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(1)

PREPARING YOUR TAXES: HOW COSTLY IS IT?

TUESDAY, APRIL 4, 2006

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to notice, at 10:15 a.m., in

room SD–215, Dirksen Senate Office Building, Hon. Charles E.
Grassley (chairman of the committee) presiding.

Also present: Senators Thomas, Bunning, Baucus, Wyden, and
Schumer.

OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S.
SENATOR FROM IOWA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. I am sure you are well-aware of the fact that we
had a vote. I am going to put a longer statement in the record.
Hopefully I have shortened it some on my own volition.

[The prepared statement of Senator Grassley appears in the ap-
pendix.]

The CHAIRMAN. Today’s hearing will examine the current state
of tax preparation, electronic filing services, looking at how States
are succeeding in the area of electronic filing, with 20 States offer-
ing direct Internet filing.

State electronic filing has consistently grown at a faster rate
than what we do at the Federal level, with five States exceeding
what we do at the Federal level. With so many people using pre-
parers who are paid and electronic filing, we need to ensure that
these preparation methods are helpful and user-friendly.

The feedback that we are receiving is that the tax preparation
system is breaking down, so we will look today at some bad prac-
tices that seem to be systemic, calling for action on the part of this
committee, I believe.

Given the complexity of our current system, taxpayers should be
entitled to a tax preparation method that they can rely upon.
Today, more than 60 percent of all returns are completed by paid
preparers, annually preparing more than 78 million returns.

While I believe that a large majority of tax return preparers are
honest, highly educated individuals who serve the community well
in providing sound financial advice, we are also getting reports
from various sources that an increasing minority is doing a dis-
service to the American public, some through bad advice, some
through incompetence, and some through taking advantage
through unscrupulous means towards the taxpayer.

Adequate training within the paid preparer community is essen-
tial. The IRS needs to impose penalties against the unscrupulous.
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Today, it seems like any old Joe can hang up a shingle and prepare
income tax returns, because there are no requirements of com-
petence.

It is incredible that we have legal requirements for someone to
qualify as a barber to cut your hair, and yet there are no require-
ments for someone preparing your taxes.

The vast majority of Americans want to do the right thing and
pay their taxes. Americans have a right to expect that when they
hire a tax preparer they are going to get honest, straightforward
advice.

One of our witnesses, Mr. Brostek, will testify about the experi-
ence of GAO in reviewing the practices of tax preparers on an un-
dercover basis. The results of that investigation are very troubling.

For those taxpayers who can prepare their own returns, they
should be able to do so electronically, without cost, to achieve that
goal. Congress allowed the IRS to establish the Free File program
in 2002. The Taxpayer Advocate will comment on their findings on
that aspect of it.

Here is some of what we know from our internal staff review. For
the year 2004 tax year, the Free File Alliance offered free filing
services to everyone, without restriction.

For the 2005 tax year, the new Free File agreement signed by
IRS restricted the availability of Free File by placing income re-
strictions on the program, and so, not surprisingly, the IRS statis-
tics show that the use of the program has decreased by more than
21 percent.

Also, taxpayers are being inundated with additional charges from
private preparers that may accrue and the sale of ancillary services
such as fees for State return preparation and filing, resetting pass-
words, printing and mailing services, professional tax return re-
view, audit protection, live chat help, telephone technical support,
and per-question fees for consultation with tax professionals. These
are things that I am unfamiliar with, with the very complicated re-
turn that I have as a farmer and as a public official.

Taxpayers entitled to a refund from the government receive of-
fers then for anticipation loans, having fees deducted from their re-
funds, offers to get their refunds by cashier’s check, pre-paid Visa
cards, and retail gift cards. It sounds like a commercial enterprise.

Meanwhile, we have H&R Block, the Nation’s largest tax pre-
parer, being charged with breaching fiduciary duties to customers.
So those are the issues before us, and we will be exploring those
issues in anticipation of Senator Baucus and I having legislation in
this area.

Senator Baucus?

OPENING STATEMENT OF HON. MAX BAUCUS,
A U.S. SENATOR FROM MONTANA

Senator BAUCUS. Thank you, Mr. Chairman. T.S. Eliot wrote,
‘‘April is the cruelest month.’’ Many consider doing their taxes to
be the cruelest part of all.

Filling out burdensome income tax forms is so stressful that most
Americans pay someone to do it for them. Taxpayers are willing to
spend hundreds of dollars to make sure that their taxes are done
right.
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Most taxpayers want to do the right thing. I think that is very
true. Most Americans, red-blooded Americans, want to do the right
thing. They do not like paying their taxes, but they feel it is their
duty to pay their taxes and it is their duty to pay their taxes the
right way, no more than they have to, but pay the taxes that they
feel they legally owe and should pay.

I feel very strongly that most Americans feel that way, and I
think that is sort of the bedrock that we should all keep in mind
as we are trying to figure out how best to make the system even
more efficient. They are willing to trust a paid preparer, many
times, often a complete stranger, with their most intimate financial
information to do just that.

Every year, paid preparers serve as a link between 80 million
taxpayers and the IRS. This year, another 10 million taxpayers
bought tax software to file on their home computers. That is a big
influence on our tax system. The state of the tax preparation indus-
try is a warning signal for the health of our Nation’s voluntary tax
system. It is like a canary in a coal mine. Regrettably, the canary
is dying.

Today we will hear the serious symptoms of an ailing system.
Over the last several weeks, GAO undercover investigators visited
the offices of five national tax preparation chains. Using simple tax
scenarios, they tested how paid preparers treat their customers,
and the Nation. The results were shocking.

The preparers failed at their most important task: only 10 per-
cent of their returns were prepared correctly. Frequently, preparers
did not ask enough questions to know if they were getting the right
answers. Many preparers were eager to probe for additional deduc-
tions or credits, but many did not report cash income.

Many preparers ignored the answers that the undercover inves-
tigators gave them; they used answers of their own. They made up
their own facts, and they made up their own tax laws.

Several refunds were $2,000 more than they should have been.
Many preparers seemed to be more interested in coming up with
a big refund than they were in getting it right. They were acting
not for their client’s benefit, but for their own. The bigger the re-
fund, the more preparers can sell products like refund anticipation
loans or audit insurance.

Many preparers quoted fees that were substantially less than
what they ended up charging. Many preparers levied extra charges
for unnecessary forms, refund anticipation checks, or products like
debit cards. Charges like these raise the cost of filing considerably.

Today we are also going to learn that the IRS’s Free File pro-
gram is not always so free. The Free File program is a partnership
between the IRS and private preparers. That is what it is.

Taxpayers that use the program encounter hidden costs and bait-
and-switch offers to buy upgrades or products like refund anticipa-
tion loans. These loans make taxpayers have to pay for borrowing
their own money.

In sum, many tax preparers perpetuate a cruel hoax on tax-
payers and the Treasury alike, and the Treasury has not done all
they can to avoid this cruel result.

I want to acknowledge that there are many hardworking, well-
qualified, and competent professionals in the tax business. I am

VerDate 11-MAY-2000 15:01 Mar 23, 2007 Jkt 095484 PO 00000 Frm 00007 Fmt 6633 Sfmt 6633 33963.000 SFIN1 PsN: SFIN1



4

proud that my home State of Montana boasts some of the more rig-
orous industry standards in the country. These professionals must
meet stringent training, they must have experience, and continuing
education requirements to practice. These are not the preparers
about whom we are talking today.

But we cannot stick our heads in the sand. We cannot pretend
that problems do not exist. Instead, we should listen carefully to
our witnesses and find solutions that will mend what is broken.

Last year, I co-sponsored S. 832, the Taxpayer Protection Assist-
ance Act of 2005, along with my colleague Senator Bingaman—
whom I think is the primary sponsor—the Chairman, Senator
Grassley, Senator Schumer, Senator Smith, and Senators Akaka
and Pryor. It goes right to the heart of many of these problems.

It requires paid preparers to meet minimal training and com-
petency standards before they can hang out their shingle. It makes
it easier for the IRS to discipline bad preparers. It helps to protect
taxpayers from unexpected or excessive charges. It requires dis-
closing the cost of refund anticipation loans.

We should make it easy to comply with the tax law. So, maybe
it is time to really strongly consider making electronic filing avail-
able at no cost to all taxpayers.

Just a few weeks ago, everyone received a package of forms and
instructions in the mail, or they could have gone to their local li-
brary to get them. Recently, the forms have become available
through the IRS website. All the forms and instructions are free.

So why do we force taxpayers to pay a preparer or buy software
to file electronically? Why? Taxpayers do not have to go to a book-
store and buy forms to file a paper return. They should not have
to pay to file an electronic one, either.

Today’s hearing highlights tough issues that affect all of us. I
want to thank all the witnesses for agreeing to appear before the
committee. I look forward to your testimony.

As Simon and Garfunkel sang, ‘‘April, come she will.’’ And today,
until we reform the tax code, we are fated annually to confront on-
erous forms to meet April’s deadline.

Let us ensure that the work of tax preparers does not add to
April’s cruelty. Let us ensure that the bad apples among them do
not continue to play a cruel hoax on the Nation’s finances. Let us
look forward to a better spring after we do.

The CHAIRMAN. Thank you, Senator Baucus.
Now we have Michael Brostek, who is with the Government Ac-

countability Office. He is accompanied by a team that includes Paul
Desaulniers, and we also have Christine Hodakievic with him. We
have Mr. Bert DuMars, Director of Electronic Tax Administration,
IRS; Nina Olson, National Taxpayer Advocate of the Taxpayer Ad-
vocate Service, IRS; Mr. Robert Weinberger, member of the Free
File Alliance; Mr. Francis Degen, president of the National Associa-
tion of Enrolled Agents; and, lastly, Mr. Harley Duncan, executive
director of the Federation of Tax Administrators.

So we will go in that order. Then if you folks have a longer state-
ment than the 5 minutes that have been allotted, it will be put in
the record.

Also, as a reminder, because of so many votes and committee
meetings this morning, if members cannot come, you will probably
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get some questions in writing from those of us who are there, and
for sure from people who are not here.

So, we would appreciate it if those questions from members
would be in in 48 hours, and then an answer maybe in a couple
of weeks from you folks.

So we will start with Mr. Brostek.

STATEMENT OF MICHAEL BROSTEK, DIRECTOR, STRATEGIC
ISSUES TEAM, U.S. GOVERNMENT ACCOUNTABILITY OFFICE,
WASHINGTON, DC; ACCOMPANIED BY PAUL R. DESAULNIERS
AND CHRISTINE A. HODAKIEVIC, SPECIAL AGENTS, U.S. GOV-
ERNMENT ACCOUNTABILITY OFFICE, WASHINGTON, DC

Mr. BROSTEK. Good morning, Mr. Chairman, Senator Baucus,
and members of the committee. My colleagues and I are pleased to
participate in the committee’s hearing today.

As requested, my statement will focus on who uses paid return
preparers, how preparers are regulated, and the experiences our in-
vestigators had when they had tax returns prepared by 19 offices
of five major commercial preparer chains.

Paid preparers play a critical quality control role in the tax sys-
tem. Given the complexity of our tax laws and the desire of tax-
payers to avoid audits, about 56 percent of the 130 million tax re-
turns prepared in 2002 were professionally prepared.

The use of paid preparers was fairly evenly distributed across in-
come levels, and, in general, taxpayers with more complex returns
used preparers the most.

Paid preparers all operate under some common regulatory re-
quirements, but regulations also vary based on the characteristics
of the paid preparers, such as whether they are approved to rep-
resent taxpayers before IRS.

Certain regulatory requirements define practices that all pre-
parers must follow. Some of these requirements have associated
civil penalties. For instance, preparers must not understate a tax-
payer’s liability due to willful or reckless disregard of the tax laws.

Preparers must also provide taxpayers a copy of the return, sign
the return, and provide an identifying number. In addition, pre-
parers must ask a series of questions provided by IRS in deter-
mining whether taxpayers are eligible to claim the Earned Income
Credit.

Finally, certain actions on the part of paid preparers could result
in criminal penalties. Among these are willful preparation of a
false or fraudulent return or other document, and knowingly pro-
viding fraudulent returns or documents to IRS.

We used two scenarios to gain a better understanding of how
preparers actually perform. In one scenario, a plumber and his wife
had wage income, mutual fund investment income, and cash in-
come from some side jobs. One of their two children was in college.

In the other scenario, a sales clerk had two children; one lived
with her all year and one lived all year with the grandmother. The
sales clerk also had some cash income from baby-sitting.

In constructing the scenarios, we attempted to avoid complex
rules. We had nine plumber returns prepared, and 10 for the sales
clerk. With one exception, each scenario was done in two outlets of
the same firm.
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At the beginning of the session with a paid preparer, we ask pre-
parers about likely charges. Ultimately, the preparers charges var-
ied highly, even within the same firms for the same returns, as
shown on page 25 of my statement and on the board to my left.

Only one firm charged us the same fee at two separate outlets
for the same return. In 11 cases, the final cost was close to the pre-
parer’s initial estimate, or less. We went to five different preparer
chains, and for each one we went to two of their outlets for each
scenario, so the white and the gray represent two different visits
for the same scenario to the same preparer. We grouped the bars
together so you can see that there was a variation in the fees
charged for the same return.

Moving on, as is summarized on pages 16 and 17 of my state-
ment and on the boards that are being put up, of 10 key lines on
the return, all of the preparers were correct in only one case, that
is recording the wage income from the forms W-2 for our taxpayers.
The preparers made a wide range of errors on the other lines, but
I will highlight four.

First, 10 preparers failed to record our taxpayer’s side income.
Failure to report cash income is one of the largest contributors to
the tax gap for individual taxpayers.

Second, 5 of the 10 preparers reported two qualifying children for
the Earned Income Credit when only one qualified. The EIC has
long been plagued by a high non-compliance rate, and qualifying
child errors are the largest portion of non-compliance for EIC.

Third, in two cases where itemizing deductions would have bene-
fitted our plumber, the preparer took the standard deduction in-
stead. In 2002, we estimated that about 2 million tax returns had
this error; half involved paid preparers. In total, the taxpayers may
have overpaid by $1 billion.

Fourth, in three plumber returns, the preparer did not take the
Hope education credit, thereby costing our taxpayer hundreds of
dollars.

In 2005, we reported that hundreds of thousands of taxpayers
did not claim the education benefit that was best for them, and half
of those used a paid preparer.

As shown on page 23 of my statement and on the board being
put up, the errors that preparers made on our returns resulted in
refunds that were substantially higher or lower than they should
have been in 8 of the 19 cases.

In some cases, errors that could have resulted in substantially
erroneous refunds did not, only because the preparer made an off-
setting, equally significant error. In total, our taxpayers would
have received refunds overstated by over $12,000, and understated
refunds totaling about $3,500.

That the preparers’ errors were significant is underscored by the
potential penalties that could apply, as is shown on the board being
put up and on pages 9 and 10 of my statement.

IRS officials said that they seldom have clear evidence regarding
a preparer’s conduct, but if the conduct we observed was found for
real tax returns, several penalties would apply.

For example, for not reporting the cash income of our taxpayers,
the preparers could be fined up to $1,000 for willful or reckless dis-
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regard of tax rules and regulations, or perhaps the $1,000 penalty
for aiding and abetting understatement of tax liability.

For not asking the required EIC due diligence questions, the pre-
parers would be subject to a $100 penalty. For improperly includ-
ing the cost of books when claiming the Hope credit, which was a
material error, in IRS officials’ view, the preparers could be subject
to a negligence penalty.

And although prosecutors might not accept the case due to the
dollar amount involved, failing to report cash income might even
be subject to a criminal penalty for willful preparation of a false
or fraudulent return. The penalty carries a fine of up to $100,000,
imprisonment up to 3 years, or both.

Undoubtedly, many paid preparers do their best to provide cli-
ents with returns that are accurate in all regards. However, the
problems that we experienced with paid preparers suggest that tax-
payers need to exercise caution.

Taxpayers are ultimately liable for the accuracy of their returns,
and the poor performance of a preparer can result in taxpayers
being audited, having to pay taxes plus interest, and possibly even
penalties. From the tax administration perspective, our results are
troubling.

Preparers play a vital role. A preparer who performs poorly may
do so throughout the filing season with many, many clients. When
a preparer provides bad advice to a taxpayer, such as that cash in-
come need not be reported, the taxpayer may well tell family and
friends, adversely affecting their compliance as well.

Our work is, however, anecdotal. We went to 19 locations in one
metropolitan area. However, if taxpayers rarely make serious er-
rors, it is odd that we would have found so many in the cases that
we did.

Given the key role of paid preparers, we are recommending that
IRS study whether the poor performance we found is an aberration
or a more common problem. Further, we have referred the matters
we encountered to IRS for follow-up as may be appropriate.

This concludes my statement. My colleagues and I would be
happy to answer questions.

[The prepared statement of Mr. Brostek appears in the appen-
dix.]

The CHAIRMAN. For the benefit of the other people, we gave 8
minutes or a little longer to GAO because they were reporting on
their investigation. So if there is unequal treatment, I just wanted
to explain that we said that they should take more time.

Mr. DuMars?

STATEMENT OF BERT DuMARS, DIRECTOR, ELECTRONIC TAX
ADMINISTRATION, INTERNAL REVENUE SERVICE, WASH-
INGTON, DC

Mr. DUMARS. Thank you. Good morning, Mr. Chairman, Ranking
Member Baucus, and members of the Senate Committee on Fi-
nance. My name is Bert DuMars, and I am the Director of Elec-
tronic Tax Administration for the Internal Revenue Service. It is
my pleasure to be with you this morning to discuss, from an elec-
tronic perspective, return preparation options for taxpayers.
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My written statement has been submitted for the record, and in
my oral remarks I would like to address two key points.

First, I want to update you on the status of our overall tax ad-
ministration efforts. We have made enormous progress in ETA,
spurred on partially by the IRS Restructuring and Reform Act of
1998, and the ambitious targets established in that law.

The IRS expects to process almost 135 million individual tax re-
turns in 2006, and we anticipate a continued growth in the number
of those that are e-filed. This year marks the 20th anniversary of
e-filing, and each year we have made steady and sustained prog-
ress. We are continuing that progress in this current filing season.

Through March 26, 68.5 percent of the individual returns that
have been filed have been e-filed. But electronic tax administration
is more than individual e-filing. Currently, over 96 percent of all
information returns are e-filed as well.

More than 240,000 corporations have already e-filed their re-
turns to us in this filing season. We are continually expanding re-
quirements that corporations and large tax-exempt entities take
advantage of e-filing.

We are also making good use of our award-winning website,
irs.gov, which allows taxpayers to get answers to many of their
questions at their convenience utilizing their home computer. We
have had over 90 million visits to our website thus far in 2006.

A robust ETA program will reduce time spent by taxpayers deal-
ing with the IRS. It will reduce the number of phone calls, thus
freeing up our compliance employees to focus on real compliance
issues rather than just retrieving or correcting information.

The second issue that I wish to address is the Free File program.
In November of 2001, OMB’s Quicksilver Task Force established 24
e-government initiatives as part of the President’s management
agenda. One initiative instructed the IRS to provide free on-line
tax return preparation and filing services to taxpayers.

As we began to implement this initiative, it was our judgment,
subsequently supported by various amendments, legislative pro-
posals, and Congressional directives that IRS should stay out of the
tax software preparation business. Thus, we began negotiating
with private software providers, and out of that was born the Free
File Alliance.

The original agreement called for free filing to be made available
to 60 percent, or 78 million individual taxpayers. That agreement
expired in 2005 and, as such, had to be renegotiated with the pri-
vate companies.

One of the prime concerns in the negotiations, particularly
among some of the smaller companies, was the fact that, in 2005,
many Free File providers had expanded their offerings to all tax-
payers. While this was good for taxpayers, it posed a threat to the
continued existence of the Free File Alliance.

While it was IRS’s objective to make Free File available to as
many taxpayers as possible, ultimately the negotiations ended with
a program to cover anyone with an adjusted gross income of less
than $50,000, or 70 percent of all taxpayers. This means that it
was made available to 93 million taxpayers, or 70 percent.
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This represents a significant improvement over the previous
agreement. I know there has been some concern with the ability of
Free File providers to sell ancillary services to taxpayers.

The one area where we have some information on these services
is refund anticipation loans. Only 0.6 percent of the taxpayers uti-
lizing Free File have utilized a RAL, and that number is actually
going down. As of today, it is 0.59 percent, so it is shrinking.

In fact, half of the Free File vendors do not even offer refund an-
ticipation loans; actually, it is more than half, 11 of 20 do not.

This 0.6 percent is the lowest rate of any electronic filing. The
highest rate is for those electronic returns filed by tax preparers.
Twenty percent of those returns involve a RAL.

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

The CHAIRMAN. Thank you.
[The prepared statement of Mr. DuMars appears in the appen-

dix.]
The CHAIRMAN. Ms. Olson?

STATEMENT OF NINA E. OLSON, NATIONAL TAXPAYER
ADVOCATE, TAXPAYER ADVOCATE SERVICE, WASHINGTON, DC

Ms. OLSON. Mr. Chairman, Senator Baucus, and members of the
committee, for most Americans the annual rite of preparing and fil-
ing their tax returns represents their most significant contact with
the U.S. Government. The importance of making this process run
smoothly, therefore, cannot be overstated. More than 60 percent of
American taxpayers pay preparers to prepare their returns, and
GAO’s findings today underscore the significant problems that exist
in the tax preparation industry.

In my 2002 annual report to Congress, I proposed a plan for the
IRS to register, test, and certify unenrolled Federal income tax pre-
parers.

It is remarkable to me that, in the United States today, an insur-
ance agent cannot sell insurance without a license, a contractor
cannot build without a license, and a hair stylist cannot touch a
lock on a person’s head without a license, yet anyone can prepare
a tax return for a fee with no training, no licensing, and no over-
sight required.

In the 108th Congress, the Senate passed my proposal to regu-
late unenrolled preparers as part of the Tax Administration Good
Government Act. The proposal was introduced again in this Con-
gress as part of S. 832, and I am pleased that the Chairman and
Ranking Member of the Senate Finance Committee are again co-
sponsors.

I encourage Congress to pass this common-sense legislation. As
I recommended in my 2003 report to Congress, I also encouraged
Congress to enact a more stringent compliance and penalty regime
to deter reckless disregard of the rules or negligence by paid pre-
parers.

Of course, these proposals would help only the 60 percent of tax-
payers who use return preparers. We also need to do more to help
taxpayers who self-prepare their returns.

Four years ago, the IRS and the software industry created the
Free File program to make e-filing more accessible to taxpayers.
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Unfortunately, the Free File program has done little to increase the
number of taxpayers who e-file their returns. This year, it appears
that roughly 135 million individual taxpayers will file income tax
returns, yet only about 4 million taxpayers, or 3 percent, will use
Free File.

Partly in request to a response from the staff of this committee,
I asked several tax attorneys in my office to test four fact patterns
on each of the 20 Free File sites.

We designed each of our examples to test tax provisions that
were common to various segments of the taxpayer population. We
tested scenarios involving Katrina relief provisions, self-employ-
ment and depreciation provisions, the application of the Alternative
Minimum Tax, and the recently enacted Uniform Definition of a
Qualifying Child.

Here are some of the results we found. Only 7 of the 20 Free File
sites calculated the correct tax in the Katrina relief scenario; 12
sites did not apply the special casualty loss tax benefits available
to Hurricane Katrina victims, causing users to overpay their taxes.

Nine sites did not increase the lifetime learning credit for eligible
education expenses for individuals affected by Hurricane Katrina,
as authorized by the Gulf Opportunity Zone Act of 2005, again
causing users to over-pay their taxes.

Schedule C, the sole proprietorship schedule, was not supported
by several sites. Some of these sites did not warn taxpayers suffi-
ciently prior to data entry into the program. Other sites did not
support the section 179 depreciation deduction. At least two sites
did not support more than four dependents. I do not know what
happened to the other children you might have had in that calcula-
tion.

At least three sites omitted the Alternative Minimum Tax cal-
culation, thus understating the tax due. These taxpayers can ex-
pect to hear from the IRS.

Cross-marketing of ancillary products and services is common on
many of the sites, despite their being accessed from irs.gov, the of-
ficial IRS website. For example, one well-known software product
charges taxpayers who want to prepare and file their State returns
$19.95, and then offers to deduct that fee directly from their refund
if they pay an additional processing fee of $29.95, for a total cost
of $49.90.

Several of the sites offered bank products as a method to receive
tax refunds; others charged a fee per question for answers to tax
law inquiries, and did not mention that this service is free if the
taxpayer called the IRS.

The results of our testing demonstrate that Free File is not an
easy service for taxpayers to navigate, and it can even result in in-
accurate returns. As currently structured, Free File amounts to a
wild, wild west of differing eligibility requirements, differing capa-
bilities, and differing availability of, and fees for, add-on products.

Where do we go from here? Considering the poor performance of
many of the Free File sites, the tiny fraction of taxpayers who use
them, concerns about exploitative cross-marketing of other prod-
ucts, the appearance that the IRS is endorsing the Free File prod-
ucts, and taxpayer concerns about the confidentiality of their tax
data, there is little justification to continue with Free File and
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every justification for the IRS to develop a tax preparation tem-
plate and to provide free filing for all taxpayers, just as it does for
paper filers. The IRS template and direct filing portal should be
simple, accurate, and confidential.

The issues I have discussed in my testimony make clear that the
role of tax preparation is central to effective tax administration. As
the tax administrator, the IRS should do more to oversee more
closely those persons and entities that provide tax preparation
services and to provide a high-quality, free vehicle for paper and
electronic return preparation and filing. Thank you.

The CHAIRMAN. Thank you, Ms. Olson.
[The prepared statement of Ms. Olson appears in the appendix.]
The CHAIRMAN. Mr. Weinberger?

STATEMENT OF ROBERT A. WEINBERGER,
MEMBER, FREE FILE ALLIANCE, LLC

Mr. WEINBERGER. Thank you, Mr. Chairman and members of the
committee.

The landscape of tax return preparation has evolved significantly
since enactment of the IRS Restructuring and Reform Act in 1998.

First, electronic tax preparation and filing have become common-
place. Over 80 percent of returns are now prepared on a computer,
and over 50 percent are now e-filed. Do-it-yourself tax preparation
assisted by software is growing, up 17 percent this year alone. But
the majority of e-filed returns still come from paid and volunteer
return preparers.

At H&R Block, 95 percent of tax returns prepared in our offices
this year so far were e-filed. While steady progress is being made,
we join with others in suggesting that Congress consider extending
the 80 percent e-file goal set for 2007 to 2011 to maintain focus on
e-filing.

One innovative e-filing channel is the Free File Alliance. Over 14
million returns, including 3 million this year, have been e-filed
through this public/private partnership, which includes 20 compa-
nies. Taxpayers have saved more than $42 million through donated
services, and the IRS has saved far more.

This year, 70 percent, or 93 million, low- and moderate-income
tax filers with adjusted gross incomes of $50,000 or less are eligible
for free Federal income tax preparation and on-line filing using the
same products offered commercially, not stripped down versions.
Free File standards exceed government regulatory requirements.

Free File is a positive example of government/industry partner-
ship in the public interest. Second, Americans are increasingly
turning to professionals for tax assistance.

About 60 percent of all taxpayers use a paid return preparer.
Their reasons include complexity, convenience, and counseling.
Good tax return preparers help us navigate a complex tax system
and ease the burden and anxiety that most Americans feel at tax
time.

Increasingly, there is recognition that tax time is an opportunity
for an annual financial check-up. Since nearly 80 percent of tax-
payers receive refunds averaging $2,100, it is both a teachable mo-
ment and an opportunity to save for a family’s key financial goals
of college, home ownership, and retirement.
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We also use the opportunity to alert our low-income clients to
their eligibility for a variety of under-utilized government benefits
outside the tax code, including Children’s Health Insurance, food
stamps, and prescription drug discounts.

Our fees vary by location. They are based on the forms used and
the work done, not on a client’s income or the size of his refund.
They can be as low as $24 for the simplest 1040–EZ. This year they
average $154 for a Federal, State, and any local return needed.

A third change over the last decade is the growing need for
meaningful minimum quality standards. Thirty years ago, with a
much simpler tax code, Henry Block testified and proposed IRS
registration of all tax return preparers. We renew that call today,
and go further.

We believe IRS certification of paid return preparers, which
would require validation of tax knowledge, background checks, and
continuing tax education, would benefit the public. This could be
accomplished through enactment of section 4 of S. 832, co-spon-
sored by Chairman Grassley, Ranking Member Baucus, and other
members of the committee.

It would require testing for technical knowledge, competence and
ethics, continuing education, and stiffer penalties for misconduct.
The new program would complement existing laws covering tax re-
turn preparation, and extensive rules covering practitioners who
represent taxpayers before the IRS and those who originate elec-
tronic returns.

Because some 80 million taxpayers get help from over a million
tax practitioners in a compact, 10- or 11-week period, adequate
staffing is critically important for effective enforcement.

High-quality tax returns depend on practitioner training and
education, especially given frequent changes in the tax code. The
average H&R Block tax return preparer has over 225 hours of
training, and nearly half have 5 or more years of experience. Over
5,000 are enrolled agents or CPAs. Minimum requirements include
a basic 66-hour tax course, with equal amounts of homework and
a passing grade.

For re-hiring, at least 24 hours of continuing education are re-
quired yearly. We offer 59 advanced courses. Our tax professionals
are also trained on systems, products, policies, and procedures,
which require an additional 20 to 35 hours in class.

We follow a strict code of business conduct, and our electronic re-
turn originators require IRS approval, which may include back-
ground checks and tax compliance verification.

Our tax pros work with state-of-the-art software that checks cal-
culations, theory, and accuracy. Approximately 10,000 diagnostics
help flag items to review and will not let the user file unless identi-
fied errors are corrected. We also utilize a second review by an-
other professional for many tax returns.

With a complex tax code and 16 million returns prepared in our
offices by over 100,000 return preparers, occasional errors are pos-
sible. However, we believe our error rate at that volume level is
small as compared to competitors or other professions. For all cli-
ents, we stand behind the quality of our work and guarantee that
we will pay any interest or penalties if we err.
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Mr. Chairman, while the tax landscape continues to change,
some things remain constant. Our training and compliance culture
remains strong. We assist our clients in determining their correct
tax liability to pay precisely what they owe, no more and no less.

And for over a half century, H&R Block has built its reputation
as a trusted tax and financial advisor to middle America. Our best
practices and code of ethics reflect longstanding commitments to in-
tegrity and professionalism, which we renewed today. Thank you.

The CHAIRMAN. Thank you, Mr. Weinberger.
[The prepared statement of Mr. Weinberger appears in the ap-

pendix.]
The CHAIRMAN. Now, Mr. Degen?

STATEMENT OF FRANCIS X. DEGEN, E.A., PRESIDENT, NA-
TIONAL ASSOCIATION OF ENROLLED AGENTS, WASH-
INGTON, DC

Mr. DEGEN. Thank you, Mr. Chairman. Thank you for asking the
National Association of Enrolled Agents to testify before you today.
We are the premiere organization representing the interests of
46,000 enrolled agents across the country.

Enrolled agents are the only practitioners in whom the IRS di-
rectly attests to competency and ethical behavior.

I would like to suggest how our system of voluntary compliance
is threatened by unlicensed return preparers who, in many in-
stances, we have found to be unscrupulous or incompetent, and,
unfortunately, in far too many cases, both unscrupulous and incom-
petent.

To help remedy this disturbing situation, NAEA urges members
of this committee to take action by reporting out Senator Binga-
man’s bill, S. 832, the Taxpayer Protection and Assistance Act of
2005.

For EAs, who abide by the highest levels of ethical and com-
petency standards in order to live up to the requirements set by
Federal regulation, the competitive disadvantages of the situation
are stark. Time and time again when our members are surveyed,
they relate instances of what we call ‘‘preparer shopping’’ during
the tax season.

Indeed, some taxpayers gather up their tax documents and walk
out because someone right down the street has guaranteed them a
minimum refund, $1,000, $3,000, or even more. Or the taxpayer
wants the preparer to help them incorrectly report expenses or in-
come from rental property, or not report under-the-table income.
The list goes on and on.

As I have stated before at the Committee on Ways and Means,
people drive in excess of the speed limit until they notice the cop.
Then they all observe the speed limit for a while. But when the cop
leaves the beat, speeds begin to creep back up. Mr. Chairman, it
has been too long since the tax cop has been out circulating the
neighborhood is his black-and-white.

While it is easy to focus only on fraud, one must not forget that
preparer incompetence probably causes as much heartache. We all
know that the tax code is quite complicated. Unfortunately, too
many preparers today fail to attain adequate training and edu-
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cation and do not make the investment in time and money to keep
up with the constantly changing tax code.

Mr. Chairman, it is important to place negligence and incom-
petence on an equal footing with intentional fraud when attempt-
ing to understand the magnitude of the non-compliance program
among unregulated preparers. Parenthetically, I think we have
heard some testimony about that today.

NAEA strongly endorses the concept of regulating all paid return
preparers, requiring an initial test for competency, background
checks, annual minimum continuing education requirements, and
compliance with the current Circular 230 ethical standards.

Additionally, the Office of Professional Responsibility needs ade-
quate resources to both enforce the rules and promote all preparers
covered by Circular 230.

After many months of working with the practitioner community,
Senator Bingaman, in concert with both you, Mr. Chairman, and
Senator Baucus and Senator Schumer, has developed thoughtful
legislation that addresses most of these elements.

NAEA has endorsed this legislation as the most comprehensive
road map to address the problem of unregulated preparer non-
compliance. We would urge the committee to report out this piece
of legislation as soon as possible.

Mr. Chairman, before I close I would like to take one minute to
talk about e-services. The e-services product is one of the best and
most useful IRS has launched in recent memory for the practi-
tioner community. NAEA remains troubled that the Agency con-
tinues to predicate e-service access on participation in the e-filing
program.

Clearly, meeting the congressionally mandated 80 percent e-file
participation rate is important to the Agency. At the same time,
using the e-services program to incent e-filing participation without
regard to the specialized services of the practitioner’s best position
to use it—enrolled agents, attorneys, certified public accountants—
is distressing to NAEA members and appears to run counter to the
Service’s commitment to customer service.

The Service’s refusal to open e-services to all Circular 230 practi-
tioners opens the Agency to a criticism I have heard often, namely,
while the IRS has in place a framework that prescribes competency
and ethics and holds EAs, attorneys, and CPAs to a higher stand-
ard, the Agency consistently fails to support its licensed practi-
tioners, fails to distinguished between licensed and unlicensed
practitioners, and fails to promote anything except e-filing.

In closing, Mr. Chairman, we unconditionally endorse Senator
Bingaman’s bill and stand ready to work with you in passing it ex-
peditiously.

As I have said previously while testifying before Congress, most
taxpayers would be astounded to find that, while their barber or
their manicurist is licensed, their tax preparer may not be.

Comparing the down side of a bad haircut to that of an incorrect
tax return, it is time to establish Federal standards to ensure basic
competence and ethical behavior. I thank you, and will take any
questions that you have.

[The prepared statement of Mr. Degen appears in the appendix.]
The CHAIRMAN. Mr. Duncan?
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STATEMENT OF HARLEY DUNCAN, EXECUTIVE DIRECTOR,
FEDERATION OF TAX ADMINISTRATORS, WASHINGTON, DC
Mr. DUNCAN. Thank you, Mr. Chairman, members of the com-

mittee. We appreciate the opportunity to present to you the view-
point of State tax agencies on the issues before this committee.

What I would like to do is to give you a snapshot of State elec-
tronic filing practices and experience, and then address a few se-
lected issues that are before this committee.

In terms of State electronic filing practices and experience, our
States began electronic filing in 1990. At the present time, each of
the 41 States and the District of Columbia that has a broad-based
State income tax provides at least one avenue for the electronic fil-
ing of State income tax returns.

The bulk of those programs operate in a joint Federal/State pro-
gram where either the practitioner or the individual, if they use
third-party software, can file both the State and the Federal return
in a single transmission, and the State information is later made
available to the State tax agency.

In addition to those traditional practitioner and on-line pro-
grams, we have a group of States, 21 States, that provide a direct
Internet filing option, where a taxpayer may, at no charge, interact
with a State website to file his/her State tax return. We also have
10 States that still operate a tele-file program.

State electronic filing has been growing at a rate of about 25 per-
cent per year through 2004. It slowed to 15 percent last year and
is running at about 7.7 percent through March 17 of this year. In
2005, there were 50 million State electronic returns filed.

In terms of the proportion of State returns, some States exceed
60 percent of all their returns received electronically, including
Minnesota and Iowa, and nine others have in excess of 50 percent
of their returns received electronically, I might add, including Mon-
tana.

The mix of electronic returns in 2005 was 75 percent from practi-
tioners, 18 percent using third party on-line software, 4 percent di-
rect Internet filing, and 3 percent through the tele-file programs.

With respect to direct Internet filing programs where a taxpayer
may, at no charge, interact with the State website to file his/her
State return, I would note that we have no position as to whether
a State should do it or should not do it. Rather, they should have
the choice to evaluate their circumstances and determine whether
they would like to.

There are 21 States that now have these filing programs in 2006.
In 2005, they generated about 2 million returns. In several States,
direct Internet-filed returns exceeded 15 percent of all electronic re-
turns, particularly in some of the longer-standing programs, such
as in Pennsylvania, Delaware, and New Mexico.

It has been suggested by some that the direct Internet filing pro-
grams are an inappropriate form of competition with the private
sector and represent a conflict of interest on the part of State tax
agencies. I think for our part, the State tax agencies that offer it
see it differently.

They view it as an extension of their obligation to provide tax
forms and information to the taxpayer that enable them to com-
plete their obligations. They see it as an additional electronic serv-
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ice that they are providing, one of several that they provide, wheth-
er it is electronic payments, account maintenance, on-line help, and
the like.

They see it as simply a matter of moving their business in the
same direction that all other businesses are moving, and in a way
that people expect to interact with business and their government.

If a direct program is considered for the Federal Government,
there are at least several issues that would need to be considered,
not the least of which is the complexity of the Federal return. State
Internet filing sites can eliminate a good bit of that complexity be-
cause of their reliance on a starting point of Federal adjusted gross
income and not considering the calculations behind that.

A word on Free File. Selected members of the Free File Alliance
offer free services in the 21 States that do not operate a direct
Internet filing program. There are generally two to four vendors
that have chosen to offer services to some taxpayers in those
States.

While the States are appreciative of these efforts, there is a con-
cern among the States that complete information on whether a tax-
payer qualifies for a free State return is not easily available to the
taxpayer when they begin the free filing of the Federal return.

Under the current system, one has to go back and forth between
a practitioner’s site and the IRS site to get that. We would argue
that complete information on who qualifies for State and Federal
returns should be available on irs.gov.

The last point I would make, Mr. Chairman, is about electronic
filing mandates. There are 12 States that have those, they have
proven useful in increasing electronic filing, and there is some ex-
perience at the States that would be helpful to the Federal Govern-
ment if you were interested. Thank you very much.

[The prepared statement of Mr. Duncan appears in the appen-
dix.]

The CHAIRMAN. We thank all of you very much for your testi-
mony. We will have 5-minute rounds. I will probably have a couple
rounds of questions I will want to ask.

I will start with you, Mr. Brostek. Your agency uncovered some
things that can result in fines against tax preparers. You had
things come up like improper claims for child-related benefits, some
preparers failing to properly include their identifying information
and signing the returns as required by statute. I think you said
that you are going to take steps of turning this over to the IRS for
IRS follow-up.

Mr. BROSTEK. Yes, we already did.
The CHAIRMAN. All right. You have done that. And so whatever

is done will be the IRS following up with that. All right.
Then maybe to you and your investigators, Paul and Christine,

whoever wants to answer it. The percentage of paid preparers who
failed to include cash income on the returns, of course, is a very
disappointing finding that you had.

Taxpayers need to ensure that they provide their preparers with
correct information to properly calculate the tax liability. But re-
sponsibility also falls on the preparer to perform an income and ex-
pense probe to make sure that everything is considered.
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The preparer is also responsible for correctly reflecting the tax
treatment of the income and expense items, which is, after all, why
they were hired in the first place. If cash income is left off the re-
turns more often than it is included, one has to wonder what the
circumstances were surrounding that omission.

It seems to me the only way this could occur is if the income was
intentionally left off the return, or that the taxpayer and the pre-
parer failed to properly communicate with each other about the in-
come.

So I would like to ask the three of you to tell me a little bit about
the circumstances under which you discussed the income with the
preparers and what the reaction to the income was.

How about you, Ms. Hodakievic. Would you be able to help us in
regard to that?

Ms. HODAKIEVIC. Yes, Mr. Chairman. For consistency and to give
the preparers every opportunity to complete a correct return, if we
had not been prompted to provide the information by the preparer,
in every case we had not been asked up front, we brought it to the
attention of the preparer that we had this side income. In my case,
it was from baby-sitting, in the amount of about $20 a week.

Each preparer responded to that information differently. In one
case, I had a preparer simply stare at me and then ignore the in-
formation and continue preparing my return by answering the
questions for me that he was prompted to by his computer.

On another occasion, I had a preparer tell me outright, ‘‘it’s best
not to report that.’’ Then on another occasion, I had a preparer tell
me that since the amount was below $3,200, there was no require-
ment to report that income.

The CHAIRMAN. One thing that bothers me about the Govern-
ment Accountability Office testimony is that, out of all the nine
preparers that Paul visited in his plumber scenario, no two reached
the same tax liability. In fact, out of all 19 visits, I am told that
only twice was the correct tax liability achieved, and one of those
times was only because the investigator told the preparer to re-do
the return to properly reflect the income and the child-related ben-
efits.

Didn’t any of the preparers, Paul, that you went to perform a
quality review? Didn’t they respond properly to what you were say-
ing, or were they trying to be very evasive?

Mr. DESAULNIERS. Well, of the nine preparers that I visited, one
of them did a review, had a supervisor review it, and I had to come
back and pick up the return the next day. But they are reviewing
the information that was entered into the form, not the information
that was taken from me. So, if the person did not report side in-
come, for instance, there is no way that the reviewer would have
of knowing that.

The CHAIRMAN. Senator Baucus?
Senator BAUCUS. Thank you, Mr. Chairman. I would like to fol-

low up. This is astounding, frankly. I mean, what was it, only 10
percent were prepared correctly? Is that basically what the Agency
came up with?

Mr. BROSTEK. Well, we ended up with two that came up with the
right refund, but they did not necessarily prepare the return cor-
rectly. They made offsetting errors in some cases.
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Senator BAUCUS. So what percent of the returns were prepared
correctly?

Mr. BROSTEK. None.
Senator BAUCUS. None. Is that right? None?
Mr. BROSTEK. That is true.
Senator BAUCUS. None. Out of how many? Nineteen? Is that cor-

rect?
Mr. BROSTEK. Correct.
Senator BAUCUS. Nineteen. None were prepared correctly out of

19.
How did you choose these preparers?
Mr. BROSTEK. Well, we selected one metropolitan area where we

understood that there were many of the nationwide chains located.
Within that metropolitan area, we went to places all over the area,
in large part so we would not be seen going into one store, and
then across the street into the next one. So we were, throughout
the metropolitan area, going to at least two of the same chain with
the same scenario.

Senator BAUCUS. All right. And your returns were fairly ordi-
nary, or were they complicated?

Mr. BROSTEK. Well, we think they were fairly ordinary. We at-
tempted to avoid really complex rules. In the cases where the pre-
parers made some of the more significant errors, in my judgment,
the rule was not difficult to follow at all.

For the Earned Income Credit, your child has to live with you
more than half the year. Whenever we were asked, and in fact, we
would even write down on a piece of paper, one of these children
did not live with us at all during the year, yet the preparer would
record the child as living with us.

Senator BAUCUS. Now, your impression, just being objective
about this. Why were no returns prepared correctly? To what de-
gree is it incompetence and to what degree is it intentional?

Mr. BROSTEK. We do not really know entirely.
Senator BAUCUS. Just your gut guess. I mean, you got a feel

when you walked in there.
Mr. BROSTEK. Let Paul give you an idea.
Senator BAUCUS. Paul, yes, if you could. Just your honest assess-

ment of what you saw, and why.
Mr. DESAULNIERS. Right. Many of them were confident that they

knew what they were doing.
Senator BAUCUS. They were confident.
Mr. DESAULNIERS. Confident.
Senator BAUCUS. Competent?
Mr. DESAULNIERS. No, I did not say that. Confident.
Senator BAUCUS. Confident, with an ‘‘F.’’
Mr. DESAULNIERS. With an ‘‘F.’’ They were confident as they took

the information from me. And some of them were, it appeared,
knowledgeable, but there were also a few that—myself, I am not
that familiar with preparing taxes, and I quickly discovered that
they were asking me questions that they should already have
known I was not entitled to.

For instance, child care. Once they found out that my wife did
not work, there should not be any more questions, but they contin-
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ued to ask questions as if they were going to take a deduction for
child care.

Senator BAUCUS. Did you run into situations where there should
have been side income, side cash that should have been reported?

Mr. DESAULNIERS. Yes. In each instance, they either asked me or
I offered to them that I had side income. Four of the nine people
that I met with recommended that I not report the income.

Senator BAUCUS. Was that a recommendation in the sense that
you do not have to, or that maybe you should if you can maybe get
away with it?

Mr. DESAULNIERS. Right.
Senator BAUCUS. Which was it?
Mr. DESAULNIERS. That it was unnecessary to report it. I would

say two of them said it was unnecessary, the others said you do
not need to report it.

Senator BAUCUS. All right.
Mr. DESAULNIERS. Some said, there is no law requiring me to re-

port it, and other ones said it was my choice, but they would rec-
ommend that it not be reported.

Senator BAUCUS. So some of it was incompetence. Was it all in-
competence or was there also some ulterior motive, do you think?

Mr. DESAULNIERS. Well, I would have to think that they would
know that side income should be reported.

Senator BAUCUS. That is pretty common knowledge, is it not?
Mr. DESAULNIERS. I do not prepare taxes, but I would think it

would have to be reported.
Senator BAUCUS. Yes.
Ms. Hodakievic, your impression as to what is going on here.

How much is incompetence and how much is more than incom-
petence? That is, how much is failure to prepare returns accu-
rately?

Ms. HODAKIEVIC. In terms of the failure to report the side in-
come, I believe in a couple cases it may have been due to their de-
sire to expedite the process. It was easier and faster to complete
the tax return by not going back and then once again including the
income.

In other cases, from their responses, I can only assume it is in-
competence, given the information that I provided and the reasons
they said not to include the income. I failed to mention earlier, in
one of the scenarios, a tax preparer asked me if I had the Social
Security information for the persons who had paid me for baby-
sitting.

And when I told them that I did not, they told me I was not able
to report that income because I needed their Social Security num-
bers to be able to do so. So from what I know now, and after seeing
the returns that they had prepared, a large percent was incom-
petence there.

Senator BAUCUS. I will have more questions. My time has ex-
pired.

The CHAIRMAN. Senator Wyden, then Senator Bunning.
Senator WYDEN. Thank you, Mr. Chairman.
Ms. Olson, your annual report to Congress recommends as one

of the core principles for tax reform that ‘‘the tax laws should be
simple enough so that taxpayers can prepare their own returns
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without professional help, simple enough so that taxpayers can
compute their liabilities on a single form, and simple enough so
that IRS telephone assisters can fully and accurately answer tax-
payers’ questions.’’

Now, I have introduced S. 1927, the Fair Flat Tax Act, that does
exactly what your core principles call for. In fact, my legislation in-
cludes a 1-page, 30-line 1040 form. I filled it out myself for my own
return in a half an hour.

Recently, the folks at Money magazine took my proposal, and the
fellow called back and said he did his, using my form, in 15 min-
utes. Would you not agree that having the kind of simplified tax
system we would have under my legislation would achieve your
core principles for tax reform?

Ms. OLSON. Well, sir, I would have to agree that any form that
you are able to fill out in that amount of time would meet my core
principles. In saying that, I stay scrupulously clear of any issues
of tax policy and setting rates and things like that.

Senator WYDEN. With respect to your views and Mr. Brostek’s,
if the tax code were reformed along the lines Ms. Olson rec-
ommends so that people could fill it out on one piece of paper,
something my bill does—others have offered the same thing—
would it not be possible for taxpayers to save a significant amount
of time and a substantial amount of money compared to what is
happening today? For you, Ms. Olson, and you, Mr. Brostek.

Ms. OLSON. Yes. Even if people insisted on going to preparers,
as they do for the simplest returns, it would eliminate some of the
mistakes, one would hope, that we are hearing about today.

Senator WYDEN. Mr. Brostek?
Mr. BROSTEK. Yes. I would agree that if we were able to have

a much simpler form, it should decrease the amount of record keep-
ing that people need to do, the amount of time they need to spend
to complete the return, and would likely reduce the number of peo-
ple who go to pay someone to do their return.

Senator WYDEN. Would it not be correct that a simplified system
could save taxpayers billions of dollars and hundreds of millions of
hours of time? I base this on the comments made by Mr. Rossotti,
who served on the President’s commission.

The new Tax Foundation report has figures that are substan-
tially higher than Mr. Rossotti’s. The new report says that the
$265.1 billion tax compliance cost is greater than the revenue of
Wal-Mart, the largest company in America.

So would the proposal that I am advocating and the core prin-
ciples that you are talking about, Ms. Olson, not save taxpayers bil-
lions of dollars and hundreds of millions of hours of time?

Ms. OLSON. Yes, sir. And it would also save the IRS, and that
would, in return, save taxpayers millions of dollars, at least.

Senator WYDEN. Mr. Brostek?
Mr. BROSTEK. I think that is a reasonable conclusion, that it

would save both the taxpayers and IRS.
Senator WYDEN. One of the most alarming parts of the new

study by the Tax Foundation indicates that the cost of tax compli-
ance ranged from 14 to 16 cents per dollar of tax collected during
the 1990s, but in 2002, the cost of compliance soared to almost 22
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cents per dollar of tax collected, and it has stayed between 22 and
24 cents per dollar collected in the past 3 years.

So the cost per dollar of tax collected is about 50 percent higher
than it was 10 years ago. For you, Ms. Olson, and you, Mr.
Brostek, why have the costs of tax compliance soared just in the
last couple of years?

Ms. OLSON. Well, let us just look at the education provisions. The
number of education provisions that we have has soared, and tax-
payers have to keep records for that and they have to spend time
figuring out which one is the right one for them. You multiply that
by many of the other provisions that we have in the code today.

Mr. BROSTEK. I do not know precisely why the costs would have
been going up recently. We did do some work last year, reporting
on the number of tax expenditures, special provisions in the code
that reduce people’s taxes. Those have risen steadily since 1974.
They have risen in the last couple of years at a steeper rate. The
tax provisions affect individuals far more than corporations.

Most of these tax expenditures affect individual taxpayers, and
thus, all of the 130-plus million people who are paying taxes have
to take those into account, in some sense, generally, when they are
doing their returns.

Senator WYDEN. My time is up. But I think this alone, Mr.
Chairman and colleagues, ought to be a wake-up call for bipartisan
tax reform. The fact that the cost of tax compliance has soared just
since the year 2000 makes the case, in my view, for us getting to
work on a bipartisan basis. The Chairman knows that I am inter-
ested in pursuing my bill. I think there are a variety of other ap-
proaches that would make sense as well.

But if Ronald Reagan, Bill Bradley, Dan Rostenkowski and Bob
Packwood could get it done in 1986, I think 20 years later we can
do it again. I look forward to talking to these able people at the
witness table about that, and you and Senator Bunning as well.
Thank you, Mr. Chairman.

The CHAIRMAN. Senator Bunning?
Senator BUNNING. Thank you, Mr. Chairman.
Twelve years ago in the Ways and Means Committee, we did

something similar. We handed out 25 tax returns with exactly—ex-
actly—the same set of circumstances. And guess what? We got 25
different results on the tax liability on those returns. This is 1994,
1995—somewhere in there—when we did it. Now it is even more
complicated because we have added new and changing things to
the tax code.

And we talked about doing exactly what my good colleague from
Oregon said, simplifying the tax code, making a flat tax, or sales
tax, or whatever, and no one could come to a conclusion at that
time.

So I am going to ask the GAO, I was particularly troubled that
side income was often not reported, despite the preparers being
told that side income existed. I realize that this requires some spec-
ulation on their part, but did the investigators get the feeling that
it was a preparer mistake or did they feel that the preparer was
deliberately under-reporting the income?
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Mr. DESAULNIERS. In one case, I had a preparer that I told about
side income, and her response was to wave her hands and tell me,
no, you do not want to report that.

Senator BUNNING. Not knowing the law that it has to be re-
ported.

Mr. DESAULNIERS. I do not think it was a question of her not
knowing the law. I think she was trying to——

Senator BUNNING. Hurry you through the process?
Mr. DESAULNIERS. No. I think she was trying to increase my re-

fund.
Senator BUNNING. All right.
Mr. Weinberger, you said that your company pays penalties and

interest for your customers if there was a mistake in their return.
How often has your company been called on to do that?

Mr. WEINBERGER. I do not have the data, but I would be happy
to try to get it.

Senator BUNNING. Would you please furnish that for us?
[The information appears in the appendix.]
Senator BUNNING. Do you know what percentage of your cus-

tomers get audited by the IRS?
Mr. WEINBERGER. No, because they would not necessarily all call

it to our attention. But generally the audit rates are 1 percent or
less throughout the tax system.

Senator BUNNING. Mr. Degen, can you explain for us what types
of qualifications enrolled agents must have?

Mr. DEGEN. Well, Senator, in order to become an enrolled agent,
if this answers your question, there are two paths that you can
take. One path is to have worked for the Internal Revenue Service
for 5 years in a capacity that interprets the Internal Revenue Code,
typically a revenue agent or a revenue officer.

Senator BUNNING. Someone with a green shade who sits and au-
dits your return?

Mr. DEGEN. Right. Exactly.
Senator BUNNING. All right.
Mr. DEGEN. And the second way is for an individual such as my-

self, who did not work for the Internal Revenue Service, to pass
what is called the Special Enrollment Examination. This, up to the
current time, has been a 2-day, 11-hour examination which basi-
cally tests your knowledge of the Internal Revenue Code.

What it allows you to do is to represent taxpayers in dealing be-
fore the IRS. So you can represent taxpayers in examination, in
collections, and at the appeals level. The intent of the exam is to
make sure that you are proficient so that when you deal with the
IRS you can ably serve your clients.

Senator BUNNING. And it is your recommendation in your writ-
ten testimony that all paid return preparers should be regulated.

Mr. DEGEN. Yes.
Senator BUNNING. Is that correct?
Mr. DEGEN. Yes. I am not advocating that they all become en-

rolled agents. I think that is a far step right now. But, yes.
Senator BUNNING. But anybody you pay should be regulated.
Mr. DEGEN. Anyone you pay. Right. There needs to be oversight.

I think that is the key to it. We have a system in place already
in the Office of Professional Responsibility. They do oversight, but
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only on enrolled agents, certified public accountants, and attorneys.
Basically, what we would propose is that oversight be expanded,
and let them look at all tax preparers and regulate them.

Senator BUNNING. Mr. Weinberger, would you like to comment
on that recommendation?

Mr. WEINBERGER. Well, we do favor testing and certification.
Whether the program would be administered under Circular 230 by
that office or administered elsewhere, for example, joined to the
Administration of Electronic Return Originators, as the IRS in-
creasingly moves to electronic filing, is something I think needs to
yet be determined.

But the thing to point out, I think, also with respect to enrolled
agents, is their credential primarily relates to representing tax-
payers before the IRS, and 99 percent of taxpayers do not have
post-filing disputes with the IRS. So while they are qualified——

Senator BUNNING. Do you feel that is because they are so well
represented, or do you feel that the IRS just does not have the
manpower to audit that many returns?

Mr. WEINBERGER. Maybe a combination, but certainly the latter
is the case.

Senator BUNNING. All right. Thank you. My time has expired.
The CHAIRMAN. Thank you very much, Senator Bunning.
I am going to turn to Ms. Olson. There has been a lot of press

lately regarding the disclosure of taxpayer information. The IRS re-
leased proposed regulations under section 7216 that many privacy
advocates fear will open the door for the sale of tax information by
preparers. The IRS’s goal in rewriting the regulation was actually
to tighten the disclosure rules and update them for today’s elec-
tronic age.

As Taxpayer Advocate, I would like to have your perspective on
the proposed regulation and your position on what is a correct solu-
tion.

Ms. OLSON. All right. First of all, the world is wide open right
now for the disclosure and sale of taxpayer information by the pre-
parer. Under current regulations, there is no hindrance to disclo-
sure of that information being disclosed to third parties, sold to
third parties, and those third parties can re-disclose that informa-
tion to anyone.

It was precisely that wide-open nature that drove me to want the
current regulations to be revised so that taxpayers had to be spe-
cifically told that that might happen, that that could possibly hap-
pen, and that they had to understand that before they consented,
and that there would be a limit on the period of time in which any
consent the taxpayers gave would run. Under the current regula-
tions, it is, again, wide open. That consent stands for ever, and
ever, and ever, and ever, and ever.

So I think the regulations did a very good job in trying to tamp
down and control some of what I consider the very wide-open provi-
sions of the current regulations. Having said that, I think if I had
had my druthers, I would have probably eliminated the disclosure
language entirely, because I think that that is so wide open.

I would have limited taxpayer consent to use, and maybe some
very limited disclosure, only in the context of tax return purposes,
in connection with tax return preparation, so that we did not get
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people disclosing it to used car salesmen and all these other uses
that we are seeing, but that it serves some tax administration pur-
poses. So, I think that is where I would have gone if we had to go
back to the drawing board, or actually, frankly, if you wanted to
review 7216 statutorily.

The CHAIRMAN. Thank you very much.
I am going to move on to Mr. DuMars. It is my understanding

that you are very supportive of the status quo in terms of electronic
filing. So as a committee, we are interested in getting your view
on direct Internet filing at the Federal level.

Does the IRS support Direct I-File or the development of elec-
tronic portals? Do you believe that Direct I-File is a service that
should be provided by the government to the taxpayer? Assuming
that I-File is desirable, what are the key issues that Congress
should keep in mind in drafting the enabling legislation?

Mr. DUMARS. Well, I think that the Free File program actually
works very well, and it works very well at a very low cost. Lit-
erally, in my organization we only have a very minimal number of
full-time employees who actually have to manage it. To consider
something at a much broader development is going to be very ex-
pensive, very time-consuming, and probably require significant re-
sources and investment.

The other thing that has occurred, and I think this is something
from what happened over the last couple of years, is the guidance
from the Senate and the Congress on this, especially when we were
in the negotiations, the amendment that occurred right at the end
of the last two weeks of the negotiations with this current agree-
ment pretty clearly stated that we were to work with the industry
and comply with the Free File Alliance agreement that we came up
with.

So, those are some of the things that, when we looked at what
would be the right way, and then also going back to RRA 1998,
where it states that we should be working with industry to come
up with a solution in the space—those are the things we looked at
with regards to this.

The other thing just to think about when you are looking at what
solutions might we consider, one advantage of the Free File Alli-
ance is there are 20 members of that alliance currently today, and
that actually will fluctuate over time as new companies come on
board, and so on.

That actually provides a lot of innovation and development in
this space, especially with, as many people have said here, the com-
plexity of the tax code.

One thing we have to realize with Free File or any type of an
electronic software package, is what it is doing is hiding the forms
from the taxpayer. It is doing that to try to simplify it, to make
it easier for them to understand their obligation. So, those are the
things that we kind of take into consideration as we look at this.

I would be concerned about a one-size-fits-all type solution that
we would come up with and how that would actually meet the
needs of a taxpayer versus the 20 solutions that we have today,
where they get very specific on the taxpayer needs.

The CHAIRMAN. All right.
Senator Baucus, then Senator Bunning.
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Senator BAUCUS. Mr. DuMars, I do not quite understand this. A
person can deal directly with his or her paper return. Kitchen
table. Fill out the return. I have done this. Kitchen table. Fill out
the tax return and just send it in.

Yet, I cannot do that electronically today. Why? What is the dif-
ference? Why do I have to deal with a preparer if I file electroni-
cally, and do not have to deal with a preparer if I file a paper re-
turn? What is the difference?

Mr. DUMARS. I think it is kind of having this understanding of
how the system has actually been developed. Remember, this is the
20th year of e-file, so we are sitting on a system that is literally
20 years old, that was developed for bringing in batch processing
of returns in bulk from the different organizations that deliver
those returns. It was not designed specifically for a direct interface
on a one-to-one basis. That requires significant enhancements.

Senator BAUCUS. No. I am sorry. You are not answering my
question. My question is, what theoretical difference is there? I do
not care what has happened historically. What theoretical dif-
ference is there between my filing a paper return directly with IRS,
fill it out, envelope, address it, put my stamp on it, mail it in?

Mr. DUMARS. So you are talking, from a process perspective.
Senator BAUCUS. Yes. Why should I, from a process perspective,

not be able to do that?
Mr. DUMARS. All right.
Senator BAUCUS. Why can I not just go on the computer, access

the IRS site, and IRS sends back to me my return electronically.
It is all electronic, on my computer screen. IRS then asks certain
questions, which prompts my responses. I just fill it out and just
send it in directly. Push a button, ‘‘return,’’ and off it goes to IRS,
just like I send my paper return in. What is the difference? Should
there be a difference?

Mr. DUMARS. Should there be a difference?
Senator BAUCUS. Let me ask more precisely. Why should I not

be able to file directly an electronic return, just as I am now able
to file directly a paper return?

Mr. DUMARS. So are you asking the question from a policy per-
spective or technological perspective?

Senator BAUCUS. Either one.
Mr. DUMARS. Either one. From a policy perspective, it has been

made clear to my——
Senator BAUCUS. No. I am not going down that road.
Mr. DUMARS. All right. All right.
Senator BAUCUS. I will get to that later.
Mr. DUMARS. All right.
Senator BAUCUS. I am going directly just from a technical con-

cern or from a philosophical point of view.
Mr. DUMARS. All right.
Senator BAUCUS. From a policy point of view. Forget legislation.

Assume there is no legislation on this issue whatsoever. Let us as-
sume you have made no agreement with the Free File Alliance. Put
that all aside for a moment, just starting fresh.

Mr. DUMARS. All right. From a technological perspective.
Senator BAUCUS. Yes.
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Mr. DUMARS. It would require significant investment and signifi-
cant development to make a system like that work. You have to un-
derstand, with today’s environment, we actually have processes
where the returns go to a software preparer, and even in the pre-
parer’s space, it goes to the same place.

Then they batch them up and they send them to us in large bulk.
If we were to take them directly, we would have to have the capa-
bility of taking millions of returns in a day directly through an
interface.

We would actually have to go through significant amounts of de-
velopment to make that occur. Just from a purely technological
perspective, it would require significant investment.

If you look at how much investment, the software industry today
just does it for their small slices of this market. You would prob-
ably have to multiply that at a much higher level just for us to do
it as well. It would require a large investment.

Senator BAUCUS. Has IRS done a study on this to determine
what it would cost, what it would be?

Mr. DUMARS. I do not think we have done one in a while.
Senator BAUCUS. Any reason why you have not?
Mr. DUMARS. I think at this point because of the current system,

the current way we are set up. I think, if this is something you
want us to look at, this is something we could look at.

Senator BAUCUS. Some States do this.
Mr. DUMARS. At a significantly lower volume than what we

would have to deal with.
Senator BAUCUS. All right. We will take it up later, that is, how

you go about doing all this.
Here is my problem. I think, honestly, most preparers are pre-

parers for one reason: they want to make money. Nobody is a pre-
parer altruistically, out of the goodness of his heart. It just does not
work that way, I do not think. That is the only way they make
money.

So many preparers charge so many additional fees, so many dif-
ferent services ancillary to preparing a return, and I have to think
they do that because they want to make money.

For example, one preparer in the Free File Alliance urges tax-
payers to go out and drum up more business for the preparer and
you get $20, $40 per return. It is a business. It is to get more busi-
ness.

Then there are the anticipation loans charging usurious rates. I
have heard rates up to 150 percent, 200 percent. Then there is the
question of tax return information going to someone else, to a
banker, for example, a credit card company, whatnot, all done by
preparers.

I have to think—and I will let Mr. Weinberger address this—that
the primary reason anybody is a preparer is to earn some income
for the preparer or for the company. That is why they are there.

I doubt seriously whether any preparer would do this, again, to-
tally altruistically, out of the goodness of his heart, and lose money
as a consequence. By definition, they would have to lose money, be-
cause time is money, by taking the time with a taxpayer where
that time could be spent elsewhere.
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Mr. Weinberger, is it not true that H&R Block likes to earn in-
come?

Mr. WEINBERGER. It is, Senator. But I would also point out that
the seasonal tax return preparers whom we hire are often retirees
or housewives. It is probably hard to get rich preparing tax returns
in that environment.

I think a lot of those individuals derive considerable psychic ben-
efit from helping their fellow citizens comply with their tax respon-
sibilities, and from the gratification they get in seeing people im-
prove their financial circumstances as a result of the advice that
they gave.

Senator BAUCUS. So, you pay preparers. That is a cost to the
company, to pay preparers. What do you get out of that? What in-
come do you get? What income does H&R Block receive in the prep-
aration business?

Mr. WEINBERGER. Well, we derive income from the fees that are
paid.

Senator BAUCUS. Correct. Fees paid. Now, what about the whole
list? GAO has this whole list of side fees that are charged. Are you
saying GAO is incorrect in their analysis?

Mr. WEINBERGER. Well, I have not read the GAO report, so I can-
not comment. But we do offer additional products and services, as
a convenience to our customer and as a profit-making enterprise
for the company. No one is required to take any of those products
unless he or she feels that it might——

Senator BAUCUS. Right. But there is a person in my office who
went through one of the preparers in the Free File Alliance. What
happened? Well, she went through it. Midway through, for an addi-
tional $25, you can get an upgrade. She did not want an upgrade,
she just wanted a return. It was blocked. She could not get any-
where because she did not want to pay $25 additional for an up-
grade.

There are so many additional fees in the fine print at large here,
and it is just bothersome. It feels like people are getting taken for
a ride, often, when they try to fill these out.

Mr. WEINBERGER. Well, Senator, in the Free File Alliance, it is
a bedrock principle that a citizen should be able to file a Federal
income tax return without any cost, without any charge, and the
service cannot be conditioned on purchasing any other product or
service. The opportunities may exist, but there is no requirement
that anyone take those products or services.

Senator BAUCUS. It just intuitively, at a gut level, bothers me
that a person cannot deal directly with IRS, but has to go through
a middleman. Has to. Has to, if you file an electronic return. Has
to. I have no choice.

If I want to file electronically, I have to go through a middle per-
son. It just seems wrong to me that I cannot just go directly to the
IRS website if I want to—I am not required to, but if I want to—
and file a return directly.

I just think that too often, to be honest about it, the tax prepara-
tion business does not want the IRS to offer true free tax filing be-
cause the tax preparation business wants to make money. That is
the honest answer here.
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There may be a technical reason, but the real reason is, the in-
dustry goes to the IRS and says, no, we want to sign a contract
with you prohibiting taxpayers from filing directly, and the real
reason is, most people sign contracts because they want their busi-
ness to make something out of it. That just bothers me, personally.

The CHAIRMAN. Senator Bunning?
Senator BUNNING. Thank you, Mr. Chairman.
Mr. DuMars, you indicated in your written testimony that re-

turns filed through Free File are down nearly 21 percent, while
overall the number of returns filed electronically are up about 2
percent. Do you attribute this situation entirely to the changed in-
come limitations on Free File or do you think there are other fac-
tors contributing to this trend?

Mr. DUMARS. I think there are additional factors.
Senator BUNNING. For instance?
Mr. DUMARS. For instance, last year when Free File launched in

January, we had front-page articles about the Free File program.
Particularly, there was one in USA Today, right on the front page.
You could not buy that coverage. That was the most outstanding
coverage. We had a bump in millions of returns to the program be-
cause of that.

This year, the best story we have gotten of any stories has been
a page 3 ‘‘Business Section’’ story, usually just a couple of para-
graphs. It is a big difference between a front-page USA Today
story, which then ripples out throughout the Nation, to just having
it on page 3.

The problem is, it is becoming an old story. This is the fourth
year of the program. There is no new news, other than there was
some limitation. The limitation probably has some contribution to
that, but really, all the publicity we got last year really drove it up
significantly more than we expected.

Senator BUNNING. You also indicated that reaching the goal of 80
percent of returns filed electronically by 2007 will not be attained.
What does the IRS project that the percentage will likely be in
2007?

Mr. DUMARS. I do not have the exact numbers, but we are prob-
ably going to be closing in on 60 percent. We will get closer to that
by 2007.

Senator BUNNING. Rather than 80.
Mr. DUMARS. Rather than 80, on individual returns.
Senator BUNNING. Is there anything that is slowing down the

ability to reach the 80-percent goal, or do you think it was just set
too high to begin with?

Mr. DUMARS. I think at the time the goal was set, it was actually
a good thing to set it as high as it was, because I think it helped
drive us in that direction. I think to set very ambitious goals is ac-
tually positive for us, and it makes us focus and drive that way.
We are continuing to try to do everything we can to get as high
as possible by 2007 on the individual returns.

We are also pushing as hard as we can on the business returns
as well. Actually, I think we are seeing their pent-up demand. We
just did not have the software out and available until the last cou-
ple of years. So, actually, those two sides of it are moving about
as well as we could expect.
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Senator BUNNING. When do you think we will reach 80 percent?
Mr. DUMARS. The projections are showing somewhere in the

2010 to 2011 time frame. But it is hard to know.
Senator BUNNING. So you are suggesting we move the time

frame?
Mr. DUMARS. I would not do it just yet. Let us keep pushing. Let

us keep pushing as hard as possible.
Senator BUNNING. But it is easier to do it up front than it is in

a crisis situation where you cannot get to the goal, and all of a sud-
den you say, oh, my God, we are not going to make it, you have
to change it.

Mr. DUMARS. Yes. I do like the pressure, though.
Senator BUNNING. Yes. Well, maybe this group up here at this

table does not.
Mr. DUMARS. All right.
Senator BUNNING. We have enough pressure on other things. For

instance, immigration.
Mr. Weinberger, you indicated that the do-it-yourself tax prepa-

ration with software is growing quite a bit, but that the majority
of e-filers returns are completed by paid and volunteer return pre-
parers. Can you give us an idea of what types of taxpayers choose
one versus the other?

Mr. WEINBERGER. Well, often it is taxpayers who have more com-
plicated returns who seek a return preparer, although in some
cases it may be a 1040-A filer who takes the Earned Income Tax
Credit. The Taxpayer Advocate, in numerous reports, has pointed
out that that highly beneficial program is also a very complex pro-
gram to administer.

Senator BUNNING. Are there demographic groups that would
tend to use the do-it-yourself software, while other groups tend to
use paid preparers?

Mr. WEINBERGER. Yes. I think there are studies on that, but I
am not conversant with them.

Senator BUNNING. Is your firm?
Mr. WEINBERGER. Yes. I would be happy to provide that.
Senator BUNNING. Can you furnish that information to us?
Mr. WEINBERGER. Yes, sir.
[The information appears in the appendix.]
Senator BUNNING. That is all the time I have, Mr. Chairman.
The CHAIRMAN. Thank you. I just have a couple of questions to

ask.
I am going to go to Mr. Weinberger. The tax software prepara-

tion industry continues to lobby actively against permitting the IRS
to develop an Internet portal and means by which American tax-
payers could file their returns electronically without using software
developed by the industry.

At this point, it seems that the industry should be sufficiently
mature in its development that it would focus on value-added serv-
ices. It also seems that the Federal Government should regard the
offering of direct Internet filing just as States do, and as you have
heard Senator Baucus refer to.

For the purpose of this discussion, I would like to set aside the
notion of return-free filing and focus your responses exclusively
upon direct Internet filing.
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Do you view the IRS’s development of a portal in which tax-
payers could merely use fillable forms and blank screens, including
basic computational calculators for common, but difficult issues like
the Earned Income Credit, AMT, and taxation of Social Security
benefits as a conflict of interest or inappropriate competition to the
private sector?

Does your response change if the system is more interactive, not
simply fillable forms? Do you have any recommendations on how
the government could partner with the private sector on these ini-
tiatives?

Mr. WEINBERGER. Well, that is a complex question with lots of
parts. Let me take a few of them. I do not know that the tax soft-
ware industry has weighed in against a direct filing portal. As Mr.
DuMars has testified, there are a number of technical issues em-
bedded in the way in which, historically, the IRS has developed its
systems.

I think there was also a GAO report, in about 1997, as I recall,
about a cyber-file program that the IRS was exploring at the time
that found significant security issues related to the program. I
think possibly for that, or cost reasons, the exploration was pulled
back.

As a private-sector company, we prefer not to have competition
from the Federal Government in terms of the Federal Government
preparing tax returns for individuals, and we do feel that there can
be a conflict of interest in terms of how a return is prepared in
gray areas. That is why many tax clients come to a paid preparer,
for counsel, and also to have someone on their side in terms of
dealing with the government.

Those are issues that have to be weighed carefully by Congress
in the balance in terms of both cost, in terms of policy, in terms
of whether the preparation of a tax return is a core governmental
function.

Mr. DuMars has testified that the administration view is that it
is not a core governmental function, but certainly I would view en-
forcement of the tax code and collection of taxes as a core govern-
mental function.

So, there is a distinction in terms of what the government can
do best and what the private sector can do best. Through the last
10 presidents, beginning with President Eisenhower, it has been
the policy of the U.S. Government not to compete with its citizens,
except in those instances where the private sector cannot perform
the function well.

That was embedded in OMB Circular A–76 and was an impor-
tant factor, I think, in the government’s willingness to agree with
the private sector to form this unusual private/public partnership,
which is the Free File Alliance.

The CHAIRMAN. All right.
My last question is for Mr. DuMars. If we would decide that it

would be appropriate to develop a means of electronic filing via the
IRS at the Federal level, do you think it would be possible to de-
velop a partnership with the States?

What issues should be considered to ensure that taxpayers would
be able to undertake a coordinated filing effort at the Federal and
State level, especially given that the States are so far out ahead
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of the Federal Government? I think we have 21 States providing
some form of direct electronic filing for their constituents.

Mr. DUMARS. I think the one thing to know on the State issues
is we have been making progress, actually working with the Free
File Alliance, on adding more State capabilities over time.

That is one of the things we do after each filing season: we re-
view that process, try to work on that and see what we can do to
bring them in to work with the Free File Alliance and make it
available through the Alliance membership. Today, there are three
members who offer free State returns. We are looking at possibly
others in the future.

The one thing that the Free File Alliance has been open to is
meeting with the States directly to work on solving that problem,
which is very much a lower-cost solution, something we can put in
place relatively quickly.

The one thing I think we need to consider is, what are the trade-
offs we would have to make in investments on our back-end proc-
essing versus something like this where this is going to be a very
expensive endeavor? I think that is the one thing.

We still have a lot of work and there are a lot of challenges in
our back-end processing, and we see some of those challenges every
day during the filing season. Where do we go with our moderniza-
tion program, especially around e-file itself?

We have gone into the business returns. We need to move into
the individual space. That is going to require significant invest-
ment, and that is going to provide a lot of benefit to taxpayers once
it is done. So, those are the issues that worry me; what do we take
away from to do something like this? That is the thing I think we
need to consider.

The CHAIRMAN. Senator Baucus, do you have another question?
Senator BAUCUS. I am just curious. Do corporations file electroni-

cally today directly with the IRS?
Mr. DUMARS. Some do.
Senator BAUCUS. Can you characterize which do?
Mr. DUMARS. The very largest, typically the top 50 of the very

large corporations. Actually, some have developed their own soft-
ware, for instance, and they will submit in the very largest returns
that we receive directly.

Senator BAUCUS. Can a corporation, if it wants to, file directly?
Mr. DUMARS. By developing their own software?
Senator BAUCUS. Yes. Let us go to the other end. Let us say that

I am a closely-held corporation, a Sub S corporation. Can I go di-
rectly to irs.gov and file directly?

Mr. DUMARS. Not to irs.gov. What they have done is, the ones
who are doing it have purchased software, and then with that soft-
ware they have asked for direct access. Those are also very large
corporations. Or they have developed their own software and they
have worked with us to develop a link into us. It does not go
through irs.gov, it goes through our registry user portal, or e-serv-
ices area.

Senator BAUCUS. Right. But say I am a corporation. Do I have
to hire a preparer if I file electronically?

Mr. DUMARS. Do you have to hire——
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Senator BAUCUS. Do I have to go through a preparer? Today, as
an individual, filing an individual return, I have to go through a
preparer if I am going to file electronically.

Mr. DUMARS. Or buy a software package.
Senator BAUCUS. Or buy a software package.
Mr. DUMARS. Right. The vast majority of large corporations will

buy a software package. They use a ‘‘preparer,’’ which is usually a
major CPA firm. Then there are a few that want to be able to file
directly using either the software they spent a significant invest-
ment to build themselves, or software that they spent a significant
investment to purchase.

Senator BAUCUS. But corporations may file directly with irs.gov.
Mr. DUMARS. Right, under this process.
Senator BAUCUS. Although individuals cannot.
Mr. DUMARS. Right. This is the back-end processing part I was

speaking about. This is the newest part of our modernized e-file
program for the business returns.

Senator BAUCUS. So, Mr. Weinberger, what is the theoretical dif-
ference between corporations versus individuals and whether or not
IRS is competing with the private sector, or whether there is a bias
against the taxpayer? On the one hand, corporations can file di-
rectly, individuals cannot.

Your response, I took it, was generally in the context of, pre-
parers should not compete with Uncle Sam. Second, preparers are
really in the business to help the taxpayer. Preparers are on the
taxpayers’ side against the government. Those are the two basic
answers you gave. So my question is to what degree those two
basic answers also apply to corporate returns.

Mr. WEINBERGER. Well, I am not familiar enough, I think, with
the corporate return filing setting. I would point out, though, the
IRS derives considerable benefit from competitive market forces
and the private software industry creating innovative products and
being at the cutting edge technologically in terms of what they are
producing, and finding new ways to assist taxpayers in easing the
burden of tax filing. I think that has some considerable advantages
over a one-size-fits-all model, which also has some considerable se-
curity risks.

Senator BAUCUS. Well, let us just probe that a little bit. If I buy
Turbo Tax, for example, that is kind of a one-size-fits-all. Turbo
Tax markets to a lot of different individuals.

Why can the IRS not then contract out with software companies,
software development companies, to develop—put out for competi-
tive bid, different developers have different products, different
ways of doing things.

IRS could then select the best, or a series of several, for example,
and still that enables me as a taxpayer to file directly with the IRS
if I want to. I just do not like paying all these additional fees,
frankly. I do not like all the stuff I have to go through as a tax-
payer when I deal with a preparer. I want to just deal directly.

So why should the government not take advantage of the free en-
terprise creative juices of the software development industry and
purchase software so that IRS can then set up a website where I
can file?
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Mr. WEINBERGER. Well, if the government picked a winner, so to
speak, in that competition and made it a sole-source provider and
the rest of the software industry withered, the government would
lose the competitive pressures which lead to innovation.

Senator BAUCUS. Well, wait a minute. That is not a fair answer.
You are assuming in your answer by saying if you sole-source there
would be a lock on it. Look at the defense industry. The defense
industry wants to spread out a little bit so there is not a lock, for
good reasons. Why would the same not apply here? I am talking
about DoD.

Mr. WEINBERGER. Yes. In terms of your hypothetical, I was mak-
ing an assumption, and that was that the government would select
one software company to be its provider.

Senator BAUCUS. Or several, I said.
Mr. WEINBERGER. In that model, I think it would reduce innova-

tion, but it would preserve some element of it.
Senator BAUCUS. All right.
Now, again, my favorite example of a paper return. Does your

reason for preparers apply equally to paper returns as it does to
electronic filing? Your answer, or your response was, well, to be on
the side of the taxpayer. Are you saying, therefore, I should not be
able to file a paper return directly, that I should have to go
through a preparer? Are you saying that?

Mr. WEINBERGER. No.
Senator BAUCUS. Then why should I have to go through a pre-

parer to file electronically?
Mr. WEINBERGER. That is the current IRS rule.
Senator BAUCUS. No, no. I am asking the policy reason. What is

the policy reason?
Mr. WEINBERGER. Policy reason? There is no policy reason. I

think that you could very well have the government permit direct
filing. I think that there are a number of technical issues and secu-
rity issues related to it, and cost issues.

Senator BAUCUS. But from a policy perspective, you see no dif-
ference?

Mr. WEINBERGER. No.
Senator BAUCUS. Thank you.
Mr. WEINBERGER. But I may think of one. [Laughter.]
Senator BAUCUS. You may. I suspect you will.
Mr. WEINBERGER. All right.
Senator BAUCUS. And you can raise your hand if you come up

with one. [Laughter.]
Mr. DuMars, just briefly, if I might.
The CHAIRMAN. Go ahead.
Senator BAUCUS. Thank you.
My question is, what is the IRS doing about the problem that

GAO just reported? I mean, that sounds pretty dramatic.
Mr. DUMARS. And it is a very large problem, one that we are

very concerned about. But it is one we have to look into. We will
definitely take their information and we definitely will research
this.

But what are the trade-offs we have to make to go after this
versus the other jobs that everyone wants us to do, and what are
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the costs and what is the resource allocation we are going to need
to actually do that?

Senator BAUCUS. Are you telling us that you may not be doing
anything about all of this because it is a resource question?

Mr. DUMARS. No.
Senator BAUCUS. Well, that is kind of how it sounded.
Mr. DUMARS. Sorry. That is not what I meant. We are looking

at this. We constantly have programs to look at this. However, how
much more resource do we have available to go after it in the
broader sense that maybe you are considering versus other things
you want us to go after in a very broad sense as well, around com-
pliance and around these areas?

We do look at them through different programs that we have,
through our CI group and through other groups within IRS. But as
I say, it is something we need to research a lot on what just oc-
curred and find out more about it.

Senator BAUCUS. How many preparer penalties did the IRS as-
sert last year?

Mr. DUMARS. I have no knowledge of this.
Senator BAUCUS. Could you provide that for the committee,

please?
Mr. DUMARS. Yes, we could.
Senator BAUCUS. How many disciplinary actions did the IRS Of-

fice of Professional Responsibility take last year?
Mr. DUMARS. I will have to get that from them as well.
Senator BAUCUS. All right. And any relevant additional informa-

tion would be helpful as well.
[The information appears in the appendix.]
Senator BAUCUS. Do you want to raise your hand, Mr. Wein-

berger? [Laughter.]
Mr. WEINBERGER. I would be happy to provide something, Sen-

ator.
Senator BAUCUS. All right.
[The information appears in the appendix.]
Senator BAUCUS. I am through, Mr. Chairman.
The CHAIRMAN. All right.
Senator BAUCUS. Although I might say that I am a little bit con-

cerned about all of this, as I know you are, too.
The CHAIRMAN. I would think, in addition to your question that

Mr. DuMars answered about what the IRS is doing, now it is too
late to do it for this year, but for next year, maybe around January
1, or when you get into tax season, they should make public some
of the information that the Government Accountability Office
found.

They found that not one single tax return was filed the same, or
accurately. Then we have these instances in which people say cer-
tain income does not have to be reported.

If we know that tax preparers are giving that information out,
the IRS knows it, it seems to me the IRS would put out as many
press releases as you can and get as many public service announce-
ments as you can saying, taxpayer, for your own interests, you
ought to be concerned about these things. And do not let somebody
pull the wool over your eyes.
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You are paying them to give you the information, make sure you
get it, so the government can at least be notifying people that there
are real problems like this out here, and they are pretty deep-seat-
ed based upon what we have heard today.

In addition to that, I do not generally make a summation at the
end of a hearing, but I would like to say a couple of things.

First of all, we have had some eye-opening testimony today.
Clearly, there is much that can be done to make life easier for our
taxpayers. I just suggested one thing that the IRS might do a year
from now.

We need to take steps to ensure that, when a taxpayer uses a
preparer, they can trust that that preparer be a knowledgeable pro-
fessional who is going to do the right thing and put the interests
of the taxpayer first. That preparer needs to be of the mind that
it is his duty to make sure that the taxpayer pays the right amount
of money, not one penny more, not one penny less.

Now, we have heard discussions also about taxpayer privacy.
This is an issue that Senator Baucus and I hear a lot about. I am
concerned about trends suggesting that tax preparers are inter-
ested in selling taxpayer information to make a fast buck rather
than as proprietary information that should be held in confidence
by a trusted advisor. It seems that we need to change the focus of
paid preparers from selling to advising.

Further, it is my hope that, in consultation with Senator Baucus
and other members of the committee, that we can look to the near
future for a time to reconsider the Good Government legislation
that has been referred to.

We have developed this to address many of the issues discussed
today. We should take some time to incorporate into that legisla-
tion new issues considered in the hearing today, including the im-
propriety of peace-of-mind audit insurance and the development of
additional means of electronic filing.

The IRS needs to have an aggressive game plan to increase elec-
tronic filing in the near future. We really need to consider whether
to have the IRS provide a basic means of electronic filing should
be seen as an extension of its obligations to the taxpayer to provide
them with forms and instruction.

The tax code, of course, is complex enough without making it
harder for working families. We should continue to look at how we
can partner with the private sector and the IRS to make this hap-
pen.

There should be plenty of room for the software industry to con-
tinue to provide value-added services, and I think you have heard
Senator Baucus speak very eloquently on that very point.

Finally, on an issue directed toward the IRS, and hoping to get
Ms. Olson’s help on something that we did not discuss today, I
hope you will take back a message that my patience is wearing
thin on the issue of offers-and-compromise and effective tax admin-
istration.

I have asked the Secretary and the Commissioner for a response
to this matter. It is important to my constituents, many of them
hit by the incentive stock option AMT.

Now, I happen to know that you share my concerns on this and
have been fighting a good fight in this area. However, I have heard
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nothing from Treasury in response to that request, and I am not
pleased with what appears to be the thinking, that, rather than re-
sponding to that question, Treasury hopes that this will go away,
I believe. I see no reason why the IRS cannot put a pilot program
together in this area and see what the reaction is from practi-
tioners and taxpayers rather than just simply doing nothing for
fear of some unknown.

Do you have anything you want to say in closing?
Senator BAUCUS. Yes. Thank you, Mr. Chairman. I think this has

been a very instructive hearing. I thank the GAO. I mean, you
have done a great job. I take my hat off to all of you at GAO. You
work hard and you perform a real public service. You are trusted.
You are truly nonpartisan.

It is one of the few anchors around here that we can rely on for
getting good, solid, honest, objective analysis on various problems,
and I personally just thank you very, very much. I think I speak
for all of the Congress, and probably most of the American people,
in saying that.

Mr. BROSTEK. Thank you very much.
Senator BAUCUS. You bet. I just urge you, you have our trust, so

obviously go the extra mile to keep it. We rely on you a lot, and
just thank you very, very much.

Second, Mr. Chairman, you referred to the Good Government
bill, which I think is good legislation. I thank Senator Bingaman
for introducing it; you and I are both co-sponsors of that legislation.
I think it is good, and we should follow up with it.

I also, frankly, think that we should outlaw insurance on tax
preparation. I mean, if taxpayers rely upon tax preparers, why
should tax preparers then sell insurance? I think that is wrong. It
just does not make much sense to me. People should not have to
pay extra.

I also hope that the IRS follows up with information that they
are gleaning from this hearing, but also information that GAO is
giving to them, because there has to be adequate enforcement here.
I have full confidence that the IRS will take this very seriously and
enforce the law.

I also think, Mr. Chairman, that the IRS could keep this com-
mittee apprised of actions that it takes against preparers, based to
some degree on information that has come out of this hearing, but
just generally. I mean, Mr. DuMars said he would send some infor-
mation to us. I look forward—I know you do, too—to that informa-
tion.

It is important in the individual context, this hearing, but it is
also important in the larger context. We have about a $340 billion
a year tax gap. That is, income taxes that people owe, legally are
due, but are not paying. It is huge.

It is $340 billion every year. About half of that is on the indi-
vidual side, about $170 billion of income taxes that individuals
owe, are legally owed, and are not paying.

This preparation business is part of the problem. I mean, the de-
gree to which the preparers are encouraging people to not report
cash income, to overstate deductions, to get bigger refunds back, et
cetera, contributes to the tax gap. Therefore, it undermines public
confidence. It is also a tax on other Americans who are being fair.

VerDate 11-MAY-2000 15:01 Mar 23, 2007 Jkt 095484 PO 00000 Frm 00040 Fmt 6633 Sfmt 6633 33963.000 SFIN1 PsN: SFIN1



37

I think most preparers do a good job. That is my personal experi-
ence, and I think we should remember that. But there are too
many preparers who are not doing a good job, way too many. I just
urge the industry to really clean up its act or it is going to suffer
even greater consequences.

The tax gap, too, is important on a world agenda. The greater
the tax gap, the greater the need to borrow money from overseas
to finance the government’s necessary services. Who is buying our
treasuries to finance government services? China, Japan, lots of
other countries.

So, preparers could provide a real service here to individual
Americans who want to pay their taxes, not more than they have
to, but pay what they should, but also helping to close down the
tax gap. It is not easy to close the tax gap.

There are lots of reasons why we have it. But this is one way,
among many, many, that will help contribute to closing down the
tax gap, if the preparing industry just does a better job than it has
thus far. I know they will try, and I hope they are successful.

Thank you, Mr. Chairman.
The CHAIRMAN. Yes. Let me thank each of you for your testimony

and being patient through 2 hours of hearing. We appreciate it
very much. Thank you very much.

The hearing is adjourned.
[Whereupon, at 12:13 p.m., the hearing was concluded.]
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