July 26, 2006, Commissioner, Internal Revenue $ervihe Honorable Mark W. Evers Pagel of 5

House Committee on Ways and Meal

Statement of The Honorable Mark W. Everson, Comiongs, Internal Revenue Service
Testimony Before the House Committee on Ways andride
July 26, 2006
Introduction

Chairman Thomas, Ranking Member Rangel, and Mendiehee Committee, | appreciate the
opportunity to appear before you this afternoodisguss the impact of immigration issues on tax
administration.

| would like to do three things this afternoonrsil wish to try to frame the issues, at leastifran

IRS perspective. Second, | want to discuss in rdetail how the IRS handles the mismatching of
Social Security Numbers (SSN). And, third, | wambffer some comments on the pending legislation
from the perspective of tax administration.

Framing the Issues

Perhaps the most difficult part of these issudsaiming them properly and understanding fully the
different, yet sometimes complementary, roles parém by the Social Security Administration (SSA),
the U.S. Department of Homeland Security (DHS), @nedinternal Revenue Service (IRS).

We at the IRS support and appreciate the jobs ng at SSA in maintaining and protecting the
Social Security Trust Funds and at DHS in enforaogimmigration laws, but our function is tax
administration. Our job is to make sure that esagywho earns income within our borders pays the
proper amount of taxes, whether that income isliiegatained and whether the individual is working
here legally If someone is working without autlzation in this country, he/she is not absolvedhaf t
liability. Instead of an SSN to file a tax retuthat person frequently uses an Individual Taxpayer
Identification Number (ITIN).

An ITIN is a tax processing number issued by th®.IRis a nine-digit number that always beginwit
the number 9 and has a 7 or 8 in the fourth digit, 9XX-7X-XXXX.

IRS issues ITINs to foreign individuals who areurgd to have a U.S. taxpayer identification number
but who do not have, and are not eligible for aNSEINs are issued regardless of immigrationusat
because non-citizens may have U.S. tax return apohent responsibilities under the Internal Revenue
Code.

The Oversight and Social Security Subcommitteeg tmed two hearings over the past three years on
issues associated with ITINs and the mismatch &fsS&h W-2s. At those hearings, | talked about our
ITIN program. Itis important to understand thae tTIN program is bringing taxpayers into the
system. Last year over 2.5 million tax returnsev@ed that included an ITIN for at least one pers
listed on the return. In calendar year 2006, soviahave received 1.6 million new applications for
ITINS, up 25 percent from this time last year. c®ir2004, to obtain an ITIN most applicants mustch

a tax return to establish a return filing requireine
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We estimate that for tax periods 1996 to 2003 tti@income tax liability for ITIN filers totaled mlost
$50 billion.

Comprehensive immigration reform -- including bardecurity, interior enforcement, and a temporary
worker program -- is a top Administration prioritfthe Administration believes that worksite
enforcement is critical to the success of immigratieform. Further, as immigration laws are erddtc
the Administration believes that comprehensive igmation reform also requires us to improve those
laws by creating a temporary worker program thggicte amnesty, relieves pressure on the border, and
provides a legal means to match willing foreign kess with willing American employers to fill jobs
Americans are not doing.

As the Commissioner of the IRS, it is not my raetlvocate public policy changes. However, as a
former Deputy Commissioner at Immigration and Naliaation Service, | am sensitive to the need"
system of immigration that functions effectivelyddram particularly sensitive to the interaction
between the immigration system and the tax systemacognize that comprehensive immigration
reform can have positive impacts on tax administmat For example, the creation of a temporary
worker program will likely result in additional tpatyers entering the system.

IRS’s Role in the Mismatch Program

Each year, employers send their W-2s and W-3sat&®A by February 28 (or March 31 if filed
electronically). SSA processes the forms and #tempts to reconcile any mismatches. They then
send the information to the IRS on a weekly bal®&S culls out any unusable records as well asvany
2s that are not related to the current tax yearTa& Year (TY) 2004, the resulting IRS file comizdl
more than 231 million W-2s from the SSA.

This represents a decline of approximately 6.5gm@rfrom the corresponding file for TY 2000. We
considering this and other employment-related sexlpart of our ongoing study of the standardd use
to distinguish between employees and independenttacziors. The decline in the number of W-2s has
been accompanied by a corresponding decline indh@er of mismatches that could not be reconciled.

Of the 231 million W-2s in IRS’s TY 2004 file, agptimately 223 million had matching names and
SSNs. Some of these matches resulted from SSAtessful use of techniques for resolving
mismatches. For the balance of approximately 8anillY 2004 W-2s for which there was no valid
match, IRS used several additional methods to nthteimumbers. We were able to match
approximately 60,000 more names with SSNs, leaabwut 7.9 million W-2s where there is no valid
name and SSN match.

To help correct SSN mismatches, the SSA sendsddtiemployers, employees and self-employed
individuals asking that they take steps to matehnéimes with the SSNs. These letters go only to
certain employers. First, letters are sent to eggk who submit a wage report containing more than
10 Forms W-2 that SSA cannot process. In addigamployers who file more than 2200 W-2’s, more
than one-half of one percent (1/2 percent) of whegresents mismatched forms, also receive the
letters. In TY 03, the SSA sent over 121,000 datibrs to employers, inquiring about 7.2 million
invalid W-2s. There is no letter sent to the ergpts for the other 0.7 million mismatches

There are two interesting aspects to the data ematches. The first is geographical. Over 50gydrc
of the mismatches are found in four states, CalifgrTexas, Florida and lllinois. California hasfar
the greatest number of mismatches totaling neaByllion, or approximately 29 percent of the
mismatch tota
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The second is economic. Based on’ own analysis, about 75 percent of all mismatche-2s repor
wages of less than $10,000. If we focus only as¢hmismatched W-2s with no withholding, the
percentage increases to 90 percent. Only aboetcept of all W-2s with invalid SSNs report wages
greater than $30,000. In fact, the average wagallfmismatches is only about $7,000 annuallyaBe
in mind, that many employees receive more thanVigrizin a tax year, so these numbers may not
reflect an individual’'s gross income.

From a tax administration perspective, we know thaf'Y 2004 there were approximately $53 billion
in wages reported on W-2s with invalid SSNs, witloat a quarter of that amount, or $13.3 billion, on
W-2s with no withholding. About 56 percent of &3 billion came from W-2s reporting wages
between $10,000 and $30,000.

On the high end, only about 1 percent of the wé§e$B) were reported on mismatched2&/showing
wages in excess of $100,000. Thus, this analyews that the worker population causing W-2
mismatches represents the lowest wage earnersikety thave little or no tax liability.

Legal Requirements for Employers

It is important to point out that SSA has no enéonent power and cannot impose penalties on
employers for failure to correct SSN mismatchd®S,Ihowever, does have enforcement power and can
assess penalties. Therefore, it might be helpfuhalk you through our current legal authority.

Under section 6041 and 6011 of the Internal Rev&uage (IRC) employers and other payors must
include correct SSNs or Taxpayer Identification Nvems (TINS) on form W-2 reporting wages or
salaries paid to employees.

Under section 6721, we may impose a $50 penalggnoemployer for each W-2 or 1099 that omits or
includes an inaccurate SSN/TIN unless the filerglewyer, other payor, etc.) shows reasonable car
the omission or inaccuracy. The maximum penaltyafoy employer or payor in a calendar year is
$250,000. If the violation is deemed to be willfille fine is the greater of $100 or 10 percerihef
unreported amount per violation, with no maximum.

From a tax compliance perspective, violations ekthprovisions are generally identified as padrof
overall employment tax examination. We would naliarily initiate an examination against an
employer solely on the basis that he/she had reparhigh number of mismatches. This is a function
of both resources, and the fact that the emplogereasily demonstrate that he/she has performed the
due diligence required under the law.

Specifically, Section 6109 places the burden orethployee or the payee to provide the employer or
payor with an accurate SSN or TIN. This is an ingrt distinction because the employer can have
penalty imposed for failing to include an accui@&N or TIN on the return abated, if the employer
made an initial and, if necessary, annual reqinegtthe payee provide an accurate SSN/TIN. He can
also have the penalty abated if he establishegltietiligence was otherwise used, such as by
obtaining a statement from the employee under penalf perjury that the SSN or TIN is accurate.

As you can see, what is important here is thaethployer or payor makes a request, or repeats a
request, for an accurate SSN or TIN. If the emptaloes, he/she has performed due diligence and has
reasonable cause to believe the SSN or TIN is cbrigecause the reasonable cause and due diligence
standard in section 6724 is relatively easy for leygrs to meet, it has been virtually impossible to
sustain a penalty assessed against an employer sexteon 6721.
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When | testified last February before your Oversayid Social Security Subcommittees, there \
some questions as to whether we were utilizingeodorcement authority. | indicated then that we ha
surveyed nearly 300 companies with high mismattdsral also indicated that we intended to look
more carefully at 48 of those companies that faibeespond to that survey.

We have now begun those investigations and | daypae that what we have found thus far is
consistent with what we found from our survey. Thepanies tend to be from three industries:
Agriculture, janitorial and temporary workers. Témployees are low wage earners, and we have
no other employment tax violations in 90 percenthefcompanies we have examined. From a tax
administration standpoint, these companies do ostd¢ute a target rich environment.

Pending Legislation

We are well aware that both the Senate and Houseddopted bills that take different approaches to
addressing the immigration issue. It is neitherrolg nor my desire to express a preference foeeit
version. | merely wish to offer some observatiand concerns about how each of the bills wouldct
tax administration.

Having a strong immigration policy that includesdr security, interior enforcement, and a temporar
worker program is critical to our future.

As | indicated earlier, many illegal aliens, ufitig ITINs, have been reporting tax liability to thae of
almost $50 billion from 1996 to 2003. In TY 2004 had 2.5 million ITINs filed with nearly $5
billion in tax liability. That is why comprehengveform is so necessary. It will allow these taqrs
as well as others who are not currently filing ézdme a more active part of our economic system.
Failure to enact comprehensive reform could hagatine consequences for tax administration if
procedures are imposed on employers and emplolyaekave the effect of driving certain economic
activities “underground”.

The one common approach in both the House and &enatigration bills is the requirement that
employers verify the work eligibility of potentiaimployees with DHS from information provided by
the Social Security Administration. The Senatesiar of the bill does this by requiring DHS to deee
verification system with the cooperation of SSAheTHouse bill essentially takes the discretionary
process that is already in place under the Bagit Program, which is administered by DHS with the
help of SSA, and makes it mandatory.

The Senate bill goes much further. It amends 8e@iL03 of the Internal Revenue Code relating ¢o th
privacy of taxpayer information and requires SSAéad to DHS the identities of employers who,
among other things, have a significant number gflegee/SSN mismatches. The bill restricts
disclosure only for the purposes of establishing @mforcing participation in the system and comdyi
with various laws.

The Senate bill, under what it calls the “EarneguAtinent” program, also allows aliens unlawfully
present in the U.S. to adjust their status to Ipgaianent resident status if they meet certaiar@i
including continuous residence in the U.S. durimgrevious 5 years, employment in 3 of those 5
years, and employment for at least the next 6 ydaegppears that, the Earned Adjustment applgant
would not be allowed to adjust status until thegt Hamonstrated “the payment” of any liability for
Federal taxes owed during the required pre- antdgruactment periods of employment. The IRS is
mandated to cooperate with aliens by providing duntation to establish the payment of all [Fede
taxes require”.
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We are continuing to study the provisions of thage bill, but based on what we see thus far, w
have some concerns. For example, to the extenagmpicants for earned adjustment will make
requests for prior tax payments from IRS, that vatjuire IRS to divert resources from current
functions.

In addition, is important to consider that while gan, upon request, currently provide any taxpayer,
including those who have filed using ITINs, a tremst of their tax return records, we do not vetifig
accuracy of their tax returns or the informatioe thxpayer has submitted. Accordingly, we are not
now equipped to provide any taxpayer, includingradi with documentation to establish payment of all
Federal taxes.

In addition, if the alien has filed using multi@d&Ns that were not assigned to him and later with a
ITIN, it is possible that a single alien could regumultiple transcripts. From a disclosure perspe,
we would be reluctant to provide a single taxpaydi multiple taxpayer records upon request.

We have other administrative concerns with prowisiof the Senate bill, but we are confident that as
we progress toward the goal of comprehensive retbahwe can iron those out.

Conclusions
We appreciate Mr. Chairman, the tough policy ch®itat you and other members of Congress must
make on the tough issue of immigration, and weazedhat tax administration may be a small faator i

those policy considerations.

As the agency responsible for collecting and adstening the more than $2 trillion that we use todfu
the government, we will play whatever role Congmdssms appropriate.

We urge, however, that any change in the currensyatem encourage the type of behavior that we
desire from both employees and employers. Wedahecting some taxes in these areas and with
comprehensive reform we hope we can collect eva®mo

Similarly, imposing requirements that the IRS wethie accuracy of tax payments by aliens would
challenge our ability to maintain our current legékervice and enforcement.

Thank you for inviting me to testify this morningwill be happy to take any questions you may F
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