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HEARING ON IRS LATEST ENFORCEMENT: IS
THE BULLS-EYE ON SMALL BUSINESS?

WEDNESDAY, APRIL 5, 2006

HOUSE OF REPRESENTATIVES
COMMITTEE ON SMALL BUSINESS
Washington, DC

The Committee met, pursuant to call, at 10:00 a.m., in Room
2360 House Office Building, Hon. Donald Manzullo [Chairman of
the Committee] presiding.

Present: Representatives Manzullo, Kelly, Akin, Sodrel, Velaz-
quez, Bordallo, Barrow.

Chairman MANZULLO. Good morning.

Before receiving testimony from the panel, I want to remind ev-
erybody that we would like to keep the second panel witnesses to
their oral testimony to five minutes. In front of you on the table,
you will see a box that will let you know when your time is up.
When the light is yellow, you have one minute remaining. When
five minutes have expired, a red light will appear. Once the red
light goes on please wrap up your testimony as soon as you are
comfortable.

This is the second hearing we have been having on the so called
tax gap, which the IRS defines as the difference between what is
paid and what should be paid. And everybody agrees that people
should be paying taxes legally owed.

The purpose of this hearing really is twofold. The first part is
whether or not small businesses have been unfairly targeted by the
IRS to the exclusion of others that may not be paying their taxes
correctly. The second part has to do with what types of remedies
are available to the IRS. But I want you to notice that the IRS’ ef-
forts are targeted at mom and pop small businesses.

I read over the GAO’s report on the IRS last night while watch-
ing the tremendous game with the University of Maryland. I do not
know if I was more excited over that basketball game or over
GAO'’s report on the IRS. This is a report you have to read yourself.
It is dated July 2005. Page 11 makes it explicitly clear because the
IRS has no way of knowing whether or not corporations pay their
taxes correctly, they do not even discuss going after corporations,
instead the IRS goes after the little guys, the most vulnerable, the
ones without the big lobbying firms in Washington, the ones rep-
resented by trade associations and the little guys who always get
the crap kicked out of them on Capitol Hill. This GAO report is
nothing less than condemning over what the IRS is doing. It should
make the IRS hang its head in shame.

o))
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I want to read from it on page 11. Estimates for some compo-
nents of the tax gap are based on old data. The data is used by
the IRS to determine which persons to pursue to reduce the tax
gap. The report explains that “The IRS has difficulty estimating
the tax gap because of different interpretations that complicate de-
termination as to whether or not taxes are paid fairly by corpora-
tions. Further the report states that the IRS also “explained that
due to these complexities and the costs and burdens of collecting
complete and accurate data for corporation, IRS has not systemati-
cally measured large corporate tax compliance through statistically
valid studies, even though the officials acknowledged that such
studies would be useful in estimating the related tax gap.”

If T were a professor and you turned in the report the IRS is
using to go after the small people, you would get nothing less than
a F or an F minus.

I find it incomprehensible that the IRS is coming out with these
new and fiscal schemes going after small businessmen when the
data they rely upon is not worthy of a first grader. It’s a disgrace
that the IRS should rely upon virtually no information. But the
word is out. Last year, audits were up 100 percent. If you're a
small businessman, they were up 140 percent.

The remedies that the IRS is proposing only attach to the little
guys, the moms and pops and not to the C corporations. And the
incredibility of these proposals means that if a small businessman
is the sole shareholder in a C corporation, he’s exempt. But, if he
can’t afford the attorney to go into a C corporation he’s not exempt
from the wrath of the IRS. I'm really upset about this. And I'm
upset about it because of the poor scholarship that’s gone into the
study, as much respect as I have for Mark Everson and I know
that he inherited this. This study was in place even before he came
into office. Mark is still using this information for the purpose of
going after the most vulnerable.

Our job here in the Small Business Committee is to look after
people that no one else cares about in this place, the forgotten
ones, the 7 billion small business people that always get shuffled,
the ones that pay health and accident insurance premiums after 15
percent FICA and FUTA taxes. They’re the only business people
that have to pay for their insurance with after tax money.

And the frustration level of this Chairman is running extremely
high at this point because of the number of small business people
that are being hit. But in spite of that, we look forward to the testi-
mony of Mark Everson, who I think has done an exemplary job at
the IRS. He’s got a job that Congress has mandated to go after
these people, and he’s going after them on the best information
that he has and the only methods that he knows. We disagree with
the quality of his information and disagree with the remedies he’s
proposed but agree with the fact that you cannot have a nicer per-
son than somebody like him.

And I yield to the minority, Ms. Velazquez.

[Chairman Manzullo opening statement may be found in the ap-
pendix.]

Ms. VELAZQUEZ. Thank you, Mr. Chairman.

With April 15 right around the corner, taxes are undoubtedly on
everyone’s mind. Today’s hearing will focus on the tax gap; the dif-
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ference between what the IRS is supposed to collect and what is
actually collected. According to the IRS, the tax gap is estimated
to be $345 billion per year and growing.

As the budget deficit mounts, around $400 billion, the adminis-
tration is looking for ways to recover lost revenue that was sup-
posed to come flowing in as a result of their fiscal policy. But it has
not. Unfortunately, it appears the administration is trying to make
up for these shortfalls and balance the budget by unfairly targeting
small businesses. Today, we will hear from the IRS about a plan
in the President’s FY 2007 budget to crack down on small firms by
granting the IRS even greater authority for enforcement.

This proposal, while having a significant impact on entre-
preneurs will only reduce the tax gap by one tenth of 1 percent.
This is a large price to pay for a solution that will not even fix the
problem. However, any attempt to solely blame the IRS is wrong.
What seems to be lost in this discussion is the impact wrong policy
choices, specifically tax policy made by congressional Republicans
and the administration, have had on this nation’s small businesses.

While providing minimal relief for entrepreneurs, the bulk of the
reform passed has only further complicated the process. It has
added thousands of pages to the tax code, which will only exas-
perate the growing tax gap problem.

For proof, one only has to look at the 2004 tax bill. Even the
Chairman of the Ways and Means Committee testified that this
legislation set back efforts to simplify the tax code. Small busi-
nesses are being hit twice; once with the ever-increasing complex-
iti(as of the tax code and again with the rising possibility of an
audit.

Given the growing complexity, tax assistance is needed now more
than ever for small businesses. Unfortunately, rather than pro-
viding assistance, the Administration is closing taxpayer assistance
centers. It simply does not make sense for the IRS to shift these
resources when the complexity of the tax code is increasing.

Congress will be voting on the budget this week and we will see
just how much commitment there is to fairness for small busi-
nesses. The question at hand is: Will Members support the Admin-
istration’s budget proposal to further reduce tax compliance assist-
ance efforts and impose strict enforcement efforts? Or will they re-
ject these proposals?

While many in the President’s party are more than happy to vote
for his tax cuts and trump all the supposed good they are doing,
when it comes to the consequences, increased compliance costs and
a growing tax gap, they are vehemently opposed. Unfortunately,
you simply can’t have it both ways.

As has been the case with tax, energy and health care policy, the
Administration continually favors large corporations. It is no sur-
prise that while the tax gap is not only made up of small business
taxpayers, this Administration lets the big corporations off the
hook and instead focuses on entrepreneurs. At the same time,
many small firms have little or no resources to defend themselves.

Small businesses are the drivers of this nation’s economy, and
they deserve every effort possible to decrease the burdens they
face. If the goal today is to reduce the costs to small business, Con-
gress should first look to reduce the complexity of the tax code.
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Most entrepreneurs are doing everything they can to pay the
taxes they owe. They should not be blamed for the tax gap. This
Administration needs to come to terms with the role their policies
have had in furthering the tax gap. They need to admit the prob-
lem, then work to reduce the effects rather than point the finger,
which is exactly what is happening with this current debate.

Thank you, Mr. Chairman.

Chairman MANZULLO. Thank you.

The first panel we here from, Mark Everson, who has served as
Commissioner of the IRS since 2003.

Next, the Committee will hear from Tom Sullivan who is Chief
Counsel of the U.S. Small Business Administration Office of Advo-
cacy.

Both have been before this Committee on several occasions. We
look forward their testimony.

I am going to set this clock at about ten minutes for the first
panel. And if you do not use it up, that is fine. But because your
t}elstimonies are so complex, I want to give you plenty of time to do
that.

And Commissioner Everson, thank you for coming and we look
forward to your testimony.

And I also want to state to the folks here that you will be leaving
after your testimony, but the taxpayer advocate plus somebody else
from the IRS will be sitting on the second panel. Kevin Brown will
be on the second panel, plus I understand you are going to have
people from the agency in the audience that will be monitoring all
the testimony. We appreciate that.

STATEMENT OF MARK W. EVERSON, INTERNAL REVENUE
SERVICE

Mr. EVERSON. Thank you. I do not think I will use the whole ten
minutes. But we already covered a lot in the opening statements,
so I think we will get to plenty in the questions.

Good morning Mr. Chairman, Ranking Member Velazquez and
the members of the Committee on Small Business.

I am pleased to be here again to update you on our efforts to re-
duce the tax gap. As you know, the tax gap is the difference be-
tween the amount of tax taxpayers should pay for a given year and
the amount that is actually paid on a timely basis. The tax gap
represents in dollar terms the annual amount of noncompliance
with our tax laws.

We now estimate that for the year 2001, the overall gross tax
gap for all types of tax was approximately $345 billion, or a non-
compliance rate of 16.3 percent. Our estimate of the net tax gap
gruwhat remains after enforcement and other late payments is $290

illion.

To reduce the tax gap we seek to improve service to taxpayers,
we also enforce the law against those who do not comply. Our
working equation at the IRS is service plus enforcement equals
compliance. We strive to pursue to a balanced approach for all tax-
payers, not just small businesses.

For service, our outreach and education programs help small
businesses deal with the complexities of the tax code. And we are
reducing wherever possible the paperwork and reporting burden
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small businesses face. Electronic filing, which is growing rapidly
across the nation, sharply reduces taxpayer errors on their returns.
Our award winning website, IRS.gov, i1s one of the most widely
used websites in the world during tax seasons.

On the next panel, you will hear from Kevin Brown, the head of
our Small Business/Self Employed Division. Kevin will talk more
about our efforts to decrease the amount of time and money tax-
payers must spend to meet IRS requirements.

We will continue to work to improve services. But as you know,
we are also boosting enforcement. The typical small business al-
ready has enough challenges without having to deal with a compet-
itor who does not pay his or her fair share in taxes. We need to
make sure that all are playing by the same rules. We want a level
playing field.

No businessman or businesswoman should gain an unfair com-
petitive advantage because he or she decides to underreport in-
come, overstate deductions or fail to properly remit payroll taxes.

In recent years we have restored the credibility of our overall en-
forcement programs. In fiscal year 2005 individual audits were up
20 percent from 2004 to 1.2 million. They’re up 97 percent since
2000.

High income audits were also up and have increased a 120 per-
cent since 2000.

Corporate audits bottomed out in 2003, but by 2005 had recov-
ered by over 50 percent.

Collections are more robust. Last year we had 2.7 million levies
versus 200,000 in the year 2000.

All told, enforcement revenues have increased from $43.1 billion
in 2004 to $47.3 billion last year.

In the President’s fiscal year 2007 request we seek to build on
this progress. We are asking for an additional $137 million in en-
forcement. This increase will allow us to maximize the return on
the investment made in enforcement last year when Congress pro-
vided $42 million in additional enforcement funding.

Our research on the tax gap clearly indicates that where there
is third party reporting, there is better compliance. In this regard
I would draw to your attention a number of proposals in the Presi-
dent’s 2007 budget aimed to address administrative and reporting
issues. The most important of these is the proposal to mandate re-
porting to the IRS of gross receipts by credit card issuers for their
business customers.

I believe the five legislative proposals that accompanied the Ad-
ministration’s funding request can make a significant contribution
to reducing the tax gap. I hope they will enjoy your support.

In addition to these specific legislative proposals, I would also
note that we plan to study the distinction between independent
contractors and employees under current law.

Let me make one final point. The extraordinary complexity of our
tax system contributes to the tax gap. I continue to be a strong ad-
vocate of tax reform and simplification.

Thank you.

[The Honorable Mark Everson’s testimony may be found in the
appendix.]

Chairman MANzZULLO. Thank you.



Mr. Sullivan?

STATEMENT OF THOMAS M. SULLIVAN, U.S. SMALL BUSINESS
ADMINISTRATION

Mr. SULLIVAN. Good morning Chairman Manzullo, Congress-
woman Velazquez, Congressman Kelly. I am Tom Sullivan, the
Chief Counsel for Advocacy at SBA. Congress established my office
to independently represent the views of small business before Con-
gress and federal agencies. So the comments expressed here don’t
necessarily reflect the Administration or the SBA.

My written statement was not circulated to OMB for comment.
I'd like to submit my written statement for the record and briefly
summarize.

Chairman MANzZULLO. All the written statements of the wit-
nesses will be inserted into the record without objection.

Mr. SULLIVAN. Thank you, Mr. Chair.

The small business industry groups who come to my office to try
to appeal to us to bring their views into other government agencies
have expressed concern that IRS is focused on small entities as a
primary means of improving tax compliance. News articles illus-
trate the reasons why these trade groups view IRS focus to be
trained on their members. A March 20th “Tax Notes Today” article
reported that IRS increased its number of audits primarily through
a spike in small business audits.

In recent testimony the Commissioner highlighted the return on
investment for resources spent on enforcement each dollar, the
{Jomglissioner said, spent generated $4 in additional taxes col-
ected.

Small business groups who have appealed to my office are insist-
ent that a similar analysis of how the service function of IRS real-
izes a return on investment would go far to demonstrate the bal-
ance of service plus enforcement.

Nina Olson, the National Taxpayer Advocate who is on the sec-
ond panel this morning, has on numerous occasions and recently at
a hearing over in the Senate encouraged the IRS to “recognize the
central role taxpayer service plays in achieving compliance and do
more to study the optimal ways to deliver taxpayer service and the
magnitude of the impact.”

Also you mentioned, Mr. Chairman, in your opening statement
the GAO. GAO has encouraged the IRS to conduct research on the
reasons for taxpayer noncompliance. And in 1996 GAO made simi-
lar recommendations.

Small business groups feel that this type of research on the serv-
ice components of IRS can guide the IRS education in taxpayer
compliance programs.

Now let me turn my attention to some of the specific proposals
that were mentioned by the Commissioners and will be mentioned
in the second panel by the National Taxpayer Advocate.

The Treasury proposals and the Taxpayer Advocate’s proposals
that I will address require third party reporting and withholding.
The Administration has proposed information reporting and backup
withholding on credit card payments, payment card issuers, which
are credit and debit cards. They would report reimbursements
made to merchants and withhold taxes in certain circumstances.
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Second, the Administration has proposed to require information
reporting and backup withholding on all non-wage payments made
to government contracts.

Small business groups who have come to my office have ex-
pressed that an unintended consequence of the increased with-
holding will be its harm to the cash flow of small businesses. In
general, cash flow or liquidity is one of the most significant con-
straints small entities face in managing their business. According
to a recent NFIB survey cash flow issues ranked in the top ten of
important problems faced by small businesses. Small entities have
a more difficult time paying their bills when their cash flow is in-
terrupted. And small businesses must either borrow additional cap-
ital or forego early payment discounts to manage cash flow short-
falls.

Another unintended consequence of increased withholding is that
tax deductible expenses of small entities may unnecessarily be
taxed. Payments received by small entities for the services and
products they provide include both their expenses and profits.
Small business groups are concerned that another unintended con-
sequence does not enter into the equations of withholding because
expenses are generally tax deductible while profits are subject to
tax.

Before Treasury and IRS impose new reporting and withholding
requirements, small business believe it is important to determine
the impact that small card issuers and small local governments
will need to absorb as a consequence of these reporting and with-
holding strategies.

The National Taxpayer Advocate has proposed other reporting
and withholding regimes. The third party proposals detailed in my
written statement, while presented as voluntary really impose ad-
ditional administrative burdens on small businesses that contract
with self-employed taxpayers. Small businesses currently shoulder
exceedingly high tax compliance costs. A study that was recently
updated by my office shows that the cost of compliance costs em-
ployers with less than 20 employees a total of $1304 per employee.
Additionally, requiring the payors of self-employed taxpayers to
withhold may distort the line between being an employee and being
an independent contractor.

Payors of self-employed taxpayers may become vulnerable to em-
ployer liability issues in that blurry line of independent contractor
versus employee. Those issues include workman’s compensation
and unemployment tax issues.

Research sponsored by my office continues to show that the cost
of tax compliance is 67 percent higher in small firms than in large
firms. What can the IRS do to limit this disproportionate burden
or unlevel playing field? Small businesses believe that IRS can
evaluate the service they provide taxpayers so the importance of
taxpayer service is not lost as they attempt to improve tax compli-
ance.

And certainly this hearing is an opportunity for IRS to consider
some alternatives that may minimize the unintended impact of
some proposals on small business.

Thank you for allowing me to appear this morning.
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[The Honorable Thomas Sullivan’s testimony may be found in
the appendix.]

Chairman MANzZULLO. Thank you.

Ms. Kelly, why don’t you go first?

Ms. KELLY. Thank you. I appreciate it. I have a markup in an-
other Committee I have to get to.

I am very pleased to have the two of you here. There is no one
that knows who really likes to dip in their pocket on April 15th and
pay taxes. They would rather keep the money. Quite frankly, as a
Republican in this Congress, I would like to have them keep the
money. But that being said, when you talk about small business as
a small business owner, former small business owner I know that
the tax system is very complicated, but I also know that there is
an attitudinal problem. Many times when someone comes into your
office and says “I am here from the IRS for an audit,” the attitude
is ah-ha got you.

At point in the past in my husband’s office there was an auditor
who came and said “I have not found anything, but I have to find
something because I have to cover the cost of my salary for being
here.” I know that that is not the first time that I have heard that.
I have heard that in testimony in this Committee from other peo-
ple, other small business owners.

Our problem as small business owners is several. The basic prob-
lem is clarity. We do not get enough education at the small busi-
ness level to truly understand the tax codes. So you wind up hold-
ing on to every tiny little slip of paper because you do not know
what the tax man is going to want when he comes in. It is every-
thing from whether or not your business has donated to charity,
paid for an ad in a high school book, all kinds of things that effect
us as small business owners.

And I would encourage you, Mr. Everson and your group, your
staff; Mr. Sullivan, I know you are out trying to help with clarity,
but I know that both of you know that we have got to work through
chambers of commerce, the NFIB, the groups that are out there to
get more education on this tax code to the small business owners.
It makes it easier for them. And without their full knowledge of all
the little tiny tangential laws that may effect their particular busi-
ness, then they do not save or have necessarily what is there.

Because my husband and I own several different small business
we at one point in our lives for a period of about 15 years were au-
dited on every single year by the IRS because the IRS did not know
enough about the businesses that we were running to understand
what we were filing as our tax code. And I see heads in the audi-
ence shaking. Sure, other people have been through that. I am not
the only person.

Well, what concerns me is that we have some evidence here in
this study that Chairman Manzullo was talking about that nothing
really has changed over the course of the last ten years. We need
to have a change.

So I would like an open commitment from you to try to help us
teach small businesses better than you have been to approach a
clarity with the type of business that people are in. Someone who
shoes horses for a living has a totally different business than some-
one who is making small pieces of equipment for the Intel industry.
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All these different businesses have different approaches to their
business.

You have got a one size fits all approach to the filing of things,
and that is very difficult and it makes it very complicated. I would
like to see you work toward clarity. Can you give me some assur-
ance that you are going to do that?

Mr. EVERSON. Well, you have covered a lot of ground there, and
I agree with a great deal of it. We are committed to outreach and
education and I think Kevin will get into some more of the details
on that. But we have active programs working with the NFIB,
which you mentioned, and all the different groups and get involved
in their newspapers. And I think that is an area where I would
suggest to you that that has been a success story of recent years.

Can we do more? Absolutely, we need to do more.

Two other points on this. Again, simplification of the Code. As
you keep handing us the Jobs Act. The Jobs Act was this thick.

We've talked about the proposals. The Chairman and I talked
yesterday about one of the things we want to look at is the defini-
tion of employee versus independent contractor. This is our train-
ing manual to apply the 20 part test on whether somebody is an
employee or an independent contractor. We can only educate our
people so well with the law that you have given us, if you will. So
this is a joint discussion.

But, yes, we will continue to focus on the education and the out-
reach.

The last point I would say is I do not agree with the idea that
somebody has to find something. Our no change rate on audits that
you are talking about runs something like 16 or 17 percent. This
research that we have undertaken the Chairman does not have
much faith in it but we think it is pretty good, we believe will help
us better figure out where we want to look so that we are not in
that situation that you are discussing; that somebody is in there
saying “gee, there is nothing here.” This is something where we be-
lieve if we use the research properly, we will be able to risk adjust
where we look.

Ms. KELLY. Well, just a follow-up on that, Mr. Everson. Are you
in fact investigating more small businesses in this nation, is that
a fact?

Mr. EVERSON. Yes, that is fact. If the Chair will indulge me for
just a minute I would like to show several charts that will sort of
frame this issue.

Selected coverage rates 2005. Companies with assets of $250 mil-
lion, 44 percent. That is why we did not bother to do the research.
We did the 46,000 audits on individuals, the coverage is so much
lower. I would not use any more money on the corporations based
on even if I knew that the tax gap was understated by half, be-
cause it is a relatively small piece. We are in there all the time au-
diting the biggest companies.

Estate tax, gross estates with over $5 million, 28 percent audit
rate.

Corporations $10 to $50 million assets, 14 percent audit rate.

Individuals with income over a million dollars, that’s 5 percent.
This is still too low. We are bring this up.
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What we are talking about here is individual businesses, individ-
uals with the Schedule C, that is at 3 percent audit rate. That is
in contrast to the fact that if we go to the tax gap map you will
see that the problem.

Time filing that’s most the individuals, that’s about 8 or 9 per-
cent, underpayment. You say you what you owe us but then you
just do not pay us, that is another 8 or 9 percent. Eighty percent
of it is under reporting. Most of that is in the individual income
tax.

The biggest piece is in the under reported business income and
that has an effect on the self-employment taxes. So it is really a
bigger number than the $109 billion that effects the $39 billion?

The areas where we don’t get much reporting, third party report-
ing come up to $110 billion of the tax gap. The biggest piece there
is Schedule C income, that is $68 billion. That $68 billion has dif-
ferent components. The biggest single piece of that is gross income,
that is $39 billion. There are other pieces in here.

And I agree. Look, education of what depreciation could be or car
and truck expenses, we can do better there. But I don’t think that
gross income is—that most of this education will do it on this $39
billion. The question here is whether the income is being reported.

Why is this important? Because if you look at individual returns,
this shows the change in individual returns since 1978. It has gone
up 50 percent for all individual returns. We are up at over 135 mil-
lion now. But Schedule C filers have gone up by 175 percent. This
is no surprise to you. You know what has happened; there is a
small growth in small businesses. But that issue that I just showed
there, that is going to get bigger as time goes on.

So the basic rule here, we want to increase the audits, and we
are increasing them everywhere, it is not just small businesses.
But when we get the legislative proposals this is what you—this
breaks out the compliance relatively speaking.

Wages, we have 150 million Americans, we are not talking about
them here, but there are 150 million American employees. They are
used to reporting and withholding, by the way. We are not pro-
posing withholding. We are proposing backup withholding. But the
average America, 150 million of us including everybody on this
panel, is used to reporting on your wages. There is no cheating on
wages, a one percent noncompliance rate. Where you have no re-
porting. no reporting like the income for the Schedule C filer, the
noncompliance rate is over 50 percent. That is the problem. That
is the problem.

Ms. KELLY. That is possibly, sir, because of confusion.

Mr. EVERSON. I would agree on things like depreciation of car ex-
penses, but not on gross receipts. Not that complicated when some-
body pays you, when somebody pays you in cash or with a credit
card, it 1s not that complicated.

Ms. KELLY. Mr. Everson, what is your basis for all of this? Have
you hypothesized a number?

Mr. EVERSON. No. Forty-six thousand audits were done as a part
of the national research program that has been reviewed by GAO
and others. What the Chairman was talking about earlier was,
with which I agree, he stated accurately what happened. We did
not do the research on the C-Corps and the reason we didn’t do the
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research on the C-Corps was because, as I said, we are already au-
diting those big firms by over 40 percent a year. So that this was
a very intensive effort, cost of tens of millions of dollars to do this
research. Looked at by GAO and others, a lot of academics partici-
pated in it.

Ms. KELLY. Let me just say that I notice here the reason I am
saying, all these yellow boxes have a little code down here saying
“dependent on older estimates.”

Mr. EVERSON. Yes. Yes.

th. KELLY. So I wonder about the metrics you are using on these
charts.

Mr. EVERSON. What I would say to you is all of what we have
been talking about is over here. I concede freely to you that these
are the big corporations right here. Even if this number is doubled
because it is off by a factor of 100, what I am suggesting to you
is we already have plans in place to attack that. So that where we
spend our research effort, our initial—

Chairman MANzZULLO. With withholding plans in place, your
remedies are aimed solely at small businesses. You want to have
backup withholding on credit card companies and on independent
contractors solely as small businessman, completely excluding the
C corporations.

I am sorry. Ms. Velazquez?

Mr. EVERSON. I'm sorry, Congresswoman. I am happy to come
see you and continue to talk about this.

Ms. VELAZQUEZ. Mr. Emerson, thank you for your testimony.
Everson, I am sorry.

Mr. EVERSON. Actually, I hate to correct the Chairman, but it is
Everson. So if you will give me that opportunity.

Ms. VELAZQUEZ. Everson. Okay.

How much did you say that you spent on this study?

Commissioner EVERSON. I think that study cost us something
like $100 million. I could be wrong. Is that? This is the head of our
research program, Mark Mazur. He says that is about right.

Ms. VELAZQUEZ. Okay. So you spent all that money to figure out
the tax gap?

Mr. EVERSON. Yes.

Ms. VELAZQUEZ. And did you figure out why people were under
reporting? Do you have that data, complete data?

Mr. EVERSON. We do not have that. The problem—

Ms. VELAZQUEZ. So is it because they are cheaters or the tax code
complexity? What is it? Because let me tell you, if you go to any
university and you are going to do a research on a problem and
then you make a conclusion without really trying to figure out why
these people are not paying or are under reporting so that you can
then develop a public policy to tackle the real issue, so why do you
think that enforcement is the answer?

Mr. EVERSON. Well, I think that there are a number of studies
that have certainly substantiated the impact of the enforcement in
terms of both the direct impact if you look at what we have
brought in, we have increased the direct monies that have come
back to us in the last three or four years, plus the indirect impact
that if I am audited and I mention it to my neighbor, they will per-
haps file differently. So that is clearly there.
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The debate that you are talking about is, which I agree, is on try-
ing to quantify the service impact which we have been looking at.
It is very difficult to do that. The statisticians who have looked at
that have had a great deal of difficulty trying to find that.

Now when we did the research, to answer your question, our peo-
ple tried to determine but were not successful because if we go to
you, if we find a problem in your return, if we ask you did you in-
tentionally cheat, what are you going to say? You are going to say
no. I mean, that is the normal response. Nobody is going to admit,
or very few anyway, that they were intentionally violating the law.
So it is very hard to determine with the precision that you or I
might want when you do the audit the exact reason.

Ms. VELAZQUEZ. But your response and your answer is based on
a prejudged finding that they are under reporting because they do
not want to pay. In no way you are doing any effort to find out
whether or not the tax code complexity is the one preventing these
people from paying?

MI‘C.1 EVERSON. No. I would not agree entirely with that. I have
stated—

Ms. VELAZQUEZ. But let me ask you so enforcement is the sole
answer?

Mr. EVERSON. No, not at all. I think—

Ms. VELAZQUEZ. So let me ask you another question.

Mr. EVERSON. Yes.

Ms. VELAZQUEZ. I just want to hear yes or no.

Mr. EVERSON. Yes.

Ms. VELAZQUEZ. So enforcement coupled with what?

Mr. EVERSON. With service. As I said at the beginning, we be-
lieve in service and enforcement.

Ms. VELAZQUEZ. Okay.

Mr. EVERSON. You need to do both. And if I can say again what
I said in the oral statement, I believe simplification is essential to
get after this, particularly for small businesses and people—

Ms. VELAZQUEZ. In terms of reducing the taxpayer assistance
programs and the reduce of staffing at your office that have been
the trend in the last three to five years?

Mr. EVERSON. You made reference to this in your opening state-
ment. Last year the Administration had a proposal to shutter 68
walk-in centers. We have not done that. The 07 request that is
pending before the Congress right now maintains services at a
steady state. We are not contemplating any reductions in the serv-
ices in the request, ma’am, that is before the Congress right now.
So I think we got the lesson from last year’s difficult discussions.

Ms. VELAZQUEZ. Okay.

Mr. EVERSON. So we are not proposing that again.

Ms. VELAZQUEZ. Okay. So we will hear a lot about what the IRS
is doing towards enforcement. But I want to look at Congress’
record on the issue. According to a report published by the Demo-
cratic staff of the House Ways and Means Committee there were
900 changes to the tax code in the 108th Congress. The FSC/ETI
legislation passed—

Mr. EVERSON. Yes.

Ms. VELAZQUEZ. —in 2004 provided for 561 changes and added
250 pages of tax law changes. This does not even include the 2001
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and 2002 tax cut that added complexity and thousands of burden
of hours on small businesses. How would you assess Congress’
record on helping reduce the tax guide?

Mr. EVERSON. Well I take my own self interest seriously and I
am not going to take a particular shot at Congress, other than to
say that that record that you are talking about adding complexity,
it gets us nowhere. What I have said repeatedly is—

Ms. VELAZQUEZ. Give me a grade, A, B, C?

Mr. EVERSON. I've got to say that over time Congress fails in the
effort to get a simple understandable tax code.

Ms. VELAZQUEZ. So that is an F? You know, I used to be a college
professor and I love—

Mr. EVERSON. I think we can agree on that.

Ms. VELAZQUEZ. Mr. Sullivan and then Mr. Everson—

Mr. EVERSON. Thank you.

Ms. VELAZQUEZ. —would you agree that the tax codes has in
2001 have increased complexity?

Mr. EVERSON. I would agree that the tax code since 1986 over
a period of years of control of Congress by both parties has grown
in complexity. This is an inevitable process. And what happens is
you have got these cycles where people eventually get feed up with
all the complexity and there is a real call for reform. I am an advo-
cate of that reform.

Ms. VELAZQUEZ. But five years ago we heard a lot about, you
know, this is going to be the Congress and this is going to be the
Administration’s—

Mr. EVERSON. I am not wading into—

Ms. VELAZQUEZ. Of course.

Mr. EVERSON. Let me make one thing clear. I am not wading into
a partisan debate on this. I am giving you the simple fact that over
decades this code has continued to grow; that’s all.

Ms. VELAZQUEZ. Mr. Sullivan, Advocacy has done numerous re-
ports on the issue of taxes and small businesses. For example, I
know that the Office of Advocacy studied the impact of marginal
rates on small businesses. That was quite a timely report consid-
ering Congress was voting on marginal rates in 2003.

Given the huge impact of this $2 trillion in tax cuts, why have
you not done any work to study whether these changes have in-
creased complexity for small businesses.

Mr. SuLLIVAN. Congresswoman, actually we have done some
studies on the overall complexity. We have not narrowed in on
whether specific year tax cuts contribute.

Ms. VELAZQUEZ. Okay.

Mr. SULLIVAN. But I would point the Congresswoman and this
Committee to a working paper by an economist in my office, Dr.
Saade Radwan that documents what Commissioner Everson was
saying, that however well intentioned each different change may
be, and this echoes your concerns, Congresswoman Velazquez, the
overall complexity actually is harmful to small business.

Ms. VELAZQUEZ. So are you telling me that are you going to com-
mission a study on this? This is huge for small business.

Mr. SUuLLIVAN. Well as the Congresswoman pointed out, some-
times our timing of studies does not exactly comport with congres-
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sional action. Actually, this is not on purpose, but our studies take
anywhere from one year to two years.

Ms. VELAZQUEZ. I know. It was coincidental 2003. But can I get
a_

Mr. SULLIVAN. But we tried to get that study done as quickly as
we could, and we hope that it benefits the debate.

What we will try to do is continue to focus in on what parts of
the tax code or the over all complexity of the tax code benefit small
business. And as far as focusing in on specific year tax changes, I
would direct the Committee’s attention to a March report by the
Department of Treasury that is peer reviewed that documents a
number of different pros and cons of recent tax changes.

Ms. VELAZQUEZ. Thank you, Mr. Sullivan.

Mr. Everson, does Small Business Self-Employment Division of
the IRS has served a critical role by meeting with members of the
small business community to identify concerns. It has also been
helpful to small business and tax practitioners who need a system
making determinations about tax code questions.

I am concerned that there have been efforts by the IRS to shift
resources in this division from compliance towards more enforce-
ment. Can you talk about the staffing level at your department?

Mr. EVERSON. Sure. And I'll let Kevin talk about it afterwards
in more detail. But what we did in the last year was we had people
who were on the enforcement side within this division, SB/SE, and
we were doing part time work on outreach. And what we did was
we consolidated this to make this a year around full time responsi-
bility. Because what was happening was when you get into this
busy season that we are in now, they were being taken off of that
outreach. We did not think that was particularly effective. So we
have made some changes in the last year or two to try and have
a more dedicated full time work force on this.

Ms. VELAZQUEZ. So, Mr. Everson, we constantly hear how small
businesses are paying less taxes under this Administration and
they saw enormous benefit from the tax cuts. If that is the case
and rates are lower, it seems there will be less incentive to inten-
tionally taxes by under reporting income. However, the IRS is
cracking down on small businesses. Do this not seem kind of back-
ward? Do you disagree with the theory that lower tax rates should
lower tax avoidance?

Mr. EVERSON. I think that the debate, I do not want to wade into
the policy debate because my job is to administer the code, good or
bad, as written. Obviously policy decision are taken to provide in-
centives for economic activity. There are compliance issues, though.
Complexity is one, also stability is another. We have not talked
about stability.

The constant changing of the rules is an issue on top of just how
complex they are.

If you look at our research, which is for 2001, you are right that
each year the revenue stream of the government changes. It
changes for rates, it changes for increases in corporate receipts
versus individual receipts. So there is a mix effect that takes place
over time. But what we would suggest is we’re concerned about
going after the gap in all the areas, but we do prioritize.
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If we go back to the bar chart, one of the things that’s very clear
from the research is is that, again, where there’s no reporting like
there is for employees, that the gap is largest. So we want to get
after that through not just some more audits, but also through
some additional reporting.

Ms. VELAZQUEZ. I would have more questions later, Mr. Chair-
man.

Chairman MANZULLO. Thank you.

Could you put up that chart, selected IRS coverage rates FY
2005? Sometimes these charts remind me of that guy on Johnny
Carson giving the directions to the used car lot. Do you remember
that with the freeways, wore the big hat and everything?

Mr. EVERSON. This?

Chairman MANzZULLO. How many corporations are there with as-
sets above 250 million? Do you know the figure for that?

Mr. EVERSON. I don’t have the figure. I can certainly get it for
you. But the number of the largest corporate audits that we did
last year were—I guess this would be all of our companies over 10
million in assets. See, Kevin’s group has companies with assets up
to 10 million; it has got the C-Corps and the individuals filing the
Schedule C. Our large and mid-sized business unit is anything over
10 million assets. We did about 13,000 audits last year.

Chairman MANzULLO. Well, how many companies are there?
Does anybody know? The gentleman just handed you a—

Mr. EVERSON. Yes. This is the number of audits. It doesn’t say
with—the number of returns. Okay. I am told it is about 11,000.
| C})lairman MANZULLO. For corporations with assets over 250 mil-
ion?

Mr. EVERSON. Yes. Yes. That is correct. I guess we got 11,000 re-
turns filed in calendar 2004, 11,000 had assets over 250 million.

Chairman MANZULLO. Not the estate, but the next one, corpora-
tions between 10 and 250 million?

Mr. EVERSON. That would be—

Chairman MANZULLO. You guys can help your boss out. Don’t let
him guess here.

Mr. EVERSON. Oh, he’s got it right here.

Chairman MANZULLO. Okay.

Mr. EVERSON. It’s all right here. He is just making me add up
the numbers.

Chairman MANZULLO. All right.

Mr. EVERSON. It is about 43,000.

Chairman MANZULLO. But where are the number of corporations
that are under 10 million?

Mr. EVERSON. That is a different category. I think that that
audit rate is less than 1 percent. For C-Corps assets of 10 million,
it is about seven-tenths of one percent, Mr. Chairman, that audit
rate.

Chairman MANZULLO. Do you know how many there are?

Mr. EVERSON. Oh, a couple million, I guess.

Chairman MANZULLO. Well—

Mri EVERSON. Let’s see. Yes. Now let me show you one addi-
tional—

Chairman MANZULLO. Let me back up. There are 2 million firms
that have 10 million—
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Mr. EVERSON. Two million C-Corps.

Chairman MANZULLO. Two million C-Corps that have under 10
million in assets?

Mr. EVERSON. C-Corps. Let me show you what is happening with
the C-Corps, Mr. Chairman, and why this is not as big an area of
emphasis.

Chairman MANZULLO. And the audit rate on that group is about
.3 percent.

Mr. EVERSON. Point seven.

Chairman MANZULLO. Point seven. All right. Go ahead.

Mr. EVERSON. Mr. Chairman, this lays this out. Because you
have talked to me before about S-Corps what has happened over
the years, again, starting at the same point.

1978 we had about 2 million C-Corps and a half a million of the
S-Corps. Look at what has happened here, and this line is crossed
now. Far more businesses are operating as S-Corps. The C-Corp
number—

Chairman MANZULLO. Now let me stop you. What is the audit
rate for S-Corps?

Mr. EVERSON. The audit rate for S-Corps, go back to that chart,
.3 percent; it is next to nothing.

Chairman MANzULLO. All right.

Mr. EVERSON. That is why—

Chairman MANZULLO. Then how many S-Corps are there?

Mr. EVERSON. Well, it is right here.

Chairman MANZULLO. Okay. Wait a minute. So it is about three
and a half million? Okay. All right.

Mr. EVERSON. So what we are doing, this is an area where we
were doing nothing. Nothing at all. I am not saying we missed this,
but take a look at this. S-Corps, .3 percent. So one of these we have
corresponded is about is your concern that the next stage of the re-
search we are putting here. Now we may conclude that there are
not problems with the S-Corps, but with an audit rate like that we
just do not know.

Chairman MANZULLO. Well, that is the whole point.

Mr. EVERSON. That is why we are doing the research.

Chairman MANZULLO. No. You see, you just do not know and yet
you go full ahead pell-mell after the mom and pops?

Mr. EVERSON. Well the S-Corps we're doing the research program
with 5,000 returns—

Chairman MANZULLO. I mean you spent $100 million. How much
more money and more time do you need to do this? And why do
you advocate such draconian withholding measures when your re-
search is not done?

Mr. EVERSON. Let me make sure that I clarify the—I would not
agree with the characterization of draconian. We are proposing—

Chairman MANZULLO. Well, how about plutonian then?

Mr. EVERSON. We are proposing reporting and backup of with-
holding. If you look at backup withholding which is in place for all
Americans now for let’s say dividends and interest. Let year we got
something like 330 million reports on dividends and interest. Only
a little over one in a thousand didn’t come in with the proper tax-
payer identification number. That is what would trigger potentially
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t}ile backup withholding. So it is a very de minimis number of peo-
ple.

Chairman MANZULLO. Let me finish with this before we get into
that, because I want you to explain the withholding on it. Well,
how many individual businesses are there that fild Schedule C?

Mr. EVERSON. It is now up to about 16 percent of all the returns.
So what would that be? About 18, 20 million? Twenty million let
us say.

Chairman MANZULLO. So you got 20 million people. So there
would be substantially a lot more people would be audited—

Mr. EVERSON. Well, as I indicated, our priority has been to—

Chairman MANZULLO. No. Let me finish. Let me finish. A lot
more people would be audited. You have a better chance of being
audited if you are a small business person in terms of the per-
sonnel that the IRS is dispatching for that?

Mr. EVERSON. Well, those are the rates right there. And we have
a high rate. A lot of controversy. I get a lot of comments from
Madam Velazquez side of the aisle on EITC audit rates, because
look at that. That is 2.4 percent and some people think that is too
high. That program has a lot of concern because of the high error
rate stemming sometimes from fraud, but largely from the com-
plexity of all the definitions. There are a lot of issues in there.

We try to run a balanced program, but what we have worked on
in the last several years has been particularly in the high income
area, take a look at that five percent audit rate and also on the
corporate areas where we brought that back up and progressively
worked on the shelters.

So I would not agree with the characterization that we have fo-
cused particularly on small business. I would not agree with that
at all.

Chairman MANZULLO. Well, you said that yourself.

Mr. EVERSON. No. I said we are, we need to do more and we need
keep forward.

Chairman MANZULLO. You are focusing on small business. What
you do not understand here, do you know who comprise a lot of C
corporations that have under 10 million in assets? These are law-
yers, accountants; these are all service organizations.

Mr. EVERSON. Yes.

Chairman MANZULLO. Service companies. Manufacturing compa-
nies and other retailers would have more than 10 million. And
there is a whole group of people in there that are under 10 million
that you are not even touching as long as they are a C Corporation.

Mr. EVERSON. Well, the thing is, Mr. Chairman, again we meas-
ure our effectiveness in part by what I mentioned before, this no
change rate. For the small C-Corps the no change rate, that is
where we go in and it is Congresswoman’s Kelly’s issue of we do
not find anything. When we have done the C audits on the smallest
businesses, that no change rate is something around 40 percent in
contrast for individuals that rate is 15 or 16 percent. So—

Chairman MANZULLO. Well wait a second. Your audit rate on two
million companies with under 10 million in assets is .7 percent?

Mr. EVERSON. Yes.

Chairman MANZULLO. That is a pretty small number?

Mr. EVERSON. Yes.
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Chairman MANZULLO. But you have already made the assump-
tion based on your study that GAO does not like that you are not
going to go after these people.

Mr. EVERSON. I did not say we are not going to go after these
people. But what we do is we use the studies to risk adjust and
also we use our own results. And as I just indicated, when we look
at the C-Corps, the very smallest of them, a no change rate means
we do not find anything 40 percent of time. There is in our field
experience, if you will, we see relatively more compliance in that
entity.

Chairman MANZULLO. But the only remedies you are proposing
are ‘?gainst non-C entities, mom and pops, withholding, is that cor-
rect?

Mr. EVERSON. I think that we are working across three fronts,
if you will, to do more across the board. And what we are doing
first is we are increasing our enforcement activities. We are im-
proving our procedures, which includes a whole series of produc-
tivity and other improvements and using research where we have
it. Aild then we are making, as you suggested, some legislative pro-
posals.

Chairman MANZULLO. Right. Now the legislative proposals, and
by the way I found it very interesting that you want to level the
playing field. I have never known the IRS that wants to level the
playing field between two businesses. I am sure that businesses
would rather have less regulations and the IRS trying to make
things easier for one and not for the other. I just find that aston-
ishing.

But in terms of the withholding, let me walk you through a sce-
nario.

Mr. EVERSON. Yes.

Chairman MANZULLO. Let us say that I am a restaurant owners,
a non-C-Corporation, mom and pop, the way my brother was. And
I report a million dollars in gross receipts for tax year 2006. And,
hypothetically, through your research IRS estimates that res-
taurants receive 50 percent of their payments from customers
using credit cards and 50 percent in cash.

Then the credit card companies send the IRS information which
you want from every credit card company for every business except
C corporations. They send you information that my restaurant re-

orts $400,000 in credit card charges. No. I'm sorry. Reports
5800,000 in credit card charges. The return shows a million dollars
grosss(,l, gou have $800,000 in credit card charges. What would the
IRS do?

Mr. EVERSON. Well, I will not give you a specific answer because
I am not an expert in that area. But what we do is we have for-
mulas where we work based on history and research and we select
our audits based on those formulas.

Chairman MANZULLO. No, I—

Mr. EVERSON. No, please, let me finish.

Chairman MANZULLO. No, just a second.

Mr. EVERSON. I'm trying to say—

Chairman MANZULLO. I made it easy for you.

Mr. EVERSON. I can’t tell you what we would do. It depends on
resources we have.
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Chairman MANZULLO. Well, let us say you decide to audit. So you
decide to audit.

Mr. EVERSON. Right. It comes down to what Congresswoman
Kelly was asking about before, having a knowledge of the business.
The pattern of credit versus cash receipts might be different in a
restaurant than it is in a dry cleaner or a small gardening services.

Chairman MANZULLO. Let me go through it one more.

Mr. EVERSON. Yes.

Chairman MANZULLO. The return shows a million dollars gross
receipt.

Mr. EVERSON. Yes.

Chairman MANZULLO. This is a restaurant.

Mr. EVERSON. Yes.

Chairman MANZULLO. Hypothetically, all right, the IRS says 50
percent comes from credit cards and 50 percent comes from cash.
And then the credit card companies send you notice that there was
$800,000 charged in credit cards which should trigger in some-
body’s mind that it should be 1.6 million reported as opposed 1 mil-
lion reported. My question is if the IRS has that information, which
is what you want, is that not correct?

Mr. EVERSON. Yes, that is correct. That is what we want.

Chairman MANZULLO. What would you do with it?

Mr. EVERSON. If someone sticks out, if a business sticks and is
different from others—

Chairman MANZULLO. And this one would.

Mr. EVERSON. Yes. If it would, it might trigger an audit.

Chairman MANZULLO. All right. And then what would you do? 1
mean not talking about the audit. Would you ask the credit card
company to withhold?

Mr. EVERSON. No.

Chairman MANZULLO. You would not?

Mr. EVERSON. No. Because the backup withholding attaches if
you as—let us say you are the credit card issuer.

Chairman MANZULLO. Okay.

Mr. EVERSON. If you forward it to us the wrong number, a num-
ber that matched up Everson and you reported that I had a tax-
payer identification number, but when we went to match up it
didn’t match up to what we showed for Everson, that is what would
trigger backup withholding.

Chairman MANZULLO. So in the hypothetical that I gave you that
would not trigger any backup withholding?

Mr. EVERSON. No, sir. Not at all.

Chairman MANZULLO. Okay. So that is why the documents that
you put out are—

Mr. EVERSON. They are unclear.

Chairman MANZULLO. They are unclear.

Mr. EVERSON. Okay.

Chairman MANZULLO. So it is only if there is something wrong
with the taxpayer identification number?

Mr. EVERSON. That is it. And that is the same way it works on
dividends and interest right now, which people are used to doing.

Chairman MANzZULLO. Okay. Let me take you to another sce-
nario. The restaurant owner, not everybody who has a credit card
has a TIN number, is that correct? We used to call it an SS-4 when
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I practiced law. Has a taxpayer identification number or Social Se-
curity number?

Mr. EVERSON. Well if you don’t have a Social Security number,
you have got a bigger problem than that, because you got to file
a tax return with us, you got to have a number that identifies you.
So you got to have a number.

Chairman MANzZULLO. Okay. Do you need a Social Security num-
ber to get a Visa or MasterCard, anybody? Is it normally required?
I think it is, would that be correct?

Mr. EVERSON. I think it’s a pretty standard piece of information.

Chairman MANZULLO. Am I correct in assuming that?

Mr. EVERSON. Yes.

Chairman MANZULLO. Now there are a lot of small businesses
that do not get a taxpayer identification number but report their
income on a Schedule C through their own Social Security num-
bers?

Mr. EVERSON. Absolutely. That is correct.

Chairman MANZULLO. You don’t have a problem with that??

Mr. EVERSON. No. No. We are not suggesting we change that.

Chairman MANZULLO. Okay. Well then explain to me, Commis-
sioner Everson, where there’s a faulty taxpayer identification num-
ber, give me the scenario in that restaurant thing if you could?

Mr. EVERSON. Yes. They haven’t been square with you as the
credit card issuer. They put down my Social Security number be-
cause they don’t want the IRS to get the right number. And this
is no different than, again, dividends and interest.

Chairman MANZULLO. So this is really actual fraud?

Mr. EVERSON. Yes, or—well, look, what we do is we send out no-
tices. We do not impose backup withholding. Let me be clear here.
There can be confusion. A credit card issuer, somebody could have
made a mistake just like Merrill Lynch might. We send out notices.
Again, let me give you the numbers for last year total returns filed
in 2003 for dividends and interest. We got almost 320 million re-
ports. The number where the TINs did not mention up was
334,000. That is a little over one in a thousand. That is what trig-
gers notices and ultimately backup withholding.

Chairman MANZULLO. But notwithstanding, you still would re-
quire every credit card issuer or clearinghouse give the IRS infor-
mation on how much every single small business in the nation was
generating in credit card receipts?

Mr. EVERSON. That is the gist of the proposal, that is it, sir.
And—

Chairman MANZULLO. No, let me stop you right there.

Mr. EVERSON. Yes.

Chairman MANZULLO. Do you have any idea what that would
cost in terms of regulation?

Mr. EVERSON. We are working with the industry. We have the
banking—

Chairman MANZULLO. The answer is you do not know?

Mr. EVERSON. We do not know a precise number at this stage.

Chairman MANZULLO. But notwithstanding the fact that you do
not know, you are still asking Congress this year for those legisla-
tive proposals?
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Mr. EVERSON. We have made a broad proposal. We are going to
work with the Congress and we will try to minimize the burden,
but you are correct?

Chairman MANzZULLO. All right. Now let me give you a scenario
where I got involved and Ms. Velazquez also got involved. When
the HOPE Scholarship for the $1500 tax credit for middle and
lower income taxpayers was instituted, Secretary Rubin testified
before the Senate and he was asked a question: How much would
it cost the 7,000 universities, colleges and community colleges and
trade schools across the nation to send out a form showing the
source of the payment for the tuition? He said the cost would be
the cost of the stamp.

I got involved as Chairman of the Small Business Committee be-
cause actually, believe it or not, we have jurisdiction over colleges
that have less than 500 employees. The annual cost was $100 mil-
lion. And I worked with Chairman Rossotti for five years, changed
the law and changed the regulations. And, of course the IRS, be-
cause the IRS considers itself exempt from the Regulatory Flexi-
bility Act and continually refuses to do any research or reporting
or compliance with that Act as to what it would cost the small
business people, IRS was off by $100 million. Now I would say with
these fine research fellows that you hire for $100 million a year,
before the IRS even comes out with any notion of any change in
reporting, I would suggest that you figure out exactly how much it
is going to cost and you do that before you even come up with a
proposal. And that is where this is deficient because Secretary
Rubin was so wrong. In fact, I was fighting the software manufac-
turers and you were in the middle of that also. Remember that?

And it is a good thing that Commissioner Rossotti was a systems
person. I mean his background was in computers and analysis. And
he recognized the problem right away. And we worked with 7,000
schools across the nation. They could not believe that this burden
had been imposed.

Now Congress had imposed that burden. And that is what can
happen when legislation is proposed and there is no research done
on it.

Ms. Velazquez? Okay. Well then I have just got one other ques-
tion to conclude.

And that would be I understand fully now the withholding on
credit cards would only be triggered in the event that there is some
fraud going on.

Mr. EVERSON. Well there could be confusion, sir, and we send no-
tices out.

Chairman MANZULLO. But there’s confusion and it is corrected
right away and there’s no withholding?

Mr. EVERSON. That would be right. We send out notices.

Chairman MANZULLO. Let us say that I have got the restaurant
and Mr. Sullivan is a plumber. I do not like to use the words
plumber around Congress. But let us say he is a plumber and he
does work in my restaurant from time-to-time. And then you notice
that Mr. Sullivan is not, maybe he has been late in filing the quar-
terly estimate from time-to-time and you think that perhaps he is
not reporting all the income that comes in. Are you proposing any



22

remedy that would have me as the payor withhold or report to you
on the money that I owe him as the plumber?

Mr. EVERSON. No, sir. We are not changing those. Our proposals
do not run to increased reporting from business. I know you do not
believe this, Mr. Chairman, but I tried to be sensitive to your con-
cerns. And what we proposed is the more reporting by the credit
card issuers, and here ten of those businesses do 84 percent of the
$2.2 trillion in credit card issuances around the country or dollars
that come in through credit cards, and also governmental entities
do some more reporting, not a business doing it; what you are talk-
ing about. That is—

Chairman MANZULLO. So under your proposals I, as the res-
taurant owner would not have to do anything more?

Mr. EVERSON. No, sir.

Chairman MANZULLO. Is that correct? And you would never ask
me to withhold on any payments that I would owe to him?

Mr. EVERSON. No, sir.

Chairman MANZULLO. And I understand that there is a present
law passed by Congress and for which you are not responsible, that
says even in that scenario I am supposed to report any inde-
pendent contractor payments in excess of $600 a year?

Mr. EVERSON. That is correct.

Chairman MANZULLO. That is the existing law?

Mr. EVERSON. The existing law, I think you are correct in stat-
ing—

Chairman MANZULLO. And that is not followed. That is not fol-
lowed?

Mr. EVERSON. I would not say that it is not followed. I think we
could do better on that.

Chairman MANZULLO. The more sophisticated the business, the
more that is done?

Mr. EVERSON. Well, yes, that would probably be right. I mean,
it gets to some of the issues we were talking about before as to
what gets reported. People may if they get the 1099s, they may be
reporting the 1099s they get as income, but not the ones they do
not get.

Chairman MANZULLO. So let me make sure this is very clear.

Mr. EVERSON. Yes.

Chairman MANZULLO. This helps both you and me. The only ad-
ditional reporting that, yes I guess I will use the word “only”, that
you are requesting would be to have the credit card companies
issue to the IRS at the end of the year all the transactions—

Mr. EVERSON. No, gross receipts. Just one number.

Chairman MANZULLO. I'm sorry. Gross receipts for unincor-
porated businesses.

Mr. EVERSON. For all the businesses, yes. That is right.

Chairman MANZULLO. For incorporated businesses also or just
unincorporated businesses? It’s just unincorporated.

Mr. EVERSON. I think it’s just unincorporated. Yes.

Chairman MANZULLO. It is just the little guys?

Mr. EVERSON. Well—

Chairman MANZULLO. Yes.

Mr. EVERSON. —we have not been that specific, sir.

Chairman MANZULLO. Well—



23

Mr. EVERSON. We said it by general language so you have got an
opportunity to weigh in. Do you want to put the companies in
there, too.

Chairman MANZULLO. No, I understand. But it is targeted at
small businesses? That is your target—

Mr. EVERSON. It is targeted where I showed.

Chairman MANZULLO. I have got your paper here.

Mr. EVERSON. Yes. It showed—I think we have been pretty clear
as to where we think we can get the money.

Chairman MANZULLO. No, I want to clear this up before I let you
go here.

Mr. EVERSON. Okay. All right.

Chairman MANZULLO. It is targeted at sole proprietorships, the
25 million people out there and the partnerships that are not cor-
porations.

Mr. EVERSON. I think that is fair enough. Fair enough. That is
where the biggest under reporting is.

CI;airman MANzULLO. Do you think that corporations under re-
port?

Mr. EVERSON. It goes back down that other road.

Chairman MANZULLO. No, I mean—

Mr. EVERSON. Yes.

Chairman MANZULLO. Because if you are doing that much audit-
ing—

Mr. EVERSON. We are doing the auditing, yes. We set up—

Chairman MANZULLO. And you find out that they do not pay
the—

Mr. EVERSON. We set up billions of dollars in additional assets
from them.

Chairman MANZULLO. But you only want to impose the addi-
tional reporting on small unincorporated businesses and not on the
incorporated business, is that correct?

Mr. EVERSON. Well, we have not been that specific. If you want
1:{0 add the big C-Corps, you know, Blockbuster Video to it, I do not

now.

Chairman MANZULLO. No, it is here.

Mr. EVERSON. We can certainly put that in there. It is a general
proposal. We did not submit language. We have said we want to
work with the Congress on the contours of the proposal.

Chairman MANZULLO. Well—

Mr. EVERSON. We have got the American Bankers Association
coming in this week to talk to people about this. So we clearly want
to talk about this.

Chairman MANZULLO. It says payment cards are a growing form
of payment for retail business transactions. And it goes on here. I
mean, it is obvious that the additional reporting that you want to
have the credit card companies do is only for the little guys because
you consider them to be the biggest cheaters.

Mr. EVERSON. “Biggest cheaters,” I have not use that word.

Chairman MANZULLO. But it is true. It is true.

Mr. EVERSON. I have showed you where the biggest piece of the
tax gap is.

Chairman MANZULLO. No, I understand. People cheat, people
cheat.
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Mr. EVERSON. What we are trying to do here again is level the
playing field so that: (1) The Government gets what it is due. And
also so that the small businesses playing by the rules does not get
disadvantaged.

Chairman MANZULLO. Let me read your writing here, your pro-
posal. “It is expected that as under current information reporting
regulations certain categories of merchant payees such as corpora-
tions will be excluded from the reporting and backup withholding
requirements.” These are your own words.

Mr. EVERSON. If you have a problem with that, we will work with
you on that.

Chairman MANZULLO. You think I am sitting here because I
enjoy reading this?

Mr. EVERSON. Okay.

Chairman MANZULLO. I mean the reason for this hearing is the
fact that in your own words the only people that you think of sig-
nificance who are not paying their income taxes are these little
guys.

Mr. EVERSON. I do not think that. I am not suggesting that, sir.
But we do not see—I do not think the revenue line is where we see
problems with C-Corps.

Chairman MANZULLO. Well, you know, I think—

Mr. EVERSON. That is what we are talking about here, is the rev-
enue line.

Chairman MANZULLO. What is the revenue line?

Mr. EVERSON. Gross receipts. They have more sophisticated ac-
counting systems and I believe you would find that—

Chairman MANZULLO. You mean like Enron and those clowns?

Mr. EVERSON. I do not think that—

Chairman MANZULLO. How much did those clowns take from the
American people? How many corporations out there are the
Enrons, the small Enrons?

Mr. EVERSON. Look—

Chairman MANZULLO. Ms. Velazquez, do you have any idea?
Would you not like to know?

Ms. VELAZQUEZ. But let me just say that you sound like a Demo-
crat today.

Chairman MANZULLO. Oh, no, no. We are in there with the little
people.

Mr. EVERSON. Mr. Chairman, if you talk to your colleagues at
Ways and Means and, Ms. Velazquez, nobody would tell you that
we have done anything except work on high income and corporate
people. You can look at the KPMG matters, the aggressive shelter
work we have done with Son of Boss increasing all this.

Chairman MANzZULLO. Well, no, I—

Mr. EVERSON. We are not going after just the little guy.

Chairman MANzZULLO. No. I am just saying that in your own
words you have already said you are going after the little guys.

Mr. EVERSON. No. On revenues the bigger problem is clearly
where we have indicated.

Chairman MANZULLO. All right. You know this page 117, this is
your document.

Mr. EVERSON. Okay.

Chairman MANZULLO. And I just read from your document.
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Mr. EVERSON. Fair enough.

Chairman MANZULLO. Mr. Sullivan, am I correct that this is tar-
geted at little people?

Mr. SULLIVAN. I think the Chairman and Commissioner Everson
are actually expressing the same concern, although a little bit dif-
ferently. The small businesses that come to my office have said
that there is reporting in the proposal and they are terrified that
the next step after reporting is withholding. That is what they are
terrified about. And I think you will hear more about that from the
next panel.

Chairman MANZULLO. Okay.

Mr. SULLIVAN. Because that is certainly something that the Tax-
payer Advocate has talked about. And I think Commissioner
Everson has said he is sensitive to those concerns, which I think—

Chairman MANzZULLO. Okay.

Mr. SULLIVAN. But they are fearful of what comes after report-
ing.

Mr. EVERSON. I understand that concern and I am making no
proposal and do not support the withholding. As you know, I have
said to you privately to you in the past.

Chairman MANZULLO. Yes. Because my question is, and I will let
you go on this finally—

Mr. EVERSON. Okay.

Chairman MANZULLO. Treasury has different compliance sugges-
tions than the Taxpayer Advocate, is that correct?

Mr. EVERSON. Yes. The Taxpayer Advocate is set up to look at
issues of problems of dealing with the service and gives us inter-
nally as a part of the IRS to try and help us improve our adminis-
trative procedures.

Chairman MANZULLO. Right.

Mr. EVERSON. But she also makes an annual report to Congress
highlighting 20 areas where her office has concluded that there are
particular problems navigating the code or enforcement procedures.

Chairman MANZULLO. But her suggestions for enforcement com-
pliance are separate from yours?

Mr. EVERSON. Absolutely. They are not Administration proposals.

Chairman MANzULLO. All right. And hers are even more perva-
sive, and we will have fun with her shortly.

Mr. EVERSON. Let her characterize her own thoughts.

Chairman MANZULLO. All right.

Mr. EVERSON. I never try to speak for Nina. I have learned that
in my three years on the job.

Chairman MANZULLO. I want to thank both of you for coming. I
know we have taken a lot of time, but I wanted to get explicitly
clear what the Treasury has proposed in terms of withholding. And
I know we have taken a lot of time to do that, but it has been
worthwhile to do that.

Again, Commissioner Everson, every time we have called you
have come to the office, you have been available. You have been
very transparent with us. And I really appreciate the efforts that
you are doing at the IRS.

And, Mr. Sullivan also, we did not ask you a lot of questions but
we did not have to. I appreciate the work that you do on behalf of
the small businesses.
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And the first panel is excused.

Mr. EVERSON. If I can say one last thing, Mr. Chairman.

Chairman MANZULLO. Yes.

Mr. EVERSON. I am happy to be here. I appreciate the vigor with
which you and your Committee members represent your interest.
And I think this is the way that tax policy ought to be reached. Be-
cause it should not be done in the dark of night in some appropria-
tions rider where people are doing things that have impact. This
is a full debate. We want to work with the Congress on these
issues.

Chairman MANZULLO. Thank you, Commissioner. I appreciate it
very much.

Let us get the second panel ready.

[Recess.]

Chairman MANZULLO. I’'m surprised you guys stuck around after
the first panel. We are going to go from left to right. If you could
keep it to five minutes, I would appreciate it. Obviously your full
statements will be a part of the record.

Our first witness on the second panel is Kevin Brown, who also
has been a frequent visitor to the office. And he is the Commis-
sioner of the Small Business/Self-Employed Division at the IRS. We
look forward to your testimony. Thank you very much.

STATEMENT OF KEVIN BROWN, SMALL BUSINESS/SELF-
EMPLOYED DIVISION, INTERNAL REVENUE SERVICE

Mr. BROWN. Good morning, Chairman Manzullo, and Ranking
Member Velazquez, and distinguished members of the Committee.
I appreciate the opportunity to talk with you today about the work
of the Small Business/Self-Employed Division of the Internal Rev-
enue Service.

The SB/SE organization is made up of 28,000 employees who
serve about 45 million taxpayers, roughly one-third of the tax-
paying population. Our taxpayer base consists of seven million
small businesses, including corporations and partnerships with as-
sets of $10 million or less; 33 million self-employed and supple-
mental income earners; and five million other taxpayers who file
employment, excise, estate, gift, fiduciary and international tax re-
turns.

As I begin, I want to echo a couple of the themes you have just
heard from Commissioner Everson. First, whether we are providing
service through education, outreach or burden reduction, or we are
seeking out noncompliance through our enforcement efforts, our in-
tent is to help all taxpayers, including small businesses, comply
with the tax laws and to ensure that these laws are applied fairly
to all. Secondly, it takes a balance between service and enforce-
ment to achieve compliance, and SB/SE strives daily to maintain
this balance for its taxpayer community.

Today I am going to focus primarily on the service side of the
equation by highlighting some of our recent efforts.

We know that the vast majority of small business taxpayers rely
on their practitioners to handle their tax returns. Given this situa-
tion, it is vitally important that we reach out to the practitioner
community so that they can, in turn, support their small business
clients. We have built a robust outreach and education program to
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do just that, to touch thousands of stakeholders and through them
reach millions of small business taxpayers. The result is more than
15,000 relationships with national and local partners including
practitioner organizations, small business and industry associations
and federal and state agencies and governments. One of the more
well-known services we provide is the Small Business Forums
which we co-host with the United States Chamber of Commerce,
the National Federation of Independent Business and the Small
Business Legislative Council. Through these forums small business
organizations receive the latest small business information from
the IRS and in turn are able to share their members’ concerns and
issues with us.

Due to the success of the national forums, we are launching local
small business forums at the state level this spring.

SB/SE also devotes resources to identifying major sources of tax-
payer burden and to developing and implementing ways to reduce
this burden. Since 2002 our Office of Taxpayer Burden Reduction
has been instrumental in reducing taxpayer burden by over 200
million hours. Here are some highlights.

In January 2006, we implemented the Annual Forum 944 for em-
ployers who have a total annual employment tax liability of $1000
or less. Most of the estimated 950,000 eligible Form 944 filers also
will be able to pay annually with their form 944.

This year we implemented a new automatic six-month extension
period reducing burden by 11 million hours.

Simplification of the office in the home deduction for the small
business taxpayer is high in our priority list for tax year 2006. We
are looking into several ways to address the burden caused by
Form 8829, which is completed annually by about 2.4 million
Schedule C filers as well as Schedule A filers.

I also want to mention our SB/SE Disaster Coordination Office.
In the aftermath of the recent hurricanes this office played a key
role in the IRS success in providing on the ground assistance to
individuals and businesses in dealing with the myriad of related
tax issues.

Most recently the IRS has been partnering with the Department
of Housing and Urban Development and Mayor Ray Nagin of New
Orleans to help make businesses in the hardest hit areas of New
Orleans and Louisiana aware of Federal incentive relief that is
available to them.

In summary, Mr. Chairman, I believe that the SB/SE Division of
the IRS is providing much-needed support to the small businesses
of America. We have demonstrated our commitment to service
through the outreach and education we are providing, the partner-
ships we have developed and our numerous efforts to reduce tax-
payer burden. At the same time, by using our enforcement re-
sources to detect noncompliance, we are helping compliant busi-
nesses by eliminating the unfair advantage created when their
competitors fail to comply with the tax laws.

Thank you, Mr. Chairman. I will be happy to answer any ques-
tions you and the other Members of the Committee may have.

4 [Commissioner Brown’s testimony may be found in the appen-
ix.]
Chairman MANzZULLO. Thank you.
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Our next witness is Nina Olson. She is the National Taxpayer
Advocate serving as advocate for taxpayers to the IRS and the Con-
gress. We look forward to your testimony.

STATEMENT OF NINA OLSON, TAXPAYER ADVOCATE SERVICE

Ms. OLsON. Thank you. I believe you.

Mr. Chairman, Congresswoman Velazquez and Members of the
Committee, as you know, my organization, the Taxpayer Advocate
Service devotes a substantial portion of its efforts to assisting small
businesses and self-employed individuals who experience problems
with the IRS. Through February of this fiscal year, small business
cases accounted for about 44 percent of Taxpayer Advocate Service
case closures, around 90,000 cases a year. And we have been able
to provide relief to small business taxpayers in nearly 75 percent
of those cases.

In addition to our case work, the Taxpayer Advocate Service is
actively involved in identifying areas of the tax system that impose
burdens on small business taxpayers. When we identify systemic
problems we make administrative and legislative recommendations
to help mitigate these burdens. I discussed several of the rec-
ommendations I have made in my written testimony, including rec-
ommendations from my 2004 annual report to reduce burdens on
small businesses. I am please that Chairman Manzullo included
many of these proposals in the Small Employer Tax Relief Act of
2005 that he introduced last fall.

In my annual reports to Congress I have also made administra-
tive and legislative recommendations to reduce the tax gap. The
IRS estimates that the net tax gap runs at about 290 billion a year.
The IRS expects to receive about 135 million individual income tax
returns this year. Therefore, the average individual tax filer is ef-
fectively paying a surtax of more than $2100 a year to subsidize
noncompliance. As the statutory voice for all taxpayers, I find that
to be an unacceptable state of affairs. It is unfair to the millions
of taxpayers who pay their taxes in full and it erodes public tax
confidence in our tax system. After all, if my neighbor is not paying
his taxes, why should 1.

When you drill down a level the IRS data show that the cash
economy is the largest single contributor to the tax gap. And while
99 percent of wage income earned by employees shows up on tax
returns, the IRS estimates that only about 43 percent of self-em-
ployment income reportable on a Schedule C shows up.

The low rate at which taxpayers report cash economy income cre-
ates two sets of problems. First, it places honest businesses at a
competitive disadvantage. If one taxpayer is paying his taxes but
a competitor is not, the honest business person will lose out on
sales because the noncompliant competitor can use its tax savings
to undercut the price of goods and services. Second, taxpayers oper-
ating in the cash economy have greater opportunities to be non-
compliant because they know the payments they receive are not
being reported to the IRS and therefore will be difficult for the IRS
to detect.

And as I know from 27 years I spent working with small busi-
ness taxpayers professionally and as a self-employed person myself
for those years, many small businesses operate on tight margins
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and plow every cent they can save back into their business. They
have enormous difficulty saving money and since there is no mech-
anism to withhold taxes from their income, they often find they
have spent their funds by the time tax payments are due. Then the
IRS may come calling and these people would often come to me for
help. Unfortunately, the most I could do in some of these cases was
to help them request collection alternatives and in other cases it
was simply too late. The sheer weight of the tax debt caused the
business to go under.

In light of the concerns I've expressed about the high rate of non-
compliance in the cash economy and the extreme pressures small
businesses face if they are audited, I have tried to offer proposals
that strike a reasonable balance between reducing the high rate of
noncompliance in the cash economy and avoiding excessive burdens
on small businesses. There is no one size fits all solution and my
proposals are just that; proposals that I and others may be able to
improve on. But I think they represent a useful starting point.

My written statement discusses some of my proposals in greater
detail, but I would like to briefly highlight our proposal to amend
the Internal Revenue Code to require the IRS to promote making
estimated tax payments through its electronic funds transfer pay-
ment system and to establish a goal of collecting at least 75 percent
of all estimated tax payment dollars through EFTPS by fiscal year
2012.

One key feature of EFTPS that many taxpayers may find attrac-
tive is the ability to voluntarily schedule more frequent automatic
estimated tax payments up to—

Chairman MANZULLO. Ms. Olson, could you talk about the most
controversial, the backup withholding?

Ms. OLSON. Certainly.

Chairman MANZzZULLO. I think it starts on about page 11, 11 and
12. You can tell that’s where our concern is.

Ms. OLsON. All right.

Chairman MANZULLO. We appreciate the other information and
agree with it, but we want you to address the proposal we disagree
with.

Ms. OLSON. Okay. But I would like to say about that proposal—

Chairman MANZULLO. Go ahead.

Ms. OLSON. That it is the third in a tiered approach. That my
goal is to get people to be able to stay out of trouble by being able
to make estimated tax payments as easily as they would make
automatic debits from their accounts for a car or a mortgage pay-
ment.

And then I also have a proposal about companies that want to
do withholding for their independent contractors, that they could
come into the IRS, and this would not be the IRS contacting them,
but that they would come into the IRS and say we want to treat
our people as independent contractors but they are having a hard
time saving and we want to do this voluntary withholding. And
they would be considered independent contractors for all purposes
such as deducting expenses and everything like that, except for the
fact that the payor would be withholding.
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And I believe that those two proposals will eliminate a large
amount of noncompliance and help companies, small businesses
stay out of trouble in the first place.

But for those individuals, those persons, those entities that are
substantially noncompliant and repetitively noncompliant, and I
believe that that is something Congress could determine or you
could allow the Secretary to determine, but where there is a repeti-
tion of nonpayment of taxes year after year, then I propose that the
IRS be able to use backup withholding in order to get the attention
of those taxpayers and get them to call us. And once they call us,
then we can channel them and say, folks, we will release backup
withholding if you will schedule a year’s worth of estimated taxes
a year in advance so we know that you are not getting into trouble
again. We will help you resolve your arrears, but we want to put
you in a going forward basis with your estimated taxes.

And so that is the withholding proposal. I am saying that you
have to have a demonstrated history of noncompliance, in your
words these might be the cheaters, they are cheating other tax-
payers.

Chairman MANZULLO. And that would—I have got to get this out
in your testimony in chief here. And that backup withholding
would be on money coming from?

Ms. OLSON. Payors.

Chairman MANZULLO. Such as a credit card company?

Ms. OLsoN. Well, I did not propose the credit card company.

Chairman MANZULLO. Or?

Ms. OLSON. It would be from, for example, if you were in con-
struction and you were working for a large contractor and you were
on the framing crew, then you would have the contractor do the
backup withholding.

Chairman MANZULLO. But that is done now because of with-
holding for?

Ms. OLSON. For interest and dividends, that is right.

Chairman MANZULLO. No, no, no. For worker’s compensation in-
surance to make sure it is—

Ms. OLsON. That is correct.

Chairman MANZULLO. But your proposal would also apply in the
hypothetical that I gave the Commissioner about the restaurant
owner that would owe money to the plumber if you found that the
plumber was substantially noncompliant, is that not correct?

Ms. OLSON. That might happen in that instance. Now, I would
imagine that the IRS would not be taking it down to that level.
That they are going to be looking at persons who are repeatedly
noncompliant and that it is worth them implementing—

Chairman MaANZULLO. We always look at the worse possible sce-
nario.

Ms. OLsON. I agree. I think that that is a legitimate concern.

Chairman MANZULLO. I interrupted your testimony. Did you get
out everything that you had wanted to?

Ms. OLsON. I think so.

Chairman MANZULLO. Okay. Thank you.

Ms. OLsoN. Yes. Thank you, sir.

[Ms. Olson’s testimony may be found in the appendix.]
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Chairman MANZULLO. Our next witness is John Satagaj. And,
John, we look forward to your testimony.

STATEMENT OF JOHN SATAGAJ, SMALL BUSINESS
LEGISLATIVE COUNCIL

Mr. SATAGAJ. Thank you, Mr. Chairman, Ms, Velazquez, Mem-
bers of the Committee. It is always a pleasure to be here.

I think I noted last time I was here it was just a year ago for
the same subject, it was a historic moment because I completed
Commissioner Brown for the great work he is doing. So I am going
to double it up. He is two-for-two, he continues to do a marvelous
job. If we clone Commissioner Brown, we would have a much better
situation and maybe not as combative and we have to be with the
IRS sometimes. So I compliment—

Chairman MANZULLO. That was combative. The Commissioner is
very smart because there’s a Proverb that says that a soft answer
turns away wrath. And he succeeded in doing that with his great
smile and his personality, and also his candor.

Go ahead.

Mr. SATAGAJ. There is always going to be a tax gap; we all know
that. And you alluded to the GAO study earlier in your testimony
and opening statement. I believe the IRS has been doing tax gap
studies since the studies. I think the first one was 1977. The first
GAO report was in 1988. It looked at the ’77, 82 and ’87 tax gap
ones And I guarantee if you take that ’88 study and put it up
against the one you referenced, it would say all of the same things.
You know the data is old, we do not know what it is, we are not
asking. We have been talking about the same issues about how you
analyze the tax gap and how you find it. Nothing has changed be-
tween the 1977 tax gap estimate and the one today in terms of un-
derstanding what it is really about. And I think you illustrated
that very well in your opening statement.

The next point I want to make is about the blue book that you
referenced, the five proposals and the one I call it the phantom six,
the one on the independent contractors. And with all due respect,
I think whoever wrote that did a disservice to the President of
United States. Because the words are there and I've heard for the
two or three weeks or four weeks since that has been out is “Well,
it is a general proposal and we need to figure out what it really
means.” And your conversation with the Commissioner about the
corporations and the credit cards illustrates perfectly how little we
know about those proposals and the potential impact. Does it cover
C corporations? Is it excluding C corporations and S-Corporations?
If it is, and I think for a while there I heard the Commissioner say
that, then we are looking at all sole proprietors. How many sole
proprietors take credit cards?

And when you exclude all the brick and mortar that our S-Cor-
porations and C corporations, who are you going after? You have
got 25 million of them maybe, but how many of them take the cred-
it cards? And if it was not meant for that universe, why did we pro-
pose it? But it illustrates that that proposal, those words means
things to us in the small business community and we get upset
about them.
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I was talking to Advocate Olson, Nina, about that sentence, the
phantom six. Well, I guarantee every one of us, and I told her this,
it was a disservice to her. Because all of us who worked that inde-
pendent contractor issue read that sentence, the first reaction is,
ah ha, the Advocate is getting her proposal through in a different
way through that proposal. And you have heard what she has
talked about, and it is not that. And so we have a disservice to the
President and to all of us if we are not careful how we choose our
words. Because it means something to those of us in the small
business community, and we did not see that there.

So with those points, one last point. The IRS every year puts out
a—they give bunk frivolous myths about filing your return. You
know, things that you should not do that people claim, like the
16th Amendment is invalid so I do not have to file my return or
if I put all zeros, I do not have to pay a tax.

There was one that was interesting in there, and I pulled it out
because I think it’s really relevant to today. Filing a tax return is
voluntary. A lot of people say I do not have to do it. And this is
the IRS” words. Some people mistake the word voluntary for op-
tional. But filing a tax return is not optional for those who meet
the law’s minimum gross income requirement. The word “vol-
untary” as used in the IRS publications, court decisions and else-
where refers to the fact that the U.S. tax system is a voluntary
compliance system. Now here is the important sentence in my
mind and everything we are talking about here today about wheth-
er it is information report, it is backup withholding or it is any-
thing. This is the sentence that we talk about our system. “This
means only that taxpayers themselves determine the correct
amount of tax pursuant to law and complete the appropriate re-
turns rather than have the government do this for them as done
in other countries.”

This is what America is about. This is what about being a small
business is American is about. And we had better be darn careful
if we are taking away any one element of that voluntary system.

Thank you, Mr. Chairman.

[Mr. Satagaj’s testimony may be found in the appendix.]

Chairman MANzZULLO. Thank you.

I forgot to state that you are testifying on behalf of the Small
Business Legislative Counsel.

Thank you for your testimony.

Next witness is Keith Hall, CPA speaking on behalf of the Na-
tional Association for the Self-Employed. We look forward to your
testimony.

STATEMENT OF KEITH HALL, HALL AND HUGHES, PLLC

Mr. HALL. Thank you.

Chairman Manzullo, Ranking Member Velazquez, I thank you so
much for the opportunity to be here today as a small business
owner.

To a small business guy like me any number that ends in billions
is a touch concept to grasp. The tax gap that we are talking about
today is one of those touch concepts.

Through the National Association for the Self-Employed I visit
with thousands of small business people each year. Based on that
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experience, I hope to shed a little light on some of the proposals
and how they effect people like me. I specifically would like to talk
about three things.

First, and perhaps the most concern for me, is a proposal to ini-
tiate required withholding on non-employee payments. The with-
holding proposals would be based on gross payments as opposed to
taxable income. This would require the same amount of cash with-
holding from all independent contractors regardless of the nature
of their business. The business owner with the lowest profit margin
would be hurt the worst, since they would be hit with the same
amount of cash withholding even though they have less money to
work with.

Tracy Boulware, who is an NASE member from Houston, told us
and I quote, “I own a small company. I pay my taxes. Sometimes
my profit margin is only 3.5 to 5 percent. This type of legislation
could put me out of business. It is that simple.”

The small business that has only a 3 to 5 percent profit margin
would be devastated and probably could not continue to operate.
But that is not the only bad stories that would be out there.

I personally have a client in Garland, Texas that has a business
cutting grass at retail strip centers. His total gross income for last
year was about $240,000, which seems like a lot of money. But he
has two full time crew chiefs and employees a number of college
students during the summer. So at the end of the day he has about
$40,000 of net income and pays about six grand in taxes. But under
a withholding rule he would have $12,000 of his money withheld.
That translates into about $500 per month less to manage his fam-
ily and manage his business.

When I asked him if he could manage on $500 less a month, he
1a’lllso gave me a quote, but I thought I probably should leave it out

ere.

We talk a lot about creating jobs and we talk about a stronger
America, but this guy is actually out there doing it. And because
he chooses to put a lot of his money back into the community he
is going to be hurt the worst. The key point is that withholding
based solely on gross payments would be greatly unfair to many
taxpayers and for some it would mean the difference between sur-
viving and not surviving.

A second is the credit card reporting. Almost everyone has some
type of information that is reported to the IRS either by their em-
ployer, by their bank or by their clients. This proposal would ex-
pand that type of reporting to credit and debit card transactions.
Now capturing information can only have a positive impact, in my
opinion, particularly in light of those taxpayers who consciously
choose to avoid reporting income. If requiring the credit card com-
panies to report these payments will help identify those that abuse
the system, I am all for it. If reporting is used to match credit card
receipts to the tax returns similar to the way 1099s are done today,
I think it is a great idea. If, on the other hand, the reporting is
used to make judgments regarding other items on the item, I think
problems could arise.

Discussions have included taking the total credit card receipts re-
ported for a particular business and then extrapolating that total
to total income, thereby making assumptions on amounts that are
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not reported. Making assumptions on information that is not re-
ported will, again, paint all small businesses with the same paint
brush which can only end up causing more problems then it solves.

Perhaps the most critical problem with this proposal is an esti-
mated return on investment. The Treasury estimated that it would
save $225 million compared to 335 billion, which is nominal, espe-
cially compared to the burden it is going to place on both the IRS
and on business taxpayers.

The bottom line here is I am in favor of increased reporting, I
am just afraid that this proposal will provide a lot more numbers
but won’t really have a big impact on fixing the tax gap.

Lastly is education versus enforcement. Most issues faced by
small businesses deal directly with the complexities of the tax code.
The IRS’ commitment to education over the last five years has
made a tremendous difference. Anyone who thinks that the IRS
has not been a friendly and more helpful entity has not had a
chance to review their website. The commitment to that website
changes in the Form 941, 940, the new Form 944; all prove that
they have been listening and that they want to help. I am afraid,
however, that the commitment to education might be fading. It
seems clear that the proposed budget is moving away from edu-
cation and toward enforcement. Point blank, more education means
more compliance. My belief is that $1 in education is worth much
more than $1 in enforcement.

When I graduated from college, and I will not say how long that
was, my goal was to make a lot of money, to conquer the business
world and to be the man. But as I have gotten older I recognize
that all we really have a chance to do is make a difference. Today
you guys are called on to make a difference, not only for me, but
for millions of small business owners just like me in evaluating
each one of these proposals. It is my wish that the difference you
strive to make is based on reducing overall tax code complexity and
maintaining a commitment to education.

Thanks again for the opportunity to be here, and thanks for
making a difference.

[Mr. Hall’s testimony may be found in the appendix.]

Chairman MANZULLO. I appreciate that.

Our next witness is Michael J. Fredrich. And I am going to touch
upon his biography because first of all, I forgive you for graduating
from the University of Wisconsin because I went to Marquette.

Mr. FREDRICH. It was a rough time and I forgive you, too.

Chairman MANZULLO. That is all right. It says personal, married
31 years to the same woman, no children, 13 dogs, 10 cats, six
horses and no mice. And with that introduction—

Mr. FREDRICH. That is right.

Chairman MANzZULLO. But BS degree in nuclear engineering,
MBA in finance, corporate turnaround specialist. Industries include
manufacturing. You know the time I spend in manufacturing. I
really do look forward to your testimony.

STATEMENT OF MICHAEL FREDRICH, MANITOWOC CUSTOM
MOLDING, LLC

Mr. FREDRICH. Well, thank you, Mr. Chairman. And thank you
Ms. Velazquez.
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Chairman MANZULLO. I'm sorry. On behalf of the Small Business
and Entrepreneurial Council.

Go ahead.

Mr. FREDRICH. Yes. Thank you.

Well, I am happy to be here today.

And I read the testimony of Mr. Brown and I would have to say,
I would not want your job. I think you are trying to do the right
thing and you are dealing with really an impossible situation. I
mean our tax code is so complex it crosses people’s eyes. I mean,
I do not know how many people in here actually do their own
taxes, but I mean it is just impossible to do.

And I know this is not a debate, but Ms. Olson, I read yours, too.
And if you are helping the small business, do not help so much. We
do not need that kind of help.

I view this proposal as one more straw on our back of small busi-
ness. We are, you know, a professional tax collector. We collect fed-
eral tax, state tax, Social Security tax, Medicare, unemployment
tax, state and federal. We file W2s. We do 1099s. And we do not
get paid for any of this service. And on top of this now we are going
to become immigration police, which is not the topic of this.

There was competition mentioned that we want to make every-
body pay their taxes so we have a level playing field. I would offer
this to anybody that thinks adding more burden on small business
creates a level playing field and improves competition. I would say
this: You are looking at the wrong competitors. Our competitors are
not other small businesses in this country. Our competitors are
small businesses and companies around the world. And I offer this
as an example.

One of our customers, Kohler Engine—we make parts that’s
Kohler Plumbing, but they also make engines. Most people prob-
ably do not know that.

They have a group of people that go around and assess your cost
structure and they compare you not just to other people in this
country, they compare you to other of your competitors in the
world. So we have competitors in China and we have competitors
in India. And they look at our cost structure and they say well your
costs are too high. So here is your choice. You can lower your price
or you can lose the business. And that is fact. And they are not the
only company that has it, lots of companies have that. So that is
the cost reality that we are dealing with.

In my testimony I have a thing here called the Anthony factor.
Small businesses do not and cannot have a high overhead. We can-
not employ more people than we absolutely need to. So in situa-
tions like our computer system, we cannot have an IT person on
staff so we use Anthony. We pay Anthony the way we pay every-
body else. We pay him by check an we issue him a 1099. And the
thought of having to start now messing around withholding on An-
thony is just silly. I mean, it is just one more straw. And at the
increment it does not seam like it is a lot, but it is. I mean, you
have to look at the whole thing in its total.

Another example. We do not have a direct salesman, we have a
guy that we have been trying to leave his current employment
where he makes $120,000. He has a salary of $120,000. And we
said to him, look it, why do you not start your own company. Be
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your own boss. We think you would flourish and you could rep-
resent our company in selling our products and we would benefit
and you would benefit and it would be good for us.

So now here is a guy, he is going to leave, walk away from
$120,000 salary into a situation here he makes zero on day one.
Absolute zero. So now you are going to enact some legislation that
is going to require us to withhold 28 percent of what we are going
to pay him. Well, he cannot afford that. I mean, he is already walk-
ing away from $120,000. So, you know, that is how this kind of
thinking, I mean you would think you would want to encourage
people to start their own business, and that is how businesses
start. I mean, they start with people going out on their own and
saying, hey, you know, I can do this for myself. And this legislation
or this proposal it really dampens that.

One other thing I would like to say. I heard this with regard to
audit activity $1 yields $4. That is just bunk.

When you make a calculation like that in a free market trans-
action where you have a willing buyer and a willing seller and the
IRS does not come to you and say hey, we would like to do an
audit, what do you think. No. They say we are going to do an audit.
Okay. So then you have to go and hire your support, your tax ac-
countant, you have to go hire Kevin here and say hey I need rep-
resentation that pulls you away. And they do not factor those costs
in there. They do not factor the focus that is taken away from the
business.

Can you imagine? We do not run on a big staff. I mean, I am
not there today. My partner is there today. But we are there every-
day that we can be. And to take our focus away to have an audit
where somebody thinks they make $4 for every dollar of audit cost
ignores the other half of the equation. What is our cost? I mean,
that has to be your true yield on what an audit costs.

So I mean they go through this plan of we are going to expand—
my time is up. I am sorry. I will summarize quickly.

I think you need to be simpler. You need Hagelian logic; less is
more. Our tax structure is too, too complicated.

That is my testimony.

[Mr. Fredrich’s testimony may be found in the appendix.]

Chairman MANZULLO. Now I am convinced that you were at the
University of Wisconsin. Hagel is the author of Communism.

Mr. FREDRICH. The solution. In business if you want to make
something better—

Chairman MANZULLO. You do not get it. Everybody accuses the
University of Washington of being very liberal and said—

Mr. FREDRICH. I was in engineering school there.

Chairman MANZULLO. All right. Sorry about that.

Appreciate your testimony.

Mr. FREDRICH. Thank you.

Chairman MANZULLO. The next witness is Dr. Max Sawicky, an
economist with the Economic Policy Institute, who has worked at
the State and U.S. Treasury Department.

We look forward to your testimony, Dr. Sawicky.
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STATEMENT OF MATT SAWICKY, ECONOMIC POLICY
INSTITUTE

Mr. SAwicKY. Thank you.

I would like to thank you, Mr. Chairman and Ranking Member
for inviting me.

If Ms. Olson does not supply enough disagreement, maybe I can
fill in the gap.

The United States has enjoyed a tax holiday for years now. We
are, as you know, spending much more than we are taking in, both
in terms of the Federal Government in the U.S. relative to the rest
of the world. Very few economists think these imbalances can be
sustained indefinitely. And because of that the need for revenue, I
think, is going to become inescapable. Tax increases are not fun
and I think that fact is going to compel renewed and expanded in-
terest in the tax gap, which is another source of solution.

Now, I would take exception to some of my friends. Tax in-
creases, in and of themselves, do not fix this because in the long
run we have health care spending increases in both the public and
private sector which will need to be paid for one way or another.
If they are not paid for by the government, they are paid for by
someone else. If they are not paid for, then somebody loses health
care. So the problem is much bigger then revenues, but revenues
I think are going to be impossible to avoid. And that means the tax
gap, among the other things.

Now the elephant in the room here which nobody has really
touched upon which pertains to a number of the issues that have
come up is resources for the IRS. If there is a lack of service and
education of taxpayers, that is amenable to remedy with more re-
sources. If there is a lack of research or an unevenness in the focus
of research, that is amenable to more resources. If there is a short-
fall in technology, which I think is a particular problem with the
IRS, that is a crying need.

Proposals to flat fund the agency or even reduce funding in real
terms after adjusting inflation mean that when we talk about more
service, it is going to come from somewhere else. The agency abso-
lutely has to process returns; that is an unavoidable expense. If we
do more education, it is going to mean less enforcement with all
the problems that have come up.

And unlike other issues in the budget, this is not a trade off
issue. The research, contrary to my college here, I think is pretty
decisive and emphatic that more spending on a variety of meas-
ures, not only the ones that have been mentioned here, bring in
much more money than they cost. There is very high payoff ratios
that have resulted from very elaborate and sophisticated research
on this question.

So then of course the question remains what is the right focus.
And people are concerned here that small business is being singled
out. As the Commissioner said, the IRS uses formulas to determine
audit. These are confidential; they have to be. I think nobody from
the outside is supposed to know what those are. I think the con-
fidence in terms of what the agency is likely to do with better fi-
nancing, although it cannot be simply given away without any
oversight, is that they are going to go where the money is. And
that is not particularly to small business, it is to businesses with
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lot of employees and/or high net income. It is not to very short with
very high income.

So in terms of small business within that dreaded blue box in the
tax gap map there is a lot of differentiation between really small
and small compared to Chrysler but not small compared to most
Americans. And I think the agency can be relied upon if their man-
date is to get the best bang for the buck in terms of revenue to go
to where the money is and not to the really small people.

In that final vein, one small business category that has not been
mentioned here is, let us say a woman taking in sewing making
$13,000 a year, somebody mowing lawns. People receiving the
earned income tax credit have been the target, the real target of
inordinate attention by the IRS I think at the behest of the Con-
gress in a gross misfocus of priorities from the standpoint of reve-
nues as well as justice. And if there is unfairness there, we cannot
be surprised if it bleeds over into other places.

Two more thoughts. One, I think the advance in the computer
technology and the economy, the reduction of the cost of trans-
actions which we already see burgeoning ahead is going to make
a lot of these discussions obsolete. It is going to be easier and easi-
er to collect and report information, the process, and without nec-
essarily the need for draconian withholding rules, which I am im-
pressed by some of the testimony in terms of the problems in that
vein. But reporting, I think, is much less of an issue, will become
decreasingly so in the future.

And finally, I cannot disagree with all the commentary about the
importance of the simplicity of the tax code and the fact that it has
gone radically in the wrong direction really since 1997, I would say.
And this complexity for good, bad and different reasons has in-
creased costs all the way around. And everybody in Congress is
concerned about this but nobody has roused themselves to really
deal with it seriously. And again I come back to the fundamental
imbalances in our economy and in the budget which get much
worse in the long run, which I believe will compel the political sys-
tem, Congress and the President, to approach the revenue includ-
ing the tax gap with high seriousness. And part of that solution
will be, I think, significant simplification of the tax code.

Thank you very much.

[Dr. Sawicky’s testimony may be found in the appendix.]

Chairman MANZULLO. Thank you. You must have been rejoicing
last night with that marvelous basketball game. Was that not
something?

Mr. SawicKy. I have a 6:30 school bus to catch in the morning,
so I miss a lot of that late night stuff on TV.

Chairman MANZULLO. You're alma mater.

Mr. SAWICKY. My alma mater is—oh, yes. Yes. Right.

Chairman MANZULLO. Okay.

Mr. SAWICKY. I read about it in the paper. I missed it.

Chairman MANZULLO. It’s obvious you do not like basketball, so
I will go on to something else here.

Ms. Olson, on withholding, your proposals do not even touch
credit card withholding, is that correct?

Ms. OLsoN. Well, I did not propose the credit card withholding,
the Administration—
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Chairman MANZULLO. That comes from Treasury.

Ms. OLSON. The Administration proposed it.

Chairman MANZULLO. So I guess unless you want to talk about,
let us go on to—

Ms. OLsON. Right.

Chairman MANZULLO. —what your proposal for withholding is.
Could you walk us through a scenario?

Ms. OLsSON. Yes. First, when you and I had talked earlier you
asked me to get numbers, so now I have numbers.

Chairman MANZULLO. Is it not great to come into the office first?

Ms. OLSON. Yes, it was very helpful.

Chairman MANZULLO. Good.

Ms. OLSON. And it crystallized the mind.

There are for tax year 2004, which would be last year’s filing sea-
son and are the most recent data that we have since this year’s fil-
ing season is not finished, there were balance due returns overall,
there were approximately 4 million balance due returns. Individual
returns they reported tax dollars, they made some payment and
here is the dollars that are owed.

Chairman MANZULLO. These are individual returns?

Ms. OLSON. These are individual returns.

Chairman MANzZULLO. Okay. Go ahead.

Ms. OLSON. So that will include Schedule C.

Chairman MANzZULLO. Okay. Go ahead.

Ms. OLsON. Of those returns 1.45 million were Schedule C re-
turns. So that is first the universe that we are talking about. Out
of the 128, 133 million returns that we get every year, to even
begin to look at my withholding proposal, we are talking about 1.45
million returns. That is just the starting point.

Now of the dollars that are balance due for 2004. Okay. Let me
just say one thing. That Schedule C balance due returns then con-
stituted 35 percent of all balance due returns we got in tax year
2004.

Chairman MANZULLO. Can I stop you right there? What percent-
age of the total returns do the Schedule C returns comprise, do you
know that?

Ms. OLSON. Maybe 18 percent my research guy says.

Chairman MANZULLO. About 18 percent. Go ahead.

Ms. OLsON. Okay.

Chairman MANZULLO. Thank you.

Ms. OLSON. And then when you look at the dollars that are due
on these balance due returns, we had about $12 billion on all indi-
vidual income tax returns due. Okay. A balance due. And I am not
talking here about under reported income. I am saying people said
this is how much we owed, we were not able to pay.

Chairman MANZULLO. Right. Okay.

Ms. OLSON. So on those 4 million returns for all individual tax-
payers, it was about $12 billion due.

And for Schedule C returns what we had was about $6 billion
due.

So the Schedule C balance dues were about 50 percent of the dol-
lars, although they were 35 percent of the balance due returns and
18 percent of the overall taxpaying population.
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So that is not the end of the equation, though, before you get to
backup withholding. I mean, some of those people may be one time
people, of those 1.4 million taxpayers that were Schedule C that
filed a balance due return. They may just have had a bad year, you
know, and they are going to contact us and get into an installment
agreement. They may never repeat that problem again.

So what my universe is to even begin to look at backup with-
holding are people who have had recurring balance due returns
where they are getting so far behind, where they are showing a
balance due of $5,000 a year and you have three years in a row
and you are getting to $15,000 with penalty and interest accruing
and you are never going to dig yourself out of that debt. And that
goes back to what I was trying to say in my oral testimony. You
never dig yourself out of that debt.

And so what we were trying to say there is we have got a re-
peater, we have got a problem, we have got a trend starting with
this taxpayer. And the next thing that is going to happen is that
taxpayer is going to go out of business.

So what I want to do because all of our notices that have been
sent out to that taxpayers are not bringing him in and we are not
getting an arrangement. He is not coming in and he is not sched-
uling his self-employment, his estimated tax payments on a month-
ly basis is to institute backup withholding, just like we do with the
individual with the interest and the divide where people are not re-
sponding.

Chairman MANZULLO. On whom?

Ms. OLSON. On repeaters who are showing a trend on Schedule

Chairman MANzZULLO. No, I am sorry. The people that would
have to withhold?

Ms. OLsoN. Okay. If they have 1099s, we would go out to their
payors. And I would imagine if you just got a 1099 for $600 or $650
the IRS would not be contacting that person. But if you had some-
one that it looked like there was one payor, you know you were
really working for one person, we would go out to that person and
say we want you to withhold.

Chairman MANZULLO. So that could be a corporation?

Ms. OLSON. It could be a corporation.

Chairman MANZULLO. It could be a sole proprietor?

Ms. OLSON. It could be another sole proprietor, that is right.

Chairman MANZULLO. So you would be asking a sole proprietor,
a small business person, to withhold?

Ms. OLSON. Yes.

Chairman MANZULLO. And then to send that money to the IRS?

Ms. OLSON. Yes.

Chairman MANZULLO. John Satagaj has something to say about
that, is that the segue?

Mr. SATAGAJ. It is hard to believe, I guess is the only words I
can use.

Chairman MANZULLO. I am astonished. I am astonished. This is
the Taxpayer Advocate.

Mr. SATAGAJ. Yes. I mean, actually, I do not want to get into
too—

Chairman MANZULLO. Go ahead. You can argue with her.
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Mr. SATAGAJ. I am struggling with the repeat, how many of them
are repeaters even.

Ms. OLSON. Actually, we were supposed to have that number this
morning and we did not receive that number. But it would obvi-
ously be less than 1.45 million because that is the total balance due
that we have.

Chairman MANZULLO. So then you would be asking businesses
that hire this repeater who is an independent contractor to with-
hold because this independent contractor is not paying his tax, is
that correct?

Ms. OLSON. On a repeated basis, yes.

Chairman MANzZULLO. Okay. So then unless that independent
contractor comes in with this magic certificate of compliance—

Ms. OLsON. No, we have not gotten to that yet. No.

Chairman MANZULLO. But in any case, but it is correct—

Ms. OLsoN. Well, what I would like is that what you would have
is that essentially one backup withholding payment would make
that taxpayer call the IRS and then part of my proposal is that
when the taxpayer calls the IRS, we will release withholding,
backup withholding if they will get into this monthly payment
plan—

Chairman MANZULLO. That is correct. But now what you are say-
ing now is that the creditors of the guy who—

l\ﬁs. OLSON. Right. I am asking this small business employer,
right.

Chairman MANZULLO. —is continuously—not the employer. It is
not employer. It is the payor.

Ms. OLsON. Right. Okay. The payor. You are right.

Chairman MANZULLO. The payor, that is correct.

Ms. OLsSON. The payor. That is correct.

Chairman MANZULLO. You would be asking that person—

Ms. OLSON. Yes.

Chairman MANZULLO. —let us say it is the plumber. Let us say
the plumber does, I do not know, 300 jobs a year, whatever it is.
So you would be going after all those people—

Ms. OLsON. Well, not necessarily. I mean, those are the questions
that the IRS has to decide whether you were going to get money
from them or not.

Chairman MANZULLO. The problem is this—

Ms. OLSON. Yes.

Chairman MANZULLO. — is you make a general recommendation.
You are smart enough to say general recommendation, a little bit
smarter than Treasury that comes right out and says let us do this.
You make this general recommendation, but you have done nothing
to show the cost of implementing it in terms of the burden that is
on the innocent business, like my brother with the restaurant. I
mean, he is supposed to be placed in a position to determine
whether or not his plumber is paying his taxes?

Ms. OLSON. Well, see that is a valid point. But with all of my
recommendations, they are recommendations. The IRS now has a
small business burden reduction model. And we will feed this pro-
posal in and look at what it should be.

Chairman MANZULLO. Well, can I help you feed it right now? I
think—
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Ms. OLSON. So I mean I have been listening to the panel.

Chairman MANZULLO. —it is stupid and it stinks. And may we
go on to something else on behalf of all the Frank Manzullo Juniors
who went out of business after 41 years. I am sorry. There is no
way Frankie ever would have known about a certificate of compli-
ance if you asked him to withhold. He would look at that thing and
say well what does this mean? I mean, he has a high school edu-
cation, actually a business school education, and he is a veteran.
And he is a very smart guy.

Ms. OLsON. Well, many of these—

Chairman MANZULLO. But he would have no idea what that
means.

Chairman MANZULLO. He already—

Ms. OLsON. Well, many of these small business people have em-
ployees in additional to independent contractors.

Chairman MANZULLO. Of course. I understand that.

Ms. OLSON. And they are handling withholding in the context,
too.

Chairman MANZULLO. Right. But I mean—

Ms. OLSON. So it is the same mechanism.

Chairman MANZULLO. But look at the different small business
groups out there, NFIB members went from the average of three
employees to I think it is now about five, and the other groups are
somewhere in that particular area. I mean what happens if not
only it is his plumber but also the electrician? You know, these
small business people hire small business people because it is good
for business. That is the culture; it is just the way it is. I mean,
there could be a half of dozen people that you would send a notice
to, especially if it is an area like Rockford, Illinois that led the na-
tion in unemployment at 25 percent. And now it is still at seven
percent where people are struggling to make their payments, taxes
are going up and the average wage for the people in the biggest
county in my District has gone down because of the loss of manu-
facturing jobs. And they are struggling. They are hurting.

Ms. OLsON. I understand this.

Chairman MANZULLO. So you would be asking the small busi-
nesses that are left to do backup withholding—

Ms. OLSON. No, I would not, sir.

Chairman MANZULLO. —in the event that you find these char-
acters that are not fully compliant with the IRS?

Ms. OLsoN. Right. Now so the other point that I want to make
is that the IRS in its current levy program, for example, what it
has the authority to do under law right—

Chairman MANZULLO. Right.

Ms. OLSON. —now if someone is behind in their taxes and we can
tell that someone is working for one individual person or we can
see from the 1099s or that they are working for 25 individual peo-
ple, we can go out to those payors and levy on the payments that
they are making on that person right now.

Chairman MANZULLO. Only if they owe money.

Ms. OLsON. Well, that is what I am talking about here.

Chairman MANZULLO. That is correct.

Ms. OLsoN. The IRS has tolerances. We do not go out if there
are 25 people and they are paying X amount of dollars and it is
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below our tolerances, we do not go out to absolutely everybody who
shows up on a 1099 when we go out and do our levies.

You know, and the same procedures would occur here. We would
be making those tolerance decisions.

Chairman MANZULLO. I mean whenever you have decisions, you
are talking about bureaucrats. You talk about bureaucrats, you are
talking about forms, you are talking about the forms—you know
what my brother would do if you said any future work this plumber
does you have to withhold? Do you know what he would do?

Mr. SATAGAJ. New plumber.

Chairman MANZULLO. New plumber.

Ms. OLsSON. Well, what is he doing in the current situation when
we go out and say to him we’re going to levy on—

Chairman MANZULLO. Well, no, that is the whole point. Then you
end up putting this guy out of business.

Ms. OLsON. That is happening today in the levy context.

Chairman MANZULLO. Well, no, but it is different in the levy. The
levy is where the creditor is actually holding money that is owed.
You can’t levy on zero.

Ms. OLSON. You can put it on accounts receivables. And if the
plumber is working and there is a payment that is due to him,
then we can levy on that. And that is—

Chairman MANzZULLO. Well you know what he would do as a
small businessman?

Ms. OLSON. —precisely what we are doing now.

Chairman MANzZULLO. He would just go on to get somebody else.
Why should the small—

Ms. OLSON. But I am saying that that is what is happening here
and it is happening today.

Chairman MANZULLO. No, I understand it. But I mean you have
got so much research you have to do and of course the IRS con-
siders itself exempt from the Regulatory Flexibility Act on any reg-
ulation. So you come out with these regulations and you have abso-
lutely no way of knowing what the cost will be.

Ms. OLsoN. Well, actually, to that point part of the reason why
we have said that these were proposals is because I am making
them publicly and I am sitting here willing to discuss them with
you.

Chairman MANZULLO. But that’s—

Ms. OLsON. And I have stood before 22 small business groups
and listened to their concerns, and I have incorporated many of
their concerns.

Chairman MANZULLO. John?

Mr. SATAGAJ. I mean to there is the issue of, you have raised the
issue. You are going to get rid of that plumber and go to another
one. You have got the fact that you are going to have a lag time
here between the years involved and when you are getting out the
notices. It presumes they keep going back to the same people all
the time for the same business. I mean, there are a lot of presump-
tions in this to get to the point where you're actually going to be
able to match up the person that you want to withhold from the
person.

Ms. OLSON. Yes.

Mr. SATAGAJ. I mean, you got too many—
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Chairman MaANzULLO. All right. Michael, how many subs do you
have in any given year in your business, in your plastics industry,
subcontractors?

Mr. FREDRICH. Oh, I would say five to ten.

Chairman MANzZULLO. Okay. What about sub-subs? Of course,
you would not be dealing directly with them, would you?

Mr. FREDRICH. We would not. But—

Chairman MANZULLO. How many people do you buy materials
from?

Mr. FREDRICH. The materials are all larger customers, people
that we use as subcontractors. For example, we have a guy that
comes in and runs a machine that measures the tolerance on parts.
And we do not have to do that that often because it is just for new
parts that are getting approved by the customer. So, you know, he
would come in maybe seven/eight times a year and we pay him as
an independent contractor.

But I would say this: You know, they are talking about with-
holding. If you withhold 28 percent of somebody’s gross revenue,
nobody has a 28 percent profit margin. It is just not there. I mean
if you are talking about withholding, maybe you would have to fig-
ure out what their profit margin is.

Ms. OLsoN. We did do that.

Mr. FREDRICH. And then the percentage of tax. But 28 percent
is—

Chairman MANZULLO. It is a lot of money.

Mr. FREDRICH. It is off the wall. I mean you put—

Chairman MANZULLO. Congresswoman Velazquez?

Ms. VELAZQUEZ. Thank you.

Ms. Olson, what will be a liability issue for the payor

Ms. OrsoN. It would be the same rules under backup with-
holding today, which is that if you have the obligation to do backup
withholding, then you would be liable just like a bank would today.

If T could make two points. One is my proposal is not to go to
anything but payments that are currently subject to 1099 report-
ing.

Ms. VELAZQUEZ. Okay. In your recommendations would you ask
the IRS to put more resources into education?

Ms. OLsoN. I have made—

Ms. VELAZQUEZ. Personnel?

Ms. OLSON. —at my number one most serious problem for tax-
payers in this past year’s annual report the trend in taxpayer serv-
ice, which includes the outreach and education to taxpayers. And
I have criticized some of the changes that have been made in the
Small Business Self-Employed Operating Division—

Ms. VELAZQUEZ. And do you hear that more staff people have
been shifted around—

Ms. OLSON. I state that in my testimony.

Ms. VELAZQUEZ. —and that the resources will be put into out-
reach and education?

Ms. OLSON. I am very concerned about that.

Ms. VELAZQUEZ. So how do you expect then for business to un-
derstand when they will be in violation or noncompliance?
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Ms. OLsoN. If T am not satisfied that the IRS is adequately staff-
ing this, then I would not be supporting this. I would not be put-
ting forward this proposal.

Ms. VELAZQUEZ. Right.

Ms. OLsoN. This cannot be separated out from just compliance.
I mean enforcement.

Mr. BROWN. Excuse me. We do take the service component of our
mission very seriously. And there has not been a reduction in the
number of resources devoted to it. I mean, there has been a re-
casting of who performs some of those services. And some have mi-
grated to other divisions. But in terms of sheer number of people
and sheer number of hours devoted to the service side of the equa-
tion, that has been constant. And we take that very seriously. We
have tax forums around the country and they are very important
in terms of educating taxpayers.

Ms. VELAZQUEZ. Let me ask: Have you shifted resources from as-
sistance to enforcement?

Mr. BROWN. We are devoting the same amount of resources to
service as we did before. We had an organization called Taxpayer
Education and Communication and there was an error—

Ms. VELAZQUEZ. But then you are defeating the purpose because
if you are going to implement this new proposal and go after all
these people now, if you are going to have and devote the same
type of resources, that means—

Mg BROWN. You are suggesting we would devote more resources
to it?

Ms. VELAZQUEZ. Correct.

Mr. BROWN. I agree with you that we need to do more in this
department. That we need to devote both more research and be-
come—

Ms. VELAZQUEZ. But I understand your funding, your budget will
be flat funded.

Mr. BROWN. Our budget will be adequate for what we need to do
here. Obviously—

Ms. VELAZQUEZ. That is what I hear from the Administrator of
SBA when he comes here and you see the mess that as a nation
we have been witness in regarding the victims of Katrina. Why?
Because the budget of SBA has been cut by 50 percent in the last
years.

Mr. BROWN. We believe we have the resources necessary to do
the work here.

Ms. VELAZQUEZ. Okay. Thank you.

Mr. Satagaj, in your testimony you seem to focus on the problem
of complexity as a driver of noncompliance. Unfortunately, the
President’s Commission Tax Reform Panel that put together a re-
port on simplifying the tax code and nearly all of their rec-
ommendations have simply been put aside. Why do you believe
that efforts to simplify the tax code have failed and this problem
only continues to get worse?

Mr. SATAGAJ. A real question. I do not know that I know the an-
swer to that one, and I am honest to say that. It is frustrating that
we have not done it. You allude to that report. Former Commis-
sioner Rossotti sat on that panel and I would say that he has been
one of the very effective spokesman for small business and he had
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some very intriguing proposals in there, and some of them lead to
actually the very systems we are talking about here ironically
about reporting. Because he talked about checkbooks and he talked
about credit card. But the payback to get that was you would have
a simpler system.

Ms. VELAZQUEZ. Sure.

Mr. SATAGAJ. And there is something there to make an incentive
for the businesses to be part of that system, whereas these pro-
posals there is no incentive to it.

I do not have an answer to why, to be honest with you.

Ms. VELAZQUEZ. Okay. Well would you agree that if our tax bills
focus on simplifying the tax code, that concerns about the tax gap
will be reduced?

Mr. SATAGAJ. I think so. I think that certainly is a part of it.
There are several things that fall in there, but that is one part.

Ms. VELAZQUEZ. Mr. Sawicky, would you like to comment.

Mr. SAWICKY. Sawicky.

Ms. VELAZQUEZ. Yes. Would you like to comment on my ques-
tions to Mr. Satagaj?

Mr. SAwicKY. Well, a broader simplification if it broadens the tax
base makes lower rates possible. And I think the research and com-
mon sense is universal that lower rates reduces the incentives to
evade taxes and also reduces the incentives to look for legal ways
to reduce one’s tax payments. So you cannot have too much base
broadening from my standpoint. Why do we not get more? Well, I
think it is because half the people in this room are involved in ac-
tivities to get concessions in the tax code for one or another inter-
est. And as the Commissioner I think said, as these things pile up
to the breaking point, at some point I think probably with a finan-
cial crises resulting from our trade and budget deficits, they will
be compelled to do something serious about simplification for the
purpose of gaining revenue. The alternative would be problems in
financial markets that cause serious damage to the economy.

Ms. VELAZQUEZ. But in your view both Congress and the Admin-
istration bear some responsibility for increasing complexity of the
code?

Mr. SAwicKy. Well, the people that write the code are respon-
sible for the complexity of it. And from my standpoint and includ-
ing the legislation in 97 as well as what came after, we have had
increasing complexity in the tax code. And also that entails all
kinds of swiss cheese holes that take parts of the base away from
taxes.

Ms. VELAZQUEZ. Mr. Brown, in terms of the area of enforcement
do you believe that by focusing on corporate tax shelters will be a
more efficient use of the IRS resources as opposed to the current
efforts to go after small businesses?

Mr. BROWN. I think both are necessary, as the KPMG situation
the Commissioner alluded to earlier, many of those taxpayers are
involved in a deal called Son of Boss that involved about 1300 indi-
vidual taxpayers who ended up paying us more than $3.7 billion.
And this is not money we hope to collect. This is money that we
have received.

Ms. VELAZQUEZ. So would you say that these larger businesses
over $250 million or more are better equipped to deal with an audit
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in terms of manpower and costs? Would you agree that the rel-
atives costs are much higher for these Schedule C filers?

Mr. BROWN. Yes.

Ms. VELAZQUEZ. And with this measure let us talk about the cost
to the honest taxpayer who is subject to an audit?

Mr. BROWN. Well, the credit—

Ms. VELAZQUEZ. Does that represent a win/win for our economy?

Mr. BROWN. Well, I think that is why we really wanted third
party reporting. The intent here was to not place the burden di-
rectly on the small business. And I realize, of course, that there are
some pass-through costs when you are talking about credit card
companies having to report this type of information. But that was
the genesis of the idea for increased third party reporting as op-
posed to withholding or going some other way which would put the
cost directly on the small business.

Ms. VELAZQUEZ. But you do not think that that will represent a
financial burden on small businesses?

Mr. BROWN. I do think it will represent somewhat of a financial
burden on small businesses, yes I do.

Ms. VELAZQUEZ. Do you really think so, because you have not
done any impact analysis?

Mr. BROWN. Well, we obviously have to meet with the industry.
When you are talking about third party reporting, there are always
going to be costs that we might not be able to know, but that is
exactly why we are meeting with the industry.

Ms. VELAZQUEZ. Mr. Brown, the IRS suggests five initiatives to
close the tax gap. And according to your figures the cumulative im-
pact of these changes will reduce the tax gap by one-tenth of one
percent. Even that, would not the time of the Administration, the
IRS, the Treasury and Congress be better spent on taxing sim-
plification rather than trying to go after such a small amount given
the huge administrative burdens that they seem to create?

Mr. BROWN. The proposals we believe do not create huge admin-
istrative burdens. I guess I would take issue with that word.

Ms. VELAZQUEZ. Well, we would start $100 million that you pay
for a study.

Mr. BROWN. I think Senator Baucus asked the Commissioner at
a hearing recently the same question and he said is this enough?
This does not represent enough in terms of efforts. So I think the
point is valid that this is a minor piece.

As to tax simplification, I applaud any efforts to simplify the
code. It is very difficult for our revenue agents to enforce the laws
when even they sometimes are not certain about the laws, let alone
the small business they’re intending to audit.

Ms. VELAZQUEZ. So you agree with me that since 1997 the tax
code are more complex?

Mr. BROWN. I have been in this business since 1987 and every
year it has gotten more complex.

Ms. VELAZQUEZ. More so after 1997.

Mr. BROWN. 1987 is when I got into this business, and it is been
much more complex every year.

Ms. VELAZQUEZ. Thank you, Mr. Chairman.

Chairman MANzZULLO. Thank you.



48

Now, what side of these proposals do you come down on, with
Ms. Olson or with the Commissioner?

Mr. BROWN. Oh, with the Commissioner, obviously.

Ms. OLSON. The Advocate speaks for herself.

Chairman MANZULLO. Are you not glad that the Commissioner
went first?

Mr. BROWN. Yes.

Chairman MANZULLO. Right.

Mr. Brown, I guess this was the so called “blue book”?

Mr. BROWN. Yes.

Chairman MANZULLO. On page 117. Do you have it there?

Mr. BROWN. I do somewhere in this rule book, yes.

Chairman MANZULLO. Could you flip to it? This is when it talks
about increased information reporting on payment card trans-
actions. Do you see that?

Mr. BROWN. If you will give me a second, I will find that for you.
Thank you.

Chairman MANZULLO. Does that say on top increased informa-
tion at page 117?

Mr. BROWN. It sure does.

Chairman MANZULLO. Okay. Would you go down to where it says
“reasons for change” And read the last sentence in there where it
says “in addition.”

Now this is only, as the Commissioner said, with regard to peo-
ple that give somebody else’s wrong tax number.

Mr. BROWN. That is correct.

Chairman MANZULLO. You want to read it out loud for us?

Mr. BROWN. Sure. “In addition, implementing a backup with-
holding system for payment card reimbursements to businesses
would lead to material improvements in the compliance rates of
these taxpayers without imposing a significant burden on card
issuers.”

Chairman MANZULLO. Who came up with the last portion of that
sentence?

Mr. BROWN. This was a combined effort between the Treasury
Department, the IRS and other parts of the Administration.

Chairman MANZULLO. And I would note that, first, this is put out
and then come the meetings with the industry. Is that order cor-
rect?

Mr. BROWN. There were some preliminary discussions with peo-
ple who are familiar with the industry and who worked in the in-
dustry before we did this. And there are ongoing discussions as we
speak with members of the Credit Card Association, the American
Bankers Association.

Chairman MANZULLO. But why would you put this out? I mean,
this is a statement of fact. This is a sales piece that you give to
Congress. I mean you have made a factual determination that
there would be no significant burden on card issuers. I mean, this
is not—

Mr. BROWN. Well, this refers to just the backup withholding, this
particular sentence.

Chairman MANZULLO. Well, you have to start with that.

Mr. BROWN. But this is—
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Cl‘;airman MaANZULLO. I mean how could you come to that conclu-
sion?

Mr. BROWN. By talking to people who are familiar with the in-
dustry. I have worked in the industry. And this is the way the
budget process works. We obviously want to work with the Con-
gress to make sure and to work with the industries to make sure
that we do this—

Chairman MANZULLO. First of all, I do not believe this. I mean
this is factually incorrect because every time you do something else
to withhold, it is going to be new software. I mean, the software
people must love you. You would have to change programs here.

Mr. BROWN. No. We have backup withholding regimes in place
now. This really is designed to mirror the current backup—

Chairman MANZULLO. No, no, no. This is something new. This is
credit cards. And what I don’t understand is if somebody gives you
a bad TIN number, what kind of people are these? Are these
crooks? What are they? Who is doing that and why do you not put
them in jail or charge them with a crime if they are using some-
body else’s instead of going after the credit card issuer and saying
this guy who was using a bogus TIN number, we want you to with-
hold on the money you give him? Why do you not just put him out
of business or arrest him or something? That sounds like credit
card fraud to me.

Mr. BROWN. Well, some of these are just made in error. People
transpose number. So we do not jump right to back—

Chairman MANzULLO. Well, I realize that goes on all the time.

Mr. BROWN. That is correct.

Chairman MaNzULLO. That proposal does not even address that.
Because once the error is brought to their attention, you know
somebody could have interposed a number or transposed a number.

Mr. BROWN. The vast majority of them, correct once we notify.

Chairman MANZULLO. Right. But I do not understand this. I
mean, if somebody gives a wrong TIN number and it is not an
error, what kind of a person is that? Is that a thief?

Mr. BROWN. Well, it can be.

Chairman MANZULLO. Or what?

Mr. BROWN. It can be someone who is generally trying to avoid
the information going to the Internal Revenue Service. And there
are other reasons that you would—

Chairman MANZULLO. Well, that is pretty serious, is it not?

Mr. BROWN. It can be. And there are also all sorts of Bank Se-
crecy Act provisions that would be run afoul of here, too, as well.
I mean often times you are dealing with banks with taxpayer iden-
tification numbers and they want to launder money. There are a
lot of reasons why people want to avoid that kind of scrutiny.

Chairman MANZULLO. But I mean you are really not in the busi-
ness here of going after the money launders.

Mr. BROWN. Unfortunately I am.

Chairman MANZULLO. Well, not with this proposal?

Mr. BROWN. Not with this proposal. But I unfortunately own the
Bank Secrecy Act program for the Internal Revenue Service, it is
in my division.

Chairman MaNzuLLo. Okay. Well, that is another part of your
portfolio.
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And again, this is aimed at the small business people, as finally
we got the Commissioner to agree that this particular provision
was. I still do not understand how you can make this statement.
Because what you are talking about is that for every small busi-
ness person you are going to make, and I think you said 25 million
people, the credit card companies give all that information to the
IRS so they can filter through all of that to see who is giving a
wrong number, is that not correct?

Mr. BROWN. What we are looking for is an aggregate number on
gross receipts, payments made to if you are a restaurant. That is
the number we are looking for. And also we are looking to make
sure that when the information comes in that there is a proper tax-
payer identification number.

Chairman MANZULLO. Well, that it is interesting because now
you are talking about withholding on credit cards on an aggregate
number and your boss just testified to the fact that the only time
that credit cards would be involved is because of a false TIN num-
ber.

Mr. BROWN. That is correct. No—

Chairman MANzZULLO. Well, why did you mention aggregate
number? Because that could be something that you might be look-
ing for, is it not? It could give reason for an audit, could it not?

Mr. BROWN. The third party reporting is specifically designed to
give us an aggregate number for credit card receipts—

Chairman MANZULLO. You have it back there? Yes. This stinks
because now I know what you are doing. You want to have all the
credit card companies report to you so then you can take that infor-
mation and then compare it against their income tax return. So
this is more than the people with the false TIN numbers, is that
not correct, on credit cards?

Mr. BROWN. The false TIN numbers only applies to the backup
withholding. The TIN numbers do not come into play other than
for the backup withholding.

Chairman MANzULLO. Well, yes, but then what would you do?
This is just a big net. Just a fishing net out here so you can get
more information. Because you know what? Let me share what oc-
curs on page 41 of this report that you guys just love. Page 34. This
says, but unfortunately these are not your own words so I can’t
cross examine you like I did your boss, “Appendix 3 IRS key efforts
to reduce the tax gap. The IRS strategic plan outlines, it does not
prioritize service and enforcments to improve compliance.” That is
not good. “Therefore, we asked IRS officials to identify IRS key ef-
forts to reduce the tax gap. IRS divisions provided lists that totaled
47 efforts which are described in the following examples. The Small
Business/Self-Employed Division,” that is you?

Mr. BROWN. Yes.

Chairman MANzULLO. Okay. “Identified 15 efforts such as models
to identify higher priority collection cases to pursue.” Another word
for modeling is profiling, is that not correct?

Mr. BROWN. I will agree with that.

Chairman MANZULLO. Good. And another one is a computer
matching program to identify under reported income. That is what
you want?
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Mr. BROWN. Well, what that is referring to is, I mean, it is some-
what like Max explained before. We have a formula we use to as-
sess returns. We do not just audit randomly. We view random au-
dits as a waste of time. I do not want to hassle taxpayer where
there is not a high probability of there being something wrong. You
know, we do not have the resources to do that and, frankly, neither
do the taxpayers. So the idea of the National Research Project was
to get us better formulas that would allow us—

Chairman MANZULLO. No. But you want that information from
the credit card companies because then you could match that infor-
mation with what appears on income tax returns. See, that is what
you want.

Ms. OLSON. But that is what we do today with the 1099 informa-
tion.

Chairman MANZULLO. Oh, I understand that. But this would be
a 25 million small businesses, we are not talking about corpora-
tions. This is just little guys, small businesses. All that information
would be going from their credit card company to you so you could
take that information and you could measure it against what they
are reporting?

Mr. BROWN. Yes.

Chairman MANZULLO. What is that going to cost the IRS to man-
age all that information?

Mr. BROWN. We do not know right now.

Chairman MANZULLO. You do not know? Do you not think it is
important?

Yes, we talked to the credit card people. We did that. We have
in our office. Do you want to know the figure? Eight million trans-
actions per second; that is the entire credit card industry.

Ms. OLsSON. But I do not think that—I mean, this is not my pro-
posal, but the proposal is a total for the year on a calendar year.

Mr. BROWN. That is right.

Chairman MANZULLO. Wow, goodness gracious. Eight million per
second. I cannot even figure that out as a Congressman times 60
what that is. I mean, can you not see why we are excited here? Can
you not see why we want to know what is this thing going to cost
the taxpayers?

I mean, the first thing that I would do is the guy behind with
the $100 million study, all right, and you are with the IRS, right?
Okay. Mark. Okay.

The first thing I would do is say before I get Congressman Man-
zullo all excited, I am going to sit down with Mark and say “Mark,
what is this going to cost? Give me a guesstimate. Give me a ball-
park figure so that when I come up with efforts to do things, I do
not come up with a statement that says without imposing signifi-
cant burden on cad issuers.”

You have no idea what this is going to cost, do you, That 8 mil-
lion transactions per second?

Mr. BROWN. We do not precise numbers. That is why we are
working with the industry right now.

Chairman MANZULLO. Well, you do not have anything. You have
got nothing.

Mr. BROWN. That is not true. We did have meetings with people
who are familiar with the—



52

Chairman MANZULLO. No. You can have all the meetings you
want. They do not know. They are in the business of issuing credit
to consumers, not giving background information to the IRS. That
is not their mission.

Mr. BROWN. But we have ready reference point with banks which
do report the information to us now.

Chairman MANZULLO. Oh. I mean, sure you got your 1099s. I can
understand. But can you not see as the Chairman of the Small
Business Committee why we see this as angst? Because one thing
that you could never realize is you come up with formulas and you
will say well if it is a restaurant, it has got to have this amount
and that it has got to be 42 percent has to be credit cards and we
are going to set up our computers so that at 42 percent, whatever
it is, it is not on credit cards that is going to trigger an audit.
Somebody has to come up with all those figures and that is another
study and you already have those secret formula that you cannot
show the public. Maybe if we shared the formula with the public,
then the public would know better than to cheat if they know what
you are looking for.

Ms. OLSON. Sir, would you rather us not do those studies and go
out and randomly audit taxpayers? Because the point of the studies
is that if we do do an audit—I mean, I am supporter of the studies
because I do not want us going out and just randomly auditing peo-
ple. I want the IRS to focus its audit resources on the people who
have the highest amount of noncompliance.

Chairman MANZULLO. No, I understand. But the problem is this:
You have already spent $100 million of the taxpayer’s money on a
study that is lousy. If I may, if I may and I went through this last
night as I was watching the basketball game. And every time I saw
something, I would underline it. Every time I saw a basket made
for your old alma mater, which you do not watch, I saw—

Mr. SAwWICKY. I was working on my testimony then.

Chairman MANZULLO. That probably put you to sleep.

But I mean where you do not even have provisions to track your
data. In other words, you do not even know what you are capturing
before you are making conclusions. Let me read this to you.

“Several factors concern IRS about its data on the reasons for
noncompliance which could be unintentional or intentional, though
IRS is developing the system to capture better examination data.”
Yes, right. “IRS does not have firm or specific plans to develop bet-
ter data on the reasons for noncompliance even though lack of such
data makes it harder to decide whether it should address specific
areas of noncompliance through nonenforcement efforts such as de-
signing clear forms of publications on enforcement efforts.”

You do not have the data for that and yet in your testimony you
went after your boss where you said I am concerned because when
the IRS Small Business/Self-Employed Division, that is you, Kevin,
Taxpayer Education and Communication Division was merged with
its Communication Liaison or Disclosure Division, education staff-
ing was reduced from 699 in fiscal year 2003 to I believe there is
a typo error in the testimony, is that correct?

Mr. BROWN. We might want to confirm that.
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Chairman MANZULLO. But this says “Is reduced from 699 to
184.” And I think someone from the IRS contacted us and said the
real number is 480.

Ms. OLSON. They disagree with us, but we got this off of the time
keeping records. So I do not know what to tell you about that.

Chairman MANzZULLO. Okay. Is she right?

Ms. OLSON. But I mean I have no numbers.

Mr. BROWN. No.

Chairman MANZULLO. She is wrong?

Ms. OLsSON. It is all numbers from the IRS.

Mr. BROWN. I think the number is incorrect.

Chairman MANZULLO. What is the number?

Mr. BROWN. The number is approximately 500. But it is not ac-
curate—

Chairman MANZULLO. You went from 699 to 500?

Mr. BROWN. No, it is not apples-to-apples. That is what annoys
me about this. The 699—

Chairman MANZULLO. This is your fruit you are looking at.

Mr. BROWN. Yes. The 699 were people who did not work full time
on education and outreach. They went off for half the year to do
%ther duties. Now we have 500 people working full time on this.

0_

Chairman MANZULLO. But you are going to have to hire another
5,000 dif you are going to have somebody 8 million transactions per
second.

Ms. OLsoN. If I might, sir, I think that your point about needing
to know the reasons for noncompliance is very important. And I
have written a lot about that in my annual reports. And I think
that that actually was what was motivating to make the proposals
about the voluntary estimated tax payments. Because you do not
want to use an audit—

Chairman MANZULLO. You mean such as salons?

Ms. OLsoON. Well, the salons, exactly, but also to scheduling a
year in advance, that you do not—

Chairman MANzZULLO. Yes. I do not think that there is much
angst in the small business community—

Ms. OLSON. About that?

Chairman MANZULLO. —over a system set up like that to make
it easier for people to be in compliance like that, and if it is truly
voluntary—

Ms. OLsON. Well, the way that I looked at this was, and this
really was me on relying on my own personal experience because
I have prepared returns for 27 years for these folks and saw these
things happening, that I believe that the vast majority of people
who are behind on their payments are self-employed, it really is
just a matter that they just cannot save. And I do not think that
we should be using all the clubs and all the enforcements actions
t}ll)at the IRS has for those kinds of people. You need to think
about—

Chairman MANZULLO. Put them on a budget?

Ms. OLsoON. Exactly.

Chairman MANZULLO. Good. Good for you.

Ms. OLSON. And so then what you need to reserve your enforce-
ment resources for are those people who are the most recalcitrant,
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who are tending in a direction where they will never get them-
selves out.

Chairman MANZULLO. True offenders.

Ms. OLSON. Yes.

Chairman MANZULLO. Let me read something else here. This
says, this is on page 4, I mean this is some pretty interesting read-
ing. “IRS approach for reducing the tax gap includes improving tax-
payer service to increase voluntary compliance and enhance an en-
forcement of tax laws by detecting and addressing noncompliance,
but does not incorporate some steps consistent with results ori-
ented management. To support this approach IRS has established
two broad strategic goals and identified over 40 related key efforts
which includes using direct enforcement actions to address high in-
come non-filers and using analytical models to pursue higher pri-
ority collection cases. However, IRS has not established long term
quantitative compliance goals and regularly collected data to track
progress is reducing the tax gap which would compliment its cur-
rent important compliance efforts.”

I mean, so you have no way to determine if what you are doing
is the right way to go, but you are on your way. And now you are
off into a whole area, you with your own proposal, to have individ-
uals withhold and the credit card companies to have them withhold
on people that are not paying their taxes. More government, more
rules, more regulations, more compliance.

Ms. OLsON. Well, I can only tell you that in my proposal I would
insist on those controls. And I think that—

Chairman MANZULLO. Yes, but you will not be there forever.

Ms. OLsON. Well, that is true. But one would hope that you all,
someone will be in your chair and we will hope is honest.

Chairman MANZULLO. And it does not work that way. Because
unless you have been raised in small business, you have no idea.
No idea what is going on.

What this is saying here is that the IRS goes off in new direc-
tions in enforcement but does not look where you have been. It
does not seem to care because you have no way of measuring it.

I mean you were there so long you dropped off your sleeping bag
in the office last night, you stop by and see us so frequently.

Ms. Everson said that the tax gap was reduced from 43.1 to 47.3
billion. Evidently, an extra 6 billion came in approximately, or 4
billion came in.

Mr. BROWN. That is referring to enforcement revenues.

Chairman MANZULLO. Enforcement revenues from one year to
the next?

Mr. BROWN. Yes.

Chairman MANZULLO. How much of that came from the small
businesses that we're talking about? Do you have any idea?

Mr. BROWN. The increase?

Chairman MANZULLO. Yes.

Mr. BROWN. I do not know.

Chairman MANzULLO. I will bet you do not. That is what they
are talking about.

Mr. BROWN. No, I can get—no, I can get—

Chairman MANZULLO. See, you have no way to determine it be-
cause you do not have the procedures set up for that.
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Mr. BROWN. Oh, I can get you the number. We can get you that
number.

Chairman MANZULLO. You have got it there?

Mr. BROWN. I just do not have it now.

Chairman MANzZULLO. It is not there? Obviously, you cannot
bring everything with you. The point is is that that is important
to determine whether or not you are spending your resources in the
same area. Do you not agree?

Mr. BROWN. Yes, but—

Chairman MANZULLO. I mean you have to know if you are suc-
cessful.

Mr. BROWN. Yes, but we have a number of measures that do tell
us whether or not we are successful. We look at no change rates;
when you have a high no change rate as the Commissioner de-
scribed in the C-Corporation, area—

Chairman MANZULLO. Right.

Mr. BROWN. — you realize that those are not a fruitful way to
spend your audit time.

Chairman MANZULLO. Right. So you go after the little guys?

Mr. BROWN. You have other measures about average adjustment,
things like that. I mean, there are a number of measures there
that tell you are you auditing in the right areas and are you get-
ting anything out of the audits.

Chairman MANZULLO. Well then if that is the case, then why is
this report so damning?

Mr. BROWN. Because they are talking about closing the overall
tax gap, which at the time they wrote the report we did not even
have a precise estimate for.

Chairman MANZULLO. I mean they said, GAO actually com-
plimented IRS on having the right figure on what the tax gap was,
which I thought was quite interesting.

Mr. BROWN. And we are also now in the process of developing.
We have gotten a number of the same sorts of questions from the
Senate Finance Committee.

Chairman MANZULLO. Why do you not develop all this stuff? Why
do you not get all your facts before you come out with these pro-
posals? I mean you know how this Congress is. I mean this could
be slipped in. I think Commissioner Everson said himself that he
appreciates a hearing like this because he’s afraid stuff like this
would get slipped in in the middle of the night into something and
then everybody’s scared.

I know I have prolonged this beyond it. But what happened with
the HOPE Scholarship thing, I mean that was $100 million a year
that was imposed on higher education that would have been passed
on to the students. And that got put into law. President Clinton in-
sisted that the colleges report that. That was his language that was
added to it before he signed the bill. And no one had ever done that
estimate on the compliance of it.

I mean you guys have got to find out what this stuff is going to
cost—

Mr. BROWN. We agree.

Chairman MANZULLO. —before you do it. And then look at the
second thing is how much more of the underground economy are
you going to create? Word gets out on the streets, IRS is going after
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credit card transactions, if you pay me in cash, I will give you 20
percent discount. Do not take any credit cards. How much are you
going to push underground with this?

Mr. BROWN. Well, I can tell you unfortunately that is already
going on.

Chairman MANzZULLO. Well, of course. It is going to go on even
more.

Now do you really think that the sophisticated cheater who gets
his money from Visa is going to encourage his consumers to say
this transaction is priceless. He is going to say pay me in cash. And
what you are proposing is going to have even more of an under-
ground economy. It will be counter productive and then we lose on
both ends.

Mr. BROWN. Ultimately I think time is on our side. When I can
go to the Wendy’s drive-through window now and use a credit card,
I mean we are moving into—

Chairman MANZULLO. That’s Wendy’s. They’re big.

Mr. BROWN. Yes, but I can—

Chairman MANZULLO. I mean, you know, what about the Shady
Grove Drive-In that my dad ran from 1954. No, that was the name
of it. 1954 to 1970?

Mr. BROWN. Even taxicab drivers are now frequently taking cred-
it cards.

Chairman MaNzuLLO. Well, you know what? My brother never
took credit cards in his restaurant. You know why?

Mr. BROWN. Probably the fee.

Chairman MANZULLO. No. That is right. His margin was so small
that he was not about to pay 3 percent. And he told his customers
if they came there, they wanted to give him a Visa, he said give
me a personal check. The guy said I left my checkbook at home.
And my brother would give him a 3 by 5 card with his name, ad-
dress and the amount of the bill and the guy would send him a
check in the mail.

You know, our goal is to keep things simple. But you are off on
a terrible road there. And as long as I sit in this chair, and unfor-
tunately that is only until the end of this year, this will get slipped
in in the middle of the night. I understand the guys over in the
Senate, the millionaires over there, most of them are millionaires
that do not know what it is like to meet a payroll to be raised in
small business, are trying to come up with a proposal to slip this
in somewhere. Okay. Well thank you guys for coming. I appreciate
what a diverse background we have.

Did you have fun, Michael?

Mr. FREDRICH. I had a thrilling time today.

Chairman MANZULLO. Have you ever testified before Congress
before?

Mr. FREDRICH. I did one time on minimum wage.

Chairman MANZULLO. Well, to each of you thank you so much for
coming, especially those that traveled a long distance.

And this hearing is adjourned.

[Whereupon, at 12:59 p.m., the Committee was adjourned.]
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Hearing: IRS Latest Enforcement: Is the Bulls-eye on Small Businesses?
Room 2360, Rayburn House Office Building
April 5, 2006, 10:00 AM

Opening Statement of Chairman Manzullo

Good moming and welcome to this hearing on a very important topic for small
businesses around the country — analyzing the activities and proposals of the IRS to close
the so-called “tax gap” or the estimated difference between what taxpayers pay to the

Treasury and what is actually owed.

The IRS launched the National Research Project several years ago in an effort to study
the “tax gap.” Using data from 2001, the study validated that there was a big “tax gap” in
the magnitude of $300 billion. A large portion of this gap has been attributed to small

businesses and the self-employed.

The Commissioner is now utilizing the data to provide greater and greater scrutiny of our
nation’s small businesses. Just two weeks ago the IRS released its examination data for
fiscal year 2005. This data demonstrates that from 2004 to 2005 the IRS increased audits
for all categories of small businesses. For small business that reported greater than
$100,000 of gross receipts, IRS audits actually doubled. Last week the Commissioner
stated that even greater enforcement resources would be directed at small businesses in

the future.
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The IRS is utilizing the NRP study to direct ever-increasing resources to audit our
nation’s small businesses even though it has not completed the study of all taxpayers. In
particuiar, the NRP study has not been updated to provide an estimate of the “tax gap” for
C corporations or flow-through entities, such as partnerships. The data for these entities
is still from the 1980°s — a time that is far removed from the aggressive tax strategies that

many “blue chip” accounting and law firms developed during the late 1990’s.

In addition to the study being incomplete, the GAO highlighted in July 2005 that the IRS
has not determined the reasons why taxpayers are non-compliant even though this data
was collected during the NRP study. Unless this data is analyzed, there is no way for the
IRS to determine how much of its resources to allocate to IRS enforcement versus

taxpayer service.

While I understand the push to lower the budget deficit and the readily-available statistics
that support increased enforcement, imposing increased burdens on small businesses
through more audits cannot be the only answer. Many times, small business owners are
attempting to the best of their ability to comply with the complex tax code. It is not that
they don’t want to comply; rather, the system and paperwork are so complex that it’s

difficult to comply.

No matter how many additional auditors and collection agents are added to the IRS, there
will still be a more pressing need to educate taxpayers about their obligations. The IRS
will never have enough resources to police everyone and thereby enforce compliance.
Small businessmen and women are not tax experts, and they face real difficulties with

complying with the tax system.
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In addition to increasing audits, the IRS also proposed closing the “tax gap” by imposing
new withholding regimes on small businesses in the 2007 budget. The Taxpayer
Advocate has even gotten on this bandwagon. These proposals take money away from
our nation’s small businesses upfront before they know how much, if any, tax they owe.
If this regime ever became a reality for the majority of this nation’s small businesses,

most of these businesses would no longer be in business.

While I understand the need to foster compliance among taxpayers, we must ensure that
the approaches used by the IRS do not create excessive burdens. We can ill afford to
burden our small businesses with these new withholding proposals. Rather, to the extent
possible, we must keep small businesses free from government regulation and

interference. This is the only way our nation’s small businesses will continue to thrive.

I now yield to the ranking minority Member, Rep. Velazquez of New York, for her

opening comments.
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Thank you, Mr. Chairman,

With April 15 right around the corner, taxes are undoubtedly on everyone’s mind.
Today’s hearing will focus on the tax gap — the difference between what the IRS is
supposed to collect and what is actually collected. According to the IRS, the tax gap is
estimated to be $345 billion per year and growing,

As the budget deficit mounts — around $400 billion — the administration is looking for
ways to recover lost revenue that was supposed to come flowing in as a result of their
fiscal policy. But it has not.

Unfortunately, it appears the administration is trying to make up for these shortfalls and
balance the budget by unfairly targeting small businesses. Today, we wiil hear from the
IRS about a plan in the President’s FY 2007 budget to crack down on small firms by
granting the IRS even greater authority for enforcement.

This proposal, while having a significant impact on entrepreneurs will only reduce the tax
gap by 1/10™ of 1 percent. This is a large price to pay for a solution that will not even fix
the problem,

However, any attempt to solely blame the IRS is wrong. What seems to be lost in this
discussion is the impact wrong policy choices — specifically tax policy — made by
congressional Republicans and the administration, have had on this nation’s small
businesses.

While providing minimal relief for entreprencurs, the bulk of the reform passed has only
further complicated the process. It has added thousands of pages to the tax code, which
will only exasperate the growing tax gap problem.
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For proof, one only has to look at the 2004 tax bill. Even the Chairman of the Ways and
Means Committee testified that this legislation set back efforts to simplify the tax code.
Small businesses are being hit twice — once with the ever-increasing complexities of the
tax code and again with the rising possibility of an audit.

Given the growing complexity, tax assistance is needed now more than ever for small
businesses. Unfortunately, rather than providing assistance, the administration is closing
taxpayer assistance centers. It simply does not make sense for the IRS 1o shift these
resources when the complexity of the tax code is increasing.

Congress will be voting on the budget this week and we will see just how much
commitment there is to fairness for small businesses. The question at hand is ~ will
Members support the administration’s budget proposal to further reduce tax compliance
assistance efforts and impose strict enforcement efforts? Or will they reject these
proposals?

While many in the President’s party are more than happy to vote for his tax cuts and
trump all the supposed good they are doing, when it comes to the consequences —
increased compliance costs and a growing tax gap — they are vehemently opposed.
Unfortunately, you simply can’t have it both ways.

As has been the case with tax, energy and health care policy, the administration
continually favors large corporations. It is no surprise that while the tax gap is not only
made up of small business taxpayers, this administration lets the big corporations off the
hook and instead focuses on entrepreneurs. At the same time, many small firms have
little or no resources to defend themselves.

Small businesses are the drivers of this nation’s economy, and they deserve every effort
possible to decrease the burdens they face. If the goal today is to reduce the costs to
small business, Congress should first look to reduce the complexity of the tax code.

Most entreprencurs are doing everything they can to pay the taxes they owe. They should
not be blamed for the tax gap. This administration needs to come to terms with the role
their policies have had in furthering the tax gap. They need to admit the problem — then
work to reduce the effects — rather than point the finger, which is exactly what is _
happening with this current debate.
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Good morning Chairman Manzullo, ranking Member Velazquez, members of the
Committee on Small Business. It is good to be back with you this morning to update you
on the tax gap. Since I was here almost a year ago, we have updated our tax gap numbers
and we have begun a new National Research Program (NRP) study. I will discuss both
of those later in my testimony.

Let me begin, however, by assuring you that [ have a healthy respect for small business
men and women and the critical role they play in our nation’s economy. Small
businesses represent more than 99 percent of all employers. They employ half of all
private-sector workers, and they create two-thirds of the net new jobs in our economy.
President Bush’s Small Business Agenda perhaps says it best, “Small businesses are the
heart of the American economy.”

At the IRS we do not want to do anything to deter the entrepreneurial spirit that drives
individuals to start-up and to grow small businesses into larger ones. Having said that, I
would be disingenuous if I did not concede that one of the impediments to all small
businesses is the inherent complexity of the tax code.

The final NRP numbers tell us quite a bit about the tax gap, but there is one critical piece
we still do not know. We cannot determine how much of the gap is attributable to willful
non-compliance and how much is the result of a lack of understanding by the taxpayer of
his or her full tax obligation.

As you have heard me say many times, our operating philosophy at the IRS is that
Service plus Enforcement equals Compliance. This is a balanced approach that we
believe best serves not only small businesses but all taxpayers.

This means that we need to do outreach and education to assist small businesses in fully
understanding their tax obligations. We need to reduce, wherever possible, the
paperwork and reporting burdens small businesses face. Finally, through enforcement,
we need to make sure that all small businesses are playing by the same rules. No small
business should gain an advantage over a competitor because he willfully decides to
underreport his income, overstate his deductions, or fail to properly remit payroll taxes.

On the next panel, you will hear from Kevin Brown. Kevin is the head of the IRS’ Small
Business/Self Employed (SB/SE) Division. Within that division is our office of Taxpayer
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Burden Reduction (TBR). The focus of that office is to decrease the amount of time and
money taxpayers must spend to meet IRS requirements. Kevin will talk about some of the
things that SB/SE and the TBR office have been doing to lessen the burden on small
businesses.

A Level Playing Field

The counterbalance to service in our compliance formula is enforcement. This is equally
important to the long term viability of tax compliant small businesses as anything we do from
a service perspective. The challenges that a small business faces are difficult enough without
having to compete directly with a competitor who is willfully not paying his/her share in
taxes. We have an obligation to those compliant small businesses to make sure that their
competitors are also compliant. This is not only a matter of fairness, but also a way of
supporting compliant small businesses in their efforts to remain compliant.

Three weeks ago, I testified before the Senate Permanent Subcommittee on Investigations on
the issue of federal contractors that are delinquent on their taxes. This includes both income
and payroll taxes. At that hearing, the Governmental Accountability Office (GAO) released
a report that indicated more than 3,800 Federal contractors had tax debts totaling $1.4 billion.
We have been working hard on this issue along with the General Services Administration
(GSA), the Justice Department, and the Department of Defense, but based on these numbers,
we still have a way to go.

Perhaps the most troubling information in the context of today’s hearing was the suggestion
that many of these contractors had been able to underbid their competitors for these Federal
contracts by factoring in the savings they would receive by not paying income tax or
remitting payroll taxes.

Small businesses play an important role in Federal contracting. According to the Federal
Procurement Data System’s Report on Annual Procurement Preference Goaling
Achievements, during fiscal year (FY) 2001, there were over 5 million individual
government purchases from small businesses, totaling $50 billion.

I believe that most of the small businesses acting as Federal contractors are making every
effort 1o be fully compliant with the tax laws. However, some contractors are willfully non-
compliant and are thus able to underbid compliant small businesses. I suspect those
compliant businesses would want us to be as aggressive as necessary to make sure, at least
from a tax perspective, everyone is competing on the same basis.

This is not just an issue with Federal contractors. A few years ago we had the same problem
with motor fuel excise taxes. Non-compliant fuel marketers were not remitting Federal
excise taxes and were using that as a competitive advantage to take business away from
legitimate motor fuel marketers. These legitimate businesses actually were urging the IRS to
be more aggressive from an enforcement perspective, and they worked with us to change
both the law and regulations governing excise tax collection, thus making enforcement
casier.
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This is important to understand because enforcement is not a bad thing for small businesses

in particular, or taxpayers as a whole. In fact, you might be surprised to leamn that taxpayers
understand the importance of everyone paying their fair share. In a survey conducted by the
IRS Oversight Board, 88 percent of those surveyed said that it was “not at all” acceptable to
cheat on one’s taxes. This is up from 81 percent when the Oversight Board conducted a
similar survey in 2003. Only 7 percent said that is was acceptable to cheat on their taxes “a
little here and a little there”.

Last year Congress approved a $442 million increase in IRS enforcement budget that has
allowed us to focus our enforcement efforts in scveral key areas. This will allow us to build
on the progress made in FY 2005. Consider that in the last fiscal year we:

¢ Audited nearly 220,000 high income taxpayers, more than double the number
audited in 2000,

* Increased audits for individuals to 1.2 million, 20 percent more than 2004 and
almost double the level five years earlier.

¢ Audited nearly 5,000 businesses with assets over $250 million, an increase of 11
percent. In addition, we audited one out of every five companies with assets over
$10 million. Finally, audits of businesses with less than $10 million in assets rose
145 percent from 2004, as we redirected resources (previously devoted to
the NRP audits of individuals) to target a known areas of noncompliance among
personal service corporations and other companies.

¢ Generated more than $4.7 billion in revenue through two prominent settlement
initiatives aimed at reducing examination and litigation expenses while deterring
the use of abusive tax shelters.

¢ Increased total enforcement revenues by 10 percent, from $43.1 billion in 2004 to
$47.3 billion in 2005.

We are asking for an additional $137 million enforcement increase in the form of a program

integrity cap adjustment as part of the FY 2007 budget. This increase will allow us to
maximize our return on the investment made in enforcement last year.

We have done a lot of work at the IRS regarding our return on investment (ROI) for the
enforcement dollars we are spending. Based on that work, we estimate that when we
receive the full productive benefits of the FY 2006 increase, that the ROI for additional
enforcement resources will be 4:1. Stated another way, we estimate that each dollar
invested in enforcement will return four dollars in additional enforcement revenue,
although this should not be interpreted as a fixed ratio.

The critical importance of these enforcement dollars will become more apparent as |
provide an update to you on the tax gap.

The Tax Gap

Our most recent individual income tax gap estimates are based on a National Research
Program (NRP) study of individual returns from Tax Year 2001. It is the first such



65

comprehensive study done since 1988. We have done several much narrower studies
since 1988, but nothing that would allow us to comprehensively update our estimates of
the individual income tax gap.

Prior to the early 1990s, our estimates of reporting compliance were based on the
Taxpayer Compliance Measurement Program (TCMP), which consisted of in-depth
audits of random samples of returns. The data from TCMP provided us with information
on compliance trends and allowed us to update our audit selection formulas. The NRP
was born out of our effort to find a less intrusive way to measure compliance with the tax
laws and to improve the overall fairness of the tax system.

The tax gap is the difference between the amount of tax that taxpayers should pay for a
given year and the amount that is paid voluntarily and timely. The tax gap represents, in
dollar terms, the annual amount of noncompliance with our tax laws.

We now estimate that the overall gross tax gap for all types of tax is approximately $345
billion, leading to a noncompliance rate of 16.3 percent. Both of these numbers are in the
upper end of the range of estimates that T provided at your hearing last spring. Our
estimate of the corresponding net tax gap, or what remains after enforcement and other
late payments, is $290 billion, also in the upper end of the earlier range.

Noncompliance takes three forms: not filing required returns on time; not reporting one’s
full tax liability even when the return is filed on time; and not paying by the due date the
full amount of tax reported on a timely filed return. We have separate tax gap estimates
for each of these three types of noncompliance.

Underreporting constitutes nearly 83 percent of the gross tax gap, up slightly from our
earlier estimates. Nonfiling constitutes 7.8 percent and underpayment 9.6 percent of the
gross tax gap.

Individual income tax accounts for 46 percent of all tax receipts. However, individual
income tax underreporting is approximately $197 billion. This constitutes about 57
percent of the overall tax gap.

While no tax system can ever achieve 100 percent compliance, the IRS is committed to
finding ways to increase compliance and reduce the tax gap, while minimizing the burden
on the vast majority of taxpayers who pay their taxes accurately and on time. Moreover,
because the complexity of our current tax system is a significant reason for the tax gap,
fundamental reform and simplification of the tax law is necessary in order to achieve
significant reductions in the tax gap.

As in previous compliance studies, the NRP data suggest that well over half ($109
billion) of the individual underreporting gap came from understated net business income
(unreported receipts and overstated expenses). This is over 31 percent of the total tax gap.
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Approximately 28 percent ($56 billion) of the individual underreporting gap came from
underreported non-business income, such as wages, tips, interest, dividends, and capital
gains. The remaining $32 billion came from overstated reductions of income (i.e.
statutory adjustments, deductions, and exemptions), and from overstated tax credits.

The corresponding estimate of the self-employment tax underreporting gap is $39 billion,
which accounts for about 11 percent of the overall tax gap. Self employment tax is
underreported primarily because self-employment income is underreported for income
tax purposes. Taking individual income tax and self employment tax together, then, we
see that individual underreporting constitutes about two-thirds of the overall tax gap.

The NRP study also tells us that compliance rates are higher on tax returns that are
subject to both third party information reporting and withholding and are, therefore, the
most “visible” (e.g., wages and salaries). The net misreporting percentage (NMP) for
wages and salaries is only 1 percent. This has not changed dramatically since the last
compliance study in 1988.

Amounts subject to third-party information reporting, but not to withholding (interest and
dividend income), exhibit a somewhat higher misreporting percentage. For example,
there is about a 4% percent misreporting rate for interest and dividends.

Amounts subject to partial reporting by third parties (e.g., capital gains) have a still
higher misreporting percentage (e.g., 12 percent for capital gains). As expected, amounts
not subject to withholding or third party information reporting (e.g., sole proprietor
income and the “other income” line on form 1040) are the least “visible” and, therefore,
are most likely to be misreported. The misreporting estimate for “other income” is 64
percent or $23 billion of tax.

Before leaving this discussion of the tax gap, I want to make two more important points.
First, perhaps the greatest value of the NRP study is that it allows us to update our audit
selection formulas. These formulas help us select those returns which merit further
examination and to avoid examining compliant taxpayers.

Using the recent NRP study data, we have developed new formulas to determine audit
targets for several examination classes. IRS implemented these new formulas in January
2006, and we will begin examining Tax Year 2005 returns selected using these new
formulas in October 2006. We believe using the new formulas will allow us to improve
productivity and reduce taxpayer burden by reducing significantly the number of
examinations resulting in little or no change to the taxpayer’s tax liability.

Second, it is important to understand the limitations of the NRP study. The focus of the
study is on individual income tax returns. It does not provide estimates for
noncompliance with other taxes, such as the corporate income tax or the estate tax. The
numbers we use for those estimates of compliance with taxes other than the individual
income tax are still based on rough projections that assume no change in compliance
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behavior among the major tax gap components since the most recent compliance data
were compiled (i.e.,1988 or earlier).

1 would note, however, that we have just announced the newest NRP study which will
support our efforts to close both the individual and corporation income tax gaps.

Latest NRP Study

The newest NRP study will focus on S Corporations and is part of a strategy of
conducting reporting compliance studies each year. Each study will address a component
of the overall tax gap. By measuring compliance for various types of taxes and
taxpayers, we will be better able to target resources to encourage compliance, deter non-
compliance and reduce the burden on taxpayers.

Since 1985, S corporation return filings have increased dramatically. In that year there
were 722,444 Form 1120 S returns filed by companies with less than $10 million in
assets. In 2002 that number had grown by four times to over 3.1 million. Compare that
to other corporate returns which declined by approximately 450,000 over the same
period.

By 1997, S corporations became the most common corporate entity. In 2003, nearly 3.4
million S corporations filed tax returns, accounting for over 58 percent of all corporate
returns filed that year. The last time we conducted an S corporation study was 1984. As
a result, we do not have reliable reporting compliance data for these entities.

In FY 2004, the IRS examined 6,402 S corporation returns, or less than one-fifth of one
percent of all S corporation returns filed. That coverage rate is one of the lowest for any
type of tax return examined by the IRS. In comparison, the IRS examined 17,097 C
corporations and 6,226 partnership returns in FY 2004, producing coverage rates of
0.71% and 0.26%, respectively.

The current NRP study of reporting compliance involves approximately 5,000 Form
11208 returns from a nationwide random sample. We used asset size of the S corporation
in the return selection process. Even with the increased focus from the NRP study, the
overall audit rate for S corporation returns remains below that for C corporations.

I'know, Mr. Chairman, that there has been some concern that these NRP studies (the
individual income tax study and the S Corporation study) are targeting small businesses.
Let me assure you that is not the case. When we designed the NRP studies, our primary
consideration was to balance the need for reliable estimates for reporting compliance
against the burden of collecting compliance data. In this way, we are far less likely to
pursue compliant small businesses.

Our intent is to learn as much as we can about the extent of non-compliance and its
causes so that we can devise cost-effective ways to increase compliance with our tax
laws. The NRP office consulted stakeholders inside and outside the IRS throughout the
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development and refinement of the methodology for the studies and applied lessons
learned from past compliance measurement efforts.

We are committed to applying our limited resources where they are of the most value in
reducing non-compliance while ensuring fairness, observing taxpayer rights, and
reducing the burden on taxpayers who comply. We do not have the resources to return to
the high audit rates of the past, but we are using the NRP results to more effectively
manage our compliance programs and design pre-filing activities that help taxpayers
comply with the law.

Legislative Proposals

IRS understands that the complexity of the current tax system is a significant reason for
the present size of the tax gap. It is easy for even sophisticated taxpayers to make honest
mistakes. Fundamental tax reform and simplification of the tax law are both essential to
achieving more significant reductions in the tax gap.

Until we have fundamental tax reform, however, there are some changes in the law that
will improve compliance, without imposing a significant burden on taxpayers.
Furthermore, those changes can provide us with additional tools that we can use to pursue
taxpayers unwilling to pay their legal obligation.

The President’s FY 2007 proposed budget includes five legislative recommendations, the
enactment of which is critical to closing the tax gap. Collectively, these five changes
should generate $3.6 billion over the next ten years. Allow me to address each proposal
individually.

The first and perhaps most important proposal would increase reporting on payment card
transactions. Our tax gap study shows clearly that increased information reporting and
backup withholding are highly effective means of improving compliance with tax laws.
More than 150 million wage earners already have their information reported directly by
their employer to the IRS and the non-compliance rate for this group is less than 1
percent. All of these wage earners are also subject to mandatory withholding of taxes.

Payment cards (including credit cards and debit cards) are a growing form of payment in
retail business transactions. The failure of some merchants to accurately report their
gross income, including income derived from payment card transactions, accounts for a
significant portion of the tax gap and creates a significant competitive advantage for
those businesses that underreport.

Specifically, the Administration proposes that the Treasury Secretary be given the
authority to promulgate regulations requiring annual reporting of the aggregate
reimbursement payments made to merchants in a calendar year, and to require backup
withholding by payment card companies in the event that a merchant payee fails to
provide a valid taxpayer identification number.
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Because reimbursement information is already provided to merchants, requiring this
information to be reported to the IRS on an aggregate annual basis will impose minimal
burden on payment card companies and no burden on the affected merchants. In
addition, implementing a backup withholding system for payment card reimbursements
to businesses would lead to material improvements in the compliance rates of these
taxpayers without imposing a significant burden on the card companies. Finally, the IRS
will be able to use payment card reporting information to better focus its resources and
relieve the burden that existing audits place on businesses that accurately report their
gross income.

The second legislative proposal would clarify when employee leasing companies can be
held liable for their clients’ Federal employment taxes. Employee leasing is the practice
of contracting with an outside business to handle certain administrative, personnel, and
payroll matters for a taxpayer’s employees. Typically, these firms prepare and file
employment tax returns for their clients using the leasing company’s name and employer
identification number, often taking the position that the leasing company is the statutory
or common law employer of the clients’ workers.

Non-compliance with the Federal employment tax reporting and withholding
requirements is a significant part of the tax gap. Under present law, there is uncertainty
as to whether the employee leasing company or its client is liable for unpaid Federal
employment taxes arising with respect to wages paid to the client’s workers. Thus, when
an employee leasing company files employment tax returns using its own name and
employer identification number, but fails to pay some or all of the taxes due, or when no
returns are filed with respect to the wages paid by a company that uses an employee
leasing company, there can be uncertainty as to how the Federal employment taxes are
assessed and collected.

The Administration’s proposal would set forth standards for holding employee leasing
companies jointly and severally liable with their clients for Federal employment taxes.
The proposal would also allow employee leasing companies to qualify to be solely liable
if they met certain specified standards.

Our third proposal would amend collection due process procedures for employment tax
liabilities. Currently, we are authorized to take various collection actions including
issuing Federal tax levies to collect past-due taxes. Before a tax levy can be issued,
however, the IRS generally must provide the taxpayer with notice and an opportunity for
an administrative collection due process (CDP) hearing, and for judicial review.

Frequently, an employer who fails to satisfy its Federal tax Habilities for one period will
also fail to satisfy them for later periods, resulting in a “pyramiding” of unpaid taxes.
Some employers who request a CDP hearing or judicial review for one tax period will
continue to accrue, or pyramid, their employment tax liabilities during the CDP
proceedings. Liabilities for the subsequent periods cannot be collected by levy until the
employer has been given notice and opportunity for a hearing and judicial review for
each period. The existing CDP framework compounds the pyramiding problem by
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depriving the government of enforced collection as a tool to encourage employers to
satisfy their current Federal employment tax obligations.

Our proposal would allow the levy to be imposed prior to a CDP hearing in a fashion
similar to current law provisions for levies issued to collect a federal tax liability from a
state tax refund. Taxpayers would have the right to a CDP hearing with respect to
employment tax liabilities within a reasonable time after the levy. Taxpayers would also
continue to have access to existing pre-collection administrative appeal rights other than
CDP.

I have already discussed the problem of Federal contractors who thernselves are
delinquent in their Federal taxes. The fourth proposal would require increased
information reporting and backup withholding for certain government payments for
property and services. It should be noted that present law requires information reporting
for the provision of services and direct sales, but does not for provisions of goods. This
proposal will extend information reporting, with some exceptions, to the purchase of
goods by federal, state, and local governments.

Our proposal would authorize the Treasury Secretary to promulgate regulations requiring
information reporting and backup withholding on non-wage payments by Federal, state
and local governments to procure property and services. Certain payments would, of
course, be exempt. These include payments of interest, payments for real property,
payments (0 tax exempt entities or foreign governments, intergovernmental payments,
and payments made pursuant to a classified or confidential contract.

The final legislative proposal would expand the signature requirement and penalty
provisions applicable to paid tax return preparers. Under current law a paid tax return
preparer is required to sign and include his/her taxpayer identification number (TIN) on
an income tax return and related documents that he/she prepares for compensation. Paid
return preparers, however, are not required to sign and include their TINs on non-income
tax returns, such as employment tax returns, excise tax returns, and estate and gift tax
returns, and tax return related documents filed with the IRS. The Administration’s
proposal would expand preparer identification and penalty provisions to non-income tax
returns and tax return-related documents prepared for compensation. Further, it would
impose penalties for preparing tax return related documents that contain false,
incomplete, or misleading information or certain frivolous positions that delay collection.

These five legislative changes strategically target areas where (1) research reveals the
existence of significant compliance problems, (2) improvements will burden taxpayers as
little as possible, and (3) the changes support the Administration’s broader focus on
wdentifying legislative and administrative changes to reduce the tax gap.

In addition to these specific legislative proposals, we will study the distinction between
independent contractors and employees under current law. The improper classification of

employees as independent contractors is a significant problem and substantial contributor
to the tax gap.
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Conclusions

In summary Mr. Chairman, T would emphasize the following points:

1 appreciate fully the important contribution made by small business to our
economy and believe that the best way that IRS can serve small business men and
women, and indeed all taxpayers, is through a balanced approach of strong
taxpayer service and enhanced enforcement that will level the playing for all
competitors;

We have a net tax gap of nearly $300 billion and over 80 percent of that involves
the underreporting of income;

Compliance is higher in instances where there is third party reporting;

The NRP is a tool to help us understand more about non-compliance and to assist
us in selecting for audit those returns most likely to have adjustments and
reducing the number of examinations that result in little or no change to the
taxpayer’s liability; and

The most immediate way to reduce the tax gap is by fully funding the President’s
proposed FY 2007 budget for the IRS, including the $137 million for enforcement
that is part of the program integrity cap adjustment, and by enacting the five
legislative proposals recommended by the President.

Thank you, Mr. Chairman. I will be happy to respond to any questions that you may

have.

10
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Created by Congress in 1976, the Office of Advocacy of the U.S.
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Good moming Chairman Manzullo and Members of the Committee, I thank you
for this opportunity to appear before you today. My name is Thomas M. Sullivan and |
am the Chief Counsel for Advocacy at the U.S. Small Business Administration (SBA).
The Committee invited us here today to discuss the recent proposals by the Department
of the Treasury (Treasury} related to increased information reporting and withholding as
a means to improve tax collection from small businesses and self-employed taxpayers.
When I say “small business” I mean that term to include sole proprietors, self-employed,
independent contractor or any other form of business that meets the SBA size standards.
Congress established the Office of Advocacy to represent the views of small business
before Congress and Federal agencies. The Office of Advocacy is an independent office
within the SBA, and therefore the comments expressed in this statement do not
necessarily reflect the position of the Administration or the SBA. This staternent was not
circulated to the Office of Management and Budget (OMB) for comment.

I would like to take 2 moment to commend Commissioner Everson and the staff
of the Small Business and Self-Employed Division (SB/SE) on their efforts to increase
outreach to the small business and self-employed community. In the past year, SB/SE
has expanded its “Small Business Forums” to include forums across the country. These
forums bring small businesses and their representatives in contact with state and Federal
agencies in addition to creating a venue for addressing Federal tax issues.

Last year around this time, we were sitting in this same place. The Commissioner
and I were here discussing the 2001 tax year estimated tax gap. Since your last hearing
on the tax gap, Treasury and the Internal Revenue Service (IRS) have finalized the tax
gap results and reported that the 2001 tax year had a net gap of $290 billion. Today we
are here to talk about the measures Treasury and IRS have suggested for improving their
collection ability. The small business community has communicated with Advocacy to
express concern about the impact that these measures may have on small businesses.
First, I will focus my testimony on the need to strengthen the compliance assistance and
taxpayer education provided by the IRS and then on the enforcement proposals that
require increased reporting and withholding by third parties.

The IRS often uses its motto of “service plus enforcement” to explain its
relationship with taxpayers. Advocacy believes this is a fine goal; and we believe that the
IRS must continue to work to ensure that there is balance between service and
enforcement. The Commissioner has spoken frequently on the tax gap issue, and the
small business community is concerned that the primary focus of these discussions has
been on increasing enforcement.! The associations and industry groups with whom we
have discussed tax enforcement issues believe the best approach to improved taxpayer
compliance should include balanced measures of compliance assistance, taxpayer
education and enforcement.

Small business industry groups have expressed to Advocacy concern that the IRS
has focused on small entities as a primary means of improving tax compliance. News

' See generally, Everson Says IRS Could Collect Up 10 $100 Billion More Per Year, 2006 TNT 32-1
(February 16, 2006) and Everson Speaks at the National Press Club, 2006 TNT 50-40 (March 14, 2006).
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articles illustrate the reason why trade groups view IRS’ focus to be trained on their
members. On March 20, 2006 Tax Notes Today reported that the IRS increased its
number of audits primarily through a spike in small business audits.” In recent testimony
before the Senate Committee on the Budget, Commissioner Everson highlighted the
return on investment for resources spent on enforcement: each dollar spent generated $4
in additional taxes collected.”® A similar analysis of how the service function of IRS
realizes a return on investment would go far to demonstrate the balance of service plus
enforcement.

Research shows that the connection between enforcement and tax compliance is
not as clear as some would like to think. In fact, a report by economists Bruno Frey and
Lars Feld suggests that excessive enforcement can lead to less compliance.® Obviously
enforcement is an important method for maintaining a compliant tax paying public. As
the IRS attempts to improve taxpayer compliance it is imperative that taxpayer education
and compliance assistance be included to balance an appropriate level of enforcement.

Nina Olson, National Taxpayer Advocate (NTA) has on numerous occasions, and
recently at a hearing held by the Senate Committee on the Budget, encouraged the IRS to
“recognize the central role taxpayer service plays in achieving compliance and do more
to study the optimal ways to deliver taxpayer service and the magnitude of the impact.™
The Government Accountability Office (GAO) has encouraged the IRS to conduct
research on the reasons for taxpayer noncompliance.® In 1996 GAO made similar
recommendations.” This type of research can guide the IRS’ education and taxpayer
compliance programs.

Now let me turn my attention to some of the specific proposals which Treasury
has developed to add to IRS’ enforcement tools as part of the FY 2007 Budget proposals.
I will focus on two of the Treasury proposals, as well as proposals put forth by the NTA.
All of the proposals require third party reporting and increased withholding requirements.

The Administration has proposed that payment card issuers (debit and credit
cards} annually report reimbursements made to merchants. Under this proposal, card
issuers would be required to withhold taxes on payments made to merchant taxpayers if
the card issuer does not have a valid tax identification number (TIN) for the merchant
taxpayer.

> Audits Up, Costs Of Tax Collection Down, IRS Data Book Reveals, 2006 TNT 53-2 (March 20, 2006).

! Testimony of Mark Everson, Internal Revenue Service Commissioner, before the Committee on the

Budget United States Senate on The Tax Gap and How to Solve It, 15 February 2006,

* Frey, B.S. and Lars, PF. “Deterrence and Morale in Taxation: an Empirical Analysis.” CESifo Working

Paper No. 760, 2002, available at

hnp://www.cesifo,de/p!s/guestci/downIoad/CESifo%20Working%20ngers%202002/CESifo%20W0rking

%20Papers %20August%202002/760.pdf.

* Testimony of Nina E. Olson, National Taxpayer Advocate, before the Committee on the Budget United

States Senate on The Tax Gap and How to Solve It, February 15, 2006.

¢ Government Accountability Office, GAO-05-753, Tax Compliance: Better Compliance Data and Long-

germ Goals Would Support a More Strategic IRS Approach to Reducing the Tax Gap (Tuly 2005).
Government Accountability Office, GAO/GGD 96-109. Tax Research: IRS Has Made Progress but

Major Challenges Remain (June 1996).
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Second, the Administration has proposed to require information reporting and
back-up withholding on all non-wage payments made by Federal, state and local
governments to government contractors.

An unintended consequence of increased withholding will be its harm to the cash
flow of small businesses. In general, cash flow, i.e. liquidity, is one of the most
significant constraints small entities face in managing their business.® According to a
recent National Federation of Independent Business (NFIB) survey, cash flow issues
ranked in the top ten of important problems faced by small businesses. Small entities
have a more difficult time paying their bills when their cash flow is interrupted. Small
businesses must either borrow additional capital or forego early payment discounts to
manage cash flow shortfalls.” Both alternatives increase small entities’ costs of running
the business.

Another unintended consequence of increased withholding is that tax deductible
expenses of small entities may unnecessarily be taxed. Payments received by small
entities for the services and products they provide include both their expenses and profits.
Expenses are generally tax deductible, while profits are subject to tax.

Before Treasury and IRS impose new reporting and withholding requirements, it
is important to determine the impact that small card issuers and small local governments
will need to absorb. For instance: What impact will annual reporting and withholding
have on small payment card issuers and small local governments? What type of system
changes will be required for small payment card issuers and local governments? I pose
these questions because these types of proposals impose burdens in two directions: those
entities affected by the increased scrutiny and those entities charged with additional
reporting and withholding requirements.

The National Taxpayer Advocate has proposed other reporting and withholding
rcgimeq First, the self-employed could volunteer to have their payors withhold taxes
on the payments they are due. Second, the IRS could actively encourage self-em 1ployed
taxpayers to participate in the Electronic Federal Tax Payment System (EFTPS).
employed taxpayers who have a history of noncompliance would be required to have
payors do backup withholding. Finally, the NTA has recommended that the IRS issue
“Compliance Certificates™ to self-employed taxpayers who have a history of tax
compliance. Presenting the Compliance Certificate to a payor would exempt the self-
employed from backup withholding, Without the Compliance Certificate, payors would
be required to withhold taxes from payments due the self-employed taxpayer.

§ Small Business Problems and Priorities, Bruce D. Phitlips, National Federation of Independent Business
Research Foundation (June 2004).

® Getting Paid, National Federation of Independent Business Small Business Poll, Vol. I Issue 7 (2001).

" Olson, supra note 5.

" EFTPS is an IRS system that allows taxpayers to have their tax payments made by electronic funds
transfers. EFTPS is voluntary for small taxpayers and mandatory for large taxpayers.
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These types of proposals, while presented as voluntary, really impose additional
administrative burdens on small businesses that contract with self-employed taxpayers.
Small businesses currently shoulder exceedingly high tax compliance costs. In fact,
according to a recently updated Advocacy sponsored cost of regulations study, tax
compliance costs employers with less than 20 employees a total of $1304 per employee
Additionally, requiring the payors of self-employed taxpayers to withhold may distort the
line between being an employee versus being an independent contractor. Payors of self-
employed taxpayers may become vulnerable to employer liability issues such as
workman’s compensation and unemployment taxes.

A reliable cash flow stream is important to the viability of the self-employed. To
mitigate variability in cash flow, the self-employed would rely on credit. Yet, Advocacy
data shows that the fixed rate loan terms are more favorable for larger 51zed loans. In
other terms, the smaller the loan value the higher the interest rate apphed Thus,
increased withholding has the potential unintentional effect of increasing the expenses of
the self-employed taxpayer.

America’s small businesses succeed because of their ingenuity and innovation.
Research sponsored by Advocacy continues to show that the cost of tax compliance is 67
percent higher in small firms than in large firms."* What can the IRS do to limit this
disproportionate burden? The IRS can evaluate the service they provide taxpayers so that
the importance of taxpayer service is not lost as they attempt to improve tax compliance.
And, this hearing is an opportunity for IRS to consider some alternatives that may
minimize the unintended impact of some proposals on small businesses.

Thank you for allowing me to present these views. Iam happy to answer any
questions,

" The Impact of Regulatory Casts on Small Firms, Crain, W. M., September 2005, U.S. Small Business
Administration, Office of Advocacy (SBHQ-03-M-0522), available at
http /Iwww.sba.gov/advofresearch/rs264tot.pdf (tax compliance cost large firms $780 per employee).

¥ The Small Business Economy: A Report to the President, Table 2.1 Published by the U.S. Small
Business Administration, Office of Advocacy (2005). See also generally, Overcoming the Self-Employed
Stigma When Applying for Business Loans, Moss Jeffery, National Federation of Independent Businesses
(January 24, 2003) available at https://www.nfib.com/object/3649352 html

Y Crain, supra note 12.
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UNITED STATES HOUSE OF REPRESENTATIVES
April 5, 2006

Good morning, Chairman Manzulio, ranking Member Velazquez, and
distinguished members of the Committee. | appreciate the opportunity to talk
with you today about the work of the Small Business/Self-Employed (SB/SE)
Division of the Internal Revenue Service.

The SB/SE organization is made up of 28,000 employees who serve about 45
million taxpayers — roughly one-third of the taxpaying population. Our taxpayer
base consists of seven million small businesses, including corporations and
partnerships with assets of $10 million or less; 33 million self-employed and
supplemental income earners; and five million other taxpayers who file
employment, excise, estate, gift, fiduciary and international tax returns.

As | begin, | want to echo a couple of the themes you have just heard from
Commissioner Everson. First, whether we are providing service through
education, outreach or burden reduction, or we are seeking out noncompliance
through our enforcement efforts, our intent is to help all taxpayers, including
small businesses, comply with the tax laws and to ensure that these laws are
applied fairly to all. Secondly, it takes a balance between service and
enforcement to achieve compliance, and SB/SE strives daily to maintain this
balance for its taxpayer community.

Today | am going to focus primarily on the service side of the equation by
highlighting some of our recent efforts. | will touch only briefly on the tax gap and
our enforcement work since Commissioner Everson has devoted much of his
testimony to those topics.

Outreach and Education

We recognize that most small business taxpayers are too busy running their
businesses to become experts in the tax issues that stem from those businesses.
Undoubtedly, that is why more than 80 percent of small businesses rely on their
tax practitioners to handle their tax matters. Given this situation, it is especially
important that we leverage our resources to reach out to the practitioner
community so that they, in turn, can support their small business clients. Within
SB/SE’s Communication, Liaison and Disclosure organization, we have built a
robust outreach and education program to do just that — to touch thousands of
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stakeholders and, through them, reach millions of small business taxpayers.

This has resuited in the development of over 1500 relationships with national and
local partners including practitioner organizations, small business and industry
associations, and federal and state agencies and governments. Some of these
established relationships include the American Institute of Certified Public
Accountants, the National Association of Enrolled Agents, the U.S. Chamber of
Commerce, the National Association of the Self-Employed, the National
Federation of Independent Businesses, the Small Business Legislative Council,
the Small Business Administration, the Federation of Tax Administrators, and the
National Association of State Workforce Agencies.

One of the more well-known services we provide is the Small Business Forums,
which we co-host with the U.S. Chamber of Commerce, the National Federation
of Independent Business (NFIB), and the Small Business Legislative Council
(SBLC). Through these forums, small business organizations can alert the IRS
about issues that are a burden to their members, provide feedback to IRS on
policies, practices and procedures, and learn new ways to assist small
businesses in navigating through the IRS. The forums also allow members of the
Chamber, NFIB and SBLC to receive the latest small business information from
the IRS and provide them an opportunity to share feedback and concerns on
behalf of their members. In January 2006, | had the opportunity to attend one of
our national Small Business Forums and solicit input from the attendees on
innovative and creative ways to address the tax gap. Due to the success of the
national forums, we are launching local small business forums at the state level
this Spring.

In November 2005, the IRS rolled out a new and improved IRS.gov website,
which incorporates some features of particular interest to SB/SE taxpayers and
tax practitioners. Examples include:

> An Alternative Minimum Tax (AMT) calculator to assist taxpayers in

determining whether they may be subject to the AMT and whether they
need to complete Form 6251,

» The Online Learning and Educational Products section which allows
business owners to view a streaming video of an IRS Small Business
Workshop, take an IRS course, or complete an online, seif-directed
version of a workshop taught live around the country.

» Online ordering capability for Small Business products which gives customers
access to free products that help them meet their tax requirements. They can
choose from a variety of products, developed especially for the Small
Business/Self-Employed community, as well as get updated information
relating to any of those products.
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During FY 2005, more than 14 million people visited the SB/SE web pages on
IRS.gov. That's up from almost 10 mitfion visits the year before, and we
anticipate even greater use in the coming months.

Another service that we offer on a regular basis is Tax Talk Today. This monthly
Web cast features IRS representatives and tax experts discussing current tax
issues such as getting ready for the 2006 filing season, preparing Forms 1099,
and the impact of the Bank Secrecy Act on cash businesses. More than 60,000
viewers are registered for the Web casts.

Burden Reduction

In addition to offering a variety of educational and outreach services, SB/SE also
devotes resources to identifying major sources of taxpayer burden and to
developing and impiementing ways to reduce this burden. Our Office of
Taxpayer Burden Reduction — TBR for short — works with internal and external
stakeholders to identify burden reduction opportunities and to coordinate and
champion these efforts throughout the IRS. Since 2002, TBR has been
instrumental in reducing taxpayer burden by over 200 million hours. I'd like to
highlight a few of the burden initiatives which we have implemented recently and
mention some that we have on the drawing board.

> In January 2006, we implemented the Form 944 Annual File/Annual Pay
Program for employers who have a total annual employment tax liability of
$1000 or less. This program allows eligible employers to file one annual
employment tax return per year, rather than four quarterly Forms 941.
The vast majority of the estimated 950,000 eligible Form 944 filers, many
of whom are small businesses, also will be able to pay annually with their
Form 944.

» Our redesign of the extension o file process is complete. A new
automatic six-month extension period went into effect this year, resulting
in a uniform extension period for all taxpayers. We expect the use of the
redesigned Forms 4868 and 7004 will reduce taxpayer burden by 11
million hours.

> We released the new 2005 Schedule K-1 for Form 1041, Beneficiary’s
Share of Income, Deductions, Credits, etc., for the 2006 filing season.
The revised Schedule K-1 features an improved layout and open design.
It provides streamlined instructions for beneficiaries and can be scanned
reducing transcription errors. The new Schedule K-1 will reduce the
compliance burden for over 3.5 million taxpayers.

'

> Simplification of the Office in the Home deduction for the small business
taxpayer is high on our priority list for tax year 2007. We are looking into
several ways to address the burden caused by Form 8829, including the
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possibility of devising some type of standard rate similar o the standard
automobile mileage rate. The Form 8829 is completed annually by about
2.4 million Schedule C filers as well as Schedule A filers.

> Another effort in the works for 2007 is the creation of a series of stand-
alone forms to be used to amend employment tax returns such as Forms
941, 943, 944, and 945. The creation of these forms was suggested by
several tax practitioner groups as well as internal stakeholders. We
anticipate that the new forms will expedite amended return processing and
reduce the need for additional correspondence with taxpayers.

> We also are looking to simplify the S-corporation election process through
legisiative and/or processing changes that wouid minimize the impact of
Form 2553, Election by Small Business Corporation, on the processing of
Form 1120-S returns. The changes we are recommending are expected
to improve the filing process for approximately 700,000 taxpayers
annually.

> Finally, we are working on improvements to the Form 940, Employer’s
Annual Federal Unemployment Tax Return, and its associated processes.
This project involves revising Forms 940, 940EZ and 940PR, simplifying
the instructions, and ensuring the redesigned forms are scannable. Forms
940 are filed by 5.6 million taxpayers annually.

Disaster Assistance

Before | leave the subject of service, | would like to spend a few minutes telling
you about the SB/SE Disaster Coordination office which oversees the IRS'
disaster program. in the aftermath of the recent hurricanes, this office played a
key role in our success in providing on the ground assistance to taxpayers and to
dealing with the myriad of related tax issues.

The team we put in place coordinated the issuance of over 30 news releases and
a dozen legal guidance documents announcing various details of tax relief made
available to affected individuals and businesses. We extended deadlines for
filing returns and making payments, suspended compliance activities and related
correspondence, temporarily waived certain rules, and increased the standard
mileage rate. The team also arranged for on-site IRS assistance in dozens of
FEMA disaster recovery centers, where we aided taxpayers with filing claims and
amended returns, and expedited requests for free transcripts and copies of tax
returns. As part of this effort, we established agreements with seven tax
professional organizations to partner with the IRS in providing assistance to
affected taxpayers. In addition, we worked with partners in the business
community to promote the leave donation program, which allowed businesses to
convert employees’ leave contributions into deductible cash donations to
charities providing hurricane relief.
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Most recently, the IRS has been partnering with the Department of Housing and
Urban Development (HUD) and Mayor Ray Nagin of New Orleans to help make
businesses in the hardest hit areas of New Orleans and Louisiana aware of
Federal incentive relief that is available to them. To kick off this awareness
program, HUD representatives and IRS tax experts hosted a free haif-day "tax
summit” for small businesses on March 24 in New Orleans. Additional events
are planned to provide further information about this Federal plan to jump start
business activity and job growth in these areas.

Enforcement

Now let me turn briefly to the enforcement side of the balanced equation.
Enforcement is a necessary part of tax administration. Without it we cannot
reassure the vast majority of Americans who comply with the tax laws that the tax
system is administered fairly. Moreover, it is important that we continue to fine
tune our enforcement efforts to ensure faimess among less compliant groups of
taxpayers.

As Commissioner Everson has testified, the data from our recent National
Research Program (NRP) suggest that understated net business income
accounts for more than half of the individual underreporting gap. This finding
confirms that our focus in recent years on noncompliance associated with
unreported income has been appropriate. In addition, the NRP data also point to
significant noncompliance for reporting self-employment tax. These two
categories (underreported business income and self-employment tax) account for
$148 billion (or 52 percent) of the $285 biltion tax gap due to underreporting.

The SB/SE examination program is based on the concept of balanced coverage
to both encourage and maintain compliance among our taxpayers. While it is
true that our coverage levels are increasing, our current coverage levels are still
below the levels of the mid 90’s. In FY 2005, for example, the coverage level for
self-employed businesses was 2.92 percent, compared to 3.48 percent in FY
1996. For small business corporations with assets less than $10 million, the FY
2005 coverage was only 0.79 percent. This coverage is not only less than half of
the 1.88 percent coverage for FY 1996, it is significantly lower than the FY 2005
coverage of 20 percent for those corporations with assets greater than $10
million.

With regard to our compliance programs, we plan to stay the course in FY 2006.
We will be paying particular attention to two areas where the NRP data indicate
compliance has decreased — reporting of net income from flow-through entities
and reporting of business income and expenses, such as gross receipts and
various deductions. And, in our collection area, we will continue to focus on
curbing the high-risk behavior of businesses which pyramid unpaid employment
(trust fund or payroll) taxes.
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Conclusion

In summary, Mr. Chairman, | believe that the SB/SE Division of the IRS is
providing much-needed support to the small businesses of America. We have
demonstrated our commitment to service through the outreach and education we
are providing to all taxpayers, through the partnerships we have developed with
the practitioner community and business industry groups that support small
businesses, and through our numerous efforts to reduce taxpayer burden. Atthe
same time, by using our enforcement resources to uncover and correct
noncompliance, we are helping compliant businesses by eliminating the unfair
advantage created when their competitors fail to comply with the tax laws.

Thank you, Mr. Chairman. | will be happy to answer any questions you and the other
Members of the Committee may have.
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Mr. Chairman and distinguished Members of the Committee:

Thank you for inviting me to testify today about IRS enforcement and small
business. | believe that small business is an essential component of the nation’s
economy. At the same time, small businesses bear a large share of regulatory
burdens. And for many small business owners, tax issues are the single largest
contributor to these regulatory burdens.' | commend Chairman Manzullo and this
committee for introducing last year's Small Employer Tax Relief Act of 2005,% and
thank you for the opportunity | was afforded to offer testimony on that legislation.

That bill contained several proposals that | have long advocated and believe would
benefit small businesses considerably by helping to reduce certain tax burdens.
These proposals include:

1. Amending the Internal Revenue Code (the Code) to allow married
couples operating businesses as co-owners to elect out of the
partnership provisions of the Code;?

2. Amending the code to allow a small business corporation to elect to be
treated as a subchapter S corporation under the Code in conjunction
with filing its first Form 11208 (U.S. Income Tax Return foran S
Corporation);*

3. Repealing section 162(1)(4) of the Code to allow self-employed
individuals to deduct the cost of health insurance in computing the net
earnings of a sole proprietor from self-employment;®

4, Amending the Code to reduce or eliminate the Federal Tax Deposit
avoidance penalty when a taxpayer has made a timely deposit but
failed only to make such deposit in the prescribed manner,® and

! See National Taxpayer Advocate 2004 Annual Report to Congress at 386-87.

2 H.R. 3841, 109" Cong. (Sept. 21, 2005).

% See National Taxpayer Advocate 2004 Annual Report to Congress at 401-402 and 2002 Annual
Report to Congress at 172-184.

* See National Taxpayer Advocate 2004 Annual Report to Congress at 390-393 and 2002 Annual
Report to Congress at 246,

® See National Taxpayer Advocate 2004 Annual Report to Congress at 388-389 and 2001 Annual
Report to Congress at 223.

® See National Taxpayer Advocate 2004 Annual Report to Congress at 400 and 2001 Annual Report
to Congress at 222.
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5. Repealing the alternative minimum tax (AMT) for individuals.”

In addition to these proposals, | have also recommended that Congress alleviate
small business tax burdens by (1) regulating unenrolled return preparers to help
ensure that small business tax returns are prepared accurately, which would serve
to prevent the burdenscme IRS administrative and enforcement procedures
associated with incorrect returns,® and (2) authorizing the Secretary of the Treasury
to grant a one-time abatement of the failure-to-file and failure-to-pay penalties for
taxpayers who have a history of compliance.’

The Office of the Taxpayer Advocate and Small Business

As | testified last year, the Taxpayer Advocate Service (TAS), expends significant
efforts to assist small businesses with their tax burdens and IRS entanglements.
Through February of fiscal year 2006, small business cases accounted for 43.7
percent of TAS’ total case closures. Of these cases, 79.5 percent came into TAS
because of systemic problems, most notably delays, rather than because the
taxpayer experienced economic hardships. Table 1 shows the top ten issues
identified in TAS cases encountered by small business and self-employed (SB/SE)
taxpayers for fiscal year 2006 (through February 2008), and the percentage of those
cases in which TAS was able to provide either full or partial relief.

TABLE 1, SMALL BUSINESS / SELF-EMPLOYED TAXPAYER ISSUES IN TAS
FOR FISCAL YEAR 2006 THROUGH February 2006

% of Total % Where

Core Issue Description SB/SE Relief
Cases Provided

Criminal Investigation 10.3% 60.8%
Levies 6.1% 61.0%
Processing amended returns 6.0% 77.5%
Audit Reconsideration/Substitute for Return (SFR) 5.2% 74.6%
Processing original returns 4.3% 82.5%
Open audit 3.4% 70.9%
Expedited refund requests 3.2% 55.6%
Missing/incorrect payments 3.1% 83.2%
Combined Annual Wage Reconciliation (CAWR)/ 3.0% 86.1%
Federal Unemployment Tax Act (FUTA)
Failure to File/Failure to Pay penalties 2.7% 74.4%

7 See National Taxpayer Advocate 2005 Annual Report to Congress at 375, 378; 2004 Annual Report
to Congress at 383-385; and 2003 Annual Report to Congress at 5-19.

® See National Taxpayer Advocate 2003 Annual Report to Congress at 270-301 and 2002 Annual
Report to Congress at 216-230.

¥ See National Taxpayer Advocate 2001 Annual Report to Congress at 188-192.
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Since | became the National Taxpayer Advocate more than five years ago, | have
identified a number of issues affecting small businesses in my reports to Congress.
Many of these issues are reflected in TAS' case inventory. Some of the problems |
have addressed include:

+  Training of Private Debt Collection Employees.'® — This year, the IRS will
begin using private debt collection agencies to collect tax delinquencies under
the authority granted to it by the American Jobs Creation Act of 2004."" Itis
unclear whether the IRS intends to expand the Private Debt Collection (PDC)
initiative to Schedule C or employment tax collections. We are concerned
that the private debt collection agency employees are not receiving recurring
training on taxpayer rights that is equivalent to IRS employee training on this
subject.

« Complexity of the Employment Tax Deposit System.'® — Recent data shows
that the IRS assesses failure to deposit (FTD) penalties on one out of every
16 employment tax returns, yet eventually abates more than 60 percent of the
FTD penalty amounts it originally assessed. This suggests that the rules and
regulations governing federal employment tax deposits are overly complex,
presenting significant compliance problems for employers and administrative
challenges for the IRS.

+ Automated Collection System Levy Releases." — Collection efforts through
the IRS’s Automated Collection System (ACS) can result in levies of bank
accounts, wages or other income. Both the Code and Treasury Regulations
require that the IRS promptly release levies when taxpayers enter into
instaliment agreements with the IRS or when they demonstrate the existence
of a financial hardship. Some taxpayers encounter delays, errors, or other
problems when requesting a levy release.

* Limitations of the IRS Allowable Expense Standards for Collection
Decisions.' — Each year, the IRS publishes schedules of national and local
expense allowance standards. These standards reduce the subjectivity
involved when {RS employees consider collection alternatives for taxpayers
having difficulty paying the IRS. The IRS relies on the subjective judgment of
its employees to allow more than the standard amounts when appropriate.
Many practitioners report, however, that the IRS often fails to allow such

' National Taxpayer Advocate 2005 Annual Report to Congress at 76-93, .
' Pub. L. 108-357, Title VIll, § 881, 118 Stat. 1625 (2004).

*2 National Taxpayer Advocate 2005 Annual Report to Congress at 192-208; National Taxpayer
Advocate 2003 Annual Report to Congress at 197-205.

'3 National Taxpayer Advocate 2005 Annual Report to Congress at 209-222.
** National Taxpayer Advacate 2005 Annual Report to Congress at 270-291.
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additional amounts and uses the standards as an excuse to reject reasonable
collection alternatives. This inflexibility adversely affects both business and
individual taxpayers.

« Inadequate IRS Education and Qutreach Efforts to Small Business.'® - Tax
law and administrative complexity can baffle all taxpayers and lead to
compliance problems. Small Business taxpayers cannot always afford
sophisticated tax advice. These taxpayers need IRS help and assistance in
understanding and complying with their tax obligations. 1 believe the IRS
could do more to educate small business and self-employed taxpayers about
complying with their tax obligations.

+ IRS Examination and Collection Strategies.'® — As the IRS increases its
enforcement activities, | am concerned that the IRS does not have sufficient
information and research to determine how best to allocate its resources
between examination, collection, and taxpayer service. Nor do we know the
right approach, including taxpayer service, for the particular type of taxpayer.
The IRS needs research to show the most effective use of its resources after
taking into account the direct and indirect effects of its activities on tax
revenues.” The IRS should also use more information from state and local
governments to identify noncompliant taxpayers. Because business
taxpayers have frequent dealings with the IRS, the IRS focus will significantly
impact these taxpayers.

+ Navigating the IRS.'® -In fulfilling their tax obligations, small business owners
have multiple contacts with the IRS. Business taxpayers file employment and
excise tax returns in addition to income tax returns. They also are required to
make employment tax deposits and file information returns such as Forms
W-2 and 1099. Finding the right IRS employee to address a particular
problem, or finding the program “owner” to point out program failure and
discuss improvements, is often a difficult task.

« Combined Annual Wage Reporting (CAWR) Reconciliation.' - The IRS and
the Social Security Administration (SSA) jointly administer the CAWR
program, which maiches earning and withholding statements from Form 941
(Employer's Quarterly Tax Return) and Form W-2 (Wage and Earnings
Statements) for each employee and Form W-3 (Transmittal of Income Tax
Statements). Ideally, all information reported on Form 941 should match the

'° National Taxpayer Advocate 2004 Annual Report to Congress at 51-66.
'® National Taxpayer Advocate 2004 Annual Report to Congress at 211-245.

' See generally Government Accountability Office, GAO-05-753, Tax Compliance: Befter
Compliance Data and Long-Term Goals Would Support a More Strategic IRS Approach to Reducing
the Tax Gap (July 2005).

* National Taxpayer Advocate 2003 Annual Report to Congress at 122-134; 2002 Annual Report to
Congress at 7-14.

' Nationat Taxpayer Advocate 2003 Annual Report to Congress at 220-226.
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information on Forms W-2 for a given year, but this is not always the case.
The IRS and SSA fry to resolve discrepancies and may contact the employer.
if the employer does not respond or does not file the correct forms, the IRS
can assess a penalty against the employer for intentionally disregarding its
filing requirements. These penaliies, however, are frequently abated. The
frequent abatement of penalties indicates a serious problem with the
administration of this program that adversely and unnecessarily affects small
business.

The Cash Economy and the IRS

in addition to the issues affecting small business listed above, | have also identified
noncompliance in the “cash economy” as a serious problem affecting taxpayers.?®
Although there is no universally accepted definition of the term cash economy, |
have used the term to mean payments for transactions that are not reported to the
IRS by third parties.”’ Research indicates that there is a strong correlation between
IRS information reporting and tax reporting and compliance. These findings make
intuitive sense — if taxpayers think income is being reported by third parties to the
IRS, they are more likely to report the income because the IRS already knows about
it.

Taxpayers report 99 percent of income subject to withholding, 96 percent of income
subject to third-party information reporting, and 57 percent of income not subject to
withhoiding or information reporting.?® The income reporting percentage drops to 20
percent for income earned by certain sole proprietors (called “informal suppliers”)
who operate “off the books” on a cash basis in areas such as street vending, door-
to-door sales, or moonlighting in a trade or profession.?® Nonfifing, underreporting,
and underpayment make up the tax gap — the difference between what taxpayers
should have paid and what they actually paid on a timely basis.?* The latest IRS
estimates indicate that the gross tax gap is approximately $345 billion. IRS
enforcement activities and late payments reduce the gross tax gap by about $55
billion, leaving a net tax gap of $290 billion.*®

* See National Taxpayer Advocate, 2005 Annual Report to Congress at 55-75.
# jd; The Caus?‘s and Solutions to the Federal Tax Gap: Hearing Before the Senate Committee on
the Budget, 109" Cong. (2006) (written statement of Nina E. Olson, National Taxpayer Advocate at
2), available at
http://budget‘senate.gov/repub!ican/hearingarchdve/testimonies/2006/NinaO_lsenTestimony.pdf.
% IRS Updates Tax Gap Estimates, IR-2006-28 (Feb. 14, 2006).
*¥ IRS National Headquarters Office of Research, Interactive Tax Gap Map for Year 2001 22-23 {Feb.
24, 2004), '
* IRS Updates Tax Gap Estimates, |R-2006-28 (Feb. 14, 2006).
25

id.
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More than a third of the tax gap may be attributable to the cash economy. The IRS
has no direct estimate of the portion of the tax gap attributable to the cash economy,
but according to IRS estimates:

« About 43 percent of the gross tax gap, $148 billion per year, is attributable to
underreporting of business income and self-employment taxes by
individuals?®

« Over 80 percent of all individual underreporting is attributable to understated
income rather than overstated deductions.?’

» For tax year 2004, about 36 percent of all returns with a balance due after
remittance were filed by taxpayers with Schedule C liabilities, and these
returns accounted for about 50 percent of the total tax year 2004 balance due
liability for all taxpayers.?®

« According to IRS Research, taxpayers who owe a balance upon filing their
return are more likely to understate their tax liability than other taxpayers, and
more than 20 percent of taxpayers with a balance due fail to pay in full.®

This data suggests that self-employed taxpayers who file returns but underreport
their income (or self-employment) taxes represent the single largest component of
the gross tax gap, accounting for about a third of the gap.

The Role of Taxpayer Service and Education in Reducing the Tax Gap

The tax gap requires the IRS to perform a sometimes difficult balancing act. The
IRS should provide the best customer service possible in order to help taxpayers
who want to comply with their tax obligations understand these obligations fully. The
IRS must make complying with these obligations easy and convenient.

In this respect, the IRS has a particularly critical responsibility to small business.
Small businesses carry a disproportionate share of regulatory burdens, most of
which is attributable to their tax compliance obligations. A recent study by the U.S.
Small Business Administration Office of Advocacy found that small firms pay 67
percent more to comply with the tax laws than do their counterparts at large firms.*®

*® Taxpayers who underreport business income on individual returns account for $109 billion of the
gross tax gap and those who underreport self-employment income account for another $39 bilfion.
IRS National Headquarters Office of Research, Tax Gap Map for Year 2001 (Feb. 14, 2006).
27

id.
* Compliance Data Warehouse Individual Returns Transaction File, Tax Year 2004.

*® IRS Wage and Investment Division, Research Group 5, Project No. 5-03-06-2-028N, Experimental
Tests of Remedial Actions to Reduce Insufficient Prepayments: Effectiveness of 2002 Letters, 7 (Jan.
16, 2004).

% See W. Mark Crain, The Impact of Regulatory Costs on Small Firms (2005), available at
http://www.sba.gov/advo/research/rs264tot.pdf.
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Furthermore, the tax complexity small businesses face is staggering for them.
Business taxpayers must grapple with a patchwork of rutes that cover such items as
equipment depreciation, numerous and overlapping filing and deposit requirements
for employment taxes, and vague factors that govern the classification of workers as
either employees or independent contractors. For these reasons, educating the
small business community about their tax obligations is imperative. Overall burdens,
for both small businesses and the IRS, are reduced when small business taxpayers
understand their tax obligations and can keep their dealings with the IRS to a
minimum. A business can use its resources to operate and grow the business,
rather than to wrestle with the IRS over compliance issues.

On this front, | commend the IRS's efforts to educate small business and self-
employed taxpayers through such measures as:

« Participation in small business workshops administered by the Small
Business Administration Development Centers,

* The Small Business and Self-Employed Online Classroom, which provides
taxpayers with a number of resources in a variety of formats, such as video,
CD-ROM, and online documents, and

+ Small business forums with stakeholders.

I am concerned, however, that the IRS is not doing enough to adequately educate
the small business community. In fact, the IRS recently significantly downsized its
small business education programs. When the IRS Small Business/Self-Employed
Division's (SB/SE) Taxpayer Education and Communication (TEC) division was
merged with its Communication, Liaison and Disclosure (CLD) division, education
staffing was reduced from 899 in fiscal year 2003 to 184 as of October 18, 2005.%' 1
believe reducing small business education resources is a mistake and that the IRS
could do much more to educate small business taxpayers striving to understand
their tax obligations and to help them voluntarily comply with the tax laws,

Many small businesses need access to face-to-face communication with the IRS.
TAS focus groups show that small businesses use paid preparers for their annual
returns, but try to resolve their tax issues occurring throughout the year by
themselves to avoid additional expense.* Some very small businesses may be best
served by meeting with IRS representatives in a face-to-face setting where they can
ask guestions about their specific situation and circumstances. Face-to-face contact
between small businesses and the IRS also can be done in small business town hall
meetings, at trade shows, or in focus groups with representatives from different
industries. It is not clear whether the IRS restructuring of TEC will aliow for these

*' IRS SB/SE CLD Realignment web page and fact sheet (April 13, 2005),

® See Russell Marketing Research, Inc., Findings From Task 149 ~ The Taxpayer Advocate Service
Research Program (Sept. 2002) (on file with TAS).
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face-to-face opportunities. ltis also unclear what impact limiting services in IRS
Taxpayer Assistance Centers (TACs) will have on face-to-face meetings between
the IRS and small businesses.

On the other hand, the IRS is also charged with enforcing these tax laws. Some
taxpayers choose not to voluntarily meet their tax obligations. Some of these
taxpayers seek to skirt their responsibility by operating in the cash economy where
the lack of information reporting presents ample opportunities for noncompliance.
For these, the proverbial “carrot” is not enough. The IRS's enforcement “stick” is
also necessary to combat deliberate noncompliance. My concern is that the IRS use
this stick only where appropriate and necessary.

Reasons for Focusing on the Cash Economy
As the advocate for all taxpayers, the National Taxpayer Advocate must be
concerned about the tax gap attributable to the cash economy for two significant

reasons; fairness and burden.

Cash Economy Fairness Issues

It is quite simply unfair to force compliant taxpayers to pay more than their share of

the tax burden in order to supplement those who willfully do not comply. Given the

size of the net tax gap, the average tax return includes a “surtax” of about $2,200 to
make up for tax revenue lost to noncompliance.®

Even more egregious from a small business perspective, however, is the resulting
unlevel playing field when certain taxpayers chose to skirt their tax obligations by
operating in the cash economy. As a former self-employed individual who operated
my own small business for nearly 27 years and who prepared returns for and
represented small business taxpayers in tax controversies during that time, | am
convinced that the vast majority of small business owners are honest people who
make every effort to correctly report and pay their taxes. These folks are put at a
competitive disadvantage, however, when a bad apple enters their midst and begins
to use cash transactions to avoid paying taxes. The honest businesses’ sales are
hurt because the noncompliant competitor can use its “tax savings” to undercut the
prices of goods and services. The honest businesses may also iose workers to the
noncompliant competitor who promises “tax free” cash payments for services
performed. Noncompliance in the cash economy causes the scofflaw to unfairly
profit at the expense of the honest small business owner. This situation should be
addressed both administratively and legisatively.

® The IRS receives approximately 133 million individual income tax returns each year. IRS Pub.
1136, Statistics of Income Bulletin, Spring 2005 (Feb. 2004) (Table 22). The net tax gap of $290
billion divided by the number of individual income tax returns (133 million) is $2,180 per return.
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Taxpayer Burdens and the Cash Economy

{ am also concerned with the compliance burdens placed upon small businesses.
As noted above, | worked for 27 years preparing tax returns and representing
individual and small business clients before the IRS and Tax Court. Many of my
small business clients operated, and lived, at the margins. That is, every penny that
they earned went back into the business and it was very difficult for them to save
and make estimated tax payments. When the IRS came calling, these folks would
come to me for help. By the time | became involved in many of these cases,
however, the most | could do was help with collection alternatives. In some
instances, it was 100 late 1o help ~ the sheer weight of the tax debt caused the
business to go under.

When income from a transaction is not reported to the IRS, it is much easier for a
taxpayer to “fudge” his or her own tax reporting with respect to that income. This
does not mean that taxpayers who receive income not reported to the IRS are “bad”
people and taxpayers whose income is subject to third-party reporting or withholding
are “good” people. It means simply that taxpayers whose income is subject to third-
party reporting or withholding do not have the opportunity to be noncompliant
because the IRS knows about their income. Participants in the cash economy, on
the other hand, have a significantly greater opportunity for noncompliance.
Opportunities for noncompliance can present problems for those operating at the
margins. When circumstances cause taxpayers to take advantage of these
opportunities for noncompliance, they risk IRS enforcement and collection actions.
When the IRS can bring these taxpayers back into compliance before they have
ventured too far down the wrong road, the process can be relatively painless. By the
time the IRS catches up with some noncompliant taxpayers, however, it may be too
late. In these cases IRS enforcement can severely cripple or destroy a small
business.

I am convinced that these problems could be avoided if, among other things, there
were a system that would make paying estimated tax payments as simple as making
a mortgage or automobile payment. In order to be effective, however, such a
system must be minimally burdensome to small businesses —pamcularly those
businesses that are making payments to workers for services.

With these thoughts in mind, | made several legislative proposals in the National
Taxpayer Advocate's 2005 Annual Report to Congress that, if enacted, would
reduce the burdens on taxpayers operating in the cash economy by helping them
make easy and convenient voluntary tax payments.

One proposal is to amend Code section 6302(h) to require the IRS to promote
estimated tax payments through its Electronic Funds Transfer Payment System
(EFTPS) and establish a goal of collecting at least 75 percent of all estimated tax
payment dollars through EFTPS by fiscal year 2012.** EFTPS is an existing system

* See National Taxpayer Advocate 2005 Annual Report to Congress at 389-391.
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that allows both individual and business taxpayers to voluntarily have tax payments
debited from their bank account and transferred to the U.S. Treasury. Taxpayers
may enroll in EFTPS and schedule payments on the EFTPS website.*® The website
is accessible 24 hours a day, seven days a week. Individual taxpayers can use
EFTPS to schedule automatic payments up to 365 days in advance.

Making estimated tax payments is burdensome. Many self-employed individuals
find it cumbersome to estimate income, keep track of the estimated tax payment
dates that do not coincide with calendar quarters®, and save enough money to pay
each quarter. EFTPS can alleviate some of these burdens because paying through
EFTPS is more convenient than making traditional quarterly estimated payments.
One key feature that many taxpayers may find attractive is the ability to schedule
automatic payments to be debited from a taxpayer's bank account. A taxpayer can
use this feature to voluntarily make more frequent automatic estimated payments
and not worry about coming up with the required amount every quarter. Using
EFTPS in this way could make estimated tax payments almost as automatic as
one’s automobile or mortgage payment.

Code section 68302(h) required the IRS to develop and implement an electronic fund
transfer system to collect depository taxes and to collect at least 94 percent of
depository taxes by fiscal year 1999.% In response, the IRS created EFTPS and
now collects 95 percent of all employment tax dollars through EFTPS.*® The
statutorily mandated percentage gave the IRS incentive to promote the payment of
depository taxes through EFTPS and to make paying these taxes through EFTPS
convenient. Because EFTPS is already available for making estimated tax
payments, legislation is not absolutely required, but — as with depository taxes - a
legislative goal to collect a certain amount of estimated tax payments through
EFTPS will encourage the IRS to promote EFTPS as a way to make these
payments.

One way the IRS could promote EFTPS is by sending self-employed taxpayers a
letter to remind them when estimated tax payments are due and offering the option
of paying through EFTPS.* A recent IRS study found that “investors” (defined as
taxpayers with a balance due of between $100 and $10,000 with non-wage income
in excess of $4,000 and wages of less than $500,000) receiving reminder letters
increased both estimated tax payments and withholding by a statistically significant
amount.*’ | believe letters to self-employed taxpayers would have a similar effect.

* www.eftps.gov.

* The four instaliment dates are Aprit 15, June 15, September 15, and January 15. IRC § 6654(c).
% This percentage was phased in beginning at three percent in fiscal year 1994. IRC § 6302(h)(2).
% See National Taxpayer Advocate 2005 Annual Report to Congress at 390, note 28.

* See National Taxpayer Advocate 2005 Annual Report to Congress at 71-73.

*IRs Wage and Investment Division, Research Group 5, Project No. 5-03-06-2-028N, Experimental
Tests of Remedial Actions to Reduce Insufficient Prepayments: Effectiveness of 2002 Letters, 6-8
(Jan. 16, 2004).
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A legislative goal will also encourage the IRS to make paying estimated taxes with
EFTPS easier. Reports from practitioners indicate that scheduling estimated tax
payments through EFTPS is cumbersome and not user-friendly. A legislative
percentage goal would encourage the IRS to redesign the EFTPS interface to make
scheduling estimated tax payments more user-friendly. Making e-payment of
estimated taxes easy should be a high priority for the IRS because it is a way to
encourage voluntary compliance. Furthermore, research indicates that a dollar
spent on making it easier for taxpayers to comply with their tax obligations (and
answering tax law questions) has a positive indirect effect on compliance.*'

Another proposal is to amend Code section 3402(p)(3) to specifically authorize
voluntary withholding agreements between independent contractors and service
recipients,* and to specify that independent contractors who enter into voluntary
agreements with payor service recipients will be treated as employees only to the
extent specified in the agreement, and allow such independent contractors to deduct
ordinary and necessary business expenses under Code section 162(a).*® The goal
of this proposal is to make it easier for independent contractors to voluntarily pay
taxes when the service recipients for whom they perform work are willing to set up
withholding accounts as a convenience to these independent contractors. Some
taxpayers may find that a withholding agreement, entered voluntarily, is a less
burdensome way to pay estimated taxes than saving and making quarterly, or even
monthly, payments.

Another proposal in my Report aims to help noncompliant taxpayers return to
voluntary compliance before their tax debt causes a business failure or other severe
consequences. This proposal would use the current backup withholding provisions
of the Code as leverage to get the attention of taxpayers that have recurring
instances of noncompliance. Under this proposal, backup withholding would apply
only to those taxpayers who had demonstrated a history of noncompliance. The
goals of this proposal are to help these taxpayers begin to make regularly scheduled
voluntary estimated tax payments through EFTPS and to help them return to
voluntary compliance before their tax debts become tco great to deal with. ** And
because this proposal would only impose backup withholding on a select group of
noncompliant taxpayers, the burden on the businesses making payments 1o these
taxpayers would be minimal.

This proposal also provides that in rare instances where we have clear evidence that
there is specific, demonstrated, and recurring noncompliance within a particular

41 IRS researchers estimate that every dollar the IRS spent on return preparation generated $396 of
additional tax revenue. See Alan H. Plumley, Pub. 1916, The Determinants.of Individual Income Tax
Compliance: Estimating The Impacts of Tax Policy, Enforcement, and IRS Responsiveness 41 (Oct.
1996).

¢ As defined in Code section 6041A(a)(1).
* See National Taxpayer Advacate 2005 Annual Report to Congress at 391-394.
* See National Taxpayer Advocate 2006 Annual Report to Congress at 383-389.
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industry, we should consider using a “compliance certificate” to provide a safe
harbor for businesses operating within these industries. A business would be
assured that there were no backup withholding issues with respect to any taxpayer
holding such a certificate. The United Kingdom has used a similar program in the
construction industry for 30 years. if this part of the proposal were to be used in the
construction industry in the United States, if would affect a small universe of
taxpayers.*®

Offer In Compromise Program

The above proposals would help bring taxpayers into compliance looking forward,
but what about the existing tax debts of small business taxpayers who find
themselves in trouble with the IRS? These taxpayers should be able to receive help
through the IRS Offer in Compromise (OIC) program. Unfortunately, however, the
IRS’s administration of the OIC program is not providing these taxpayers with the
assistance Congress intended when it established the program.

Offers Provide A Win-Win Solution

The Offer In Compromise (OIC) Program provides small businesses and other
taxpayers who have fallen behind on their tax deposits or payments a way to
compromise their tax debts and make a fresh start. The IRS also benefits when it
accepts an OIC. The IRS collects the most it is likely to get, and simultaneously
promotes future compliance by requiring, as a condition of the OIC agreement, that
the taxpayer file returns and pay taxes for the following five years.*® Moreover, one
study found that 80 percent of the taxpayers whose offers were accepted remained
in compliance with their tax obligations over the five-year period following offer
acceptance.*’

Neither taxpayers nor the IRS receive any comparable benefits when the IRS rejects
or returns an OIC. For more than half of the offers from individual taxpayers that it
rejected or returned, the IRS eventually collected less than 80 percent of what
taxpayers were offering, and it collected nothing in more than 20 percent of those
cases.* In addition, on average, accepted offers have been bringing in 16 cents for
every dollar owed, which is higher than the 13 cents per dollar that the IRS collects
on other debts that are two years old.*® Thus, when the IRS accepts an OIC it

“*® For the Construction Industry Schedule C Returns (based on NAICS Codes 230000 through
239998}, for tax year 2004 there were 233,413 Schedule C Balance Due After Remittance Returns
Filed.
* Policy Statement P-5-100, IRM 1.2.1.5.18 (Rev. 1-30-1992); Form 656, Offer in Compromise (Rev.
7-2004).
7 SB/SE Payment Compliance and Office of Program Evaluation and Risk Analysis (OPERA), IRS
Offers in Compromise Program, Analysis of Various Aspects of the OIC Program (September 2004).
48

Id.
*® SB/SE, Offer in Compromise Program, Executive Summary, FY 2006 - January 2006; IRS
Automated Collection System Operating Model Team, Collectibility Curve (Aug. 5, 2002).
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converts a noncompliant taxpayer into a compliant one, and collects taxes that
would otherwise remain uncollected.

Offer Program Expansion

In RRA 98, Congress expanded the bases for compromise to include “effective tax
administration” (ETA).®® The Conference Report to RRA 98 suggested that the IRS
was to adopt a “liberat acceptance policy,”' and to “take into account factors such
as equity, hardship, and public policy.” However, Treasury regulations provide that
the IRS will not compromise with business entities based on economic hardship.>
Further, as of FY 2004, the IRS was not using its ETA authority to compromise
based on equity and public policy (non-hardship).>* Therefore, | recommended that
Congress provide more specific guidance to the IRS to ensure that a new “equitable
consideration” standard be applied in a broader array of cases.®® The good news is
that in late 2004, the Small Business/Self-Employed division began using factors
similar to many of those that | identified in my 2004 report to evaluate ETA offers
and accept more of them. Unfortunately, as of today, this guidance has not been
formalized.

Continuing Challenges for the Offer Program

Another problem for the OIC program is that fewer and fewer taxpayers are actually
submitting offers. As of the first four months of FY 20086, new OIC receipts declined
by 28 percent, with new cases at 19,026 as compared to 26,503 for the same period
during FY 2005.%® This decline follows steep declines in prior years. Although the
IRS’s $150 OIC processing fee and revised OIC Form, which makes it more clear
when offers will not be accepted, may have reduced the number of unrealistic OIC
submissions,” the decline may also be due to an increasing number of taxpayers
and practitioners reaching the conclusion that the offer process is not working as
well as it should.

5 RRA 98, Pub. L. No. 105-206 (1998).

* H.R. Conf. Rep. 599, 105th Cong., 2d Sess., 288-289 (1998).

%2 H.R. Conf. Rep. 599, 106th Cong., 2d Sess. 289 (1998); H.R. Conf. Rep. 599, 105th Cong., 2d
Sess., 288-289 (1998) (stating that ‘[t]he Senate amendment provides that the IRS will adopt a liberal
acceptance policy for offers-in-compromise to provide an incentive for taxpayers to continue to file tax
returns and continue to pay their taxes.... The conferees believe that the ability to compromise tax
liability ... enhances taxpayer compliance.”).

% See T.D. 9007, 67 Fed. Reg. 48,025, 48,026 {Aug. 20, 2002).

% National Taxpayer Advocate 2004 Annual Report to Congress at 311-341.

% For more detail, see National Taxpayer Advocate 2004 Annual Report to Congress 433-450.

*% SB/SE, Offer in Compromise Program, Executive Summary, FY 2006 - January 2006.

% TIGTA has conciuded that the OIC fee, imposed in November 2003, is reéponsible for reducing
OIC submissions by 28%, but it is difficult to conclude that the continued reduction in QIC
submissions in FY 2005 is due to the OIC fee. See Treasury Inspector General for Tax
Administration, Ref. No. 2005-30-096, The Implementation of the Offer in Compromise Application
Fee Reduced the Volume of Offers Filed by Taxpayers at All Income Levels (June 2005). The Form
656, Offer in Compromise, was revised in July 2004, and the revision was publicized in October 2004.
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TAS continues to receive complaints from taxpayers and practitioners concerning
the IRS process for determining an acceptable offer amount, which generally
involves a comparison of income to “allowable” expenses. One common complaint
is that the IRS uses allowable expense “standards” that are sometimes
unreasonably low.%® in January, 2008, the IRS actually lowered the national
allowable expense standards for food, housekeeping supplies, apparel and services,
personal care, and miscellaneous expenses, even though overall consumer prices
have generally been increasing.®® This decision is likely to reduce offer submissions
even further by reducing the IRS’s willingness to reach reasonable compromises
with small businesses and other taxpayers who are working to resolve prior year
delinquencies and come back into compliance.

| appreciate this opportunity to testify before you regarding IRS enforcement and
small business. | hope that my remarks prove helpful as you work on proposals to
reduce small business burdens through changes to the Internal Revenue Code. We
continue to look for ways to reduce opportunities for noncompliance and to make the
IRS work smarter with respect to its audits.

58 See National Taxpayer Advocate 2005 Annual Report to Congress 270-291 (MSP: Allowable
Expense Standards for Collection Decisions); IRC § 7122(c)(2)(B) provides that “...officers and
employees of the Internal Revenue Service shall determine, on the basis of facts and circumstarces
of each taxpayer, whether the use of schedules published under subparagraph (A) is appropriate....”
*®IRS, National Standards for Allowable Living Expenses, available at

http://www irs. gov/businesses/small/article/0,,id=104627,00.himl. For example, the national standard

expense allowance for a single person making less than $833 per month declined from $403 in 2005
to $367 in 2006.
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Mr. Chairman, Ranking Member Velazquez, and members of the Committee, my name is John
Satagaj and I serve as President and General Counsel for the Small Business Legislative Council
(SBLC). SBLC is a permanent, independent coalition of nearly 60 trade and professional
associations that share a common commitment to the future of small business. Our members
represent the interests of small businesses in such diverse economic sectors as manufacturing,
retailing, distribution, professional and technical services, construction, transportation, and
agriculture. OQur policies are developed through a consensus among our membership. Individual
associations may express their own views. [ wish to thank the Committee for the invitation to
testify on the issue of the tax gap.

As the great philosopher Yogi Berra says, “It is déja vu all over again.” Here we are once again
discussing the tax gap. While we all can agree that there is a tax gap and there are individuals,
large corporations, and small businesses out there that are not paying their fair share of the tax
burden, we do not believe the statistics tell the story of “why” that is the case and, as a result, it
appears we and the IRS have different views on what to do to rectify the situation,

As 1 said a year ago, SBLC firmly believes that education is of vital importance when it comes to
collecting taxes. While enforcement is also necessary, it should not be at the expense of a
cooperative, volunteer approach. We believe that most people are law-abiding citizens who want
to do the right thing. The Regulatory Flexibility Act, with which everyone in this room is
familiar, was passed to stop the federal government from painting everybody with the same
broad brush when it comes to “fixing” a problem. One has to strike the right balance between

making everyone miserable just to catch a few bad “apples,” and accomplishing a public policy
goal.

We have a tax gap number and it sounds big. But what are we trying to achieve here? Perfect
compliance? Call me a foolish optimist, but I am willing to tolerate a certain amount of
underreporting, if the alternative is to squash the entrepreneurial spirit—and I believe third-party
reporting and/or withholding regimes will do just that. I believe we get more net benefit from
keeping alive the notion that anybody has the right to start and own their own business than we
do from having in place the perfect tax compliance system.

1100 H Street N.-W., Suite 540, Washington, DC 20005 (202) 639-8500 / Fax: (202) 296-5333
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I know the government cannot publicly state that some underreporting is okay, but I do believe
we should make certain that the JRS allocates its resources to remedy the most abusive problems.

The IRS needs to strike a balance between enforcement of the tax code and providing tax
education. No amount of enforcement is going to result in 100 percent compliance with the tax
code; and over aggressive enforcement or unfair burdens placed on small businesses stifle
innovation and growth in the small business community, the leading creator of jobs in our
country.

The IRS has put a number on the size of the tax gap and given us some observations about the
nature of the gap. The Administration, in its 2006 fiscal year budget, has put forth five proposals
plus one “phantom” proposal to reduce the gap.

According to the IRS, so far we know the following:

“The updated estimate of the overall gross tax gap for Tax Year 2001—the difference between
what taxpayers should have paid and what they actually paid on a timely basis—comes to $345
billion. This figure falls at the high end of the range of $312 billion to $353 billion per year, an
estimate released last March. IRS enforcement activities, coupled with other late payments,
recovered about $55 billion of the tax gap, leaving a net tax gap of $290 billion for Tax Year
2001.”

“As with prior estimates, the updated estimate of the tax gap shows that the largest component of
this gap, more than 80 percent, comes from underreported taxes.”

“Nonfarm sole proprietor income, which is reported on a Schedule C and is subject to little third-
party reporting or withholding, has a net misreporting percentage of 57 percent, contributing
about $68 billion to the tax gap.”

“The Administration’s fiscal year 2007 proposal includes:

s Expanding third-party information reporting to include certain Government payments for
property and services;

» Expanding third-party information reporting on debt and credit card reimbursements paid
to certain merchants;

» Clarifying liability for employment taxes for employee leasing companies and their
clients;

+ EBxpanding beyond income taxes the requirement that paid return preparers sign returns,
and imposing a penalty when they fail to do so; and

* Authorizing the IRS to issue levies to collect employment tax debts prior to collection
due process proceedings.”

There is the “phantom” sixth proposal in the “blue book™:
“In addition to these five proposals, the Treasury Department will continue to consider other
ways to close the tax gap and, in particular, will study the standards used to distinguish between

employees and independent contractors for purposes of withholding and paying Federal
employment taxes.”

1100 H Street N.W., Suite 540, Washington, DC 20005 (202) 639-8500 / Fax: (202) 296-5333
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Where do we begin?

Underreporting

We continue to struggle with the notion of why so many Americans would be underreporting
income? Is it intentional or is it a matter of education? Is the tax code just too complicated? Is
the underreporting across the board, or is it sectoral?

Does the IRS have any figures on how much income is underreported because people do not
understand the tax code? It is important to understand why there is noncompliance with the tax
code. In many cases, the complicated and often contradicting laws that make up the tax code
form a barrier to compliance. Inadvertent errors and confusion are often caused by complex
laws. These same complex laws also contribute to intentional noncompliance. Many that do not
understand the tax code may perceive unfairness in the code. Studies have shown that these
same people use this feeling of unfairness to rationalize their noncompliance.

One action that would go a long way to make tax return preparation easier and increase
compliance would be to eliminate the alternative minimum tax.

The President's Commission on Tax Reform made some interesting suggestions with respect to a
small business friendly tax code. We are disappointed that Congress has not spent more time
exploring the feasibility of the recommendations put forth by the Commission.

As the National Commission on Restructuring the IRS stated "The Commission believes that
good customer service and taxpayer education, which assists taxpayers in meeting their tax
obligations to the government, leads to increased compliance.”

We at SBLC fear that by focusing on enforcement, at the expense of education, the pendulum
will swing back to the days of the 1990s and earlier when taxpayers were "guilty until proven
innocent."”

From our perspective, the pendulum swing in favor of the taxpayer was of short duration, but the
pendulum swing now proposed by the IRS appears to be long and steep!

One of the great successes of the IRS Restructuring and Reform Act of 1998 was the creation of
the Small Business/Self Employment Division (SB/SE) and its taxpayer education and
communication efforts. We at SBLC believe that a greater emphasis on education can have a
significant impact by helping to bring in those individuals that want to pay their taxes but for one
reason or another are not doing so. The SB/SE Division is doing a great job educating and
informing small business and self-employed taxpayers and their representatives about their tax
obligations by developing educational products and services focusing on the needs of small
businesses and the self-employed. Through these activities, the SB/SE Division has consistently

provided top quality pre-filing services to help taxpayers understand and comply with the often
complex tax laws.

The Stakeholder Liaison function within the SB/SE Division has been very helpful. Over the
past few years the Stakeholder Liaison and SBLC, along with our colleagues at the National
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Federation of Independent Businesses (NFIB) and the U.S. Chamber of Commerce, have hosted
a bi-monthly small business forum where small business leaders come together to meet with the
IRS and hear about their latest programs. The forum also serves as a valuable resource for small
business leaders to discuss issues affecting the small business community.

Withholdin

I generally hold to the axiom, “Don’t ask a question that you don’t know the answer to.” I will
break my rule today. Do we know if there is a difference in underreporting in business to
business transactions versus consumer to business transactions?

As you know, businesses that engage the services of sole proprietors have to issue a 1099 for
amounts over $600. For years, the debate has focused on these business to business (B2B)
service transactions. Are there the bulk of B2B transactions under $600? Or is there a failure to
file 1099s? Are there statistics on the amount of underreporting when 1099s have been issued?
[t is not clear to us that anyone has demonstrated that switching from information reporting to
withholding in B2B transactions will improve compliance.

In recent years I have come to think the problem might be more prevalent in the direct consumer
to business transactions. There is no information reporting, and it does not lend itself to
withholding. But, I have not seen an analysis that drills down below the generalization that sole
proprietors underreport.

We believe that proposals that call for withholding from independent contractors, either
contracted by the government or small businesses, place unfair burdens on both the small
business person and the independent contractor. This idea would threaten the very existence of
independent contractors and be a burden to those that engage independent contractors. We at
SBLC firmly believe that individuals should have the right to choose to be independent
contractors, and those small businesses that choose to engage independent contractors should
have the free and unfettered ability to do so.

To require that a small business withhold say five percent, would, be unfair to the small
businesses engaging the independent contractor as well as to the independent contractor. Many
small businesses are one-person operations and to be burdened with the task of collecting money
for the government would be time consuming. Also, in some cases the amount withheld would
be more than the profit on the service performed thus making some jobs a money losing
proposition for the independent contractor.

Expanding Third-Party Information Reporting On Debt And Credit Card
Reimbursements Paid To Certain Merchants

We are still struggling to figure out exactly who is the “target” here. According to the blue book.
“It is expected that, as under current information reporting regulations, certain categories of
merchant payees, such as corporations, would be excluded from the reporting and backup
withholding requirements.” So that would translate once again into primarily sole proprietors —
engaged in MERCHANT (product selling) transactions ~AND taking credit card payments.

]
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The only universe of problem taxpayers we can divine from that observation is that these are
entrepreneurs selling on the Internet.

On balance it sounds like the proposal to address the problem has the potential of being a huge
“data dump” that gives the IRS a ton of information, with little or no way to use it effectively.

Conclusion

Mr. Chairman, in conclusion ] wish to once again thank you for the opportunity to be here today.
The SBLC fooks forward to working with the Committee in the future to find ways to increase
compliance through education and cooperation and also to help small businesses grow so that
they can create more of the jobs that our nation depends on.
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Chairman Manzullo, Ranking Member Velazquez and Members of the Committee, thank you for
allowing me to testify today regarding the issue of the tax gap and the Fiscal Year 2007 Revenue
proposals addressing this issue. According to IRS data from the National Research Program
(NRP). the data indicated that the nation’s tax gap, the difference between what taxpayers should
pay and what they actually pay on a timely basis, falls somewhere between $312 billion and
$353 billion. The tax gap has three key components which include underreporting of income,
underpayment of taxes and non-filing of returns. There have been numerous proposals regarding
how to effectively address the tax gap and increase compliance. Most recent have been the

proposals put forth in the Administrations FY2007 budget.

As a self-employed certified public accountant for 15 years and as a tax consultant for the
National Association for the Self-Employed’s TaxTalk program, [ am in the unique position of
conveying to you both my perspective as a business taxpayer as well as that of a tax professional
dealing regularly with the self-employed, regarding the affect that proposals to reduce the tax

gap will have on the self-employed and micro-business.

In my testimony today. I would like to address three key areas:
e imposing withholding on non-employee payments, specifically payments made to
independent contractors;
* proposed increase in information reporting on payment card transactions as a way to
mitigate the tax gap;

* resource allocation of IRS funding, in particular the service vs. enforcement paradigm.

Withholding on Non-Employee Payments

The NASE and I as a tax practitioner are still gravely concerned about circulating proposals
recommending withholding on non-employee payments. We feel that proposals regarding
additional withholding are the most burdensome to the self-employed and micro-businesses.
For sole proprietors and business owners hiring independent contractors, additional withholding
in the range of two to five percent on payments made to contractors will only add to the

compliance burden with a whole new set of perplexing and - for many —~ unmanageable and

Page 2
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costly filing requirements. NASE Member Courtney Browning owns Browning Parcel Service
in Oklahoma City, Oklahoma. He states, “If this proposal had been in effect the first few years |
was in business, things were so financially tight that five percent withheld could have put me out
of business. Small business does not need this extra burden.” Tracy Boulware of Houston, Texas
remarks, “I own a small company. I pay my taxes. Sometimes my profit margin is only 3.5%-
5%. This type of legislation could put me out of business. I need that money for operating

capital. It's that simple.”

We have concerns of potential requirements associated with the implementation of an additional
withholding mechanism. Specifically, in regarding the requirement to withhold based on gross
versus taxable income, a technical flaw that would overstate employers’ liability, since gross
income often includes legitimately deductible business expenses. Also, the application of
withholding on sole proprietors (Schedule C filers) only would clearly discriminate against this

type of legal business structure. Incorporated firms would not be held to this requirement.

NASE Member Ross Kaminsky of Boulder comments, “The scourge of small business is
regulatory paperwork including complicated record-keeping for taxes. Adding withholding on
contractors will only make that more complicated, increasing the incentive for contractors and
their employers a like to hide that business rather than waste more time and money on
paperwork. Furthermore, contractors can have complex issues of income and deductions which
would make calculating proper withholding nearly impossible.” The NASE feels that rather than
adding to the burden of compliance faced by micro-business taxpayers through increased
regulations, the goal should be to simplify the tax regulations surrounding independent
contractors. We currently have this reporting mechanism on independent contractors through the
issuing of 1099 forms. We feel that rather than continue to shift both the cost and overall burden
of compliance to business owners already fulfilling their tax responsibilities, the IRS should
focus on fair and balanced education and enforcement efforts for those individuals that they have
submitted 1099 forms on, yet have either unintentionally or willfully not complied with their tax

liability.
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Increased infermation reporting on payment card transactions

Currently, most taxpayers are subject to some level of information reporting and withholding
requirements. Employers on behalf of employees must report wages and withhold applicable
payroll taxes and federal income taxes. Businesses must report payments made for services in
connection with their trade or business of more than $600 per year. Banks must report payments
of interest and dividends made to deposit holders. Almost everyone has some type of income
that is reported to the IRS by their employer, their bank, or their clients. Each of these forms of
reporting also include some form of backup withholding if the taxpayer fails to provide a

taxpayer identification number or if the number is found to be inaccurate.

The Administration has proposed for FY2007 increasing information reporting by requiring
credit and debit card issuers to report to the IRS annually on aggregate reimbursement payments
made to businesses. Also, if the business fails to provide a taxpayer identification number (TIN)
or if that number is incorrect, it would require card issuers to backup withhold on all payments.
This is basically the same process that is currently in place for wages, interest, dividends and
payments for services reported via form 1099. Capturing information can only have a positive
impact particularly in light of those taxpayers who consciously choose to avoid reporting

income.

While I believe that increased information reporting can be positive, 1 feel that this particular
proposal could have a negative impact on the self-employed and small businesses. The main
concern is what would be done with the information that is provided. As will current 1099
reporting, providing a simple match of reported credit card receipts to the applicable income tax
return would be positive. The match could provide the IRS with valuable data related to
underreported income by businesses with credit card receipts. The small business that simply
chooses not to file a return will automatically be identified as having underreported income and
appropriate steps could be taken. Taxpayers that willfully avoid their reporting and payment
responsibility should be identified then required to comply. This is what the reporting program

is designed for.
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However, if the credit card receipts were then used to make judgments regarding other items on
the tax return, problems will arise. Discussions have included taking the total credit card receipts
reported for a particular business and then extrapolating total income based on industry averages.
The averages will only provide an additional discrimination against those businesses that have
higher then average credit card receipts. That higher average could be a function of the affluence
of their community, their own efforts in managing the cash flow of their business and even their
own decision of whether to accept a particular credit card. It will be very difficult to determine
an applicable average for a particular small business that is relevant. Therefore, any action that
would be available to the IRS in the form of examination, request for additional information or

even tax assessment could be correspondingly irrelevant.

Another concern for this proposal is that these amounts are most likely already reported anyway.
The taxpayer who willingly underreports income would not knowingly choose to exclude credit
card receipts since those items show up on their bank statements anyway. It is clear that the
sales via credit cards are documented and would be revealed upon review and therefore it is
unlikely that those amounts would be the key source for intentional underreporting. Therefore,
this approach may not be targeting the source of underreporting and could serve only to increase
the costs associated with credit card usage without identifying any additional taxable income that

would not have already been reported.

Perhaps the most critical aspect of this proposed is its estimated return on investment. The
Treasury’s estimate of $225 million related to this proposal compared to the $353 billion tax gap

is nominal compared to the burden it may place on both IRS resources and business taxpayers.

The Department of Treasury, specifically the LR.S., is attempting to strike at the cash economy
and those underreporting or not reporting income. However, this proposal addresses income on
revenue already being reported and an area (credit card transactions) where there is not a lot of
misconduct. In fact, the enhanced backup withholding provisions could cause micro-businesses
to face significant cash flow issues. Many micro-businesses operate on limited margins of
revenue and withholding on payments could be detrimental to the financial well-being of their
business. Additionally, the proposal unfairly targets sole proprietors and all other business

entities other than corporations. Finally, and as a general rule, 1 am always in favor of improving
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the collection of data and reporting of actual business transactions. However, based on the fact
that 1 believe these transactions are not the source of taxpayer underreporting and the fact that 1
am uncertain of how the IRS plans to utilize this additional data obtained through increased

information reporting in their enforcement efforts, I am concerned about the ultimate benefit of

this proposal.
Service vs. Enforcement

I have yet to hear commentary from any group or individual that did not include the goal of
providing a fair and equitable solution to the existing tax gap. Ibelieve everyone agrees that any
solution should include at it core the goal of providing equity for all taxpayers. However, we
also feel that any recommendations seeking to increase compliance and lessen the tax gap should
also seek to refrain from increasing the regulatory burden on taxpayers. Furthermore, we feel
that ensuring comprehensive, effective taxpayer services is essential to accomplish taxpayer

compliance.

As we have highlighted before, the IRS has made positive changes through enhancement of
educational and outreach efforts which have had positive affects. Our concem is with the shifting
of resources from taxpayer education and services to enforcement. It is evident in the FY2007

Budget that enforcement is being emphasized, and taxpayer services are being cut.

Accurate tax reporting and compliance is extremely important to small business. Those who
make a good faith effort, yet are inaccurately complying should be assisted through education
and tax simplification efforts. Those willfully disregarding their tax liability should be held
accountable. The more assistance offered to taxpayers and the simpler it is to understand and
comply with tax laws, the more taxpayers will accurately meet their tax obligations. However,
increased enforcement at the expense of taxpayer education will not in the long term accomplish

sustained, improved compliance.

Page 6
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Conclusion

Tax compliance and its affect on the tax gap is a significant problem faced by our nation. Yet, in
the fervent drive to recoup revenues for our fast depleting federal coffers, we must take the
necessary steps to make certain the path we choose is balanced and effective, rather than
detrimental. Our collective focus should be on supporting their efforts for survival, growth and

innovation as a foundation for long-term economic vitality.

The complexity of the IRS tax code is particularly troublesome for the self-employed business
owner and is a snare for unintentional noncompliance. Vague rules and poorly defined
regulations understandably result in mistakes. We believe efforts to address the tax gap must
focus on overall simplification, eliminating issues of inequity within the tax code, and enhancing
taxpayer education and outreach. It is my belief that small business built our economy and will
continue to sustain that economy. It is also my belief that most taxpayers want to comply with
existing tax laws and that making those tax laws easier to understand is the most effective and

equitable way to improve compliance and to reduce the tax gap.

Page 7
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Micro-business Perspectives
The Affect of Withholding on Non-Employee Payments

Tracy Boulware owner of Altra Industries in Houston remarks, “1 own a small company. I pay
my taxes. Sometimes my profit margin is only 3.5%-5%. This type of legislation could put me
out of business. I need that money for operating capital. It's that simple.”

Tracy Boulware
Altra Industries
Houston, TX 77227

Dorie Geniesse states, “My business would suffer tremendously if there was withholding on my
independent contractor income. The majority of my work is seasonal so though I make more
money early in the year, I make virtually nothing for the second and third quarters. My total
taxable income after all is said and done is only $12,000 per year. This would cause me terrible
hardship and probably put me out of business.”

Dorie Geniesse
Madison, W1 53711

Courtney Browning owns Browning Parcel Service in Oklahoma City, Oklahoma. He states, “If
this proposal had been in effect the first few years [ was in business, things were so financially
tight that five percent withheld could have put me out of business. Small business does not need
this extra burden.”

Courtney Browning

Browning Parcel Service
Oklahoma City, OK 73179

Page 8
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Ross Kaminsky of Boulder feels, “The scourge of small business is regulatory paperwork
including complicated record-keeping for taxes. Adding withholding on contractors will only
make that more complicated, increasing the incentive for contractors and their employers a like
to hide that business rather than waste more time and money on paperwork. Furthermore,
contractors can have complex issues of income and deductions which would make calculating
proper withholding nearly impossible.”

Ross Kaminsky
Boulder, CO 80302

Jennifer Hassani, a Mary Kay Independent Beauty Consultant from Newnan, Georgia comments,
“I was for many years an independent contractor and plan to use them in my business. I feel that
creating a Withholding Requirement for businesses will cause undue cost to businesses in the
form of extra paperwork and salaries which will cause the businesses to rethink the decision to
use independent contractors and therefore many people will no longer be able to make a living.
As a future user of independent contractors, I do not have the time to worry about withholdings
and paying them to the IRS on a weekly or monthly basis. I will pay "invoices" and print out a
1099 at the end of the year. I will be forced to not use independent contractors if this measure is
passed. Not fair to us small businesses and budding entrepreneurs!”

Jennifer Hassani
Newnan, GA 30265

Page 9
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Chairman Manzullo, Ranking Member Velazquez and members of the House
Small Business Committee, thank you for holding this hearing today and providing
me the opportunity to present my views regarding the specific activities undertaken
by the Internal Revenue Service (IRS), and some of the various solutions that have
been proposed to close the “tax gap.”

My company, Manitowoc Custom Molding located in Wisconsin has 100 fufl-time
employees. Hourly compensation ranges between $8.00-$23.00 per hour. Top
salary is $72,000. The company is engaged in the custom molding of thermoset
plastic parts.

In general, the thrust of IRS activity as well as various proposals to deal with the
“tax gap” burdens compliant small business owners with additional costs and work.
Particularly given the thin margins and tight cash flow of most small businesses,
combined with the competitive pressure we face both domestically and from
abroad, asking small firms to take on more responsibilities is not a sound approach
to short falls in the tax collection system.

Just One More Straw

The proposal to close the “tax gap” through a complicated withholding scheme is
just one more straw on the back of small business. Lest you forget, small business
is the economic engine that drives our economy and employs the majority of the
private sector employees. This latest straw will only add to the current burden.
Our small company, in addition to trying to serve our customers and make a profit,
must also perform the following tax related activities:

Federal Tax Collection

State Tax Collection

Social Security Tax Collection
Medicare Tax Collection
Unemployment Tax Collection-Federal
Unemployment Tax Collection-State
W-2 Preparation

1099 Preparation

Personal Property Tax Return

Real Estate Tax Return

Federal Income Tax Return

State Income Tax Return

® & o o & o 0o o & & o o
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Now we are being asked to add one more activity to this already cumbersome list.
We are being asked to make sure some of our suppliers pay their taxes. Enough.

Small Business Environment

Most people in government do not have a concept of what it takes to operate a
small business. Start with the basic fact that we cannot afford to employ more
people than absolutely necessary. In our company we have 2 42 people in the
management office -- including me. I handle all the administrative, financial,
insurance, and IT functions. Our Controller takes care of accounts receivable,
accounts payable, payroll, financial statement preparation, and all human resource
questions. The half person performs the shipping function.

In order to compete we must keep our overhead costs low. Customers insist that
we run a lean operation. An example is The Kohler Company. Kohler is our
second largest customer. They have a group of people who access our cost
structure. We are compared to other suppliers — not just domestic, but worldwide.
We compete directly with suppliers in China and India. If our cost structure is out
of line with our competition we have two choices; (1) lower our price or (2) lose
the business.

We can compete with anyone in the world because our productivity is higher.
However, regulation, control, and taxes diminish our ability to compete because the
added cost of this burden offsets our productivity advantage.

The Anthony Factor

Our company uses outside contractors. We are not alone. The trend in all industry
is to hire outside contractors, people who wish to be independently self-employed,
because it is cheaper and more efficient than employing a full-time person. A good
example is our IT requirement. We cannot afford to have a full-time IT person so
we hire Anthony on a when-needed contract basis. We issue him a 1099, pay him
by check, and that is all we want to do. Anthony’s personal tax situation is his own
business. His payment or non-payment of taxes is not, and should not, be our
responsibility. We do not need one more IRS mandated straw on our back. We
have enough to do to keep our business operating so we can continue to employee
100 people, improve productivity through new capital, and remain competitive in
the world market.
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Macro View and Comment

Our country is, and has been, a great incubator of new businesses. Small business
is the foundation of our economic system. It is important to have an environment
that encourages people to take the risk necessary to start a new business.

Our company cannot afford to employ a full-time salesman. We have been
working with a highly qualified technical person to help him form his own
technical sales company and become the exclusive sales representative for our
company. It would be good for us and great for him. The proposed withholding
places a burden on startup companies. His company would not be profitable for at
least a year. Withholding 28% of his revenue would make this venture financially
impractical. To undertake this venture he is walking away from a $120,000 salary
and into a venture with zero income on day one. We are confident he will be
successful and so is he. He is willing to take the risk. Why create barriers to this
kind of entrepreneurship?

Increased Audit Activity

The assertion that the IRS has trimmed the cost of collecting $100 in taxes to $0.44
is myopic. There are two sides to every transaction. This figure ignores the time
and effort of the taxpayer to assemble the data, engage professional representation,
and participate in meetings. Most importantly, it ignores the cost of lack of focus.
Small business owners will not survive if they lose focus. Our business is not
unique. If we are not paying attention to the details of the business it does not take
long for the income statement to suffer. This is a tenet of all businesses — large
and small — but small business is more adversely affected due to lack of
management depth.

Conclusion

The current tax system is oppressively complex and costly. Adding more
complexity and reporting requirements only worsens the situation. If a “tax gap” is
the problem then simplify. Every country that has simplified its tax collection
system has been rewarded with higher revenues and better compliance. Eastern
Europe is replete with examples. Our country is competing against a vibrant world
market and we need to remain competitive. We can compete on productivity but
we cannot compete on labor and other external (government mandated) costs. The
proposals for withholding and focus on expanded audits on small businesses attack
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the foundation of our economy. It will diminish the competitive advantage that
remains.

I thank you for your leadership Chairman Manzullo, and look forward to the
opportunity to discuss this issue with committee members. Thank you again for the
opportunity to present my views on this important subject.

Michael J. Fredrich

President and Owner

Manitowoc Custom Molding, LL.C
1315 S 41" Street

Manitowoc, Wisconsin 54220
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I would like to thank the Committee for the opportunity to present my views.
I particularly compliment Chairman Donald Manzullo, who deserves credit
for opening this issue up to vigorous debate.

The dramatic shift in the budget outlook since 2001 will compel a search for
revenue. About this there should be no doubt. Projections from the
Congressional Budget Office document the inevitable growth in deficits,
primarily due to the national demand for increasing expenditures on health
care.

While there should be no dispute that tax cuts have played an important role
in current and near-term deficits, it does not follow that rescinding the cuts
solve the long-term problem. Even with a budget that was balanced next
year, the budget outlook would be unsustainable in the long run.

The rising demand for health care spans both the public and private sectors.
It is said that “we” cannot afford it. But if “we” don’t pay, somebody must,
or somebody must forego medical care. Economies can surely be squeezed
out of the system, but the fact of growing usage of health care services
would remain, along with increasing costs. There are few less-pressing
issues in public policy today.

Earmarks and other controversial uses of discretionary spending are often
pointed to as culprits in deficits, but the fact is that under current trends, the
entire discretionary budget could be zeroed out and the deficit problem
would remain. Revenue increases will be inescapable.

Thus far the nation has enjoyed a bountiful tax holiday resulting from the
willingness of foreigners to buy U.S. Federal debt. Absent this indulgence,
which cannot persist indefinitely, interest rates would rise and real damage
to the economy would follow.

Congress would be compelled to act. It will be compelled to act. Few
informed observers expect current trends in the trade deficit to endure.

Tax increases will be required, but the logical distaste for tax hikes will
encourage a look at the tax gap. By the latest estimates, nearly $350 billion
a year in Federal taxes are not paid voluntarily and on time. This is the same
order of magnitude as the cost of tax cuts enacted since 2000.
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To its credit, the Bush Administration has recognized the potential for
improved enforcement by proposing modest measures to reduce the tax gap.
They have also defied the misgivings of some economists and scored the
returns to their proposals, to the tune of $3.6 billion over ten years.
Compared to the proposed increase of $46 million in IRS outlays, this is an
impressive return. Estimates of the payoffs from assorted enforcement
measures indicate there is much more where that came from.

Unfortunately, the $46 million is not maintain the IRS budget in the face of
inflation, so only $46 million more for enforcement means less resources for
other IRS functions. A single percentage point of inflation reduces IRS
resources by over $100 million.

The Bush proposals and upgraded enforcement since 2001 constitute a
modest U-turn from the disastrous legislation of 1997 that reduced the
ability of the Internal Revenue Service to enforce the law. This legislation
followed hearings in the Senate featuring testimony by witnesses of grave
abuses by the IRS.

We should not doubt that the IRS would be the first to admit that abuses
have occurred in the past. The respected periodical Tax Notes reported that
the specific charges aired at the hearings were later investigated by the
General Accounting Office and found to be without foundation. The GAO
report was never released to the public. It sits somewhere in a file cabinet,
mute testimony to the potential for public hysteria to motivate ill-considered
legislation.

The IRS is engaged in careful study of the roots of the tax gap, under the
auspices of the National Research Project. This research should be
augmented to cover all sectors of the economy, not confined to individual
returns. Additional investments will be required, but it will be money well
spent. The better the information, the more effective the IRS will be in
allocating dollars to improved compliance, and the better they will be in
finding the right bulls-eye.

In past research, evasion rates for small business have been found to be
particularly high. Worries about unfair emphasis on unincorporated
business are natural. 1 would encourage the following points as a way
towards a better perspective on this matter:



121

The big fish in tax evasion are high-roller tax shelters, crafted by
the same sort of accounting legerdemain that gave us the Enron
debacle. They are holders of offshore accounts that hold
undeclared income. They are blue-chip corporations, accounting
firms, and attorneys able to outgun the IRS in litigation, due solely
to their resources and not the merits of their case. They are
recipients of unreported capital gains — the income of the truly rich
in America. Genuinely small business firms - as opposed to very
short people with high profits — are not the top priority in this
game. Even a business person with net income of $100,000 had
income well over that of 80 percent of Americans in 2001.

From a benefit-cost perspective, it would behoove the IRS to focus
on business firms with high income and many employees because,
after all, that’s “where the money is.” Businesses struggling on the
margins of profitability with low income and few workers are not
likely to owe much in the way of taxes in the first place. Froma
revenue standpoint, the logical course for the IRS is to pursue
opportunities with low cost and high payoff, free of reverse
favoritism.

If the IRS estimates of evasion are correct, it is likely that some
taxpayers are enjoying unfair advantage over others with whom
they compete. On top of unfaimess, this is bad for the productivity
of the sector, entrepreneurship, and the economy as a whole.

One such advantage is the use of “off-the-books™ workers,
including those who have entered the country illegally. For such
workers, the greatest tax would be on payroll. Increasing the IRS
capacity to enforce the payroll tax would augment enforcement of
immigration laws, reduce the adverse affect of immigration on
low-wage labor market, and not incidentally improve the outlook
for Social Security.

Regarding the IRS interest in classifying so-called “independent
contractors” as small business, we might consider that every
worker is a small business, and as such they deserve the full
benefits of fair labor standards.
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. With additional resources, the IRS could do more to assist
taxpayers of all types. In this context, Bush Administration
proposals to reduce funding for taxpayer assistance and technology
modernization are ill-advised. In the same vein, closing walk-in
centers and neglecting the potential of the voluntary tax assistance
community are the wrong direction to go.

. Tax enforcement entails much more than sensational raids by IRS
agents and high-stakes criminal prosecutions. There is also
increased information reporting, withholding of taxes on non-labor
income (as on labor income), and expanded collection of tax debts
that are already known to the IRS.

. Simpler taxes would be easier to comply with, and easier to
enforce. Tax changes since 1997 have gone in the wrong direction
on this count. In general, broader tax base — fewer deductions,
exclusions, and credits — enable lower tax rates. Lower rates
reduce the incentive to spend time and money exploring legal tax
avoidance, as well as the incentive to cheat.

. If there is one danger to small business, it would be the possibility
of enactment of the national sales tax as a replacement for the
current system. This tax would put the entire responsibility for tax
payment on retail merchants. As such, it would focus the entirety
of tax enforcement on these same people. In effect we would see
an IRS person behind every cash register.

For all of our problems, the U.S. tax system relies substantially on voluntary
compliance. The absence of a need for onerous enforcement measures is an
asset to the U.S. economy, including our competitiveness in world markets.
This invaluable asset deserves the highest safeguards, not least because of
the problem noted above — America’s unsustainable economic imbalances in
the Federal budget and international trade.

A favorite cartoon of mine shows a suburban homeowner standing in his
doorway. In the wake of a nuclear war, nothing is left of the houses on his
block but the facades. With singed hair and tattered clothes, he is scanning
his mail, complaining “Bills bills bills!”
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1 hope we all gain the best perspective on where we are in the matter of tax
enforcement. Thank you again for the opportunity to address this
committee.
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Testimony of Alvin S. Brown

Chairman Manzullo, Ranking Member Velazquez, Members of the Committee, 1
am submitting testimony dealing with the proposal in Treasury Blue Book, page 21,
regarding the proposal to Amend collection due process procedures for employment

tax labilities.

My name is Alvin S. Brown', a tax attorney, with the law finm of Alvin Brown &
Associates, LLC, a boutique tax law firm specializing all IRS issues and taxpayer
controversies. The tax law firm represents clients throughout the U.S. and abroad. In
that IRS “controversies” tax practice, we are regularly involved with Collection Due
Process appeal cases. For that reason we can provide some actual case experiences and

practical insight relevant to the consideration of the proposed amendment.

I am also the director of The IRS Forum, a start-up non-profit 501(c)(3)
educational organization located on the internet at www.irsforum.org. The IRS Forum is
a platform on the intemet for all taxpayers to learn about the IRS and document their IRS
experiences and also provide transparency of the IRS with recorded actual case

s 2
histories

' Prior to the tax law practice of representing taxpayers before the IRS. I had a full career
as a managing interpretative tax attorney in the office of the IRS Chief Counsel.

? The IRS complaint traffic received by Members of Congress is wasted. That data could
become statistically significant if those constituents are able to record their IRS
experiences within the IRS Forum. The tax data is organized by issue, and the taxpayers
are empowered by becoming a member of a larger group with the same issues or
vroblems and also by communicating with one another with a message board.
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The proposed changes in the “collection due process” (CDP) appeal rights would
have the following effect: levy actions will not be halted as a result of an appeal of

the levy action in a Collection Due Process (CDP) appeal. Under present law, Jevy actions are

suspended when a CDP hearing is pending’.

Impact of the Proposal on Corporate Emplovers

A levy of a corporations’ accounts receivable and notes receivable are subject to
levy as longs as the right to the receivables are “fixed and determinable”.” The levy of
an employers’ accounts receivable or notes receivable is continuous until the receivable is

paid.

The Internal Revenue Code requires that the IRS must release a levy if the levy
creates an economic hardship within the meaning of § 6343 (a) (1) (D) of the Code on
the taxpayer. Notwithstanding the unqualified language of § 6343 (a) (1) (D), it is the
position of the IRS that a corporation cannot have an economic hardship®. Itis my
professional opinion that the decision of the IRS to preclude corporations from the
mandatory levy release provisions of § 6343 (a) (1) (D) 1s a prohibited legislative
determination and therefore an abuse of power; the technical analysis and rationale for

my analysis and conclusion is found in Attachment B.

3 Section 6330 (e) suspends collections during a CDP proceeding.
‘ See Attachment A

51 have first hand experience in a matter decided by Nina Olson, the NTA. Ms. Olson
{presumably with the concurrence of Treasury) determined that the IRS will not release a
levy on a Subchapter S corporation’s only gross revenue (gross income payable in
installments from the sale of software). Ms. Olsson stated that a corporation cannot have
an “economic hardship.” Without any gross income, the corporation was forced to go out
of business.
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Consequently, the IRS will not stop a levy on the accounts recetvable or other
receivables even if that garnishment has the immediate effect of closing down the

corporation.

This is the major reason for my testimony today. The impact of the CDP
proposal to permit levies on employers does not take into account the fact that the IRS
can destroy a corporation because the IRS has decided that it has the unrestricted right to
levy corporate receivables, bank accounts and assets. As noted above, the IRS cannot
levy individuals if the levy causes an “economic hardship” but that restriction does not

apply to any other entity.

A levy on an employer’s accounts receivable or notes receivable is a levy on
“g108s income” (income before the reduction of administration expenses, before

operating expenses, and before taxes are paid.)

It is an obvious point that no employer can survive if its gross income is levied,
because that income is necessary to pay administrative expenses and all business
expenses including payroll and income taxes (see footnote 5). How can any employer
stay current with its payroll taxes if its gross income is levied? How long can any
employer survive without income to pay administrative expenses and business expenses?
These guestions answer themselves. A levy on any employer’s gross income will result
in the Hquidation of all business operations either immediately or within a few weeks. A
levy on an employer’s business bank account which at any time contains money for taxes

and payroll is also a devastating business catastrophic.
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The second reason for being opposed to the proposed CDP proposal 1s that it is in
conflict with the intent of Congress to provide alternatives to collection, including the
right to challenge the underlying liability and the statutory restrictions on collection in
§ 6331.. For example, if there is no liability, the levy action 1s unjustified. The right to
CDP appeals began in the Internal Revenue Service Restructuring and Reform Act of
1998%. Section 6330 (c) (2) (A) (111) provided that a2 person may raise at a CDP hearing
offers of collection alternatives, which may include the posting of a bond, the
substitution of other assets, an installment agreement, or an offer-in-compromise. As
indicated by section 6331 (k ) (1) collection actions are prohibited when an installment
agreement or an offer in compromise are being processed. The language of § 6330 (c)
(2) (A) would be undercut if the IRS were allowed to levy employer gross income or
assets in circumstances where it conflicts with the tax policy encourage installment

agreements and offers and compromise for qualifying taxpayers.

Since taxpayers need time to make the lawful challenges under § 6330 (c) (2)
(A) (iii), Congress added the provisions of § 6331 (k) (1) and § 6331 (k) (2) which
provide that o collection action is permitted for both offers in compromise and
installment agreements, respectively. The proposed change in the levy law conflicts
with these provisions. It is also contrary fo the tax policy of § 6331 (k) to encourage
Installment Agreements if the IRS 1s permitted to levy employers who are trying to pay
their tax hability in installments. Similarly, in the case of offers in compromise, the

Congress stated that the IRS should make it easier for taxpayers to enter into offer-in-

® Sections 6320 and 6330 of the Code were added as part of the Internal Revenue Service
Restructuring and Reform Act of 1998. See pages 263 — 267 of the RRA 1998 -
Conference Report, Report 105-599, 105%™ Congress, 2d Session.
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compromise agreements, and should do more 1o educate the taxpaying public about the

. a7 7
availability of such agreements’.

Some failures to pay employment tax are inadvertent or beyond the control of the
employer (e.g., iliness, a natural disaster, bankruptcy of 2 major customer,
embezzlement). In many of these situations, the business problem is cured. All
businesses have set-backs. In many of those cases, the business can cure the problem and
pay the back taxes. Viable businesses should not be closed by unrestricted levies of gross
income and business bank accounts. These correctible situations cannot be cured with
ongoing collection actions. Since the levy of gross revenue cannot be stopped, the
business will likely be closed by the time the CDP hearing is ready. It normally takes at
least three months for a CDP appeal to take place from the time the appeal is requested

on a Form 12153.

The Presaent Practice of the IRS in CDP Hearinegs is Effective

It is my experience when participating in CDP hearings, the Appeals Settlement
Officer will know whether or not an employer is not in current tax compliance. If a
taxpayer-employer is not in compliance, the hearing can be canceled. If the hearing is
cancelled, collection actions can commence. In most cases, the Settlement Officer will

not proceed with the CDP hearing until tax returns are filed and current payments made.

For these reasons, there is no facilitation of the pyramiding of employment taxes in many

of the CDP cases.

7 Conference Report. page 289, H.R. Report 105-599, 105" Congress 2d Session.
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Revenue Raiser Considerations

If the present proposal is rejected, much more revenue can be raised by
eliminating the filing of tax liens against all taxpayers, including the employers who are

the subject of this hearing.

The IRS files tax liens in the public records for all taxpayers who owe the IRS
$5,000 or more®. Congress did not write any statute requiring the IRS to file a Federal
tax lien in the public records for any amount of money. Without a Congressional
mandate requiring the filing of a tax lien in the public records, the $5,000 standard is an
abuse of power and an abuse of discretion. All liens that are filed in the public records
are picked up by the credit agencies and held on credit reports for seven years. Most
businesses cannot function without adequate credit. Individuals and businesses will have
trouble getting credit cards, purchasing real estate, Tenting property, getting a bank loans,
or anything else where credit is important. In the case of businesses with loans or lines of
credit, loans will be recalled and lines of credit eliminated. In short, tax liens are
counterproductive to the economy and the income received by Treasury. Consider the

following examples:

Example 1: The IRS filed a tax lien against a small business employer because
the employer, a key employee, was i1l for three months and missed either payment of one
quarter’s employment tax or the appropnate employment tax. The IRS filed a tax lien in
the public records. The business was able to be immediately current on all taxes from

cash reserves or from the assistance of a family member. Nevertheless, the tax lien

®IRS Internal Revenue Manual 5.12.2.4.1.1 (05-20-2005).
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stayed on its credit report for seven years thereby encumbering the ability of the business
to grow its business and pay more tax revenue. In this case, the tax lien is economically

counter productive to economic growth and increased tax revenue.

Example 2°: The IRS misapplied tax payments. As a result the IRS claimed that
the taxpayer small business has a deficiency that is in dispute. The IRS filed a tax lien
against the business, and the bank immediately eliminated the line of credit of the
business. After twenty years of business growth and progress, the business is on the
verge of closing down because of the tax lien and the resulting loss of an essential line of

credit. If the business is terminated, substantial economic and tax revenue is lost.

Substantial revenue can be raised if the IRS is prohibited from filing mandatory
tax liens that are counterproductive to the economy. Reasonable thresholds (e.g., similar
to those described in § 6323 (5) ) can be created before tax liens are filed in lieu of the

present proposal and raise far more income for Treasury than the present proposal.

® This is a current case of mine pending before the [RS
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ATTACHMENT - A

8§ 6343 (a) - INTERNAL REVENUE CODE

6343 (a) (1) IN GENERAL. --Under regulations prescribed by the Secretary, the
Secretary shall release the levy upon all, or part of, the property or rights to property
levied upon and shall promptly notify the per'son1 upon whom such levy was made (if

any) that such levy has been released 1f —- * R F

6343(a) (1) (D) the Secretary has determined that such levy is creating an economic

hardship due to the financial condition of the taxpayer * * *

TREASURY REGULATIONS

§301.6343-1., Requirement to release levy and notice of release (a) In general. —-A
district director, service center director, or compliance center director {director) must
promptly release a levy upon all, or part of, property or rights to property levied upon
and must promptly notify the person upon whom the levy was made of such a release, if
the director determines that any of the conditions in paragraph (b) of this section

(conditions requiring release) exist. ¥ * * ¥

{b) Conditions requiring release. --The director must release the levy upon all or a part of

the property or rights to property levied upon if he or she determines that one of the foliowing

conditions exists --

' Section 7701(a)(1) of the Code - The term “person” shall be construed to mean and

mclude an individual, a trust, estate, partnership, association, company or corporation
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(4) Economic hardship

(i) General rule. --The levy is creating an economic hardship due to the financial
condition of an individual taxpayer. This condition applies if satisfaction of the levy in
whole or in part will cause an individual taxpayer to be unable to pay his or her
reasonable basic living expenses. The determination of a reasonable amount for basic
living expenses will be made by the director and will vary according to the unique
circumstances of the individual taxpayer. Unigque circumstances, however, do not include

the maintenance of an affluent or luxurious standard of living.

(it} Information from taxpayer. --In determining a reasonable amount for basic living

expenses the director will consider any information provided by the taxpayer including -

(A) The taxpayer's age, employment status and history, ability to earn, number of

dependents, and stalus as a dependent of someone else;

(B) The amount reasonably necessary for food, clothing, housing {including utilities,
home-owner insurance, home-owner dues, and the like), medical expenses (including
health insurance), transportation, current tax payments (including federal, state, and
focal), alimony, child support, or other court-ordered payments, and expenses
necessary to the taxpayer's production of income (such as dues for a trade union or
professional organization, or child care payments which aflow the taxpayer to be

gainfully employed);

{C) The cost of living in the geographic area in which the taxpayer resides;

(D) The amount of property exempt from levy which is available to pay the taxpayer's

expenses;
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(E) Any extraordinary circumstances such as special education expenses, a medical

catastrophe, or natural disaster; and

(F) Any other factor that the taxpayer claims bears on economic hardship and brings to

the attention of the director.

{iii) Good faith requirement. --In addition, in order to obtain a release of a levy under
this subparagraph, the taxpayer must act in good faith. Examples of failure to act in good
faith include, but are not limited fo, falsifying financial information, inflating actuat

expenses or costs, or failing to make full disclosure of assets.
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ATTACHMENTB

§ 6343 (a) - INTERNAL REVENUE CODE

6343 (a) (1) IN GENERAL. --Under regulations prescribed by the Secretary, the Secretary shall
release the levy upon all, or part of, the property or rights to property levied upon and shall
promptly notify the person] upon whom such levy was made (if any) that such levy has been

* x * %

released if --

6343(a) (1) (D) the Secretary has determined that such levy is creating an economic hardship

* %

due to the financial condition of the taxpayer

TREASURY REGULATIONS

§301.6343-1., Requirement to release levy and notice of release

(a) In general. --A district director, service center director, or compliance center director
(director) must promptly release a levy upon all, or part of, property or rights to

property levied upon and must promptly notify the person upon whom the levy was made
of such a release, if the director determines that any of the conditions in paragraph (b) of

this section (conditions requiring release) exist. ¥ ¥ % *

(b) Conditions requiring release. --The director must release the levy upon all or a part
of the property or rights to property levied upon if he or she determines that one of the

following conditions exists —

! Section 7701(a)(1) of the Code - The term “person” shall be construed to mean and

include an individual, a trust, estate, partnership, association, company or corporation



{4) Economic hardship

(i) General rule. --The levy is creating an economic hardship due to the financial
condition of an individual taxpayer. This condition applies if satisfaction of the
levy in whole or in part will cause an individual taxpayer to be unable to pay his or
her reasonable basic living expenses. The determination of a reasonable amount for
basic living expenses will be made by the director and will vary according to the
unique circumstances of the individual taxpayer. Unique circumstances, however, do

not include the maintenance of an affluent or luxunious standard of living.

(ii) Information from taxpayer. —In determining a reasonable amount for basic
living expenses the director will consider any information provided by the

taxpaver including -

{A) The taxpayer's age, employment status and history, ability to earn, number

of dependents, and status as a dependent of someone else;

(B) The amount reasonably necessary for food, clothing, housing (including
utilities, home-owner insurance, home-owner dues, and the like), medical
expenses (including health insurance), transportation, current tax payments
(including federal, state, and local), alimony, child support, or other court-
ordered payments, and expenses necessary to the taxpayer's production of
income (such as dues for a trade union or professional organization, or child

care payments which allow the taxpayer to be gainfully emplovyed);
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(C) The cost of living in the geographic area in which the taxpayer resides;

{D) The amount of property exempt from levy which is available to pay the taxpayer's

expenses;

(E) Any extraordinary circumstances such as special education expenses, a

medical catastrophe, or natural disaster; and

(F) Any other factor that the taxpayer claims bears on economic hardship and

brings to the attention of the director.

(i} Good faith requirerent. -in addition, in order tc obtain a release of a levy under
this subparagraph, the taxpayer must act in good faith. Examples of failure {o act in good
faith include, but are not limited to, falsifying financial information, inflating actual
expenses or costs, or failing to make full disclosure of assets.Section 8343 (a } (1) (D) of
the Code does not distinguish between individuals, businesses, corporations or
parinerships. It merely states that the IRS mustremove a levy if the levy creates an

economic hardship.

The Reasons Why The Mandatorv Levy Release Law In § 6343 (a) (1) (D) of the

Code Applies to Corporations, Partnerships and Other Entifies That Are Not

Iudividuals

Section 6343 (a) (1) states “In General” the levy must be released under
regulations. The term in general is not a specific delegation to Treasury to decide who
qualifies for “economic hardship.” The delegation to Treasury to write regulations only
gives Treasury the authority to write the rules on the conditions requiring levy release

and the definition of ecenomic hardship in the manner applied to “individuals” as
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indicated in  § 301.6343-1 (a) of the regulations. Congress did not write a rule that

3

corporations and partnerships do not qualify for the mandatory “economic hardship”
relief provisions of § 6342 (a) (1) (D). The term economic hardship in the § 6342 (a)
(1) (D) statute is unlimited by any conditions. If Congress did not limit the application of
“economic hardship” to any entity, how did the IRS and Treasury find the legislative
authority to limit the mandatory levy release rule only to individuals? Treasury has the
power to set tax policy but it does not have the power to legislate. The IRS has the power
to interpret the law that Congress writes, but it does not have the power to legislate. The
power to exclude entities other than individuals from the mandatory levy release
provisions of § 6343 of the Code is a legislative function. The determination of taxpayer
“remedies” 1s inherently and uniquely a legislative function.

There is nothing in the legislative history to indicate that Congress wants to put
corporations out of business (an obvious result) by allowing the levy of gross income and
bank accounts. A levy can also result in the seizure of assets critical to the business of a
corporation. The levy of corporate gross incomie is an empowerment to force the
closure of a business because no business can survive with the garnishment of all or most
of its gross income.

The NTA and Treasury have ignored the general rule of the regulations. “Section
301.6343-1(a) In general” is self-limiting as only a general rule that provides the
definition of “‘economic hardship” for individuals. For this reason, additional regulations
may be provided to provide an “economic hardship” rule for corporations and

partoerships.
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Pre-pay Back Payroll Taxes Before a Heaning (Pg. 121 Treasury Blue Book)

Amend collection due process procedures for employment tax liabilities

Current Law

Employers are required to withhold and pay Federal Insurance Contribution Act (FICA)
taxes and income taxes, and are required to pay Federal Unemployment Tax Act (FUTA)
taxes (collectively “Federal employment taxes”) with respect to wages paid to their
employees. Employers are generally required to file annual returns (Form 940) reporting
FUTA taxes and are generally required to file quarterly returns (Form 941) reporting
FICA taxes and income tax withholding. For small employers, the taxes reported on
Form 941 are generally required to be deposited on a monthly or semi-weekly basis.

In order to ensure the payment and collection of employment taxes, the IRS is authorized
to take various collection actions, including issuing Federal tax levies. Before a tax levy
can be issued, however, the IRS must generally provide the taxpayer with notice and an
opportunity for an administrative collection due process (CDP) hearing, and for judicial
review. An exception to the requirement for pre-levy CDP proceedings applies to levies
issued to collect a Federal tax liability from a State tax refund. In this context, the
taxpayer is provided an opportunity for a CDP hearing within a reasonable period of time
after the levy.

Reasons for Change

Employment taxes represent nearly one-fifth of the IRS total inventory of unpaid taxes.
Frequently, an employer that fails to satisfy its Federal employment tax Habilities for one
peniod will also fail to satisfy its labilities for later periods, resulting in & “pyramiding”
of unpaid taxes. Some employers who request a CDP hearing and judicial review for one
tax period will continue to accrue, or pyramid, their employment tax liabilities during the
CDFP proceedings. Liabilities for these subsequent periods cannot be collected by levy
until after the employer has been given notice and opportunity for hearing and judicial
review for each period. The existing CDP framework compounds the pyramiding
problem by allowing employers to continue to accrue Federal employment tax
obligations without risk of collection action.

Proposal

The proposal would expand the exception to the requirement for pre-levy CDP
proceedings to include levies issued to collect Federal employment taxes. As with the
current procedures applicable to levies issued to collect a Federal tax liability from State
tax refunds, the taxpayer would be provided an opportunity for a CDP hearing within a
reasonable period of time after the levy. Collection by levy would be allowed to continue
during the CDP proceedings. Taxpayers would retain their current right to seek
managerial appeal of a proposed levy and to participate in the formal Collection Appeals
Process before a levy is issued.

The proposal would be effective for levies issued on or after January 1, 2007.
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1120 Connecticut Avenue, NW
Washington, DC 20036

1-800-BANKERS

www.aba.com

World-Class Solutions,
1 earderehip & Advocucy
Sinee 1875

Fioyd E. Stoner
Excenove Direcror
Congressionst Relations &
Public Policy

Fimaik: fstoner@aba.com

May 2, 2006

The Honorable Donald Manzullo
Chairman

House Committee on Small Business
2361 Rayburn House Office Building
Washington, D.C. 20515

Dear Chairman Manzullo:

The American Bankers Association (“ABA”) is pleased to provide comments for the
record of the House Committee on Small Business's Aptil 5, 2006 hearing to
examine the Internal Revenue Service's (“IRS”) latest enforcement actions. Our
comments are focused specifically on the proposal in the Administration’s Fiscal
Year 2007 budget to require payment card issuers to annually report to the IRS the
aggregate reimbursement payments made to merchants and to impose backup
withholding on certain payment card transactions.

The ABA, on behalf of the mote than two million men and women who work in the
nation’s banks, brings together all categories of banking institutions to best represent
the interests of this rapidly changing industry. lts membership — which includes
community, regional and money center banks and holding companies, as well as
savings associations, trust companies and savings banks — makes ABA the largest
banking trade association in the country.

As a general matter, the ABA is deeply concerned about the IRS's policy direction
that is geared toward significantly expanding the burdens on the banking sector to
financially “eavesdrop” on its customers. We are also concerned about the proposed
backup withholding requirements that would make it mandatory for a payor to
withhold from payments processed for a payee. The entire proposal — reporting and
backup withholding requirements — seems to presume that the small business
community is guilty until proven innocent when it comes to paying their share of
Federal taxes,

While the banking industry is a willing partner with the Federal government in such
important tasks as fighting money laundering and terrorist financing initiatives, we
believe it is wholly inappropriate for the IRS to transfer part of its responsibility for
enforcement of the income tax code onto thousands of financial institutions, In
addition to our general policy concerns with the proposal, we are troubled by the fact
that it would impose numerous regulatory burdens and added costs on the indusery
which are, effectively, unfunded mandates, not to mention the establishment of
penalty provisions intended to ensure compliance. These increased burdens would
be a drain on corporate resources that are needed to serve our customers,
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ABA representatives met with officials from the Department of the Treasury and the
IRS on April 6th to discuss the Administration’s payment card informaton reporting
proposal. The meeting was scheduled to try to gain a better understanding of the
elements of the proposal, since the description in the Treasury Department's
"General Explanation of the Administration’s Fiscal Year 2007 Revenue Proposals”
(the "Blue Book") is quite vague. Thete is no clear definition of which financial
institutions would be required to report and no clear definition of the term
“merchant.” Further, the Blue Book would appear to require “payment card issuers”
to provide information reports on merchants with whom they lack privity (i.e., have
no financial contractual relationship).

At the meeting, ABA representatives asked the Treasury and IRS officials present to
provide a specific explanation of how the proposal was intended to operate. It
quickly became clear that there was not a full understanding of the credit card
industry and the complicated sequence of events that take place in the processing of
credit card transactions. When they recognized that the proposal as described in the
Blue Book would be extremely difficult to institute, they essentially requested that the
ABA design the most efficient payment card reimbursement information reporting
regime. We believe it is wholly inappropriate: (1) to require this reporting and (2) to
expect the ABA to be responsible for developing a structure with which it disagrees.
Qur membership would not support such efforts, as the result will be significantly
increased burdens and costs with no added benefit to our members.

Our greatest concern is that by requiring financial institutions to report annual
payment card amounts processed on behalf of their customers (and to impose
withholding on such amounts when requested to do so by the IRS), the proposal
would place financial institutions in an adversarial position vis-d-vis their customers.
While we recognize that the banking industry aids the Federal governmeat already in
certain other tax reporting efforts, we believe that this proposal moves us much
further down a dangerous slippety slope that increasingly forces our industry o serve
as de facto government enforcement entities. Forcing the banking industry into this
role does not serve our shareholders, our employees and most importantly, our
customers.

The ABA recognizes that the growing size of the annual tax gap is a serious concern
for the Federal government. As IRS Commissioner Mark Everson’s testimony to the
Committee indicates, data gathered by the IRS in its National Research Program
suggests that the largest source of the tax gap, approximately $197 billion annually,
comes from under-reporting of income by individual taxpayers. Over half (§109
billion) of that amount comes from understated net business income (unreported
receipts and overstated expenses). The proposed payment card information
reporting regime is estimated by the Treasury 1o raise only $20 million annually in
additional tax receipts — a miniscule percentage of the annual $109 billion tax gap
due to understated net business income. We do not believe that the benefits to be
derived from collecting this relatively small amount of additional revenue each year
come even close to justifying the costs (both economic and non-economic) that
would be imposed on the banking industry under the proposal.
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Again, we appreciate this opportunity to provide you with further comments on
issues raised at the Committee’s hearing. If you or your staff have any questions,
please contact Larry Seyfried at (202) 663-5322 or me.

Sincerely,

?ferlﬂ ool

Floyd E. Stoner
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