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IRS Private Tax Collection Program

Background

In 1996 and 1997, Congress authorized IRS to conduct two pilot projects testing the use of private collection agencies (PCAs) to collect tax debts.  The 1996 pilot was so unsuccessful it was cancelled after 12 months, despite the fact it was authorized and scheduled to operate for two years.  A subsequent review by the IRS Office of Inspector General found that contractors participating in the pilot programs regularly violated the Fair Debt Collection Practices Act, did not adequately protect the security of personal taxpayer information, and even failed to bring in a net increase in revenue.  In fact, a 1997 GAO report found that private companies did not bring in anywhere near the dollars projected, and the pilot caused a $17 million net loss.
Recent Congressional Action on Private Debt Collection

Authority for the IRS to use PCAs was permanently authorized in the American Jobs Creation Act of 2004.  Since then, with bi-partisan support, the House has twice passed language prohibiting the IRS from moving forward with its private collection initiative, including last Congress when the House unanimously approved an amendment authored by Rep. Steven Rothman to the FY 2007 Transportation-Treasury Appropriations bill preventing the IRS from using appropriated funds to hire private sector debt collectors.  In the 110th Congress, the House has overwhelmingly approved three separate tax bills 

(H.R. 5719, the “Taxpayer Assistance and Simplification Act of 2008,” H.R. 3056, the "Tax Collection Responsibility Act of 2007” & H.R. 3996, the "Temporary Tax Relief Act of 2007") that contain language that would repeal IRS' authority to use private debt collectors to pursue tax debts.

In the Senate, the full Appropriations Committee passed its version of the FY '08 Financial Services and General Government Appropriations Act with language capping funding for the private tax collection program at $1 million and requiring IRS to report on providing training and reassignment to collection positions of IRS employees facing layoffs.  Stand alone legislation (S. 335) introduced by Senator Byron Dorgan (D-ND) that would force the IRS to immediately and permanently suspend its plan to outsource part of its tax debt collection responsibilities to pca's and prohibit the use of any IRS funds for that purpose has 24 co-sponsors.

Costs of the IRS Private Tax Collection Program

Dramatically Over Budget

In 2003, former IRS Commissioner Mark Everson appeared before the House Ways and Means Subcommittee on Oversight to present the IRS' plan to once again use PCAs to collect individual federal income taxes.  Commissioner Everson estimated at that time that start-up costs for the private debt collection program would range between $10-$15 million. But at a May 23, 2007 Ways and Means Committee hearing, the IRS estimated that it will have spent more than $71 million in startup and ongoing maintenance costs by the end of FY 2007.  In addition, in recent testimony to congress, the IRS noted that they expect to spend roughly $7.65 million in program administration costs in FY ’08 and again in FY ’09.  Because of the IRS’ continuing need to spend valuable resources to monitor the program, they recently announced that the program is not expected to recover all start-up and maintenance costs until FY 2010—despite projections as recently as last May indicating that such costs would be recovered by April of this year. 
IRS Employees vs. PCAs

According to the National Taxpayer Advocate, if the initial $71 million in program costs was instead allocated to the IRS Automated Collection System (ACS), which the IRS itself has analogized to the use of PCAs, it could fund 942 new ACS employees that bring in roughly $1.49 million in collections per employee per year.  Therefore using ACS employees could return more than $1.4 billion a year to the U.S. Treasury, as compared to the $32 million in gross revenue the program brought in through the end of FY ’07.  
In testimony before Congress, IRS officials have repeatedly acknowledged that using private collectors to collect federal taxes is more expensive than having IRS do the work itself.  

"..... we could do this work as cheaply or more cheaply than the private sector.  As you know, we do the President's Competitive Sourcing Initiative and we look at different things all the time, different projects, and more often than not, the Government wins because it doesn't have to make a profit.  So, I believe you could do this more cheaply internally." (Former IRS Commissioner Mark Everson, House Ways and Means Subcommittee on Oversight hearing on April 6, 2006)
“I have freely acknowledged it is more costly (to use private collection agencies) than it would be were the IRS to do it.” (Former IRS Commissioner Mark Everson, Senate Homeland Security subcommittee hearing, September 26, 2006).

"We can do it more efficiently.....we have tools under the law that obviously are going to lead to us being more efficient." (Former Acting IRS Commissioner Kevin Brown, House Ways and Means Committee hearing on May 23, 2007)

IRS Can Do The Work

The IRS projects that it will use $7.65 million in appropriated funds in FY 2008 to administer the PDC program, and it anticipates relatively steady-state costs in future years.  At the same time, the IRS projects that the program will generate gross revenue averaging about $23 million this year and next year, and it is unlikely that gross revenue will increase in future years. By these calculations, the annual net revenue the program can be expected to generate after subtracting out the direct costs of the program ($7.65 million) and commissions payable to the PCAs (roughly $4.6 million) comes to about $11 million. Thus, an annual IRS expenditure of $7.65 million will result in annual net revenue of about $11 million, which translates to about a 1.4 to 1 ROI.
As noted previously, if the IRS instead allocated the $7.65 million in appropriated funds to its ACS function, the ROI would be vastly greater. IRS data shows that the average ROI for the ACS program is about 20:1, which would mean that an expenditure of $7.65 million would generate annual revenue of $153 million.  In testimony before the Ways and Means Committee last May, Acting IRS Commissioner Kevin Brown placed the ACS ROI somewhat lower, at about 13 to 1.  Even accepting the lower figure, a 13 to 1 ROI on an expenditure of $7.65 million would produce gross revenue of $99.45 million and net revenue (after subtracting the $7.65 million expenditure) of $91.8 million. 

Thus, the IRS’s expenditure of $7.65 million in appropriated funds is generating about $11 million in net revenue when applied to the PDC program but would generate at least $91.8 million if applied to its ACS collection function. In other words, the opportunity cost of spending $7.65 million of appropriated funds on the PDC program each year is $81 million, and possibly much more. Since the purpose of the PDC program was to raise revenue, the fact that it is costing the government $81 million or more each year destroys whatever rationale might remain for its existence. 
Sky High Commissions for Easiest Cases

Sky high commission payments to the private contractors for work on the easiest to collect cases is unjustified and unnecessary.  Under current contracts, private collection firms are eligible to retain 21% to 24% of what they collect.  The legislation authorizing the program actually allows PCAs to retain up to 25% of amounts collected.  These commission rates were never put up for competition. Before the initial bid solicitations went out, the IRS set commission rates at 21 to 24 percent of the revenue collected by contractors, denying bidders an opportunity to make offers on terms that would have resulted in the IRS getting a greater share of the collected revenue.  Consequently, one of the companies that lost its bid for a contract filed a protest with GAO and noted in its bid protest that “offerors were given no credit for proposing lower fees than the 'target' percentages recommended by the IRS.”  

In addition to being fiscally unsound, the idea of allowing PCAs to collect tax debt on a commission basis also flies in the face of the tenets of the IRS Restructuring and Reform Act of 1998 (RRA 98) which specifically prevents employees or supervisors at the IRS from being evaluated on the amount of collections they bring in.  But now, the IRS has agreed to pay PCAs out of their tax collection proceeds, which will clearly encourage overly aggressive tax collection techniques, the exact dynamic the 1998 law sought to avoid. 
The problem of excessive commission rates was recently addressed by Congress in legislation overhauling the Department of Education's student loan program which the IRS has consistently held up as a model for the IRS private collection program.  Amid charges that student aid lenders have engaged in abusive and potentially illegal collection tactics including charging excessively high collection fees, coercing consumers into payment plans they could not afford and misrepresenting themselves as Department of Education employees, the House and Senate approved H.R. 2669, the "Higher Education Access Act of 2007," which lowers from 23 percent to 16 percent the amount of recovered money that private guaranty agencies contracted by the government can retain on defaulted loans.

Taxpayer Abuses

The fear that allowing PCAs to collect tax debt on a commission basis would lead to contractor abuse was realized when the IRS recently confirmed that that the agency had received more than seven dozen taxpayer complaints against the PCAs and that five of those complaints have been confirmed by an IRS Complaint Panel to be serious violations of law.  In addition, penalties totaling at least $10,000 have been imposed by the IRS on the PCAs for taxpayer violations. In one instance, private collectors made 150 calls to the elderly parents of a taxpayer after the collection agency was notified he was no longer at that address. 

These and other abuses were highlighted during a May 23, 2007 Ways and Means Committee hearing in which audio tapes of phone calls from collectors to taxpayers were played.  The calls highlighted some of taxpayer's most common complaints against PCAs including collector's demands that taxpayers reveal their Social Security number prior to being told the nature of the call.
PCA Use of Intimidating Tactics
A review of the collection scripts used by the PCAs reveals the use of psychological and deceptive tactics when dealing with taxpayers.  These include the use of the "psychological pause (the next person who speaks loses)" and instructions to "close the sale" which as the National Taxpayer Advocate has noted seem closer to boiler room techniques than efforts to bring taxpayers into compliance. These disturbing revelations clearly show that PCAs are only interested in collecting from a taxpayer the balance due and that they have no interest in the negative effect these tactics can have on efforts to ensure the long-term compliance of a taxpayer. 

Private Tax Collection Program Targets Low-Income Taxpayers

Taxpayers who are unrepresented and vulnerable are disproportionately likely to be contacted by PCAs.  The median income of taxpayers whose cases are being assigned to the PCAs is significantly less than the median income of taxpayers whose cases are assigned to IRS collection personnel.  Moreover, 23% of the PCA taxpayer population is projected to receive the Earned Income Tax Credit (EITC) as compared to 19% of the total IRS collection population.  In addition, IRS' inability to provide PCAs with updated taxpayer account information required them to recall cases in which taxpayers were represented by tax professionals.  Thus, taxpayers who can afford representation are exempt from this program.

Opposition to the IRS Private Collection Program

Opposition to the IRS tax debt collection program has been voiced by a growing number of major public interest groups, tax experts, two former IRS Commissioners as well as the National Taxpayer Advocacy Panel, whose members are appointed by the Internal Revenue Service (IRS) and the Treasury Department.  In addition, the National Taxpayer Advocate, an independent official within the IRS has identified the IRS private debt collection initiative as one of the most serious problems facing taxpayers and called on Congress to immediately repeal the IRS’ authority to outsource tax collection work to private debt collectors.  

The private tax collection program is also opposed by a number of public advocacy groups including,  Consumer Federation of America; NAACP; National Active and Retired Federal Employees Association; National Consumer Law Center; National Consumers League; Citizens for Tax Justice; OMB Watch, AFSCME, National Council of La Raza; and the U.S. Public Interest Research Group.  In addition, dozens of newspapers across the country, including the Washington Post, San Francisco Chronicle, Providence Journal, Tennessean, Indianapolis Star, Montgomery Advertiser, Nevada Sun and Arizona Republic have editorialized against the use of private collection agencies collecting federal taxes.

For more information contact Maureen Gilman(Maureen.Gilman@nteu.org)  or Matt Socknat (Matt.Socknat@nteu.org) in the NTEU Legislation Department at 202-572-5500.
