment of time and creativity, in
other areas of tax administration there must also be an investment of funding to

78 See Public Law No. 105-206, §4001, 112 Stat. 685, 783 (1998). The statute refers to a “joint
review [to] be held at the call of the Chairman of the Joint Committee.” The legislative history,
however, makes clear that there was to be “one annual joint hearing” before June 1 of each of
the succeeding five calendar years. H.R. Rep. No. 105-599, at 328 (1998) (Conf. Rep.).
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permit real improvements and productivity gains. The need for this type of invest-
ment is most pressing in the area of information technology and, in particular, for
case management systems.

I use the term “case management” in a comprehensive sense to refer to electronic
recordkeeping systems the IRS uses to keep track of information about interactions
with respect to taxpayers’ tax returns or other tax-related matters. These systems
include case records for audits and collection matters for individuals and large, me-
dium-size, and small businesses, exempt organization determinations, whistleblower
claims, automated substitute for returns (discussed above), the automated under-
reporter (AUR) program, criminal investigations, and the Taxpayer Advocate Serv-
ice.

Today, the IRS has approximately 80 case management systems. Few of these
systems talk with one another. None provide a virtual substitute for the paper case
file (i.e., there are reams of paper supplementing whatever records are included in
the electronic system). The IRS’s current case management system structure re-
quires employees to retrieve data from many systems manually, maintain both
paper and electronic records, transcribe or otherwise import information from paper
and other systems into their own case management systems, and ship, mail, or fax
hundreds of thousands, if not millions, of documents annually for management ap-
proval or quality review.

Within my own organization, the wastefulness of these processes is apparent in
how TAS employees must conduct and record their work. Taxpayers who come to
TAS for assistance all have a “significant hardship” as a result of the way the Inter-
nal Revenue laws are being administered. That is, their cases are among the most
urgent in the IRS. TAS employees must access many of the specialized IRS case
management systems to do their jobs, including the Automated Lien System, Ac-
count Management Services, Automated Offer in Compromise, Correspondence
Exam Automation Services, Correspondence Imaging Services, Employee User Por-
tal, Integrated Automation Technologies, Integrated Collection System, Online Re-
trieval System, Return Request Display, Remittance Transaction Research, and
Treasury Check Information System.

None of this access is automated. That is, the employee must log in to the specific
system each time he or she needs access to files. In some instances, because the IRS
does not have enough licenses for a particular system, the TAS employee must re-
quest system information from a designated TAS liaison who has access to that sys-
tem, thus involving two people in the simple act of obtaining taxpayer information.
In other instances, TAS does not have access to a system, and the TAS employee
must send a request (known as an “Operations Assistance Request” or OAR) to the
related IRS function to retrieve and send us the information. All of these actions
involve significant manual and clerical work, cause time delays in case resolution
that can harm taxpayers, and waste valuable employee time (which is TAS’s and
the IRS’s greatest resource).

It is this state of affairs that led TAS leadership several years ago to design a
replacement for our current case management system, the Taxpayer Advocate Man-
agement Information System, or TAMIS. TAMIS is a version of the original case
management system created in the 1980’s for TAS’s predecessor, the Problem Reso-
lution Program. Thus, TAS decided to develop a system that would integrate into
a single environment all of the systems TAS employees use on a regular basis. This
new system is called the Taxpayer Advocate Service Integrated System, or TASIS.
One of the principal components of TASIS is a new case management system, which
will replace TAMIS. The Senate Appropriations Committee has included TASIS on
its list of six “major information technology project activities” about which it di-
rected the IRS to submit quarterly status reports.?®

We designed TASIS from the ground up. With respect to the case management
aspect of TASIS, we asked our case advocates, intake advocates, and their managers
what drove them crazy about the current system, and what tools and capabilities
they would like to have in a new system. We asked them to think about all the
manual tasks they have to perform in a day that waste their time. Based on those
submissions, and my own “wish list” of items, we developed over 4,000 business re-
quirements for our new case management system. These requirements formed the
basis of TASIS Release 1 and 2. Here are some of the things the new case manage-
ment system will include:

79 See S. Rep. No. 113-80, at 34 (2013) (committee report relating to IRS fiscal year 2014 ap-
propriation). The draft committee report relating to the IRS fiscal year 2015 appropriation also
contained this provision, but the full committee did not vote on the fiscal year 2015 funding
bill so the draft report was not adopted.
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—PFully virtual case files, in which all documentation (whether IRS or taxpayer-
generated) will be scanned or received digitally into an electronic case file.

—Electronic access to almost all other IRS case-management systems so that
automatic retrieval of taxpayer information is programmed into the system and
TIIIXS employees will no longer have to obtain and import the information manu-
ally.

—LElectronic submission and tracking of OARs (including receipt, acknowledge-
ment, assignment, and response), whereby TAS sends requests, with supporting
documentation, to IRS functions to take actions on cases, thereby eliminating
delays and time-wasting manual tracking.

—Full access to all virtual case information for purposes of management and
quality review, eliminating the delay and cost associated with transporting files.

—Taxpayer ability to submit Form 911, Request for Taxpayer Advocate Service As-
sistance, electronically.

—Taxpayer ability to submit documentation electronically.

—TAS and taxpayer ability to communicate digitally, through email and text mes-
sages, including both substantive case information and reminder notices that
help move the case along timely.

—Taxpayer (and representative) ability to electronically check the status of a case
in TAS and what actions have been taken or are underway.

—An electronic case assignment system that matches, in real time, the complexity
and direct time associated with the case with the skills and available direct
time associated with each case advocate in any given office, taking into account
an employee’s unavailability because of annual leave, sick leave, administrative
leave for training, or on-the-job instruction. This approach eliminates delays in
case assignment and minimizes the need to transfer cases.

As this short list of functions demonstrates, TASIS will significantly increase the
productivity of TAS case advocates because they will no longer spend their valuable
time tracking down paper documents and inputting information on multiple sys-
tems. Moreover, taxpayers will be able to communicate more quickly with us and
electronically (and quickly) send us information and documents that are key to their
cases. This functionality will enable our case advocates to spend their time advo-
cating for taxpayers, rather than performing manual input and tracking of docu-
ments and IRS actions.

Because TAS has a working knowledge of almost all the other IRS case manage-
ment systems, we designed our new system to serve as the basic unit upon which
other IRS divisions could add modules and functionality to meet their specific needs.
Thus, the time, planning, development, and programming that TAS and IRS Infor-
mation Technology (IT) have invested in TASIS will benefit all of the IRS.

Unfortunately, because of the demands on the IRS IT function, all IT activity on
TASIS has come to a halt.8° To date, about $20 million has been invested in TASIS
Release 1, and about two-thirds of the programming is complete. We are ready to
begin the final programming as soon as funds are available. It is estimated that $12
million will be needed to complete Release 1 programming, testing, and launch, with
another $4 million for operation and maintenance. At this time, despite the dem-
onstrated savings of TASIS and its benefits for all of the IRS, no funds are allocated
to TASIS.81

I believe that the design and implementation of TASIS is critical not only for TAS
but to the IRS’s ability to move forward and begin to harness the savings and bur-
den reduction that a sophisticated case management system promises. For that to
happen, the IRS requires sufficient IT funding to invest in new systems that have
great promise. TASIS is one such program.

VII. Conclusion

The Federal Government is currently failing badly to meet the service needs of
its taxpayers. To address this problem, the IRS will need more resources to answer

80The case management component of TASIS was originally scheduled to “go live” in Decem-
ber 2014. However, on March 1, 2014, the IRS placed a moratorium on all programming (with
limited exceptions) not impacting the 2015 filing season or implementation of the Affordable
Care Act and FATCA.

81Tn the meantime, TAMIS, the legacy TAS case management system, is woefully inadequate
for the work TAS does. Because there is no resumption or completion date for TASIS Release
1, TAS staff is exploring what can be done to shore up TAMIS in order to meet our 21st century
business needs. But this is throwing good money and time after bad, since TAMIS will be un-
supported and obsolete in a few years.
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taxpayer telephone calls, process and respond to taxpayer correspondence, and as-
sist taxpayers who seek assistance in its walk-in sites. The IRS can also take steps
to improve its resource-allocation decisions and achieve greater efficiencies.

To be blunt, several incidents over the last few years have reduced the confidence
of many Members of Congress in the leadership of the IRS. The IRS has undergone
several leadership changes since that time, and I believe it is critical that Congress
and the IRS now work together to find a better way forward. The IRS must take
steps to rebuild congressional trust and Congress must respond by providing the
IRS with the funding it needs to do its important work of helping taxpayers meet
their tax obligations and collecting the revenue on which the rest of Government
depends. In this testimony, I have tried to offer some recommendations to help in
this regard.

PREPARED STATEMENT OF THE GOVERNMENT ACCOUNTABILITY OFFICE

FEBRUARY 27, 2015.

Hon. ORRIN HATCH, Chairman,
Hon. RON WYDEN, Ranking Member,
Committee on Finance, U.S. Senate, Washington, DC.

Hon. JOHN Bo0zZMAN, Chairman,

Hon. CHRISTOPHER A. COONS, Ranking Member,

Subcommittee on Financial Services and General Government, Committee on Appro-
priations, U.S. Senate, Washington, DC.

Hon. CHARLES W. BOUSTANY, JR. Chairman,
Subcommittee on Human Resources, Committee on Ways and Means, House of Rep-
resentatives, Washington, DC.

Hon. PETER RoskaM, Chairman,

Hon. JouN LEWIS, Ranking Member,

Subcommittee on Oversight, Committee on Ways and Means, House of Representa-
tives, Washington, DC.

INTERNAL REVENUE SERVICE: OBSERVATIONS ON IRS’S OPERATIONS, PLANNING, AND
RESOURCES

This letter transmits briefing slides in response to your requests for information
based on our ongoing reviews of the fiscal year 2016 budget request for the Internal
Revenue Service (IRS) and the 2015 tax filing season. See the enclosed briefing
slides which include the information used to brief your staff in February 2015.

Our briefing objectives were to describe (1) trends in IRS’s budget and operations
for fiscal years 2009 through 2015, including the 2015 filing season to date; (2) key
aspects of the President’s fiscal year 2016 budget request for IRS; and (3) IRS’s ac-
tions to strategically manage operations.

To describe trends in IRS’s budget and operations, we reviewed the President’s
budget requests and IRS’s congressional justifications for fiscal years 2009 through
2016, reviewed IRS filing season performance data, and interviewed IRS officials on
performance and challenges. To describe key aspects of the fiscal year 2016 budget
request, we reviewed budget proposals and interviewed IRS officials. To analyze
IRS’s actions to strategically manage operations, we reviewed planning documents
and interviewed IRS officials. We also reviewed prior GAO work that recommended
improvements to IRS’s strategic management, and we interviewed IRS officials
about the status of recommendations. To assess the reliability of IRS’s filing season
performance data, we interviewed knowledgeable officials about computer systems
and data limitations. To assess the reliability of budget numbers presented in the
congressional justification, we compared the numbers to those presented in the
President’s budget. We determined that the data presented in this report were suffi-
ciently reliable for our purposes.

We conducted this performance audit from January 2015 to February 2015 in ac-
cordance with generally accepted Government auditing standards. Those standards
require that we plan and perform the audit to obtain sufficient, appropriate evi-
dence to provide a reasonable basis for our findings and conclusions based on our
audit objectives. We believe that the evidence obtained provides a reasonable basis
for our findings and conclusions based on our audit objectives.

In summary, we found the following:
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—IRS’s fiscal year 2015 appropriation ($10.9 billion) and staffing levels (81,279
full-time equivalents, or FTE) continue a decline that has occurred over several
years and are now below fiscal year 2009 levels. Since fiscal year 2010, IRS’s
annual appropriation has declined by $1.2 billion, and staffing has fallen by
about 11,000 FTEs since fiscal year 2009, while the agency’s workload has in-
creased for reasons such as a surge in identity theft-related refund fraud and
the implementation of key provisions of the Patient Protection and Affordable
Care Act (PPACA). In response to budget cuts, IRS has taken steps to reduce
staffing costs including extending a hiring freeze and limiting seasonal employ-
ment. According to the Commissioner of Internal Revenue, IRS may also fur-
lough employees for 2 days later in the fiscal year. IRS is concerned about filing
season performance, and anticipates it may face some challenges processing re-
turns that claim the Premium Tax Credit—an advanceable, refundable tax cred-
it designed to help eligible individuals and families with low or moderate in-
come afford health insurance purchased through the Health Insurance Market-
place. As a result, IRS expects that some refunds may be delayed. IRS also
projects significant declines in telephone level of service—only 38 percent of tax-
payers who seek help from a live assistor will receive it and wait times will av-
erage almost 1 hour. IRS cites resource constraints and increased call volume
as primary factors contributing to the decline in telephone performance.

—IRS’s fiscal year 2016 budget request is $12.9 billion. This amount is almost $2
billion (18 percent) more than IRS’s fiscal year 2015 appropriation, and $667
million above the discretionary spending cap. About half of the requested in-
crease is for operations support. The largest requested FTE increase is about
4,000 FTEs for enforcement. The budget request includes $490 million and
2,539 FTEs to implement PPACA.

—Additional funding is not the only solution to performance declines across IRS.
Although resources are constrained, IRS has some flexibility in how it allocates
resources to ensure that limited resources are utilized as effectively as possible.
This environment of constrained resources also highlights the importance of
strategically managing operations to make tough choices about which services
to continue providing and which services to cut. IRS has begun to plan more
strategically. For example, in 2014 the agency established the Planning, Pro-
gramming and Audit Oversight office to improve coordination of resource deci-
sionmaking and long-term strategic planning. This was, in part, a response to
our June 2014 recommendation that IRS develop a long-term strategy to ad-
dress operations amidst an uncertain budget environment. Further, IRS is de-
veloping a 6-year initiative to better understand how taxpayers want to interact
with the agency. The initiative’s overall goal is to provide taxpayers with secure
self-service options and to improve taxpayer service. We have previously rec-
ommended additional actions IRS could take to improve operations, plan more
strategically, and improve revenue collection. These recommendations included
that IRS develop a long-term strategy to improve Web services provided to tax-
payers. As of February 2015, IRS officials reported that the agency does not
have a separate online services strategy. Rather, this strategy is a key compo-
nent of IRS’s Service on Demand strategy, which aims to deliver service im-
provements across different taxpayer interactions such as individual account as-
sistance, refunds, identity theft, and billings and payments.

AGENCY COMMENTS

On February 20, 2015, IRS provided technical comments on our findings, which
we have incorporated where appropriate.

As arranged with your offices, unless you publically announce the contents of this
report earlier, we plan no further distribution until 4 days after the date of this re-
port. At that time, we will send copies of this report to the Chairman and ranking
members of other Senate and House committees and subcommittees that have ap-
propriation, authorization, and oversight responsibilities for IRS. We will also send
copies to the Commissioner of Internal Revenue, the Secretary of the Treasury, and
other interested parties. The report is available at no charge on the GAO Web site
at http://www.gao.gov.

If you or your staff have any questions about this report, please contact me at
(202) 512-9110 or mctiguej@gao.gov. Contact points for our offices of Congressional
Relations and Public Affairs may be found on the last page of this report. GAO staff
members who made major contributions to this report were Joanna Stamatiades,
Assistant Director; Libby Mixon, Assistant Director; Theodore Alexander; Jeff Arkin;
Amy Bowser; James Cook; John Dicken; Mary Evans; Shannon Finnegan; Charles
Fox; Robert Gebhart; Melissa King; Kirsten Lauber; Paul Middleton; Susan E. Mur-
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phy; Edward Nannenhorn; Sherice Nelson; Sabine Paul; Ellen Rominger; Mark
Ryan; Erinn L. Sauer; Cynthia Saunders; Erin Saunders Rath; and James White.
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JAMES R. MCTIGUE, JR.
Director, Tax Issues
Strategic Issues

Enclosure—1
ENCLOSURE: BRIEFING SLIDES

INTERNAL REVENUE SERVICE: OBSERVATIONS ON IRS’S OPERATIONS, PLANNING, AND
RESOURCES

Prepared for Congressional Requesters
February 2015

OBJECTIVES

Our objectives are to provide preliminary information on the President’s fiscal
year 2016 budget request for the Internal Revenue Service (IRS) and on IRS’s 2015
filing season performance. This briefing describes:

—trends in IRS’s budget and operations, focusing on fiscal years 2009 to 2015,

including the 2015 filing season to date;

—key aspects of the President’s fiscal year 2016 budget request for IRS; and

—IRS’s actions to strategically manage operations.

SCOPE AND METHODOLOGY

—To describe trends in IRS’s budget and operations, we reviewed the President’s
budget requests and IRS’s congressional justifications for fiscal years 2009
through 2016; reviewed IRS filing season performance data; and interviewed of-
ficials on filing season performance and challenges.

—To describe key aspects of the fiscal year 2016 budget request, we focused on
budget proposals for funding, staffing, new initiatives, return on investment es-
timzil{tes for enforcement initiatives, and legislative proposals related to our prior
work.

—To describe IRS’s actions to strategically manage operations, we reviewed plan-
ning documents and interviewed IRS officials in the Planning, Programming
and Audit Oversight (PPAO) office. We also reviewed our prior work that rec-
ommended improvements to IRS’s strategic management and interviewed IRS
officials about the status of those recommendations.

—For each objective, we interviewed IRS budget and operations management offi-
cials. We interviewed IRS officials and determined that the data presented in
this report were sufficiently reliable for our purposes.

RESULTS IN BRIEF

—IRS’s fiscal year 2015 appropriation ($10.9 billion) and staffing levels (81,279
full-time equivalents) continue a decline that has occurred over recent years and
are now below fiscal year 2009 levels.

—This filing season, IRS expects to face some challenges processing returns
that include the Premium Tax Credit (PTC) claim under the Patient Protec-
tion and Affordable Care Act (PPACA); this could cause delays in some re-
funds. IRS projects its telephone level of service (LOS) performance (the per-
centage of callers seeking live assistance and receiving it) will be about 38
percent and wait times will average about an hour. Finally, identity theft-re-
lated refund fraud remains an ongoing challenge.

—For fiscal year 2016, IRS requested $12.9 billion in appropriations, an increase
of about $2 billion over fiscal year 2015. This level of funding would support
staffing of about 91,000 full-time equivalents (FTEs), an increase of about 11
percent.
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—IRS has begun to plan more strategically. For example, in 2014 IRS established
the Planning, Programming and Audit Oversight (PPAO) office to better coordi-
nate strategic long-term planning. This was, in part, a response to our prior rec-
ommendation that IRS develop a long-term strategy to address operations
amidst an uncertain budget environment. IRS is also developing a 6-year strat-
egy to better meet taxpayers’ needs and preferences for interacting with the
IRS. The strategy’s overall goal is to provide secure self-service options for tax-
payers and to improve taxpayer service.
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OBJECTIVE 1

FUNDING TRENDS: IRS’S FISCAL YEAR 2015 APPROPRIATIONS ARE NEAR THE FISCAL
YEAR 2000 LEVEL AFTER ADJUSTING FOR INFLATION

Figure 1: IRS Appropriations Nominal and Inflation Adjusted (2014 Dollars), From
Fiscal Year 2000 Through Fiscal Year 2015

Source: GAO analysis of Congressional Research Service reports for fiscal years 2000 through 2004, Internal Revenue
Service congressional justifications for fiscal years 2005 through 2014, and Consolidated and Further Continuing Appropria-
tions Act, 2015, Public Law No. 113-235 (Dec. 16, 2014). | GAO—15-420R

Note: Inflation adjustments were made using Bureau of Economic Analysis data and CBO projections of the fiscal year
chain weighted GDP price index.
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OBJECTIVE 1

FUNDING TRENDS: IRS’S TOTAL FUNDING DECLINED TO FISCAL YEAR 2009 LEVEL
Figure 2: IRS Funding, Fiscal Years 2009 Through 2015
[Dollars in Millions]

Fiscal Year

Source: Congressional justifications for IRS, fiscal years 2011 through 2016. | GAO-15-420R
Notes: Total budgetary resources includes funds such as user fees and reimbursables. Dollars are nominal and not ad-
justed for inflation. See appendix | for additional detail.
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OBJECTIVE 1

FunDING TRENDS: IRS ToTAL FTES REDUCED BY 11,166 (12 PERCENT) SINCE FISCAL
YEAR 2009

Figure 3: IRS Full-Time Equivalents (FTE), Fiscal Years 2009 Through 2014 Actual
and Fiscal Year 2015 Enacted

Fiscal Year

Source: Congressional justifications for IRS, fiscal years 2011 through 2016. | GAO-15-420R
Notes: Total actual and total enacted full-time equivalents include FTEs funded with other budgetary resources, such
as user fees. See appendix Il for additional detail.

FUNDING TRENDS: BUDGET REDUCTIONS REALIZED THROUGH MULTIPLE EFFORTS
Figure 4: IRS Savings, Reductions, and Efficiencies, Fiscal Years 2010 Through
2013

Source: Congressional justifications for IRS, fiscal years 2012 through 2015. | GAO-15-420R
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OBJECTIVE 1

FUNDING TRENDS: IRS PLANS TO FURTHER REDUCE STAFFING COSTS IN FISCAL YEAR
2015

For fiscal year 2015, IRS is reviewing travel, training and contracting for further
cuts, but the agency has determined it will need to cut labor costs, which account
for about 76 percent of its budget.

In response to the budget cuts, IRS has taken action to reduce staffing costs and
other expenses through the following efforts:

—extending its hiring freeze through fiscal year 2015 and reducing staffing

through attrition;

—eliminating most overtime taken by IRS staff;

—planning to limit the number of months it uses seasonal staff for answering
telephones and responding to correspondence during and after the 2015 filing
season; and

—considering whether to furlough all IRS employees for 2 days later in the fiscal
year.

WORKLOAD TRENDS: IRS INCREASED FTES WORKING ON REFUND FRAUD AND
IDENTITY THEFT (IDT) ISSUES

—IRS increased FTEs allocated towards refund fraud (including IDT) from 1,018
in fiscal year 2011 to 3,993 in fiscal year 2014 (an increase of about 292 per-
cent).

—IRS estimated that $30 billion in IDT refund fraud was attempted in filing sea-
son 2013, with about $24.2 billion (81 percent) prevented or recovered and $5.8
billion (19 percent) paid.! The full extent is unknown.

Figure 5: Estimated Identity Theft-Related Refund Fraud in Filing Season 2013

Source: GAO analysis of IRS data. | GAO-15-420R

—IRS has taken important steps to prevent IDT refund fraud, including insti-
tuting IDT filters. However, IDT refund fraud takes advantage of IRS’s “look-
back” compliance model. Under this model, rather than holding refunds until
completing all compliance checks, IRS issues refunds after conducting selected
reviews.

1See GAO, Identity Theft and Tax Fraud: Enhanced Authentication Could Combat Refund
Fraud, but IRS Lacks an Estimate of Costs, Benefits and Risks, GAO-15-119 (Washington, D.C.:
Jan. 20, 2015).
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OBJECTIVE 1

WORKLOAD TRENDS: IRS INCREASED FTES TO0 IMPLEMENT PPACA WITH FUNDS
FROM MULTIPLE ACCOUNTS

TABLE 1: PATIENT PROTECTION AND AFFORDABLE CARE ACT SPENDING BY ACCOUNT, FISCAL
YEARS 2010 TO 2015

[Dollars in Millions]

Fiscal years
Appropriations account 2010 2011 2012 2013 2014 Total
Department of Health and Human Services, Health Insurance
Reform Implementation Fund LYA LI E— $49.9 | $538.0

43 12.1 16.4
Enforcement 19.3 16.6 35.9
Operations Support IR I 190.7 122.3 313.0
USEE FEES oovvrrereerreeiseeeisersieeesssessssesssssssssssssssssssssssssssnnnses | evssinnees | ovveesnnnes | ooveesnnnnes 69.7 185.7 255.4

Taxpayer Services

Total $20.7 | $168.2 | $299.2 | $284.0 | $386.6 | $1,158.7
Source: IRS. | GAO-15-420R

IRS increased FTEs dedicated to PPACA from approximately 30 in fiscal year
2010 to over 1,200 in fiscal year 2015.

WORKLOAD TRENDS: RETURN EXAMINATION AND COLLECTION COVERAGE MEASURES
SHOW DECLINE

Figure 6: IRS Exam and Collection Coverage Measures, Fiscal Years 2009 Through
2014 Actual and Fiscal Year 2015 and 2016 Targets

Source: GAO analysis of the congressional budget justification for IRS, fiscal year 2016. | GAO-15-420R
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OBJECTIVE 1

FILING SEASON TRENDS: IRS ANTICIPATES CHALLENGES WITH RETURNS THAT
INCLUDE PREMIUM TAX CREDIT (PTC) CLAIMS

—As of February 6, IRS has processed about 27 million individual income tax re-
turns and 20 million refunds totaling $66 billion have been issued.

—Some States discovered attempts to file fraudulent tax returns and stopped ac-
C%Ftingd or processing returns, but IRS officials said Federal returns were not
affected.

—IRS officials reported they have not processed many returns claiming the PTC,2
reporting information required by the Foreign Account Tax Compliance Act
(FATCA), or involving the previously expired provisions which Congress re-
newed at the end of 2014, such as the deduction of mortgage insurance pre-
miums.

—However, IRS officials anticipate challenges with returns that include PTC
claims because (1) IRS must reconcile PTC amounts reported by the taxpayer
with information reported by marketplaces, and (2) for those taxpayers who re-
ceived an advance payment of the credit based on the income reported at time
of enrollment, IRS must reconcile the income reported at enrollment with in-
come claimed on the tax return, which may result in differences that affect the
amount of the taxpayer’s refund.

—Third parties (i.e., the marketplaces) had until February 2 to provide taxpayers
with Form 1095-A, Health Insurance Marketplace Statement, which taxpayers
need to compute the amount of their PTC.

—In addition, IRS does not yet have complete marketplace data from all 50 States
and the District of Columbia to proceed with pre-refund matching for PTC
claims. As a result, IRS is holding some returns pending receipt of these data.

—IRS does not have Math Error Authority (to quickly correct errors without the
need for an audit) specifically for PTC claims. In February 2010, we suggested
that Congress provide IRS with broader authority to correct errors.? Treasury
has also proposed that Congress provide IRS with this authority. Without this
authority, IRS must write to the taxpayer to resolve discrepancies, which delays
any potential refund. Congress has not taken action on this suggestion.

FILING SEASON TRENDS: IRS EXPECTS TELEPHONE SERVICE TO DECLINE BASED ON
RESOURCE LIMITATIONS AND INCREASED DEMAND FOR ASSISTORS

—In fiscal year 2015, IRS received approximately the same appropriated funding
for taxpayer services as it did in fiscal year 2014. However, IRS is confronted
with absorbing other costs that typically occur on an annual basis, such as sal-
ary adjustments and increases for inflation.

—IRS expects demand for assistors to increase about 20 percent from fiscal year
2014 (from 39.9 to 48 million) in part due to PPACA-related questions, and ex-
peﬂss assistors to answer about 27 percent fewer calls (from about 23.1 to 16.8
million).

—IRS is shifting additional staff to work correspondence earlier in the filing sea-
son than in the past. Since IRS uses the same staff to work correspondence and
answer telephones, this shift contributed to the expected decrease in telephone
level of service (LOS). Further, IRS provides limited interactive services for tax-
payers on its Web site. Therefore, taxpayers with questions about their accounts
who do not successfully receive service from the Web site or an IRS assistor on
the phone may have little choice but to send correspondence to IRS or visit a
walk-in site, potentially increasing IRS’s costs.

2The PTC is an advanceable, refundable tax credit designed to help eligible individuals and
families with low or moderate income afford health insurance purchased through the Health In-
surance Marketplace.

3See GAO, Recovery Act: IRS Quickly Implemented Tax Provisions, but Reporting and Enforce-
ment Improvements Are Needed, GAO-10-349 (Washington, D.C.: February 10, 2010).
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OBJECTIVE 1

FILING SEASON TRENDS: IRS PROJECTS SIGNIFICANT DECLINES IN TELEPHONE
SERVICE AND AVERAGE WAIT TIMES OF ALMOST AN HOUR

Figure 7: IRS Telephone Level of Service and Average Telephone Wait Times, Fiscal
Years 2009 Through 2014 and Fiscal Year 2015 Forecast

Source: GAO analysis of IRS data. | GAO-15-420R

FILING SEASON TRENDS: IDT CALLS DURING THE FILING SEASON HAVE INCREASED
SIGNIFICANTLY IN RECENT YEARS

Figure 8: IRS Identity Theft Call Volume and Performance from January 1 Through
Late March or Early April, 2009 Through 2014 Filing Seasons

Source: GAO analysis of IRS data. | GAO-15-420R
Note: Dates are cumulative for IRS from January 1 of each year to April 4, 2009; April 3, 2010; April 2, 2011; March
31, 2012; March 30, 2013 and March 29, 2014.
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OBJECTIVE 1

FILING SEASON TRENDS: OVERAGE CORRESPONDENCE HAS ALMOST DOUBLED SINCE
FiscAL YEAR 2009

Figure 9: IRS Taxpayer Correspondence Performance, Fiscal Years 2009 through
2014

Source: GAO analysis of IRS data. | GAO-15-420R

Note: Aggregate data are from two IRS units that jointly handle taxpayer correspondence. The same employees that
provide telephone service are also responsible for responding to correspondence. Data cover equivalent periods for each
fiscal year with slight variation in the exact dates depending on the year and data source.
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OBJECTIVE 2

Fi1ScAL YEAR 2016 BUDGET REQUEST: THE LARGEST REQUESTED INCREASE IS $1.1
BILLION FOR OPERATIONS SUPPORT

Figure 10: Fiscal Year 2015 Funding for IRS Compared to Fiscal Year 2016 Request
(Dollars in Millions)

Source: GAO analysis of the congressional budget justification for IRS, fiscal year 2016. | GAO-15-420R
Note: Other budgetary resources includes FTEs funded with user fees and reimbursables.

FIscAL YEAR 2016 BUDGET REQUEST: THE LARGEST FTE INCREASE 1S ABOUT 4,000
FOR ENFORCEMENT

Figure 11: Fiscal Year 2015 Enacted Full-Time Equivalents Compared to Fiscal
Year 2016 Request

Source: GAO analysis of the congressional budget justification for IRS, fiscal year 2016. | GAO—15-420R
Note: Other budgetary resources includes FTEs funded with user fees and reimbursables.
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OBJECTIVE 2

FISCAL YEAR 2016 BUDGET REQUEST: REQUEST IS 18 PERCENT ($2 BILLION) ABOVE
THE FISCAL YEAR 2015 APPROPRIATION AND $667 MILLION ABOVE THE DISCRE-
TIONARY SPENDING CAP

Figure 12: Breakdown of IRS Fiscal Year 2016 Requested Increase
(Dollars in Millions)

Source: GAO analysis of IRS data. | GAO-15-420R
Note: The scale begins at $7,000 million.
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OBJECTIVE 2

FiscAL YEAR 2016 BUDGET REQUEST: IRS PROPOSED 14 ENFORCEMENT INITIATIVES

TABLE 2: FUNDING REQUESTED FOR ENFORCEMENT INITIATIVES

[Dollars In Millions]

Fiscal year 2016 funding requested, by appropriations account

Business
Taxpayer Operations Systems
Description of requested budget increase services Enforcement support Modernization Total2
New enforcement initiatives below the cap ................ $0.1 $107 L1 T $172
Implement Foreign Account Tax Compliance Act | ...ccccoveevee. 34 37 | i 71
Address Impact of Affordable Care Act Statu-
tory Requirements .........coocoeevemvveerirnrveniienns 0.1 45 22 | e, 67
Implement Merchant Card and Basis Matching | .................. 28 (S 34
New enforcement initiatives above the cap .....ccccoee | oo 352 203 | e 555
Prevent Identity Theft and Refund Fraud ......... | .ooeveieennne 43 34 82
Increase Audit Coverage 97 64 162
Improve Audit Coverage of Large Partnerships | .oooovvveenenee 14 3 16
Address International and Offshore Compliance
Issues 35 5 41
Enhance Collection Coverage 83 40 123
Leverage Data to Improve Case Selection ......... | cooeeererenee. 5 34 39
Address Compliance Risks in the Tax—Exempt
Sector 16 L [ 23
Pursue Employment Tax and Abusive Tax
Schemes 9 9 17
Enhance Investigations of Transnational Orga-
nized Crime 37 5| e 43
Ensure Ethical Standards of Conduct for Prac-
titioners 3 9 | s )
Transfer to TTIB for High-Return on Investment
(ROI) Tax Enforcement ActiVities .......ccocoovvcee | wovvinreirniins 5[ e | e 5
New non-enforcement initiatives ...........ccooovvriirevincenns 218 | o 754 88 1,060
Changes to base 34 81 82 1 198
Total requested increase in appropriations ... $252 $540 $1,105 $89 $1,986

Source: Congressional budget justification for IRS, fiscal year 2016.

Note: @2Numbers may not add due to rounding.
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OBJECTIVE 2

FiscAL YEAR 2016 BUDGET REQUEST: IRS PROPOSED 12 NON-ENFORCEMENT

INITIATIVES

TABLE 3: FUNDING REQUESTED FOR NON-ENFORCEMENT INITIATIVES

[Dollars In Millions]

Fiscal year 2016 funding requested, by appropriations account

Business
Taxpayer Operations Systems
Description of requested budget increase services Enforcement support Modernization Total 2
New non-enforcement initiatives below the cap ....... $218 | oo, $642 $88 $948
Improve Taxpayer SErViCeS .........cooemreerrerenes 183 | s 118 | i 302
Leverage New Technologies to Advance the IRS
Mission 4 88 92
Implement Information Technology Changes to
Deliver Tax Credits and Other Requirements | ....ccccooecees | covveerriniins 1[0 306
Improve Upfront Identification and Resolution
of Identity Theft RetUrns ..o 16 | v 3| 19
Sustain Critical Information Technology Infra-
structure 189 | i 189
Enhance Service Options for Taxpayers ............. W] s 2| s 16
Restore Staffing for Essential Support Pro-
grams 20 | e 20
Increase Service for Low-Income Taxpayers and
Taxpayers in Need of Hardship Relief ........... 3 [ 6] s 6
New non-enforcement initiatives above the cap ... | v | e, 1L | i 111
Consolidate and Modernize IRS Facilities ... | oo | o 85 | s 85
Maintain Integrity of Revenue Financial Sys-
tems 12 s 12
Implement Agency Wide Shared Services Prior-
ities 11 11
Implement Federal Investigative Standards ... | .o | v 3 3
New enforcement initiatives .........cccccoovrvererneenn. 0.1 459 269 | e 728
Changes to base 34 81 82 1 198
Total requested increase in appropriations ... $252 $540 $1,105 $89 $1,986

Source: Congressional budget justification for IRS, fiscal year 2016.

Note: @Numbers may not add due to rounding.
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OBJECTIVE 2

Fi1scAL YEAR 2016 BUDGET REQUEST: FOUR ENFORCEMENT INITIATIVES EXPECTED TO
PRODUCE REVENUE ARE UNDER THE DISCRETIONARY SPENDING CAP

Figure 13: Estimated Return on Investment for Proposed Enforcement Initiatives
Below Discretionary Spending Cap

Source: GAO analysis of congressional budget justification for IRS, fiscal year 2016. | GAO-15-420R

FiscAL YEAR 2016 BUDGET REQUEST: EIGHT ENFORCEMENT INITIATIVES WITH
EXPECTED RETURN ON INVESTMENT ARE ABOVE THE DISCRETIONARY SPENDING CAP

Figure 14: Estimated Return on Investment for Proposed Enforcement Initiatives
Above Discretionary Spending Cap

Source: GAO analysis of congressional budget justification for IRS, fiscal year 2016. | GAO-15-420R
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OBJECTIVE 2

FiscAL YEAR 2016 BUDGET REQUEST: $3.2 BILLION REQUESTED FOR INFORMATION
TECHNOLOGY

Of the $3.2 billion requested,

—3$2.3 billion is planned to fund 20 major IT investments.4 The requested funding
for major IT investments would come from multiple sources, as shown in the
figure to the right.

—This includes $24 million for Web Applications, a major IT investment initi-
ated in fiscal year 2015 to meet continued growth in demand for customer
service from taxpayers across all channels.

—$976 million is planned to fund non-major IT investments.

Figure 15: Major IT Investments by Funding Source
(Dollars in Millions)

4 According to IRS, major investments are defined by Treasury as those that cost $10 million
in either the current year or budget year, or $50 million over the 5-year period extending from
the prior year through budget year +2.
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OBJECTIVE 2

F1ScAL YEAR 2016 BUDGET REQUEST: $490 MILLION AND 2,539 FTES PROPOSED TO
IMPLEMENT PPACA IN FiscAL YEAR 2016

TABLE 4: FISCAL YEAR 2016 PATIENT PROTECTION AND AFFORDABLE CARE ACT (PPACA) BUDGET

REQUEST
[Dollars in Millions]
Taxpayer services Enforcement Operations support Total
Initiatives Dollars FTEs Dollars FTEs Dollars FTEs Dollars FTEs
Expand telecom infrastructure to handle
increased demand ..........coccoorcomeces | eecvvenecee | e | e | e $16.0 | cooeeeeee. $16.0 | v
Improve taxpayer services . 1,231 | oo | e $23.2 7| $1015 | 1,238
Address impact of PPACA statutory re-
QUITBMENTS oo $0.1 1] $448 432 | $223 50 | $67.2 483
Implement information technology
changes to deliver tax credits and
Other TeQUINEMENES ..........coorevevecceseeee | cevereneees | covesnnenes | ceeesnnenes | eeresnneens $305.6 818 | $305.6 818
Total fiscal year 2016 PPACA
budget request ..........ccooowee...e. $78.5 1232 | $448 432 | $367.1 875 | $490.4 | 2539
Legend: FTE = Full time equivalent.
Source: Congressional budget justification for IRS, fiscal year 2016. | GAO-15-420R
Note: Some numbers do not add due to rounding.
FiscaL YEAR 2016 BUDGET REQUEST: SELECTED GAO ANALYSES RELATED TO
LEGISLATIVE PROPOSALS
TABLE 5: SELECTED LEGISLATIVE PROPOSALS RELATED TO PRIOR GAO WORK
[Dollars in Millions]
Projected revenues Projected costs
Selected IRS legislative proposals related to prior GAQ over 10 years over 3 years
work (in millions) (in millions) Related GAO reports
Modify reporting of tuition expenses and schol-
arships of Form 1098-T, Tuition Statement .. $618 $0.2 GA0-10-225
Authorize the Department of Treasury to require
additional information to be included in elec-
tronically filed Form 5500 annual reports and
electronic filing of certain other employee
benefit plan reports .......cccoovvvvvnriiniiinninenns al0 11.2 GA0-05-491
Increase certainty with respect to worker classi-
fication 10,170 1.9 GA0-09-717
Require taxpayers who prepare their returns
electronically, but file their returns on paper,
to print their returns with a scannable
code al0 14.6 GA0-12-33
Allow IRS to absorb credit and debit card proc-
essing fees for certain tax payments ............ 20 9.6 GA0-10-11
Provide IRS with greater flexibility to address
correctable rrors ........ocooveveeveeveceereerereeeenees 639 14 GAO-15-163, GAO-11-481,
GAO-10-349
Improve whistleblower program ... Negligible revenue 0 GAO-11-683
effect
Explicitly provide that the Department of Treas-
ury and IRS have authority to regulate all
paid return preparers . 421 Not available GAO-14-467T, GAO—08-781
Rationalize tax return filing
are staggered 1630 1.0 GAO-13-515
Combat tax-related identity theft ..........ccoooo...e.. Negligible revenue 2.1 GAO0-15-119, GAO-14-633,
effect GAO-13-132T

Source: GAO analysis based on congressional budget justification for IRS, fiscal year 2016 and Department of the Treasury, General Expla-
nations of the Administration’s fiscal year 2016 Revenue Proposals (Washington, D.C.: February 2015).
Note: 2Department of Treasury includes this legislative proposal under “Enhance Electronic Filing of Returns” and provides a single pro-

jected revenue for this proposal, as well as several others.
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OBJECTIVE 3

STRATEGIC MANAGEMENT: IRS CREATED A NEW OFFICE IN 2014 TO BETTER
COORDINATE STRATEGIC LONG-TERM PLANNING DECISIONS

—Responding in part to a June 2014 GAO recommendation,> IRS established the
Planning, Programming, and Audit Oversight office (PPAO) in 2014 to improve
coordination of (1) current and completed audits, and (2) resource decision-
making and strategic planning.

—PPAO is to facilitate coordination among business units and operating divisions
to improve resource allocation and planning.

—PPAO is to drive long-term planning for resource allocation to be seen first in
the fiscal year 2017 budget.

—The new strategic approach is to include consideration of short-term trade-offs
with long-term investments, allocation of finite resources, and post-evaluation
of investments.

STRATEGIC MANAGEMENT: IRS 1S IMPLEMENTING TAXPAYER SERVICE INITIATIVES FOR
THE 2015 FILING SEASON

IRS is implementing service initiatives, with the goal of serving the maximum
number of taxpayers possible more effectively and efficiently, by
—redesigning notices, in part to inform taxpayers about online resources and self
service tools as an alternative to calling or writing to IRS;
—expanding use of IRS’s Oral Statement Authority tool to accept verbal requests
for penalty relief; and
—directing qualified taxpayers to apply and set up installment payment agree-
ments online or through self-service kiosks instead of calling or visiting IRS.
We previously reported that shifting taxpayers to self-service tools reduces the
need for taxpayers to speak with IRS assistors, which in turn reduces IRS’s costs
while improving taxpayer services.6

STRATEGIC MANAGEMENT: IRS’S SERVICE ON DEMAND INITIATIVE IS INTENDED TO
IMPROVE TAXPAYER EXPERIENCE

—IRS is developing a 6-year strategy known as Service on Demand, which is in-
tended to better meet taxpayers’ needs and preferences for interacting with the
IRS. The overall goal is to provide secure self-service options for taxpayers and
to improve taxpayer service.

—IRS has ranked 71 projects that are designed to improve taxpayer services and
is exploring how to implement the top 20, which are grouped into 6 programs:
—developing an online account,

—streamlining digital self-service options,

—expanding third party services,

—analyzing taxpayer behaviors to reduce errors,

—accepting mobile payments, and

—upgrading all IRS forms, publications, and instructions to a Web-friendly for-
mat written in plain language.

—In fiscal year 2015, IRS anticipates piloting an online Web-based secure commu-
nications portal that is expected to improve taxpayer services, for example, by
enabling IRS and taxpayers to communicate by sending both one-way and two-
way secure messages.

STRATEGIC MANAGEMENT: OPEN GAO RECOMMENDATIONS HIGHLIGHT OPPORTUNI-
TIES FOR IRS TO IMPROVE OPERATIONS, MANAGE MORE STRATEGICALLY, AND IM-
PROVE REVENUE COLLECTION

For example:
—IRS 2015 Budget (GAO-14-605)
—Develop a long—term strategy to address operations amidst an uncertain
budget environment

5See GAO, IRS 2015 Budget: Long-Term Strategy and Return on Investment Data Needed to
Better Manage Budget Uncertainty and Set Priorities, GAO-14-605 (Washington, D.C.: June 12,
2014), in which we recommended that IRS develop a long-term strategy to address operations
amidst an uncertain budget environment.

6See GAO, Tax Filing Season: 2014 Performance Highlights the Need to Better Manage Tax-
payer Service and Future Risks, GAO-15-163 (Washington, D.C.: Dec. 16, 2014).
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—Calculate actual return on investment for implemented initiatives and use
that information to inform resource allocation decisions
—IRS Web site (GAO-13-435)
—Develop a long-term strategy to improve Web services to taxpayers, including
business cases for new services to prioritize projects
—Large Partnerships (GAO-14-732)
—Multiple recommendations to improve overall audit efficiency
—Correspondence Audits (GAO-14-479)
—Recommendations to establish formal program objectives and ensure that the
program measures reflect those objectives

CONCLUDING OBSERVATIONS

IRS has absorbed $1.2 billion in cuts to its annual appropriation since fiscal year
2010. Meanwhile, the agency has assumed additional responsibilities related to
identify theft refund fraud and the implementation of PPACA. A reduced budget and
increased workload has contributed to performance declines across the agency, in-
cluding serious concerns about service to taxpayers during filing season. However,
additional funding is not the only solution. Although resources are constrained, IRS
has some flexibility in how it allocates resources to ensure that limited resources
are utilized as effectively as possible. This environment of constrained resources also
highlights the importance of strategically managing operations to make tough
choices about which services to continue providing and which services to cut. IRS
established its PPAO office in 2014 to improve coordination and long-term planning,
in part based on our recommendation. We have other open recommendations and
suggestions for Congress that, if fully implemented, would help IRS strategically
manage operations and generate additional revenue.
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DOLLARS BY APPROPRIATIONS ACCOUNT, FISCAL YEARS 2009 TO 2016

TABLE 6: FISCAL YEARS 2009 THROUGH 2015 ENACTED AND FISCAL YEAR 2016 BUDGET

REQUEST FOR IRS

[Dollars in Millions]

Dollar Percent
change change
fiscal year | fiscal year
2015 2015
enacted enacted
compared compared
Fiscal year | Fiscal year | Fiscal year | Fiscal year | Fiscal year | Fiscal year | Fiscal year | Fiscal year | to fiscal to fiscal
2009 2010 2011 2012 2013 2014 2015 2016 year 2016 | year 2016
Appropriations account enacted enacted enacted enacted enacted enacted enacted requested | requested requested
Enforcement ... $5,117 $5,504 $5,493 $5,299 $4,949 $5,022 $4,860 $5,400 $540 1111
Operations support . 3,867 4,084 4,067 3,947 3,801 3,799 3,638 4,743 1,105 30.36
Taxpayer services 2,293 2,279 2,293 2,240 2,136 2,157 2,157 2,409 252 11.70
Business Systems Mod-
ernization ... 230 264 263 330 313 313 290 379 89 30.75
Health Insurance Tax
Credit Administration
(HITCA e 15 16 15 0 0 0 0 0 [ e | e
Subtotal ............... 11,523 12,146 12,122 11,817 11,199 11,291 10,945 12,931 1,986 18.15
Other resources, such as
USer fees ......cocevveeenee 390 539 655 695 855 815 1,031 991 —40 —3.86
Total funding
available for
obligations ...... $11,913 | $12,686 | $12,777 | $12,512 | $12,053 | $12,106 | $11,976 | $13,922 $1,946 16.25

Source: Congressional budget justifications for IRS, fiscal years 2011 through 2016. | GAO-15-420R

Notes: Dollars are nominal and not adjusted for inflation, and numbers may not add due to rounding.

aFiscal year 2013 enacted represents the operating level after applying across-the-board rescission and reductions required by sequestration.

bIn fiscal year 2012 and thereafter, amounts appropriated for HITCA, which had been a separate account, were moved to the Taxpayer Services appropriation.

APPENDIX II

STAFFING BY APPROPRIATIONS ACCOUNT, FISCAL YEARS 2009 THROUGH 2016

TABLE 7: FISCAL YEARS 2009 THROUGH 2014 ACTUAL, 2015 ENACTED, AND 2016 REQUESTED
FULL-TIME EQUIVALENTS

FTE Percent
change change
fiscal year | fiscal year
2015 2015
enacted enacted
compared compared
Fiscal year | Fiscal year | Fiscal year | Fiscal year | Fiscal year | Fiscal year | Fiscal year | Fiscal year | to Fiscal to fiscal
2009 2010 2011 2012 2013 2014 2015 2016 year 2016 | year 2016
Appropriations account actual actual actual actual actual actual enacted requested requested requested
Enforcement 47,361 50,400 49,920 47,189 44,174 42,119 40,564 44,800 4,236 104
Operations support . 12,101 12,262 12,103 11,499 11,610 11,652 12,043 13,863 1,820 15.1
Taxpayer services 32,422 31,607 31,574 30,236 29,646 28,535 28,274 31,285 3,011 10.7
Business Systems Mod-
ernization ...........ccccco.... 322 337 309 562 451 337 398 576 178 447
Health Insurance Tax
Credit Administration
(HITCA) 2 e 10 12 0 0 0 0 0 0 0 0
Subtotal .............. 92,216 | 94618 | 93906 | 89,486 [ 85881 | 82643 | 81,279 | 90,524 9,245 114
Other resources, such as
USer fees .....cooccvvveeenne 1,153 152 1,003 2,185 1,884 2,118 924 962 38 41
161 93,369 | 95370 | 94909 | 91,671 87,765 | 84,761 | 82203 | 91,486 9,283 113

Source: Congressional budget justifications for IRS, fiscal years 2011 through 2016. | GAO-15-420R

Note: 2The administrative resources for HITCA were moved to the Taxpayer Services appropriation.
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ADDITIONAL COMMITTEE QUESTIONS

[The following questions were not asked at the hearing, but were
submitted to the Departments for response subsequent to the hear-
ing:]

QUESTIONS SUBMITTED TO HON. JACOB J. LEW

QUESTIONS SUBMITTED BY SENATOR JOHN BOOZMAN
TRIBAL GENERAL WELFARE EXCLUSION ACT

Question. Last year, Congress unanimously passed the Tribal General Welfare Ex-
clusion Act (GWE). As the lead sponsor in the Senate, I'm intent to see that the
law is implemented as Congress intended.

—Secretary Lew, this Act establishes a Tribal Advisory Committee that will ad-
vise you on matter relating to the taxation of Indians and establish training and
education for IRS field agents. Will you commit to appointing tribal leaders to
the Tribal Advisory Committee established by this law?

—The GWE requires consultation with tribes to better understand tribal sov-
ereignty and the roles of tribal nations in providing general welfare benefits.
Will you detail for me the efforts to fulfill these consultations at both the na-
tional and regional levels?

Answer. Treasury has sought the recommendations of tribal leaders—without
placing any restrictions on their choices. After filing the charter, we contacted tribal
leaders on February 19, 2015 for their nominations to the Tribal Advisory Com-
mittee. We will be reviewing the nominations and applications for the best can-
didates.

The Department looks forward to working closely with the Tribal Advisory Com-
mittee, once formed, on consultation. As part of Treasury’s ongoing consultation ef-
forts, I met with tribal leaders in December. In addition, on December 3, 2014, in
response to requests from Indian Country, Treasury released an interim Tribal Con-
sultation Policy and requested comment on that interim policy.

Question. The law also stipulates all audits that relate to benefits under the gen-
eral welfare exclusion should be suspended until the Tribal Advisory Committee is
established and IRS field agents are properly trained and educated in Federal law
and how it relates to sovereign Indian tribes.

—Would you provide for me a description of the standards being used to deter-
mine whether an audit relates to the GWE and confirmation that deference is
being provided to tribal governments?

—What recourse do tribes have if they believe an audit has not been properly sus-
pended?

—And finally, would you provide us with an overview and approximate number
of audits or examinations the IRS has suspended pursuant to this Act and how
many have NOT been suspended in cases where tribes asserted the audit re-
lates to the exclusion?

Answer. It is our understanding that all relevant audit issues have either been
closed or suspended. However, the application of the relevant standards to a par-
ticular audit or examination is a matter for the IRS to determine.

COMMUNITY DEVELOPMENT FINANCIAL INSTITUTIONS (CDFI) PROGRAM AWARDS TO
RURAL AREAS

Question. The CDFI program is intended to serve low-income communities in both
urban and rural States. However, the awards continue to be skewed towards urban
States. Since the program’s creation in 1994, entities based in New York have re-
ceived $270 million. California entities have received $250 million. Illinois entities
have received $150 million. Meanwhile, entities located in Arkansas and Oklahoma
have only received $23 million. Delaware entities have received less than $9 million,
and Kansas entities have received less than $5 million.

—Is the Treasury Department making any changes to the CDFI program to ex-
pand participation of organizations located in rural States?

—What outreach is the CDFI Fund doing to expand participation among entities
based in low-income communities that have been neglected by the CDFI Pro-
gram?
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—What is the CDFI Fund doing to direct technical assistance grants and the
CDFI Capacity Building Initiative to rural States that have received signifi-
cantly fewer awards than urban States?

Answer. The CDFI Program is competitive and awards are merit-based. Awards
are made to institutions with the highest capacity to leverage and deploy the award
funds. Currently, there are 79 CDFIs in California, 70 in New York, 33 in Illinois,
13 in Oklahoma, eight in Arkansas, four in Delaware and three in Kansas. But
many CDFIs have a national footprint and invest in non-metropolitan areas as well
as metropolitan areas. Per CDFI Program regulations, the CDFI Fund follows
OMB’s definition of metropolitan 1; CDFI Fund data show that from fiscal year fiscal
year 2003 through fiscal year 2012, 25 percent or 1 of every 4 reported transactions,
and 20 percent or $1 of every $5 transaction dollars were invested in non-metropoli-
tan areas. This is higher than the 16 percent of the U.S. population that live in non-
metropolitan areas per the latest U.S. Census data.

Further, the CDFI Fund created the Small and Emerging CDFI Assistance
(SECA) category under the CDFI Program to enable smaller CDFIs—which are
often located in non-metropolitan areas—to better compete for awards. In fiscal year
2014, almost 27 percent of all Financial Assistance awards made under the CDFI
Program went to certified CDFIs primarily serving non-metropolitan communities
and over 90 percent of awards made under the Native American CDFI Assistance
Program (NACA Program) went to CDFIs primarily serving non-metropolitan com-
munities.

The CDFI Fund hosts application workshops before every CDFI Program round
and produces an array of Webinars to explain the application process for the public.
In addition, the CDFI Fund plans to launch an Innovation Challenge later this year
to finance the development of a method, model, tool, or product that the CDFI in-
dustry can use to build CDFI capacity to expand or increase investments in under-
served areas. The Innovation Challenge will enable the CDFI Fund to support local
efforts to expand CDFI coverage, including rural communities, and provide com-
plementary support to the training and technical assistance occurring under the
CDFI Fund’s Capacity Building Initiative.

The CDFI Fund’s programs are merit-based and awards are made to institutions
with the highest capacity to leverage and deploy the award funds. They are not
based on a State population-based formula like some other Federal programs. While
the CDFI Fund does not have the authority to direct funding to non-metropolitan
areas, we are actively taking steps to encourage CDFIs that serve non-metropolitan
areas to apply to our programs.

Technical Assistance awards build the capacity of nascent CDFIs to become cer-
tified and scale up smaller certified CDFIs, many of which are located in non-metro-
politan areas. Over 18 percent of Technical Assistance awards under the CDFI Pro-
gram went to organizations primarily serving non-metropolitan areas in the fiscal
year 2014 CDFI Program funding round, and over 93 percent of Technical Assist-
ance awards under the NACA Program went to organizations primarily operating
in non-metropolitan communities.

The CDFI Fund continues to work diligently to encourage investments in rural
communities. For example, the CDFI Fund’s Capacity Building Initiative has two
recent training series directed towards building the capacity of CDFIs to serve non-
metropolitan areas—the Expanding Coverage in Underserved Areas series and the
Building Native CDFIs’ Sustainability and Impact series.

FINANCIAL STABILITY OVERSIGHT COUNCIL

Question. Financial Stability Oversight Council (FSOC) decisions have the poten-
tial to exert broad influence over our financial markets and the economy, yet delib-
erations are often held behind closed doors with limited transparency.

At the principal level, the SEC and the Commodity Futures Trading Commission
(CFTC) are only represented by their respective chairs at FSOC meetings. Con-
versely, the Federal Reserve is typically represented by its chairperson, the New
York Federal Reserve President, and Fed Governor Daniel Tarullo.

Senate-confirmed commissioners are prevented from being present to offer their
regulatory expertise, including when the Council considers reforms to areas where
their agency serves as the primary regulator.

—Why are non-chair commissioners at member agencies of the Council prohibited
from attending FSOC meetings and deliberations?

144 U.S.C. 3504(e) and 31 U.S.C. 1104(d) and Executive Order 10253 (3 CFR, 1949-1953
Comp., p. 758), as amended.
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—Given the number of bank regulators that participate in FSOC meetings com-
pared to capital markets regulators, what is the Council doing to ensure FSOC
decisions are not unnecessarily imposing a bank-regulatory construct on our
capital markets?

—Would you be supportive of allowing Senate-confirmed commissioners at FSOC
member agencies to attend FSOC meetings as non-participating guests in all
meetings and deliberations?

Answer. By statute, the Council is a body of 15 specific members. Aside from pub-
lic meetings, attendance at Council meetings is generally limited to Council mem-
bers designated by statute plus one additional individual from their agencies. Our
practice is to defer to individual Council members as to who accompanies them to
m(i:‘etings. Generally, Council members have chosen members of their staffs as their
“plus one.”

Before the creation of the Council, no agency had responsibility for identifying and
responding to potential risks to financial stability. Based on the lessons from the
financial crisis, the Council was established by the Dodd-Frank Act with a clear
statutory mission to identify risks to the financial stability of the United States, to
promote market discipline, and to respond to emerging threats to the stability of the
U.S. financial system. When the Council identifies potential risks within the exist-
ing jurisdiction of a regulator, the regulator is often best positioned to take action
to mitigate those risks, and the Council works closely with all the Federal financial
regulators. At the same time, the Council has the unique statutory responsibility
under the Dodd-Frank Act to look across the financial system and to prevent risks
to financial stability from slipping through the cracks. The participation on the
Council by regulators of diverse parts of the financial system strengthens the Coun-
cil and helps ensure that risks do not slip through the cracks.

With respect to the Council’s evaluations of nonbank financial companies for po-
tential designation, members with expertise relevant to a particular company often
provide important insights, and they work together with other Council members to
reach decisions regarding designations. As the GAO found in its recent report on
the designations process, all of the voting and non-voting members of the Council
can participate in the evaluation of all nonbank financial companies. The report also
highlights that member agency staff who contributed to company evaluations held
various positions and contributed a range of expertise, including from the primary
regulators, and that member agency officials generally indicated that their agency’s
expertise was well utilized. Analytical teams composed of staff of Council members
and member agencies work closely with each company under review. These analyses
are guided by the Council’s Deputies Committee and Nonbank Financial Company
Designations Committee, both of which include representatives of all the Council
members. Ultimately, proposed and final designations are made by the affirmative
vote of at least two-thirds of the voting members of the Council then serving.

TERRORISM AND FINANCIAL INTELLIGENCE (TFI) FUNDING

Question. TFI plays a key national security role in administering and enforcing
sanctions. The fiscal year 2016 budget proposes a reduction for TFI from $112.5 mil-
lion to $109.6 million.

—1In light of recent actions by Russia and the approaching deadline for Iran nego-

tiations, are you able to assure the Committee that TFI has the resources nec-
essary to carry out its mission effectively?

Answer. Yes, TFI has adequate resources to carry out its mission effectively, par-
ticularly in the areas of the Russia/Ukraine crisis and the approaching deadline for
negotiations with Iran. TFI's workforce and varied skill sets enables the office to
quickly redeploy existing assets and resources to meet new and unexpected crises.

Question. Should we be concerned that your enforcement capability may be im-
pacted by your funding?

Answer. TFI's funding is adequate to meet our enforcement requirements capabili-
ties. TFI has developed an agile workforce of flexible skill sets capable of addressing
new and emerging issues or areas of concern with minimal disruption. We employ
several methods (working/targeting groups, etc.) to address new and rising issues
while ensuring current projects and efforts are not significantly impacted or fall by
the wayside.

Question. Will the allocation of any administrative or shared services costs to TFI
change in fiscal year 2015 compared to fiscal year 2014?

Answer. The fiscal year 2015 enacted appropriation provided $112.5 million for
Office of Terrorism and Financial Intelligence (TFI) operations, of which not to ex-
ceed $27.0 million was provided for administrative expenses. The fiscal year 2014
enacted appropriation provided $102.0 million for TFI, of which not to exceed $26.0
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million was provided for administrative expenses. The increase provided in appro-
priations is adequate to support the administrative support and shared services
costs.

Question. Does funding TFI through a separate appropriations account affect the
allocation of these costs?

Answer. While the funding of TFI through a separate appropriations account does
not affect the allocation of the overhead administrative/shared services costs, it does
complicate the central management, financial oversight, and increase the complexity
of executing the budget. The administrative support provided to TFI continues to
be provided by the same offices funded within the DO Salaries and Expenses (DO
SE) 0101 appropriation. With the establishment of TFI as a separate appropriations
account in fiscal year 2015, all TFI-related program and administrative costs that
had obligated and expensed (disbursed) against the DO SE 0101 appropriation at
the beginning of fiscal year 2015 had to be moved within the accounting system to
the TFI SE 1804 appropriation. These costs affected include the salaries for all TFI
personnel, travel, supplies, and contracts awarded, in addition to the associated ad-
ministrative support costs, prior enactment of the fiscal year 2015 appropriation on
December 16, 2014.As of May 11 there is residual clean-up work still being done
to move the obligations and expenses from the 0101 appropriation to the TFI SE
appropriation; most of these costs are travel related and the corrections in the ac-
counting system must be done based on the individual travel order.

QUESTION SUBMITTED BY SENATOR CHRISTOPHER A. COONS

Question. There are currently issues that have been brought to my attention in-
volving State level policies that modify the traditional “net metering” agreements
between utilities and residential customers that generate electricity from solar pan-
els affixed to rooftops. Several new State level policies require that electric utilities
purchase all electricity generated by residential solar customers, but not necessarily
at the applicable retail rate. Correspondingly, the utility sells, at the applicable re-
tail rate, all electricity that the homeowner consumes. This includes any electricity
actually produced by the homeowner’s solar panels. These arrangements are com-
monly referred to as Value of Solar Tariffs, or VOSTs. It is my understanding that
there is uncertainty surrounding the tax consequences for a homeowner that partici-
pates in a VOST arrangement. Specifically, I would like to understand whether a
homeowner who participates in a VOST arrangement (1) is eligible to claim the Fed-
eral tax credit under Section 25D of the Tax Code and (2) must treat VOST pay-
ments as Federal taxable income.

Answer. Generally, the tax treatment of an arrangement such as the one you de-
scribe will depend on the specific facts and terms of the arrangement between the
homeowner and the public utility. The IRS is aware that taxpayers have questions
about the treatment of VOSTs for Federal income tax purposes and is currently
looking at these issues. The IRS is considering whether published guidance would
be useful in helping taxpayers apply the law to particular factual situations. Before
issuing any such guidance, the IRS likely will request comments from the public on
common fact patterns involved in these arrangements along with how these ar-
rangements should be treated for Federal income tax purposes.

QUESTIONS SUBMITTED BY SENATOR JERRY MORAN

Question. Through the Financial Stability Board and Federal Insurance Office
(FIO), your Department has had extensive engagement in the International Associa-
tion of Insurance Supervisors (IAIS) process of developing capital rules for insurance
companies on an international basis. As you know, the U.S. insurance regulatory
regime is quite different than that of Europe—and our State-based system is not
going away any time soon. Have you conducted any analysis of the potential impacts
of TAIS standards on the U.S. domestic insurance industry—in terms of financial,
rate-setting, legal, and accounting regimes U.S. companies now U.S. confront—as
well as the impacts that could be felt by policyholders and consumers? If this anal-
ysis has not been conducted, do you feel that this information would be necessary
before developing international capital standards? If you have conducted this anal-
ysis, would you please share this information with the committee?

Answer. The work on a comprehensive supervisory framework for internationally
active insurance groups (IAIGs) has been ongoing since 2009 and is shaped by the
input of the U.S. Federal and State participants. As part of these discussions, Treas-
ury agrees that any capital standards for insurers should be based on insurance
business models and risk metrics. In addition, prior to implementation, the inter-
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national capital standards will be tested directly with U.S.-based insurers and, more
broadly, the marketplace. The testing and the study will allow for the implementa-
tion of international standards that account for the impact in the United States. Ad-
ditionally, work on the ICS should proceed incrementally toward milestones that are
realistic, achievable, and that are fact-driven and consensus-driven.

As has always been true in the insurance sector, international standards are not
self-executing. U.S. State or Federal authorities may impose a standard or require-
ment on a U.S. insurance organization. In the case of the United States, for firms
that operate as part of a bank or savings and loan holding company or nonbank fi-
nancial company designated by the Financial Stability Oversight Council (FSOC),
the Federal Reserve has the authority to implement the standard. For firms not
subject to oversight by the Federal Reserve, the State insurance regulators would
have authority to implement the standard.

Question. Describe the role of your department/agency’s Chief Information Officer
(CIO) in the development and oversight of the information technology (IT) budget
for your department/agency. How is the CIO involved in the decision to make an
IT investment, determine its scope, oversee its contract, and oversee continued oper-
ation and maintenance?

Answer. The role of the Treasury CIO in development and oversight of the IT
budget relies heavily on Treasury bureau level data on IT investments; this data
focuses on major investments. In terms of IT budget data, Treasury does not have
a single, stand-alone budget account to request funds to support all of the Depart-
ment’s IT investments. Each Treasury bureau is responsible for identifying and re-
questing funds to support their IT investments, which can be found in the bureau
program budgets or in component specific IT budgets.

Given that context, the Treasury CIO’s current role is as follows:

—Through reviews conducted by the Assistant Secretary for Management (ASM),
the Treasury CIO is directly involved in proposing bottom-up budgets, resource
levels, and scope of all investments funded by Departmental Offices (DO) IT
budgets and DO’s managed funds within the Treasury Franchise Fund for
shared IT services. Decisions on levels of budget and resources dedicated to DO
IT under these funding mechanisms are made by the ASM as directed by the
Secretary. For major and non-major investments, the Treasury CIO conducts
both oversight and execution of contracts, operations, and maintenance.

—Conducts an annual review with each bureau CIO to review their proposed IT
portfolio to be submitted in conjunction with their organization’s budget re-
quest. Provides recommendations directly to the bureau CIO and, as warranted,
provides recommendations to Treasury’s Budget Director. For major invest-
ments, the Treasury CIO conducts oversight activities such as monthly reviews
to identify opportunities to improve investment performance.

—Through reviews conducted by the ASM as part of the annual budget process,
the Treasury CIO is asked for comment on submissions by program offices
across all appropriated Treasury programs on their specific budget requests
(above guidance requests) related to IT.

Question. Describe the existing authorities, organizational structure, and report-
ing relationship of the Chief Information Officer. Note and explain any variance
from that prescribed in the newly-enacted Federal Information Technology and Ac-
quisition Reform Act of 2014 (FITARA, Public Law 113-291) for the above.

Answer. As per Treasury Order 102-10 (dated January 13, 1999) the Deputy As-
sistant Secretary for Information Systems is designated as the Chief Information Of-
ficer. The CIO reports to Treasury’s Assistant Secretary for Management (ASM).
The responsibilities of the position include:

—The general responsibilities and the duties specified in sections 5125(b) and (c)
of the Clinger-Cohen Act of 1996 (40 U.S.C. 1425 (b) and (c));

—The responsibilities of the Department under chapter 35 of title 44, U.S.C., ti-
tled “Coordination of Federal Information Policy;” and

—The Chief Information Officer management responsibilities designated in Exec-
utive Order 13011, dated July 16, 1996.

Order 102-10 provides that the CIO shall have direct access to the Secretary.

In anticipation of formal guidance to be released from OMB on the implementa-
tion of FITARA, the Treasury Department is currently evaluating its existing poli-
cies and the role of the CIO within the Department.

Question. What formal or informal mechanisms exist in your department/agency
to ensure coordination and alignment within the CXO community (i.e., the Chief In-
formation Officer, the Chief Acquisition Officer, the Chief Finance Officer, the Chief
Human Capital Officer, and so on)?
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Answer. The Department of the Treasury has had some level of coordination and
alignment within the Department’s CXO community in place since fiscal year 2012.
In 2011, a series of Department-wide performance elements were included in the
performance plans of the bureau CXOs. For Treasury this includes the Chief Finan-
cial Officer, Chief Information Officer (CIO), Human Resources Officer, Senior Pro-
curement Official, and the Equal Employment Opportunity (EEO) Officer. The pur-
pose of prescribing performance elements was to promote greater uniformity across
the bureaus and strengthen alignment with Department-wide goals. Fiscal year
2012 results were very good and additional improvements were made for fiscal year
2013.

For fiscal year 2015, all CXO Commitments are linked to Strategic Goal 5 of the
Treasury Strategic Plan (fiscal year 2014—fiscal year 2017) and one or more of the
objectives below:

Strategic Goal 5:

Create a 21st century approach to government by improving efficiency, effec-
tiveness and customer interaction.

—Objective 5.1: Increase workforce engagement, performance, and diversity by
instilling excellence, innovation, and inclusion in Treasury’s organizational
culture and business practices.

—Objective 5.2: Support effective, data—driven decisionmaking and encourage
transparency through intelligent gathering, analysis, sharing, use and dis-
semination of information.

—Objective 5.3: Promote efficient use of resources through shared services, stra-
tegic sourcing, streamlined business processes, and accountability.

—Objective 5.4: Create a culture of service through relentless pursuit of cus-
tomer value.

Most of the Department’s CXO commitments in fiscal year 2015 are substantially
similar to those developed in the past. However, the CIO commitment was revised
to reflect a new visioning and strategic planning process.

Question. According to the Office of Personnel Management, 46 percent of the
more than 80,000 Federal IT workers are 50 years of age or older, and more than
10 percent are 60 or older. Just 4 percent of the Federal IT workforce is under 30
years of age. Does your department/agency have such demographic imbalances? How
1s it addressing them?

Answer. Yes, and this creates the risk that too many essential employees might
retire at the same time without sufficiently trained employees in place to succeed
them. The consequences of a demographic shift of information technology (IT) work-
ers, specifically the risk that too many essential employees could retire simulta-
neously without sufficiently trained employees to succeed them, has been a long-
standing concern for the Department of the Treasury. As part of Treasury’s
benchmarking efforts related to PortfolioStat and the President’s Management
Agenda (PMA), Treasury provided an analysis to OMB on the IT workforce demo-
graphic for Treasury’s 2210 series workers (a subset of Treasury’s IT workforce).
Items of interest among the findings include:

—The average age of the IT workforce at the Department of the Treasury2 is 50.

383 0 19 101 5.0% 31% 146 97 18 2
381 0 33 111 87% 38% 132 85 14 0
333 0 23 90 6.9% 34% 128 75 15 0
655 0 38 166 5.8% 31% 261 161 31 8
256 1 51 68 20.3% 47% 89 39 6 0
186 0 34 64 18.3% 53% 57 23 6 0
312 0 57 81 18.3% 44% 108 56 10 0

Current mitigations include fostering increased utilization of existing Pathways
and fellowship programs. Examples include recruiting through the Scholarship for
Service program under the Federal Cyber Service (FCS) Training and Education Ini-
tiative for appointments under the Federal Pathways program. The Departmental
Offices fiscal year 2016 budget includes a request to develop a Digital Service Team
similar to the Federal Digital Service Team. The Digital Service Team will bring
the private sector’s best practices in the disciplines of design, software engineering,

2 Consisting of IT employees working across both Departmental Offices and Treasury’s Bu-
reaus.
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and product management to bear on the agency’s most important services. The hope
is thliqs‘ effort will also help catalyze further changes to Treasury’s IT staffing demo-
graphic.

To address the identified concern, Treasury is pursuing additional use of available
hiring flexibilities, including the Pathways Program and the recently authorized
government-wide excepted service hiring authority for Smarter IT Delivery. How-
ever, due to budget considerations, Treasury bureaus have been finding it difficult
to fund positions, and to fund compensation and recruitment incentive flexibilities.

Question. How much of the department/agency’s budget goes to Demonstration,
Modernization, and Enhancement of IT systems as opposed to supporting existing
and g)ngoing programs and infrastructure? How has this changed in the last 5
years?

Answer. Since 2011 the percentage of Treasury’s overall IT budget spent on De-
velopment, Modernization and Enhancement (DME) has increased from 18.37 per-
cent to 20.58 percent in 2016, as included in the fiscal year 2016 budget. These sta-
tistics are based on Treasury’s fiscal year 2013 and fiscal year 2016 budget submis-
sions.

. Extracts from Treasury’s 4.1 tables for the aforementioned 2 years include the fol-
owing:

TREASURY 4.1 TABLE

[Values in millions]

PY 2011 Funding (Actuals) BY 2016 Funding (Requested)
DME 0&M Total % DME DME 0&M Total % DME

T Total ... 625.211 | 2752.869 | 3402.831 | 18.37% | 932.683 | 3568.505 | 4531.033 | 20.58%

Question. What are the 10 highest priority IT investment projects that are under
development in your department/agency? Of these, which ones are being developed
using an “agile” or incremental approach, such as delivering working functionality
in smaller increments and completing initial deployment to end-users in short, 6-
month timeframes?

Answer. Rapid Delivery Methods (RDM) have been in use within Treasury since
2012 to help foster the faster and more responsive delivery of IT development efforts
across a broad spectrum of projects. Applying RDM is fostering an agile develop-
ment environment allowing IT to respond to changing business needs while improv-
ing employee satisfaction and accountability through streamlined processes.

The following are Treasury’s 10 highest priority IT investments that have devel-
opment efforts in fiscal year 2015:

Currently using Rapid Delivery

Investments Method/AGILE/tterative
IRS—Foreign Account Tax Compliance Act—FATCA Yes
IRS—Customer Account Data Engine 2 TS2 (CADE 2) ...cooovveveeveeerereescieresiienins Yes
IRS—Modernized e-File—MeF (Next Release) Yes
IRS—Affordable Care Act (ACA) Yes
Fiscal Service—Retail Security Services (RSS/MyRA) Yes
Fiscal Service—USASpending Yes
Fiscal Service—Wholesale Securities Services (WSS/TAAPS) Yes
Fiscal Service—Central Accounting and Reporting System (CARS) Yes
Fiscal Service—Electronic Federal Tax Payment System (EFTPS) Yes
CDFl—Award Management Information System Yes

Question. To ensure that steady State investments continue to meet agency needs,
OMB has a longstanding policy for agencies to annually review, evaluate, and report
on their legacy IT infrastructure through Operational Assessments. What Oper-
ational Assessments have you conducted and what were the results?

Answer. An operational analysis was conducted by the bureaus for the following
IT investments in fiscal year 2014:

Investment Bureau Operational Analysis Results
Affordable Care Act Administration IRS Re-Invest—Both (Modernization and Enhancement)
Account Management Services (AMS) ... IRS Re-Invest—Both (Modernization and Enhancement)

e-Services IRS Re-Invest—Both (Modernization and Enhancement)
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Investment Bureau Operational Analysis Results

Integrated Customer Communication Environment IRS Re-Invest—Both (Modernization and Enhancement)
(ICCE).

Integrated Data Retrieval System (IDRS) ................ IRS Re-Invest—Both (Modernization and Enhancement)

Integrated Financial System/CORE Financial Sys- IRS Re-Invest—Both (Modernization and Enhancement)
tem (IFS).

Individual Master File (IMF) ......cocoovivnerniirerinennns IRS Re-Invest—Both (Modernization and Enhancement)

Information Reporting and Document Matching IRS Re-Invest—Both (Modernization and Enhancement)
(IRDM).

Integrated Submission and Remittance Processing IRS Re-Invest—Both (Modernization and Enhancement)
System (ISRP).

Service Center Recognition/Image Processing Sys- IRS Re-Invest—Both (Modernization and Enhancement)
tem (SCRIPS).

Customer Account Data Engine 2 (CADE 2) .......... IRS Continue As-Is

Electronic Fraud Detection System (EFDS) ... IRS Re-Invest—Both (Modernization and Enhancement)

Modernized e-File (MeF) .......... IRS Continue As-Is

IRS.GOV—~Portal Environment . IRS Re-Invest—Both (Modernization and Enhancement)

Automated Standard Application for Payments | Fiscal Service | Continue As-Is

(ASAP).
Central Accounting and Reporting System ............. Fiscal Service | Re-Invest—Modernize
Debit Gateway Fiscal Service | Continue As-Is
Deposit and Data Management (DDM) ................... Fiscal Service | Continue As-Is

Do Not Pay (DNP) (previous name GOVerify Busi- | Fiscal Service | Re-Invest—Enhance
ness Center (GVBC)).

EFTPS (Electronic Federal Tax Payment System) .... | Fiscal Service | Re-Invest—Enhance

FedDebt Fiscal Service | Continue As-Is

Franchise Financial and Administrative Services | Fiscal Service | Continue As-Is
(FFAS).

International Treasury Services (ITS.gov) Fiscal Service | Continue As-Is

Invoice Processing Platform ... | Fiscal Service | Re-Invest—Enhance

Over the Counter Channel Application (OTCnet) ... | Fiscal Service | Continue As-Is

Pay.gov Fiscal Service | Continue As-Is

Payment Application Modernization (PAM) ... Fiscal Service | Re-Invest—Both (Modernization and Enhancement)
Retail Securities Services (RSS) Fiscal Service | Continue As-Is

Summary Debt Accounting Services (SDAS) ... Fiscal Service | Continue As-Is

Wholesale Securities Services (WSS) ... | Fiscal Service | Re-Invest—Enhance

BSA IT Modernization FinCEN Re-Invest—Enhance

Question. What are the 10 oldest IT systems or infrastructures in your depart-
ment/agency? How old are they? Would it be cost-effective to replace them with
newer IT investments?

Answer. The oldest systems at Treasury were built in the 1960’s. This does not
mean Treasury has not made changes to these systems since then. As Treasury’s
annual budget allows, Treasury takes the opportunity to upgrade the hardware and
software to the current release. However, some of the core system components exist
on older technology. The strategy has been, and will continue to be, to migrate off
these systems/components in a methodical manner. Because of system interdepend-
encies, it is often not as simple as replacing an entire system with another. Often,
components are replaced using a risk based approach where more fragile and fre-
quently failing components are replaced first. Other more robust components are
left in place to maximize return on investment. Treasury always looks for opportuni-
ties to introduce these changes without impacting the core mission or incurring un-
necessary costs.

Question. How does your department/agency’s IT governance process allow for
your department/agency to terminate or “off ramp” IT investments that are critically
over budget, over schedule, or failing to meet performance goals? Similarly, how
does your department/agency’s IT governance process allow for your department/
ageng)y to replace or “on-ramp” new solutions after terminating a failing IT invest-
ment?

Answer. Within the Department, the Capital Planning and Investment Control
(CPIC) office has the oversight responsibility for preparing and publishing a month-
ly performance report of the Treasury’s IT Portfolio status on the Federal IT Dash-
board, which is hosted by the Office of Management and Budget (OMB). The bu-
reaus’ Chief Information Officer and supporting CPIC staff are responsible for time-
ly, accurate and complete updates to the monthly performance report for their in-
vestments. The same monthly data submission to OMB is hosted by Treasury, Infor-
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mation Technology Strategy and Technology Management, Performance Measure-
ment and Governance.

There are three primary dates that drive the monthly reporting cycle:

1. Bureaus must update project execution data and operational performance for
each major investment by the 15th of each month. Cost and schedule variances
are analyzed, along with operational metrics and project risks, and a bureau-
level view of the monthly variance report can be prepared at the bureau level.

2. The monthly updates are consolidated at the Departmental level and presented
to the Treasury CIO near the 25th of each month.

3. The Department’s monthly submission is due to OMB by the last day of each
month. Treasury’s Monthly Variance Report, complete with portfolio variance
analysis, investment summaries, and trend analysis is published for the Assist-
ant Secretary for Management, bureau heads and posted on the CPIC Web
site.

One of the avenues through which new investments can be “on-ramped” after an
existing investment has been terminated, is through Treasury’s Operational Assess-
ment (OA) process.

Question. What IT projects has your department/agency decommissioned in the
last year? What are your department/agency’s plans to decommission IT projects
this year?

Answer. The IT projects decommissioned in the last year (fiscal year 2014) include
the following:

Bureau Business Application Name

Information Return Document Matching Case Management (IRDMCM)
Integrated Production Model

DTS decommission

Alpha decommission

Summary Debt Accounting System (SDAS)

ADD Request Tracking System (Retired)

BankNet Application Request Queue (Retired)

Departmental Offices
Departmental Offices
Fiscal Service ..

0cC . BankNet Viewer (Retired)

0CC BERT (Bank Expert)

0CC Compensation & Benefits Board

0cC . Historical 0CCNet Operating Committee Database (Retired)

0cC . Large Banks Library

0CC Library Information Request Form (Retired)

0CC News/Joint Release Template (DocPub) (Document Publishing Pilot) (Retired)
0CC Notice Board System (Retired)

0CcC 0CC Publication Plans

0CC Printed Publications Order Form (Retired)

Security/Authorize
Trouble Ticket Dashboard Front End

0cC ...

The Department plans to decommission the following IT projects in fiscal year
2015:

Bureau Business Application Name
Fiscal Service Deposit and Data Management (DDM)
Fiscal Service .. Retail Security Services (RSS)
Fiscal Service Centralized Accounting and Reporting System (CARS)

Question. The newly-enacted Federal Information Technology and Acquisition Re-
form Act of 2014 (FITARA, Public Law 113-291) directs CIOs to conduct annual re-
views of their agency/department’s IT portfolio. Please describe your agency/depart-
ment’s efforts to identify and reduce wasteful, low-value or duplicative information
technology (IT) investments as part of these portfolio reviews.

Answer. The Treasury Capital Planning and Investment Control Office conducts
monthly reviews of Treasury IT investments. (Please see response to Question 2 for
a description of the Treasury monthly and annual processes). These reviews inform
the Treasury CIO about the cost, schedule, and performance variances of each major
investment in the Treasury IT portfolio. Based on these monthly reviews, invest-
ment managers for poorly-performing investments must explain reasons for
variances and their planned corrective action.
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Currently each Treasury bureau CIO has the responsibility for performing the
capital planning and investment control selection process that reviews all IT invest-
ments annually and determines the composition of their IT investment portfolio. As
OMB develops final guidance for implementing FITARA, the Department will imple-
ment new policies which we believe will maximize efficiencies in IT spending, con-
solidate investments where appropriate, and reduce and eliminate lower priority in-
vestments as feasible.

Treasury has a long history of being a shared services provider offering essential
services (both business and technical) to constituencies both within and external to
our Department. These shared services are funded through the Treasury Franchise
Fund which achieves cost savings, promotes economies of scale, and increases pro-
ductivity and efficiency in the use of resources by providing centralized services.
Some key examples of the shared services Treasury offers include:

—HR Connect is one of the six Federal Office of Personnel Management Human
Resource Lines of Business providing HR-related services in the Federal Gov-
ernment.

—The Administrative Resource Center (ARC), within the Bureau of the Fiscal
Service, has been in operation since 1996 and is recognized across government
as a leader in multiple service lines. ARC provides a full range of administra-
tive services for various Federal agencies to include:

—Financial Management
—Internet-based procurement
—Travel services

—Information Technology

—Human Resources Management
—Investment Portfolio Management

—The Treasury Network (TNet) provides a secure enterprise data network that
connects authorized domestic and international government facilities across the
United States, the U.S. Territories, and at select U.S. Embassies via the State
Department’s network.

—Treasury’s Public Key Infrastructure (PKI) is a cooperative effort between OCIO
and the Bureau of the Fiscal Service (formerly the Bureau of the Public Debt)
for the issuance of digital certificates to enable secure communications between
agencies and customers transacting business, and for identity proofing of indi-
viduals. Treasury’s PKI is well known throughout the Federal Government, and
is extended to its trading partners and other government organizations that
conduct business with the Department in a secure manner.

—The Invoice Processing Platform (IPP) provides a centralized electronic invoicing
and payment information portal accessible to all participants in Federal pay-
ment transactions: agencies, payment recipients, and Bureau of the Fiscal Serv-
ice.

—The Department’s Do Not Pay Business Center is designed to give paying agen-
cies access to the critical information needed to identify, reduce, and prevent
improper payments. This program was initiated as part of a June 18, 2010,
Presidential Memorandum directing agencies to review current pre-payment
and pre-award procedures to ensure that a thorough review of available data-
ggsbes, W(ilth relevant information on eligibility, occurs before Federal funds are

isbursed.

Question. In 2011, the Office of Management and Budget (OMB) issued a “Cloud
First” policy that required agency Chief Information Officers to implement a cloud-
based service whenever there was a secure, reliable, and cost-effective option. How
many of the agency/department’s IT investments are cloud-based services (Infra-
structure as a Service, Platform as a Service, Software as a Service, etc.)? What per-
centage of the agency/department’s overall IT investments are cloud-based services?
How has this changed since 2011?

Answer. Treasury is unable to compare this percentage to fiscal year 2011, as
there is no fiscal year 2011 data on cloud usage. OMB only began asking for invest-
ment-level cloud data in the fiscal year 2015 budget year. Government-wide guid-
ance on measuring the extent and impact of cloud computing continues to mature,
making year-to-year comparisons difficult.

With the launch of a new Treasury.gov platform in 2011, Treasury was one of the
first civilian agencies to leverage commercial cloud based offerings to host its public
Web presence. Treasury was also one of the early collaborators with the National
Institute of Standards and Technology (NIST), General Services Administration, and
other agencies on the formal definition of cloud computing.

As one of the early adopters of commercial cloud services, Treasury is also aware
of the challenges of moving Federal IT infrastructure into the cloud. A significant
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portion of Treasury data is comprised of PII and financial data. Treasury looks for-
ward to FedRAMP’s continued expansion of the number of commercial cloud pro-
viders able to meet the government’s security requirements.

That aside, Treasury has regularly sought out services to improve efficiency, in-
crease utilization and decrease time to market. The Department maintains an active
portfolio of shared service programs that service organizations throughout govern-
ment. Further, across Treasury, IT organizations have instituted virtualization and
usage based cost models that allow IT organizations to more effectively follow the
best practices established by commercial cloud providers.

Using the narrow definition found in the National Institute of Standards and
Technology standard (special publication 800-145), 3.7 percent of Treasury’s current
IT investments are “cloud based” (11 out of 298 investments). Many other invest-
ments use other forms of shared and/or virtualized infrastructure.

Question. Provide short summaries of three recent IT program successes—projects
that were delivered on time, within budget, and delivered the promised functionality
and benefits to the end user. How does your department/agency define “success” in
IT program management? What “best practices” have emerged and been adopted
from these recent IT program successes? What have proven to be the most signifi-
cant barriers encountered to more common or frequent IT program successes?

Answer. The following provides short summaries of three recent Department IT
program successes. The Treasury CIO evaluates the performance of major invest-
lronents Fvery month. Ratings of 4-5 reflect successfully operating investments on the

asis of:

—Cost and Schedule Baseline Management: Cost and schedule within 10 percent
threshold and trends are neutral or positive.

—Project Risk Management: Low impact and low probability with/or without a
mitigation plan.

—Performance Measures Management: Measures with quantifiable description
that provide baselines, targets, and actual results; reporting accuracy is within
tolerance.

The following Treasury IT programs all have CIO ratings of “5”:

—The Bank Secrecy Act (BSA) Information Technology (IT) Modernization Pro-
gram: The Financial Crimes Enforcement Network (FinCEN) transformed its IT
capabilities through the innovative use of technology and data standards to pro-
vide mission critical support to the bureau’s broad user base, which includes
law enforcement and regulatory customers that access and analyze financial
data to detect and deter financial crimes. The Program established FinCEN as
the “authoritative source” for all BSA data with 11+ years (approximately 190
million records) of data readily available to all stakeholders:

—An enterprise-wide, information management framework that equips over
10,000 authorized users from approximately 350 agencies with access to BSA
financial data and advanced analytic decisionmaking abilities performing over
1,000,000 queries per year.

—A more streamlined data collection and filing process aimed at 60,000 regu-
lated entities (Banks, Money Service Businesses, etc.) and over 500,000 indi-
vidual foreign bank account holders to electronically file reports in support of
the Department’s “paperless” initiative, with FinCEN now averaging 96 per-
cent electronically-filed BSA reports.

—Advanced analytics and modeling capabilities for financial crime detection.
With regard to IT program management, FinCEN defines success as the com-
pletion of the agreed upon scope of Program capabilities within the allocated
timeframe and budgeted costs.

—Customer Account Data Engine 2 (CADE 2) Program: The Internal Revenue

Service (IRS) revamped the way it does business by providing a data-centric so-

lution that provides daily processing of taxpayer accounts.

—In January 2012, CADE 2’s Transition State 1 (TS 1) began to deliver daily
tax return processing—enabling faster refunds to taxpayers, more timely ac-
count updates, and faster issuance of taxpayer notices. The Service also began
deployment of the CADE 2 database—a single centralized relational database
of trusted data for individual taxpayer accounts—to improve service to tax-
payers and enhance IRS tax administration. CADE 2 Transition State 2 (T'S2)
is focused on delivering early results.

—On July 29, 2013, the T'S2 team took the first step in addressing the long-
standing Financial Material Weakness by delivering the first TS2 project—
the 2013 Mid-Year Release of the Integrated Data Retrieval System Penalty
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& Interest project. A full rollout of the Penalty & Interest Common Code Base
was deployed on January 2, 2014.

—In January 2015, the IRS deployed Penalty and Interest Filing Season 2015
code changes for the Individual Master File (IMF), Business Master File
(BMF) and Integrated Data Retrieval System (IDRS) investments into produc-
tion, and addressed both TS2 common code break-fixes and operations and
maintenance work.

—Electronic Federal Tax Payment System (EFTPS): The Bureau of the Fiscal
Service (Fiscal Service) administers the world’s largest government funds collec-
tions systems through a network of more than 10,000 financial institutions. The
EFTPS provides businesses and individuals with a free service for making tax
payments to the U.S. Federal Government and collects over $2 trillion per year.
The EFTPS includes the following key services:

—EFTPS.gov—used by both businesses and individuals to make tax payments.

—IRS Direct Pay—a citizen focused, mobile accessible Web site, IRS Direct Pay
assists individuals with making tax payments online.

—EFTPS Contact Center—a world class call center staffed to assist tax payers
with questions and enable tax payments.

—Bulk and Batch tax collection—provides integration with tax professionals,
payroll providers, and large tax collection entities.

In late July, 2014, ForeSee was utilized to measure tax payers’ satisfaction with
using EFTPS Online. The survey measures a customer’s overall experience based on
“Look and Feel”, Navigation, Language (how clearly information is communicated
on the site), Site Performance, Task/Transaction completion, and overall Satisfac-
tion. Each measure is scored from 1-10, with an average score over 8 being consid-
ered strong performance. All measures for EFTPS are well over 8 with customer sat-
isfagtion averaging 8.6. This makes EFTPS one of the highest performing Federal
Web sites.

The EFTPS investment consistently performs at the highest levels in terms of
project management, scope management, cost and schedule baseline management,
risk management, and demonstrating successful operational performance. EFTPS
has delivered above 90 percent accuracy on cost, schedule, and operational perform-
ance results for the past 18 months.

Best Practices:

Several key best practices stand out from the three successful investments, with
each practice sustained over several years.

—Sustained funding—Investments seeking to implement major changes in tech-
nology must have access to predictable funding levels in order to plan and exe-
cute against schedule. Lacking reliable funding levels, projects are prone to con-
stant schedule changes and reassignment of resources—which further con-
tribute to project instability.

—Strong, technical program management—With sustained funding and resource
stability, program managers have the ability to build and lead strong teams,
maintain accurate data on all elements of investment performance, and deliver
against funding commitments.

—Engaged oversight—Whether it at by Congress or OMB, agency or component
level CIOs, with GAO or IG reports, oversight is vital. Oversight establishes de-
mands for transparency and accountability that are critical to proper steward-
ship of government resources.

Significant Barrier:

—GAO has already published many reports on the impact of unpredictable fund-
ing levels on the IRS. Congress should consider that the success experienced in
CADE?2 is subject to risk as already reported in the IRS 2015 Q1 IT Investment
Report.

Question. In 2014, GAO examined efforts in the Federal Government to manage
software licenses and offered several important findings and recommendations. De-
partment of the Treasury has an estimated IT Budget of $3.7 billion for fiscal year
2015. The largest component of the Treasury Department is the IRS, whose Inspec-
tor General reported in 2013 that the agency failed to centralize management of its
software licenses or to use proven best practices and technology to track, manage,
and optimize those licenses. In addition, the Department of the Treasury has not
established a Department-wide comprehensive process for managing its software li-
censes. According to industry averages, agencies that do not proactively implement
software license management and optimization best practices are likely over-
spending on software by as much as 25 percent. The GAO offered six recommenda-
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tions to improve effective management of software licenses. Has the Department
adopted any of these recommendations? Please describe what efforts the Depart-
ment of Treasury has made to improve the software license management practices.

Answer. GAO’s findings primarily focus on the development of a centralized “sys-
tem” for storing, tracking and managing Treasury’s software license assets. In this
vein, Treasury is continuing to work with the Department of Homeland Security on
the implementation of the Continuous Diagnostics and Mitigation program. Once
these capabilities are implemented, Treasury will work with its constituent bureaus
to develop common procedures, policies and capabilities for auditing and tracking
software inventories. Treasury’s Office of the CIO (OCIO) is also currently working
with Treasury’s Office of Privacy, Transparency and Records to revise Treasury Di-
rective (TD 85-02) to establish a policy for authorized software. Additionally, to as-
sist with consolidating requirements across the Treasury enterprise for multiple
types of commodity software, hardware and IT services, Treasury’s OCIO, in con-
junction with the Senior Procurement Executive, launched an Integrated Project
Team (IPT). The IPT believes it can meet the intent of the GAO recommendations
through enterprise-wide strategic sourcing and facilitating communication between
key IT hardware and software vendors and Treasury Bureaus/Offices. These steps
alone will contribute to Department-wide cost savings and/or cost avoidance by iden-
tifying and eliminating the duplication of procurement and contract administration
activities for IT products and services.

QUESTIONS SUBMITTED BY SENATOR JAMES LANKFORD

Question. In your testimony, you highlight the fact that our deficit has fallen by
almost 75 percent since its peak in the same narrative as you tout our Nation’s job
creation and economic growth data. Yet, you advocate for increased deficit spending
in fiscal year 2016 over current law, stating that breaking the budget caps is vital
to our national and economic security. Moreover, the President’s budget calls for an
additional $5.7 trillion in debt over the next decade—despite proposing $2.1 trillion
in tax increases.

Does the administration believe that reducing our annual deficits is akin to strong
job creation and economic growth or does reducing our deficits damage our economy
and threaten our long-term prosperity?

Answer. The administration believes that the effects of deficit reduction on job
creation and economic growth depend on several factors, including: (1) how deficits
are reduced, (2) whether the reduction is seen as permanent or temporary, and (3)
whether the economy is near full employment.

There is widespread agreement among mainstream economists that the counter-
cyclical fiscal support put in place in the wake of the financial crisis prevented the
United States economy from experiencing an even deeper recession than it did. Defi-
cits have shrunk since then, but imposing excessive fiscal austerity on the economy
at this point would require us to forgo investments that are needed to accelerate
growth and expand opportunity. The President’s budget allows for such investments
while also putting the Nation on a sustainable fiscal path.

Question. The Congressional Budget Office (CBO) warned about the impacts that
excessive borrowing will have on the economy, noting that “because Federal bor-
rowing reduces national saving over time, the Nation’s capital stock would ulti-
mately be smaller and productivity and total wages would be lower than they would
be if the debt was smaller.”

Do you agree with the assessment that relatively higher Federal borrowing levels
ultimately reduces productivity and wages?

Answer. The deficit has fallen from $1.4 trillion in fiscal year 2009 to less than
$500 billion in fiscal year 2014. Last year’s deficit represented 2.8 percent of GDP,
a drop of 7.0 percentage points from the fiscal year 2009 peak of 9.8 percent of GDP,
as a result of both explicit policy actions, including a ratio of spending cuts to new
revenues that is more than 2.5 to 1, and improvement to the economy over the last
5 years. In addition to making progress on deficit reduction, the administration has
focused on targeted investments, such as infrastructure, job training, and education,
to support our economy’s recovery. As of June 2015, the economy has achieved 52
consecutive months of job growth and added 9.7 million private sector jobs, the long-
est stretch of consecutive months of job growth since the Bureau of Labor Statistics
began collecting data in 1939.

Near full employment, increased borrowing can crowd out private investment and
reduce productivity and wages, depending on the relative productive value of the
private use of borrowing versus public use. Accordingly, the administration’s fiscal
year 2016 budget proposals would reduce the Federal deficit from fiscal year 2016—
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2025 by an additional $1.2 trillion (0.5 percent of GDP), as estimated by the Con-
gressional Budget Office.

Question. Budgetary caps on discretionary spending are not going to solve our Na-
tion’s long-term fiscal problems. However, it’s important to remember the original
intent of the sequester caps in the Budget Control Act was to force consensus to
achieve structural fixes to our Nation’s budget problem. While the administration
has previously proposed to use chain CPI as a means to deal with some of the pro-
jected growth in our Nation’s entitlement programs, the fiscal year 2016 budget pro-
posal does not propose any substantive entitlement reforms.

Is it the administration’s view that our entitlement programs are sustainable in
long-term and are not in need of any changes?

Answer. The administration takes the financial sustainability of our entitlement
programs very seriously. That is one reason why the administration remains com-
mitted to the Affordable Care Act. In 2009, 75-year projected unfunded obligations
for Medicare and Social Security totaled 5.6 percent of GDP. In 2014, that share
was down to 3.9 percent, a 30 percent reduction, largely due to the Affordable Care
Act. While there remain long-run challenges to the financial sustainability of our
entitlement programs, we have made excellent progress in this administration. We
look forward to working with you and others in going further.

Question. The budget requests a $1.5 billion allocation for the State Small Busi-
ness Credit Initiative (SSBCI). The SSBCI supports “State capital access programs,
collateral support programs, loan participation programs, loan guarantee programs,
and venture capital programs.” The Federal Government has an entire agency, the
Small Business Administration, dedicated to small business financial support, in-
cluding capital access and loan guarantees for small businesses.

Can you explain what is unique about the eligible activities of Treasury’s SSBCI
that are not adequately handled by programs administered by the SBA? What ad-
vantag}es does the SSBCI have over SBA capital access and loan guarantee pro-
grams?

Answer. SBA loan guarantee programs and the Small Business Investment Com-
pany (SBIC) program are typically administered federally and directly through fi-
nancial intermediaries with little to no interaction with State or local governments.
By contrast, SSBCI was designed with flexibility for State and local governments
to fund programs that best target local small business needs. These programs take
a wide variety of forms and are typically designed to be complementary to SBA pro-
grams rather than redundant. This is because SSBCI also provides States incentives
to deploy funding in support of small business financing expeditiously and effi-
ciently 3 meaning States also have an incentive to design programs that do not com-
pete with SBA programs for small businesses seeking credit.

State credit support programs have been active in their various forms for decades,
co-exiting with SBA programs, but have struggled to maintain funding through
State fiscal cycles. Extending SSBCI would give these programs a consistent source
of funds and local leaders would have the resources they need to support economic
development in their communities. Below are some of the ways State credit support
programs complement SBA:

—The ability to support loans to non-profits. Non-profit organizations provide cru-
cial human services and create jobs. However they often face challenges secur-
ing financing because, by definition, they tend not to build strong balance
sheets through retained earnings. SSBCI allows States to enroll loans to non-
profits in credit support programs. For example:

—The New Mexico Finance Authority (NMFA) provided a $241,000 subordinate
loan participation enabling a bank to extend a $1.6 million loan to purchase
and renovate the new Greater Albuquerque Habitat for Humanity head-
quarters and Habitat Restore.*

—The Virginia Small Business Financing Authority used its Cash Collateral
Program to support a loan to It’s About Time, a social service provider for in-
dividuals with intellectual disabilities. As a result of the transaction, the or-
ganization upgraded and doubled the size of its facility. The company employs
76 people and will add 18 to 20 jobs as a result of the expansion.>

—Many small banks don’t participate in SBA programs. Some small banks do not
do a high enough volume of loans to justify the administrative cost of managing

3SSBCI funds are disbursed in three increments and Participating States must expend, obli-
gate, or transfer at least 80 percent of a disbursement before qualifying for the next disburse-
ment. In addition, this must be completed within the 7-year program authorization.

4SSBCI Quarterly Report as of September 30, 2014.

5SSBCI Quarterly Report as of December 31, 2014
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an SBA lending operation. State credit support programs offer an alternative
to community banks that would like to be able to support underserved bor-
rowers.

—Capital Access Programs (CAPs) effectively support small dollar loans. CAPs
provide a loss reserve on a portfolio of loans at each participating lending insti-
tution. The State matches contributions to the loss reserve by the borrower and
the bank. While SBA does have other programs targeting small dollar trans-
actions, it does not operate CAPs as defined in the Small Business Jobs Act of
2010. Through 2014, approximately 90 percent of all SSBCI CAP loans were for
less than $100,000 and many were as low as a few thousand dollars.

—All banks, credit unions, and Community Development Financial Institutions
(CDFIs) are eligible to enroll loans in SSBCI programs subject to review by the
States. The flexibility to support CDFI loans allows SSBCI to reach businesses
in underserved communities. Approximately 41 percent of all transactions sup-
ported by SSBCI since 2011 have been to businesses located in low- or mod-
erate-income communities.

States also use SSBCI funds to support investment in small businesses. The
State-sponsored investment programs funded by SSBCI are different in kind from
the SBA’s SBIC program in that they generally target earlier stage businesses with
equity investment or flexible debt instruments. The SBIC program requires current
interest payments limiting small businesses recipients to companies mature enough
to service debt. A more patient source of capital is necessary to launch and grown
new businesses.

Oklahoma directed its entire SSBCI allocation to an investment program adminis-
tered by i2E, a private, non-profit corporation that helps entrepreneurs, companies,
inventors and researchers turn their innovations into high growth business opportu-
nities for Oklahoma. For example, using SSBCI funds, i2E invested in Oklahoma
City-based Selexys Pharmaceuticals, which is developing a treatment for Sickle Cell
Disease, and WeGoLook, also based in Oklahoma City, that provides site inspection
services. i2E’s investments in these companies were catalytic given the scarcity of
co-investment partners in Oklahoma.

Thirty-seven other States directed some portion of their SSBCI program to pro-
grams supporting high-growth potential early-stage companies. State economic de-
velopers see these programs as part of a long-term strategy to retain talent and
teﬁhnology in State and grow local businesses with the potential to create high-wage
jobs.

In these ways, SSBCI can also be seen as creating a State-led laboratory for the
development of and improvement of small business finance support. The SBA pro-
grams work very well for a large population of business borrowers, but States are
experimenting with ways to reach businesses outside of the SBA universe. Extend-
ing SSBCI will build on the momentum of the program’s first round of funding and
strengthen the Federal Government’s relationships with State economic develop-
ment agencies which are highly responsive to capital needs in local markets.

Question. The fiscal year 2016 budget request for Community Development Finan-
cial Institutions (CDFIs) is $233.5 million. Part of the CDFI’s responsibility is to re-
ceive and dole out the allocations provided under the New Markets Tax Credit
(NMTC) program. The NMTC is supposed to “encourage investors to make invest-
ments in impoverished, low-income communities that traditionally lack access to
capital.” However, according to the Congressional Research Service (CRS), “as a re-
sult of the definition of qualified LICs, virtually all of the country’s census tracts
are potentially eligible for the NMTC.” Moreover, there have been numerous exam-
ples of NMTC financing for frivolous projects outside of low-income census tracks,
including the expansion of the world’s largest aquarium in Atlanta.

—Is the New Markets Tax Credit program appropriately tailored to meet its pur-
pose of serving impoverished communities, despite the fact that “virtually all of
the country’s census tracts are potentially eligible” for the credit?

—1Is subsidizing the expansion of an aquarium in Atlanta an appropriate use of
NMTC resources?

Answer. Nationally, 40.8 percent of all 74,000 census tracts are eligible for the
NMTC Program. The New Markets Tax Credit Program requires that all invest-
ment be made in low-income census tracts. To qualify for the program, a community
must have a poverty rate of at least 20 percent or median family income of 80 per-
cent or less. Further, the NMTC Program gives competitive preference for trans-
actions located in highly distressed communities, defined as a poverty rate of 30 per-
cent or greater; median income of 60 percent or less; or an unemployment rate of
1.5 times the national average. Seventy-five percent of NMTC transactions are lo-
cated in highly distressed census tracts.
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The Atlanta Aquarium is located in a census tract with a poverty rate of 46.6 per-
cent based on the U.S. Census’ 2006-2010 American Community Survey 5-year esti-
mates, qualifying it as a highly distressed census tract. In addition, this project
brought revitalization to the community by creating 756 jobs, of which 473 are per-
manent, including many entry-level positions, among other benefits.

Museums comprise a small percentage of the overall NMTC portfolio—less than
5 percent. But the profile of the community—high poverty rates and severe eco-
nomic distress—is precisely what the NMTC was intended to target. Museums and
cultural amenities are often a small but very important part of a comprehensive re-
vitalization plan for many urban and rural communities. In addition to the jobs, in-
vestment, and foot traffic they bring to local small businesses, these organizations’
programming, education, and outreach efforts deliver intangible benefits to the sur-
rounding low income community.

QUESTIONS SUBMITTED BY SENATOR RICHARD J. DURBIN

Question. I applaud the action taken by the administration last September to re-
duce the economic benefits associated with corporate inversions by issuing tem-
porary regulations under Section 7874 of the Internal Revenue Code.

Is Treasury considering additional rules changes that would eliminate incentives
for corporations to avoid paying U.S. taxes by inverting? Specifically, would Treas-
ury consider rules to prevent abusive earnings stripping practices, perhaps using
authority under Section 385 of the Internal Revenue Code? Does Treasury have au-
thority to prevent corporations from structuring an inversion in a way to shield
shareholders from gain recognition, as is reportedly being done in the Burger King-
Tim Horton’s merger?

Answer. The Treasury Department and the IRS expect to issue additional guid-
ance to further limit inversion transactions that are contrary to the purposes of sec-
tion 7874 and the benefits of post-inversion tax avoidance transactions. In par-
ticular, the Treasury Department and the IRS are considering guidance to address
strategies that avoid U.S. tax on U.S. operations by shifting or “stripping” U.S.-
source earnings to lower-tax jurisdictions, including through intercompany debt and
have requested comments on this topic.

Moreover, Treasury is aware that certain structures are being used to shield
shareholders from gain recognition in the context of inversion transactions. We ad-
dressed certain structures in Notice 2014-52, as well as earlier in 2014 in Notice
2014-32 (which, among other things, limited the ability of shareholders to avoid
gain through the use of so-called Killer B structures). We continue to consider what
additional steps we may take.

However, there are limits to what Treasury can do without legislative action by
Congress. As we have consistently said, business tax reform that contains specific
anti-inversion legislation is the most effective way to fully address these trans-
actions.

Question. A government-wide ban on inverted corporations receiving Government
contracts has been included in appropriations bills since 2008, preventing a com-
pany from profiting from doing business with the Government while avoiding paying
U.S. taxes by inverting. However, a Bloomberg article from July 8, 2014, “Tax Run-
aways Win Billions in U.S. Contracts Despite Bans,” outlines several cases where
inverted companies continue to receive Government contracts.

How can Treasury and the IRS better work with other Federal agencies to ensure
companies that have inverted do not receive Federal Government contracts?

Answer. The President’s fiscal year 2016 budget proposal contains a proposal,
“Limit the Ability of Domestic Entities to Expatriate,” that would (among other
things) provide the Internal Revenue Service with authority to share tax return in-
formation with Federal agencies for the purpose of administering an agency’s anti-
inversion rules. Federal agencies receiving this information would be subject to the
safeguarding and recordkeeping requirements under section 6103.

Unfortunately, information sharing alone will not fully address the problem. This
is because the anti-inversion statutes applicable to other agencies in administering
contract prohibitions generally are not same as the anti-inversion provision included
in the Internal Revenue Code (section 7874). Furthermore, the regulations and guid-
ance issued by the Treasury under section 7874 (for example, Notice 2014-52) gen-
erally are not applicable for purposes of applying other anti-inversion statutes. Im-
provements in this area result if consideration would be given to defining an inver-
sion transaction by reference to section 7874 of the Internal Revenue Code in draft-
ing future legislation related to banning Government contracts for inverted compa-
nies.
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QUESTIONS SUBMITTED TO HON. JOHN KOSKINEN

QUESTIONS SUBMITTED BY SENATOR JOHN BOOZMAN
INFORMATION TECHNOLOGY SECURITY

Question. The IRS is responsible for safeguarding a vast amount of sensitive fi-
nancial and personal data, processing returns that contain confidential information
for over 100 million taxpayers. The agency needs to protect taxpayer information
from misuse, improper disclosure, or destruction. This responsibility is even more
complex given the vast amount of date being sent and exchanged as part of the Af-
fordable Care Act.

TIGTA has consistently ranked protection of taxpayer data as one of the highest
priority challenges facing the IRS. In addition, GAO noted that although the IRS
is making progress in addressing information security, weaknesses remain that
could affect the confidentiality, integrity, and availability of financial and sensitive
taxpayer data.

TIGTA’s fiscal year 2014 Federal Information Security Management Act report
identified four security program areas which were not fully effective due to one or
more Department of Homeland Security (DHS) guideline program attributes that
were not met. The TIGTA noted that the IRS had not yet implemented its Informa-
tion Security Continuous Monitoring strategy, and that the IRS did not always re-
port incidents involving Personally Identifiable Information to the U.S. Computer
Emergency Response Team (US—-CERT) within established timeframes. The report
also noted that the IRS had not yet fully implemented a process for identifying and
tracking contractors who are required to complete specialized training, and had not
fully implemented unique user identification and authentication that complies with
Homeland Security Presidential Directive-12 (HSPD-12).

In that report, the TIGTA noted that until the IRS takes steps to improve its se-
curity program deficiencies and fully implements all 11 security program areas re-
quired by the FISMA, taxpayer data will remain vulnerable to inappropriate use,
modification, or disclosure, possibly without being detected.

Would you please update the subcommittee with specific information on the status
of the IRS’ progress on addressing these deficiencies?

Answer. The security and privacy of taxpayer information and the integrity of the
IRS’s systems continues to be sound, and the IRS remains committed to the ongoing
programs to manage the security risks in the IT infrastructure as required by the
Federal Information Security Management Act, National Institute of Standards and
Technology guidance, and other appropriate standards. The IRS continues to im-
prove its Cybersecurity Program focusing on managing information security risk on
a continuous basis; monitoring the security controls in IRS information systems and
the environments in which those systems operate on an ongoing basis; and main-
taining ongoing awareness of information security.

As responses to the TIGTA audits mentioned above, the following actions are oc-
curring as resources allow:

—The Department of the Treasury (Treasury) recently published the Enterprise
level approach for Information Security Continuous Monitoring (ISCM) in Feb-
ruary 2015 to ensure standardization across the Bureaus. The IRS is currently
aligning its practices and methodologies to enable ongoing authorizations to im-
prolze the IRS’s security posture through informed risk management decision-
making.

—The IRS understands the importance of timely reaction, including reporting to
Treasury/US-CERT, and makes every effort to report expeditiously. The IRS
implemented enhancements to its incident reporting system interface during
late 2014. These enhancements streamlined the process by which IRS employ-
ees report both IT and paper-based inadvertent disclosures and allows for an
accelerated processing of received incidents within the Incident Response pro-
gram. Combined with ongoing Service-wide training on data protection and em-
ployee reporting responsibilities, these enhancements will ensure continued
timeliness, compliant with OMB standards for incident reporting, response, and
notification.

—The IRS has updated its contractual obligations to ensure the requirement for
completing specialized training is documented in all IT contracts and is in the
process of developing the ability to track contractors completing specialized se-
curity training. The IRS anticipates maturing the tracking and accountability
progress during the summer of 2015.

—While progress has been hampered by declining budget, the IRS continues in
its efforts to comply with HSPD-12. Currently 62.64 percent of IRS’s employees
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are using the HSPD-12 smart card for network and remote access. The IRS ex-
pects to have largely completed its efforts to comply with this portion of HSPD
12 by the end of fiscal year 2015.

PRISONER FRAUD

Question. In the past TIGTA has identified refund fraud committed by prisoners
as a significant problem for tax administration. Just last fall a report noted that
refund fraud associated with prisoner Social Security Numbers remains a serious
problem. The number of fraudulent tax returns filed using a prisoner’s Social Secu-
rity Number that were identified by the IRS increased from more than 37,000 tax
returns in calendar year 2007 to more than 137,000 tax returns in calendar year
2012. The refunds claimed on these tax returns increased from $166 million to $1
billion.

According to TIGTA, Treasury has the authority to share information with the
Federal Bureau of Prisons and State Departments of Corrections to help determine
if prisoners may have filed or help the filing of a fraudulent return.

Has the IRS shared fraudulent prisoner tax return information with Federal or
State prison officials?

Answer. The Internal Revenue Code (IRC) 6116 requires the Bureau of Prisons
(BOP) and Departments of Corrections (DOCs) to provide the IRS with certain infor-
mation about all incarcerated individuals on an annual basis. Under section 6116,
the IRS receives information from the BOP, all 50 States, and the District of Colum-
bia. With this data, the IRS builds a “prisoner file” which is the cornerstone of our
efforts to prevent the issuance of fraudulent refunds to individuals filing false tax
returns using prisoner Social Security Numbers (SSNs). The IRS processing systems
use this prisoner file to identify returns filed under prisoner SSNs and to identify
potential fraud and other compliance issues that may arise when an individual is
incarcerated. The IRS continues to use this data and work with the corrections
agencies to improve the quality and reliability of the data they provide to us each
year.

The IRS continues to work with the BOP and the Departments of Corrections
(DOCs) to secure Memoranda of Understanding (MOU) to authorize the IRS to dis-
close prisoner tax return information under IRC 6103(k)(10). This information would
allow Federal and State prison officials to take actions against prisoners who com-
mit refund fraud.

As of March 23, 2015, the IRS has completed MOUs with 7 State correctional au-
thorities (Mississippi, South Carolina, Illinois, Vermont, North Dakota, Colorado,
and Wyoming); 13 State DOCs have declined to participate. We continue to work
the issues and concerns of the remaining State agencies and the BOP. The IRS re-
mains committed to addressing agencies’ concerns related to enrolling in this pro-
gram so they may begin receiving inmate tax return information from the IRS.

In addition, we are working with the Social Security Administration (SSA) to
allow the IRS access to the SSA database of prisoners under authority provided in
the Bipartisan Budget Act of 2013. The SSA receives prisoner information directly
from a number of correction agencies, including local jails. But until December 2013,
the SSA did not have the authority to share the data with the IRS for tax adminis-
tration purposes. This information from the SSA could significantly expand the
number of records in the IRS prisoner file.

The IRS continues to inform the Federal and State prison officials about the “Blue
Bag” program, an important IRS program aimed at detecting prisoner tax fraud.
Through the Blue Bag program, prisons send prisoner tax forms, correspondence,
and other tax-related documents to a special IRS address for additional review. IRS
analysts review the prisoner tax returns and correspondence to take appropriate ac-
tions.

Question. Please provide the subcommittee with the most recent annual prisoner
fraud report to Congress.

Answer. The Calendar Year (CY) 2012 and 2013 reports are attached.

[CLERK’S NOTE: The Calendar Year 2012 and 2013 reports are included as an ap-
pendix at the end of the hearing transcript.]

Question. Has the Commissioner, Wage and Investment Division, established a
Memoranda of Understanding with the Federal Bureau of Prisons and all State De-
partments of Corrections?

Answer. The IRS receives data from the BOP and State DOCs. This data allows
the IRS to detect fraudulent returns filed with prisoner SSNs. The IRS continues
to work with the BOP and DOCs to establish a Memorandum of Understanding
(MOU) to authorize the IRS to disclose prisoner tax return information under IRC
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6103 (k)(10). This information would allow Federal and state prison officials to take
action against prisoners who commit refund fraud.

As of March 23, 2015, the IRS has completed MOUs with seven state correctional
authorities (Mississippi, South Carolina, Illinois, Vermont, North Dakota, Colorado,
and Wyoming); 13 State DOCs have declined to participate. We continue to work
the issues and concerns of the remaining State agencies and the BOP. The IRS re-
mains committed to addressing agencies’ concerns related to enrolling in this pro-
gram so they may begin receiving inmate tax return information from the IRS.

Question. Has the IRS developed processes to identify tax returns filed that have
the?same characteristics of confirmed fraudulent prisoner tax returns? If no why
not?

Answer. The IRS has developed a methodology to identify returns filed with pris-
oner SSNs that meet certain characteristics. In addition, we are able to prevent
prisoner fraud by identifying claims for refunds filed using a prisoner’s SSN. These
returns receive increased scrutiny.

Question. Has the IRS determined whether these tax returns should be included
in the annual report to Congress?

Answer. Yes, we report all known false and fraudulent returns filed under the
SSN of a prisoner in the annual report to Congress.

Question. Has the IRS ensured that all tax returns that are filed using a prisoner
Social Security Number are assigned a prisoner indicator?

Answer. A prison indicator is assigned on returns filed under SSNs of prisoners
that meet our Electronic Fraud Detection System (EFDS) data mining rule and are
requesting a refund. We monitor this indicator as part of our internal management
system.

The fraud filters identify tax returns claiming refunds and select returns in which
the primary (primary and/or secondary on a joint return) Social Security Number
matches the annual prisoner file. Returns with prisoner SSNs are reviewed by IRS
tax examiners to verify the income and withholding amounts reported on a return,
and the refundable credits claimed on the return. If items cannot be verified, the
refund claim is denied.

As a result:

—The number of fraudulent tax returns filed using a prisoner’s SSN (identified
by the IRS) decreased from over 137,000 tax returns in calendar year (CY) 2012
to less than 56,000 tax returns in CY 2014 (preliminary findings);

—Refunds claimed on these tax returns increased from $1 billion in CY 2012 to
$1.8 billion in CY 2014 (preliminary findings);

—IRS stopped $1.8 billion in fraudulent refunds in CY 2014, up from $936 million
in CY 2012 (preliminary findings).

Question. Has the IRS identified and addressed the cause of the cases TIGTA

found that were not identified with a prisoner indicator?

Answer. We have made programing changes for filing season 2015. These tax re-
turns are now sent through the filters specific to the prisoner filed tax returns, and
receive one of the prisoner indicators.

Question. According to the TIGTA, a computer programming error resulted in the
IRS not assigning a prisoner indicator to 3,139 tax returns TIGTA identified. With-
out the proper assignment of a prisoner indicator, the tax returns are not sent
through those fraud detection filters specific to a prisoner-filed tax return.

Has the IRS corrected this error?

Answer. Please see the previous response.

PERFORMANCE AWARDS

Question. This year, you made the decision to spend almost $67 million in fiscal
year 2015 funds to pay out performance awards to employees, managers and execu-
tives for fiscal year 2014. The previous commissioner had made the decision to sus-
pend awards because of funding pressures and the need to fund more critical prior-
ities.

Previously you have stated “Some may ask if the award money would be better
spent in other ways. Following my visits with employees in recent weeks, I believe
the answer is clear: This money is best spent on our existing employees.” Would you
please explain why these awards took priority over funding other mission critical
activity, such as taxpayer services?

Answer. The IRS senior leadership uses a deliberate decisionmaking process to
determine priorities based on a variety of factors, including whether it is statutorily
mandated or discretionary. The Service then allocates available appropriated re-
sources against those requirements. We then determine the unfunded mission crit-
ical requirements and identify what additional resources are available from other
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sources, such as user fees or reimbursable services, and allocate those resources
against the Servicewide requirement.

As part of our ongoing investment in our workforce, the IRS will continue to rec-
ognize qualifying employees who do exceptional work. It is also important to point
out that the IRS recently achieved significant cost savings in this area. As a result
of negotiations with the National Treasury Employees Union (NTEU) concluded last
year, the overall pool for awards was reduced to about 1 percent of the employee
salary base, which is about $42 million less than the 1.75 percent provided in pre-
vious years.

The IRS has a contractual obligation with the Union to pay awards, and in the
interest of fairness, applied the same treatment to its non-Union employees. Beyond
our contractual obligations, one of the agency’s highest priorities is its people. Re-
warding high-performing employees is a vital investment for the Nation’s tax sys-
tem and the IRS. Since fiscal year 2010, the IRS has 13,000 fewer employees, but
is still processing tax returns and refunds during the filing season and running a
tax system with new mandates, all the while ensuring the Nation collects nearly
$3 trillion in revenue to fund everything from defense to social programs. Perform-
ance awards are a good investment that pays off—and they reflect the hard work
the staff does on a daily basis for the Nation.

AWARDS TO EMPLOYEES WITH MISCONDUCT

Question. Previously TIGTA did a review of IRS performance awards.That review
found that more than 2,800 employees with recent substantiated conduct issues re-
sulting in disciplinary action received more than $2.8 million in monetary awards,
more than 27,000 hours in time-off awards, and 175 quality step increases. Among
these, more than 1,100 IRS employees with Federal tax compliance problems re-
ceived more than $1 million in cash awards, more than 10,000 hours in time-off
awards, and 69 quality step increases within a year after the IRS substantiated
their tax compliance problem.

According to the review, with few exceptions, the IRS does not consider tax com-
pliance or other misconduct when issuing performance awards or most other types
of awards. The IRS code makes mandatory the removal of IRS employees who are
found to have intentionally committed certain acts of misconduct, including willful
failure to pay Federal taxes. According to TIGTA, providing awards to employees
with conduct issues, especially those who fail to pay Federal taxes, appears to be
in conflict with the law.

Given the serious need to restore the credibility of the IRS, does management con-
sider conduct issues resulting in disciplinary actions, especially the nonpayment of
taxes, before giving out all types of awards?

Answer. Effective for the 2014 performance awards the IRS implemented meas-
ures to ensure that any IRS employee who violates Section 1203(b) of the IRS Re-
structuring and Reform Act of 1998 is ineligible to receive a performance award.
Section 1203(b) addresses certain employee misconduct, including the willful failure
to file taxes, the understatement of Federal tax liability, and threatening taxpayers.

No IRS employee will be eligible for a discretionary or performance award (includ-
ing bilingual awards and discretionary pay adjustments, such as Quality Step In-
creases (QSIs), and manager performance-based increases), if a final agency decision
is made that the employee violated Section 1203(b). The ineligibility determination
will apply to the fiscal year in which the final agency decision is made. In addition,
employees who are suspended for more than 14 days as a result of any misconduct
are ineligible for QSI’s. When deciding whether to deny a performance award to a
bargaining unit employee, who is otherwise eligible, the IRS must adhere to the
terms of the 2012 National Agreement II between the IRS and the National Treas-
ury Employees Union.

Question. Did any of the awards recently paid out go to employees with conduct
issues or unpaid taxes?

Answer. As stated above, employees found in violation of Section 1203(b) were in-
eligible for 2014 performance awards, which the IRS paid on March 19, 2015.

Question. Did any of the awards go out to employees subject to ongoing investiga-
tions relating to the targeting of taxpayers?

Answer. To the IRS’s knowledge, four congressional committees, TIGTA and the
Department of Justice have been involved in investigations concerning alleged tar-
geting of taxpayers. Thus far, none of these investigating committees or agencies
has identified to the IRS specific current employees who are subjects or targets of
any pending investigations.

If you have questions about specific individuals, you can contact the IRS, or have
your staff contact the IRS. However, please note the Privacy Act (5 U.S.C. Section
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552a) precludes the IRS from responding to questions about particular employees
in a public setting or communication.

Question. Would you tell us whether employees have actually been removed be-
cause of misconduct?

Answer. Employees may be removed for reasons other than misconduct, however,
between October 1, 2012, and March 20, 2015, a total of 854 employees were re-
moved because of various types of misconduct either during or after their proba-
tionary periods.

. Number of Employees
Fiscal Year Removed
2012 302
2013 248
2014 245
2015% 59
Total 854

*Total removed between Oct. 1, 2014, and March 20, 2015.

Question. Would discriminating against a taxpayer be considered misconduct?
Answer. Discriminating against a taxpayer is misconduct and a violation of Sec-
tion 1203(b). An employee can be removed after a final administrative or judicial
determination of a violation of this statute.
Section 1203(b) specifically covers discrimination-related acts or omissions, such
as:
—Violating a taxpayer’s or taxpayer’s representative’s:
—(A) Rights under the U.S. Constitution, or
—(B) Civil right established under:
—() Title VI or VII of the Civil Rights Act of 1964;
—(i1) Title IX of the Education Amendments of 1972;
—(iii) the Age Discrimination in Employment Act of 1967;
—(iv) the Age Discrimination Act of 1975;
—(v) Section 501 and 504 of the Rehabilitation Act of 1973; or,
—(vi) Title I of the Americans with Disabilities Act of 1990;

—Falsifying or destroying documents to conceal mistakes made by an IRS em-
ployee with regard to a matter involving a taxpayer or taxpayer representative;

—Violating the Internal Revenue Code of 1986, Treasury regulations or policies
of the Internal Revenue Service, including Internal Revenue Manual, for the
purpose of retaliating against, or harassing, a taxpayer or taxpayer’s represent-
ative; and

—Threatening to audit a taxpayer for purpose of extracting personal gain or ben-
efit.

HIRING EMPLOYEES WITH PAST MISCONDUCT

Question. A TIGTA report issued in December of last year found that between
January 2010 and September 2013, IRS records show that the IRS hired more than
7,000 former employees (78 percent were temporary or seasonal positions).

It is troubling to learn that in this process the IRS rehired hundreds of former
employees with performance or conduct issues including willful failure to file their
Federal tax returns, unauthorized access to taxpayer information, leave abuse, fal-
sification of official forms, unacceptable performance, misuse of IRS property, and
off-duty misconduct. The report also found that many employees hired with prior
substantiated or unresolved conduct or performance issues had new conduct or per-
formance issues.

I understand that IRS wanted to consult with Legal Service to determine if con-
sideration of prior conduct and performance issues violates Federal regulations.

Doesn’t common sense tell you that the IRS should consider a potential employee’s
previous track record with the agency before hiring them again?

Answer. Yes; therefore, the IRS considers prior conduct and performance issues
before rehiring a former employee, and believes it has sufficient legal basis to do
so at any time during the hiring process.
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ERRONEOUS TAX FORMS FOR HEALTHCARE.GOV USERS

Question. According to a disclosure from the Centers for Medicare and Medicaid
services on February 20, the IRS provided erroneous tax information to 800,000
Americans who enrolled in insurance policies through Healthcare.gov.

This is yet another example of the administration’s failed implementation of the
healthcare law and the confusion and frustrations countless Americans have experi-
enced. These latest problems could be particularly painful for low-income families
who were counting on receiving a tax refund and must now wait weeks before filing
their taxes.

When did the IRS first discover that these forms had been incorrectly issued? And
when did you personally learn there was a problem?

Answer. As CMS is the provider of these forms, any questions you have con-
cerning how and where the error occurred, the timing of the error, which consumers
were affected, and the extent to which they were affected should be directed to
CMS. On February 8th, CMS alerted IRS staff there was an issue with the second
lowest cost Silver plan (SLCSP) contained on some Forms 1095-A that CMS pro-
vided to consumers and IRS staff alerted the Commissioner the following day. It
was not until the afternoon of February 17th that CMS informed the IRS of the
known magnitude of the issue, i.e. that over 800,000 Forms 1095-A were affected.

ERRONEOUS TAX FORMS

Question. Last week, the IRS announced that it would not pursue collection of ad-
ditional taxes from any of the 50,000 taxpayers who already filed their taxes using
the incorrect forms. IRS officials stated some of the mistakes favor the Government
and some favor the taxpayer, making it basically a wash.

What authority do you have to suspend enforcement? And what is the citation in
the Internal Revenue Code upon which you are relying to suspend enforcement in
this situation?

Answer. The Secretary and the Commissioner have the authority under several
sections of the Internal Revenue Code, including but not limited to sections 6404
and 7803, not to pursue the collection of unpaid taxes in certain circumstances, such
as when the administration and collection costs involved would not warrant collec-
tion of the amounts due.

Question. Would overpayment or underpayment this year affect their returns for
next year?

Answer. No. The amount of tax reported for 2014 will not affect the amount of
tax for 2015.

Question. How many IRS employees are working to address these errors and what
will be the total cost to the IRS to resolve this situation?

Answer. As the provider of these forms, any questions you have concerning the
cost to provide corrected forms should be directed to CMS. The IRS accepts roughly
billions of information returns every year and is very accustomed to receiving cor-
rected information returns in the normal course of operations.

Question. California recently announced it sent incorrect tax forms to 100,000
households that received Federal premium subsidies on its State exchange.

Is the IRS planning to allow California residents who underpaid Federal taxes to
be off the hook?

Answer. On March, 20, 2015, Treasury announced relief for tax filers who enrolled
through a State-based Marketplace. That relief was similar to the relief it had an-
nounced for individuals who enrolled in federally facilitated Marketplace qualifying
coverage, received an incorrect Form 1095-A, and filed his or her tax return based
on that form.

ACA COSTS

Question. According to GAO, from 2010 to 2014, the IRS has already spent $1.1
billion on implementation of the Affordable Care Act. Your fiscal year 2015 budget
requested $451 million for ACA and you've requested another $490 million in fiscal
year 2016, to be supplemented with user fees and other resources. The passage of
the ACA has had a significant impact on the IRS.

Does the IRS have a comprehensive multi-year strategic plan for implementing
its significant responsibilities under the Affordable Care Act?

Answer. The IRS’s 2014-2017 Strategic Plan (http:/www.irs.gov/pub/irs-pdf/
p3744.pdf) provides for the implementation of the tax provisions of the ACA in a
timely and straightforward manner, including significant IT development and sys-
tems modifications. Different tax provisions of the ACA are administered by dif-
ferent Business Operating Divisions at the IRS. For example, the insurance provider
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fee under section 9010 of the ACA is administered by the Large Business and Inter-
national Division, while the premium tax credit is administered by the Wage and
Investment Division. These divisions have already implemented most of the nearly
50 tax provisions of the ACA. The 2014 Internal Revenue Service Data Book (http://
www.irs.gov/pub/irs-soi/14databk.pdf, pages 71-72) contains a summary of the provi-
sions implemented through 2014. The schedule of the significant remaining provi-
sions to be implemented is as follows:

—2015.—Accept and validate new voluntary ACA Information Returns (employer
and provider reporting) (IRC sections 6055 and 6056);

—2016.—Expand intake and validation for paper and electronic submissions of
mandatory ACA Information Returns (employer and provider reporting) (IRC
sections 6055 and 6056);

—2016.—Enforcement of employer shared responsibility provision (IRC section
4980H); and

—2018.—Implementation of Excise Tax on High-Cost Health Plans (IRC section
49801).

Question. Will you provide the subcommittee with a copy of that plan including
expected milestones and a detailed breakdown of the source of these funds that will
be used to implement the plan, how funds have been spent so far, and an estimate
of on-going costs of the implementation?

Answer. Please see the previous response for links to the IRS’s Strategic Plan.
Below is a table showing amounts spent to date on each provision, as well as the
projected funding for fiscal year 2015 and request for fiscal year 2016.
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ACA ACTUALS BY FUNCTION
FISCAL YEAR 2010-FISCAL YEAR 2012

Taxpayer Services Enforcement Operations Support Total
$000 FTE $000 FTE $000 FTE $000 FTE
Fiscal Year 2010:
Administer New Fees on Drug Manufactur-

ers and Health Insurers 345 T i | e 345 1
Strengthen Oversight of Exempt Hospitals .. 3 [— 407 3 Y2 414 3
Promoting Compliance with Other New Pro-

VISIONS. veveveveveeeeeeeesensssssesesasassssssssssseseenes 130 1 4 22 826 5
Program M t 122 122 0
Support of Implementation & Taxpayer

Issues (e.g. Counsel, Appeals) 4 2,356 4] e | e 2,360 14
Customer ~ Service  Support  (Outreach,

Phones & Other Support) .......cccccovvrerunnns 1,209 9 61 1 29 | v 1,299 10
Information Technology, Operations & Sup-

port & Infrastructure/Deliver New Tax

Credits & Individual Coverage Require-

MENE oneresssisessssssssseenens | cvvsssssini | v | o | e 15340 | oo 15,340 0

Fiscal Year 2010 Total ........ccccccccoereree $1,348 10 $3843 23| $15515 0| $20,706 33
Fiscal Year 2011:
Administer New Fees on Drug Manufactur-

ers and Health Insurers 0 667 L/ I 667 4
Strengthen Oversight of Exempt Hospitals .. 39 [ s 4,476 39 10 4,525 39
Promoting Compliance with Other New Pro-

visions 373 11,160 89 109 1 11,642 90
Program M: t 0 35 1 8331 41 8,366 42
Support of Implementation & Taxpayer

Issues (e.g. Counsel, Appeals) ................ 96 1 4913 30 [ v | i 5,009 31
Customer  Service  Support  (Outreach,

Phones & Other Support) .........cccccccevere 3,359 42 2,563 34 97 1 6,019 77
Information Technology, Operations & Sup-

port & Infrastructure/Deliver New Tax

Credits & Individual Coverage Require-

ment 0 0] v 131,928 294 | 131,928 294

Fiscal Year 2011 Total ........ccccccceverere $3,867 43 | $23,814 197 | $140,475 337 | $168,156 577
Fiscal Year 2012:
Administer New Fees on Drug Manufactur-

ers and Health Insurers 1,136 8| s 1,136 8
Strengthen Oversight of Exempt Hospitals .. 168 1 3,859 34 2 4,029 35
Promoting Compliance with Other New Pro-

visions 258 2 8,035 [L1:70 AR I 8,293 67
Program M: t 6 105 0 17,798 49 17,909 49
Support of Implementation & Taxpayer

Issues (e.g. Counsel, Appeals) 16 5,158 37 5174 37
Customer ~ Service  Support ~ (Outreach,

Phones & Other Support) .........ccccccccceve. 2,291 32 2,354 32 66 | oo 4,711 64
Information Technology, Operations & Sup-

port & Infrastructure/Deliver New Tax

Credits & Individual Coverage Require-

MENT oereeeerererreeerereresesesessssssssssnreress | evenesssnsnnns | eveverenenenes | eovenenrnrnnne | severeeeeeenes 257,961 407 | 257,961 407

Fiscal Year 2012 Total .........ccccccererere $2,739 35| $20,647 176 | $275,827 456 | $299,213 667
Total Fiscal Year 2010-2012 .....ooovvvevrvrvrrrerererenens $7,954 88 | $48,304 396 | $431,817 793 | $488,075 1,277




161

ACA ACTUALS BY ACCOUNT
FISCAL YEAR 2013 AND FISCAL YEAR 2014 WITH FISCAL YEAR 2015 PROJECTION

Taxpayer Services Enforcement Operations Support Total

$000 FTE $000 FTE $000 FTE $000 FTE

Fiscal Year 2013:
Administer New Fees on Drug Manufactur-
ers and Health Insurers 1,509 10 | o | e 1,509 10
Promoting Compliance With Other New
P

211 1 9,036 ) 112 1 9,359 73

Strengthen Oversight of Exempt Hospitals 3| s 3,464 30 29 3,527 30

Administer Adoption Credit 241 3 241 3
Support of Implementation & Taxpayer

Issues (Counsel, Appeals & TAS) ......... A6 | 5,020 72 [RT I 5,066 32

Applications  Development/Systems ~ Soft-
ware Contracts Systems Testing & De-
TIVBIY eeerererrerererevenessssssssnsnrens | cvevevmnnmnnnn | evevenenenines | eovenenrenenee | eevereeeeeenes 248,694 446 | 248,694 446

Program Management, Business Design
and Specifications and Oversight of
Data Sharing of Federal Tax Informa-

tion 225 2 38 11,556 58 11,819 60
Customer Service Assist Taxpayers ............ 3,752 A7 | e | e | e | e 3,752 47
Fiscal Year 2013 Total ........ccccccoereree $4,268 50 | $19,308 146 | $260,391 505 | $283,967 701

Fiscal Year 2014:
Administer New Fees on Drug Manufactur-
ers and Health Insurers 2,133 W | i | i 2,133 14
Promoting Compliance With Other New
P

396 2 6,581 46 194 1 7,171 49

Strengthen Oversight of Exempt Hospitals 3 1 2,829 25 25 0 2,857 26
Assist  Taxpayers Understanding ACA

Issues . 11,477 164 1,039 10 803 6 13,319 180

Support of Implementation axpayer
Issues (Counsel, Appeals & TAS) .......... 521 4 3,979 2% RS I 4,500 28
Applications Development Systems Soft-
ware Contracts Systems Testing & De-
TIVBIY rrcccrennreveririvisissssssnnerens | cvevesssisins | eveveneniniies | covenennnsnnes | eeveeeeeeeenns 341,352 628 | 341,352 628
Program Management, Business Design
and Specifications and Oversight of
Data Sharing of Federal Tax Informa-
tion =258 | s L3 I 15,489 51 15,235 51

Fiscal Year 2014 Total .........cccc.ccoooes $12,139 171 | $16,565 119 | $357,863 686 | $386,567 976

Fiscal Year 2015 Projection:
Administer New Fees on Drug Manufactur-
ers and Health Insurers 2,337 15| i | e 2,337 15
Promoting Compliance With Other New

1,213 9 5,930 45 243 2 7,386 56

Strengthen Oversight of Exempt Hospitals 290 2 2,834 24 11| e 3,135 26
Assist  Taxpayers Understanding  ACA

ISSUBS ..o 110,091 1,628 5,671 84 1,284 10 | 117,046 1,722
Support of Implementation & Taxpayer

Issues (Counsel, Appeals & TAS) .......... 16,433 164 3,809 22 | s | i 20,242 186

Applications Development Systems Soft-
ware Contracts Systems Testing & De-
TVRIY i | v | v | e | oo 369,591 767 | 369,591 767

Program Management, Business Design
and Specifications and Oversight of
Data Sharing of Federal Tax Informa-
LT, OORORRRRTRSSSSRSRSSRSROIURROTOTOR (RO VN PSPPSR IS 13,867 56 13,867 56

Fiscal Year 2015 Projection Total ... | $128,027 1,803 | $20,581 190 | $384,996 835 | $533,604 2,828
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For fiscal year 2016, the President’s budget request includes $490.4 million for im-
plementation of the Affordable Care Act. Those funding requirements are further ex-
plained in the chart below:

FISCAL YEAR 2016 AFFORDABLE CARE ACT (ACA)

[Dollars in thousands]

Taxpayer Services Enforcement Operations Support Total
$000 FTE $000 FTE $000 FTE $000 FTE
Fiscal Year 2015 Enacted:
Reinvestment:
Expand Telecom Infrastructure to
Handle Increased Demand ... | oo | vorvvvvencns | v [ v 16,025 16,025
Subtotal  Fiscal ~Year 2016
Changes 10 Base .........ccccee | cooveeeceevene | comvmveeeeeeee | o | e $16,025 $16,025
Fiscal Year 2016 ACA Program Increases:
Improve Taxpayer SErvices ... 78,343 1,231 | e | e 23,154 7 101,497 1,238
Address Impact of Affordable Care Act
(ACA) Statutory Requirements ................. 108 1| 44775 432 22,323 50 67,206 483
Implement Information  Technology (IT)
Changes to Deliver Tax Credits and
Other REQUIrEMENLS ...eveveveveeeeeemmmmmmmrveress | cvevennnnmnnns | cveverenenenes | cvvenenrenenee | ceveveeeeeenes 305,645 818 | 305,645 818
Subtotal Fiscal Year 2016 ACA Pro-
2ram INCTEASES ..ovvvvvvvvvveveeeeeeeernrnnnns $78,451 1,232 | $44,775 432 | $351,122 875 | $474,348 2,539
Total Fiscal Year 2016 ACA Budget Request ....... | $78,451 1,232 | $44,775 432 | $367,147 875 | $490,373 2,539

Question. Will you also provide us with specific information on the impact of ACA
implementation on the IRS’s ability to carry out its core mission responsibilities?

Answer. The tax provisions of ACA are a core activity of the Service, like all other
tax administration. The IRS does not consider customer service and enforcement
and implementation of the ACA distinct priorities. No funds have been appropriated
to the IRS for ACA implementation, including the increased demand for customer
service and enforcement as a result of the legislative changes. To help fund imple-
mentation, the IRS has relied on a mix of base appropriations and external sources,
including the Health Insurance Reform Implementation Fund and user fee collec-
tions. As we move forward, the President’s budget outlines the investments that
would ensure IRS is able to successfully deliver its core mission. The IRS will con-
tinue to balance its requirements and funding availability to ensure accomplishment
of mission critical requirements. The IRS will continue to review and evaluate all
risks, plan to mitigate those risks, and manage residual risk to implement all legis-
lative requirements while reducing the burden on the taxpaying public and its staff.
Approving the President’s budget would greatly enhance the ability to do this. Fund-
ing below this request will, for example, delay critical IT upgrades for aged hard-
ware and other infrastructure assets, with 52 percent approaching end-of-life in fis-
cal year 2016; delay upgrades for operating systems and middleware that support
our current production environment, many of which are slipping to 3 and 4 versions
behind current; delay roll-out of our converged networks initiative for more efficient
and cost-effective voice and data system consolidation and hinder the IRS’s efforts
to move to a CloudFirst technology platform and reap efficiencies by moving toward
this new platform.

ACA IMPLEMENTATION

Question. The TIGTA has identified significant concerns about potential fraudu-
lent claims related to premium tax credits and the security of Federal tax data as
the IRS provides data to health exchanges. The IRS is also administering penalties
related to the individual mandate and may be trying to seek collection of premium
tax credits provided to ineligible taxpayers and collection of overpayments of tax
credits.

The IRS continues to report that more than 20 percent of Earned Income Tax
Credit (EITC) payments are issued improperly each year. How is the IRS ensuring
that implementation of the premium tax credit isn’t being plagued with the same
problems?

Answer. An individual is not entitled to the premium tax credit unless the indi-
vidual was enrolled in qualifying Marketplace coverage for at least 1 month during
the year. At the time the individual files his or her income tax return, the IRS has
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data from the Marketplaces indicating whether the person had qualifying Market-
place coverage, who in the family was covered, amount of premiums paid and
whether the individual received advance payments of the premium tax credit. Thus,
unlike the EITC, the IRS has probative third party information at the time the re-
turn is filed that will be used to minimize the likelihood that a fraudulent claim
for credit will be successful. In addition, the IRS has other fraud filters and tools
to detect and deter taxpayers from filing fraudulent tax returns.

Question. How is the IRS planning to seek collection of premium tax credits pro-
vided to ineligible taxpayers and collection of overpayments of tax credits?

Answer. As indicated in the previous response, the IRS has third party informa-
tion from the Marketplaces that can be used to determine whether or not an indi-
vidual is entitled to the premium tax credit. Before the IRS processes claims for pre-
mium tax credit, it may correspond with taxpayers if additional information is re-
quired. If necessary the IRS will use its normal collection processes to recover erro-
neous payments of the premium tax credit. Erroneous premium tax credit payments
can be recovered through future refund offsets.

USER FEES

Question. The IRS collects a long list of fees it charges for services provided to
taxpayers. Those fees are then used to supplement appropriations made to the IRS.
To use the funds, the IRS simply has to submit a user fee spend plan with justifica-
tion to OMB. The fiscal year 2016 budget anticipates $450 million in user fees. In
fiscal year 2015, the IRS anticipates $480 million in fees and plans to spend $384
million on Operations Support, which includes $220 million on ACA information
technology needs. The IRS is on track to spend over $475 million in user fees on
ACA from fiscal year 2013 through fiscal year 2015.

Please provide the subcommittee with specific information as to how you decide
how to allocate those fees? Why did you decide to spend $220 million on ACA imple-
mentation in fiscal year 2015 but only $45 million on Taxpayer Services?

Answer. The IRS’s senior leadership uses a deliberate decisionmaking process to
determine priorities based on a variety of factors, including whether it is statutorily
mandated or discretionary. The Service then allocates available appropriated re-
sources against those requirements. We then determine the unfunded mission crit-
ical requirements and identify what additional resources are available from other
sources, such as user fees or reimbursable services, and allocate those resources
against the Servicewide requirement.

The IRS determines the distribution of user fees based on a detailed review of
agency-wide requirements and the total IRS funding availability in a given year.
The fiscal year 2015 budget reduction necessitated a series of difficult decisions.
These decisions included developing and implementing a user fee spend plan that
will allow the Service to fund mission critical requirements, including unfunded leg-
islative mandates, IT operations and maintenance, life cycle replacement, mod-
ernization, and improving online and toll-free customer services.

IDENTITY THEFT

Question. Identity theft tax refund fraud is a persistent, evolving threat which has
a significant impact on tax administration. According to GAO, the IRS estimates it
paid $5.2 billion in fraudulent identity theft refunds in filing season 2013, while pre-
venting $24.2 billion (based on what it could detect).

According to GAO, IRS does not know the full extent of the occurrence of identity
theft. Officials said that they count the refund fraud cases that IRS identifies but
that they do not estimate the number of identity theft cases that go undetected. Un-
less IRS pursues a criminal investigation, IRS generally does not know the real
identity of the thieves or whether a fraudulent return is an individual attempt or
part of a broader scheme.

IRS officials have also told GAO that the agency does not systematically track
characteristics of known identity theft returns, including the type of return prepara-
tion (e.g., paid preparer or software), whether the return is filed electronically or
on gaper, or how the individual claimed a refund (e.g., check, direct deposit, or debit
card).

Given the enormity of this problem and the impact on innocent taxpayers, how
is the IRS working with other agencies to leverage resources and coordinate efforts
to address a problem which is growing exponentially?

Answer. The IRS has a comprehensive and aggressive identity theft strategy fo-
cused on preventing refund fraud, investigating these crimes, and assisting tax-
payers victimized by identity thieves. In calendar year 2014 alone, our efforts have
suspended or rejected 5.6 million suspicious returns. We stopped 1.8 million con-
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firmed identity theft returns, totaling in $10.8 billion refunds stopped. Additionally,
we stopped $5 billion worth of refunds for other types of fraud, totaling $15.8 billion
of confirmed fraudulent refunds protected. During this time we also worked with
victims of identity theft to resolve and close more than 826,000 cases. Effectively
combating identity theft is costly. In fiscal year 2014, for example, the IRS spent
more than $380 million combating identity theft and assisting innocent victims, but
this effort needs to be expanded. The fiscal year 2016 President’s budget requests
an additional $101 million to continue and expand this important work.

The IRS works with many agencies and organizations to leverage resources to
combat identity theft refund fraud. For example, on March 19, 2015, the IRS con-
vened a meeting with leading tax-preparation firms, payroll and tax refund proc-
essors, and State tax administrators in order to combat the growing threat of tax
refund fraud. Participants in the meeting included the CEOs of Intuit, H&R Block,
Jackson Hewitt, Liberty Tax, CCH, and Green Dot unit TPG, among others. Also
present were a representative of ADP; members and staff of the Federation of Tax
Administrators, a group of State tax officials; and Council for Electronic Revenue
Communication Advancement (CERCA), which provide a forum and a liaison be-
tween the IRS and the tax software industry. The participants agreed to set up
three working groups to create a list of solutions that could be acted on immediately
in time for the 2016 filing season, as well as some longer-term changes. The groups
will focus on taxpayer authentication; fraud schemes; and information sharing
among private industry, State administrators and the IRS. Each will have rep-
resentatives from the IRS, State agencies and private industry. The three working
groups had their kick-off meeting on April 2, 2015.

Another example of working with other agencies is the State Fraud Referrals ini-
tiative. This program encourages States to share their tax fraud data with the IRS
in order to combat ID theft and fraud. In November 2013, the IRS initiated testing
of the State Fraud Referral project which proved to further deter tax fraud. This
project was implemented in calendar year 2014. The State Fraud Referral project
leverages State tax agencies as an additional source of fraud data. Currently 34
States have signed agreements to participate. The IRS has been working with State
revenue agencies to provide fraudulent State tax data to the IRS and continues to
work with the remaining States to receive suspicious filer information. From Janu-
ary through March 13, 2015, the IRS has received referrals from 15 States:

—Current referrals: 74,740

—Total number of filed returns based on these referrals: 28,643

—Stopped a total of 5,157 returns with over $26.5 million in refunds claimed

—Of the 5,157 returns, 4,981, were identified by IRS filters for over $25.5 million

in refunds stopped

IRS Criminal Investigation (CI) investigates tax-related crimes such as identity
theft fraud and recommends prosecution to the Department of Justice. The number
of identity theft investigations initiated by CI increased from less than 300 in fiscal
year 2011 to 1,063 in fiscal year 2014. Indictments in fiscal year 2014 increased to
896 while 748 convicted thieves were sentenced to an average prison sentence of 43
months.

To leverage shrinking resources and remain effective in combating identity theft
crimes, CI partners with other IRS Operating Divisions, numerous Federal and local
law enforcement agencies, as well as the private sector. For example, CI participates
in many task forces and working groups to find and investigate identity thieves. CI
administers a Law Enforcement Assistance Program designed to allow local law en-
forcement to access return and return information with an identity theft victim’s
consent and these cases are prosecuted in State courts which reduce the burden on
Federal court resources. CI also works with private sector partners to increase
awareness and establish communications for reporting data breaches impacting tax
identity theft.

In addition, CI uses information and trends identified during ongoing investiga-
tions to assist in developing analytics which it devotes to identify and prevent fur-
ther losses to the Treasury. Lists of victim identities recovered in the field are
shared to assist in protecting taxpayers from further victimization, which reduces
the burden on all Federal resources.

The IRS also continues to collaborate with the software and financial institution
industries to identify patterns, trends and schemes that impact refund returns. IRS
also has initiated additional collaboration with the Bureau of the Fiscal Service on
multiple direct deposits and payments shared between government agencies in the
development of the new Payment Processing System (PPS). The PPS system is ex-
pected to be online in September 2016.
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We agree that more could and should be done to battle identity theft and refund
fraud, but the current budget situation has severely hampered our ability to effec-
tively deal with this problem. The IRS is committed to doing all that we can to pre-
vent the payment of fraudulent refunds, pursue the perpetrators, and assist victims
to resolve their issues as quickly and efficiently as possible.

Question. Why are the funds requested to address to prevent future identify theft
cases included in a program integrity cap adjustment rather than the IRS base
budget?

Answer. Identity theft is a Service-wide effort and funds are requested in both the
base request and as part of the Program Integrity Cap adjustment request. Those
components, which are expected to yield a high return-on-investment (stopping iden-
tity thieves and mitigating identity theft), are requested in the cap adjustment,
while those components which assist victims of identity theft are included in the
base request. Both requests are equally important, regardless of which part of the
budget they appear.

IRS BANK ACCOUNT SEIZURE OF SMALL BUSINESSES

Question. A number of alarming stories about the civil forfeiture practices at the
IRS has raised concerns about your practice of seizing bank accounts of small busi-
nesses that routinely make bank deposits just under $10,000 and never charging
them with a crime.

In many cases, small business owners are forced to go months if not years without
access to working capital for their businesses.

In testimony before the House Ways and Means Committee on February 11, 2015,
a representative of the Institute for Justice stated that the IRS seized more than
$242 million between 2005 and 2012 from Americans suspected of hiding trans-
actions below $10,000, yet more than half of that amount was not ultimately for-
feited by the IRS.

Do you agree with these statistics? And are you concerned that the IRS seized
substantial amounts of money that it ultimately could not justify keeping?

Answer. The IRS Criminal Investigation (CI) division provided the Institute for
Justice with seizure and forfeiture data captured in our asset forfeiture tracking
system from October 2004 to December 2013. We agree that while the raw data is
accurate, it is also incomplete. A number of open cases had not yet been resolved
(forfeiture perfected) by December 31, 2013, thus giving a false impression that the
Government had not prevailed in many of the seizures that were reported. Also, the
Institute excluded seizure/forfeiture data from the U.S. Territories, which was incor-
porated in our FOIA response.

CI does not believe that the IRS seized substantial amounts of money that it ulti-
mately could not justify keeping. The Institute for Justice interpreted the difference
between the value of assets at the time of seizure and the value of assets at the
time of forfeiture as an indication that probable cause for the seizures was lacking.
However, there may be a number of reasons that explain the lower asset value at
the time of forfeiture which have nothing to do with the merits of the initial seizure.
For example, the raw data contains seizures which relate to open investigations in
which the assets have not yet been forfeited, or a portion of the seized asset may
have been returned to the owner as part of a negotiated settlement which is not
uncommon in judicial proceedings. The Institute of Justice made conclusions based
on assumptions from incomplete raw data.

Question. Under the new IRS policy governing civil asset forfeitures, do you expect
a higher percentage of the seized funds to ultimately be forfeited rather than re-
turned to innocent taxpayers?

Answer. IRS Criminal Investigation changed its policy regarding “legal source”
structuring seizures occurring on or after October 17, 2014. Under this policy, the
IRS will not pursue the seizure and forfeiture of funds associated solely with “legal
source” structuring cases unless (1) there are exceptional circumstances justifying
the seizure and forfeiture and (2) the case has been approved at the Director of
Field Operations, a Headquarters level executive. Under the new policy there will
be no “legal source” structuring seizures unless there are exceptional ci