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Mr. Chairman and Members of the Subcommittee:

We are pleased to be here today to assist your Subcommittee
in considering the problem of the income tax compliance gab and
the need for S.2198, the Taxpayer Compliance Improvement Act of
1982, to help address this problem. qu testimony is based pri-
marily on our overall experience gained f:om conducting audits
of tax administration operations and activities over the past
several years.

We first addressed thé issue of unreported income in July
1979. At that time, we issued a comprehensive report.in which
we estimated that about 5 million individuals and codples owing
about $2 billion in taxes did not file tax returns for tax year
1972, the year for which the most current data was available for
analysis. We also estimated that IRS had only been able to secure
delinquent returns from about 12 percent of the estimated 5 mil-
lion nonfilers. Since July 1979, we have issued numerous reports
and provided extensive testimony addressing IRS' tax administra-
tion activities and the actions needed to improve IRS' compli-
ance enforcement efforts, particularly against the unreported
income problem. We are also presently conducting several reviews
of various IRS programs which are directed wholly or partially
at addressing the unreported income problem. Appendix I tomy
statement lists the reports issued and testimonies delivered
since July 1979, as well as reviews currently‘in‘progress, which
relate to the income tax compliance problem. ‘

Mr. Chairman, S.2198 addresses several issues and concerns

we have surfaced in our reviews. It also contains some solutions



we too have proposed in the past. Thus, while we have not had
sufficient time to do an in-depth analysis of the bill's individ~
ual provisions, we endorse its overall objectives. It seeks to
reduce the shortfall in Federal tax revenues by focusing on non-
compliance attributable to some types of unreported income. As
you know, unreported income is IRS' most serious compliance prob-
lem. |

TAXPAYER NONCOMPLIANCE DIRECTLY
AFFECTS AVAILABLE FEDERAL REVENUES

The Federal Government's financial well-being depends, in
large measure, on whether people are willing and able to support
our Nation's tax system. The system, which is based on volun-
tary compliance, is generally regarded as the most efficient,
effective, and fair approach for carrying out the unpopular func-
tion of collecting the revenue necessary for national defense and
other essential Government activities. The tax system provides
over 90 percent of the revenues for financing the Government's
programs and activities. In 1981, this amounted ;o about $600
billion.

To assure that the tax system providés maximum revenue at
least cost, IRS must strive to achieve the highest possible de-
gree of voluntary compliance with the tax laws. This is very
important because even a slight decrease in compliance levels
translates into billions of dollars of foregone tax revenue an-
nually. r {

Despite the importance of our Nation's tax system, however,

it is not in as good health as it should be. There is a trend
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toward contempt and abuse of the system which seriously under-
mines the basic'concept of voluntary compliaﬁce on which the
system depends. Extensive evidence ié available to show tﬁat
noncompliance among both corporate and individual taxpayers is a
serious problem and is getting worse.

The Subcommittee has already well documented the extent of
the voluntary compliance problem. Therefore, we will not belabor
the point. The problem is well-recognized and it is now more
important to focus attention on what can be done to close the
income tax compliance gap and reduce the shortfall iq,Federal
revenues. In this regard, we believe that consideration of
S. 2198 is a step in the right direction.

S.2198 SHOULD HELP IRS
REDUCE THE COMPLIANCE GAP

S. 2198 seeks, among other things, to limit or reverse the
growth of the income tax compliance gap by (1) improving infor-
mation reporting, and (2) providing for comprehen§ive revision
of the penalty and interest requirements. The sponsors of the
bill also recognize the need for increasing the level of IRS'
resources. We generally agree that imprévemenﬁs in these broad
areas are vital for IRS to effectively deal with the decline in
voluntary compliance, especially that aspect involving unreported
income.

We previously testified that improvements--similar to those
included in the proposed legislation--were neédea in information
reporting. Such reporting and the follow-on matching program

represent a powerful tool for promoting taxpayer reporting of
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income. IRS has developed data showing that the:e is a direct
correlation between the présence of an information document and
the level of compliaﬁce. And there is, indeed, potential for
(1) expanding the income subject to information reporting and
matching, and (2) improving the quality of that reporting already
required--principal objectives of the proposed legislation.

The proposed legislation calls for ihformation reporting on
(1) interest payments on Federal debt and bearer obligations,
(2) charged tips, (3) transactions involving capital gains on
securities and commodities, and (4) State tax refunds. In ear-
lier testimonies, we identified interest on the U.S.‘public debt
and State tax refunds as potential candidates for information
reporting and the document matching program. We also suggested
that for other types of income, such as alimony, surrogate in-
formation documents like the 1040 return may already exist. We

have not specifically considered tips or capital gains on secu-

rities and commodities in our previous work.

The proposed legislation also seeks to improve information
reporting through specific measures designed to better insure
that IRS can use all of the information documents it gets. Spe-
cifically, the bill, among other changes, gives IRS authority
to require payers filing large numbers of information documents
to file on computer tapes instead of paper and increases the
penalty which IRS can assess if documents are submitted without
a taxpayer identification number. ‘

We agree with the importance of payers submitting informa-

tion documents on magnetic media. Such documents are much more
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likely to be used since it is considerably less costly for IRS

to proceés magnetic media than documents submitted on paper.

We testified in 1979 that, at that time, it cost IRS $400 to
process 100,000 documents submitted on magnetic tapes as opposed
to over $20,000 to process the same number received in paper form.
Over the years, IRS has successfully pfﬁmoted more computer media
reporting. Notwithstanding, of 645 million information returns
received by IRS in 1980, more than 300 million were submitted on
paper. In an October 1980 report (FGMSD-8l1-4), we recommended
that IRS seek ways to further increase the filing of information
documents on computer readable media. We also suggeéﬁed that

IRS investigate the use of optical character recognition (OCR)
equipment to transcribe nonwage paper information documents and
consider sharing equipment with the Social Security Administra-
tion. The Social Security Administratioﬁ uses OCR equipment to

process millions of withholding statements (W-2s) submitted by

employers. N
The penalty provision is also important. 1IRS cannot compare
or match information documents to tax returns without the identi-
fication number, and it is costly for IRS to research its own
records or to contact payers to get missing numbers. That prob-
lem causes millions of documents to now go unused. Increasing
the penalty should help, if IRS enforces it. We previously found,
however, that IRS generally does not-assess pgnalties on pavyers
who submit documents lacking taxpayer identificaﬁion numbers.
The penalty was seldom assessed because, according to IRS offi-
cials, the process was not cost beneficial. Raising the penalty
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amount should take care of that problem and serve as a gfeater
deterrent.

A second problem we noted during our earlier review, was
the lack of any definition or guidance on whag constitutes rea-
sonable cause for submitting an information document without an
identification number and what evidence payers should provide
IRS to show that sufficient effort was made to obtain an identi-
fication number. If these questions have not been answered, IRS
may continue to make little use of the penalty provision. How-
ever, the withholding provisions included in the proposed legis-
lation should help. This is not to say, however, thét IRS should
stop using other approaches to improve the completeness of the
documents it receives. Por example, when IRS does find an iden-
tification number for an incomplete document, it notifies the
payer. It also asks the payer to correct appropriate records
and include the identification number on future submissions.

In addition to the need for measures to‘impréQe the com-
pleteness of information reported, we agree measures are also
needed to protect against nonreporters. . In tnis regard, pen-
alties and interest--the second principal component of the
proposed legislation--are important tools to promote better in-
formation reporting and taxpayer compliance. We previously tes-
tified about problems in assuring that payers--including Federal
agencies--submit all required information documents. Tough pen-
alties are a necessary part of the effort to éroﬁote or enforce
such reporting. Higher penalties will no doubt help. Our prior
work, however, indicates a more fundamental problem that must
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also be addressed-~IRS needs to do more to identify and éursue
noncompliers.

In addition to the penalties associated with information
reporting, the bill also proposes other penalgies and interest:
requirements. Section 113 of S. 2198, for example, makes some
changes in interest payment computation which we have previously
identified as needed and which we support. In our report on tax
return nonfilers (GGD-79-69, July 11, 1979), we noted that inter-
est was paid on refunds to nonfilers who filed their return after
being caught. IRS had to pay out such interest because it did
not process these returns within 45 days after they Qere filed,
as required by law. To avoid having to pay such interest, we
recommended that IRS establish a priority system to make sure
that delinquent tax returns involving refund claims are proc-
essed within 45 days of being filed. It appears that S. 2198
would eliminate this problem by prohibiting the payment of inter-
est on overpayments associated with tax returns filed late. Thus,
we support this provision of the bill. Also, in our report on
nonfilers we recommended that the Congress congider the matter
of imposing a penalty on nonfilers due refunds, and we proposed
various alternatives for imposing such a penalty. Thus, we sup-
port the proposed legislation's requirement for a new minimum
penalty for the extended failure to file any income tax returns.

Section 112 of S. 2198 provides for a semiannual determina-
tion of the rate of interest. 'In a previous éeport (GGD-81-20,
October 16, 1980), we recommended such a semiannual adjustment
and reported that in fiscal year 1979 an additional $119 million
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could have been assessed in interest charges on delinqueﬁt taxes

if such a provision were enacted. There is no reason to believe
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recent past will not recur; therefore, semiannual adjustment of

IRS' interest rate would seem both fair and equitable. We also

note that section 111 provides for semiannual compounding of in-
terest. We agree with this provision as a matter of policy and

good business.

In announcing S. 2198, the bill's sponsor and co-sponsors
indicated that increased IRS resources will also be needed to
stem the growth of the noncompliance problem. Specifically, they
support the need for increased resources for collection activi-
ties as requested in the fiscal year 1983 budget and urge the
Administration to increase funding in the budgets for fiscal
years 1984 and 1985.

We agree that additional resources are needed to reduce
noncompliance with the tax laws. Just 5 days ago before the
House Government Operations Subcommittee on Commerce, Consumer
and Monetary Affairs, we stated that var;ous factors, including
declining voluntary compliance, have contributed to growth of
IRS' workload but that IRS' resources have not kept pace. We
also pointed out that administrative and legislative actions can
be taken which would allow IRS to make more efficient and effec-
tive use of its existing resources. --In our v;ew, however, such
actions alone'will not be sufficient. We believé an increase in
IRS' resources is needed to maintain the integrity of our tax
system and collect the revenues necessary for financing essential
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Government activities. Such an increase, within reason, would
not increase the Federal budget deficit. This is because IRS'
compliance programs, on the average, generate tax revenue in
amounts that far exceed the programs' cost. The full text of my
statement before the House Subcommitteg is attached as appendix
II.

In conclusion, Mr. Chairman, our work over the past several
years supports the fact that declining voluntary compliance with
the tax laws is a serious problem. In view of the substantial
loss in Federal revenue that is resulting, the Goverﬂment needs
to make a concerted and balanced effort to recover unpaid taxes,
particularly those due on unreported income. While we have not
yet analyzed the bill in depth, it addresses many issues and con-
cerns we have raised in the past. Overall, it is a step in the
right direction, and together with additional resources, should
facilitate IRS' enforcement of the tax laws. If §6u have no ob-
jections, Mr. Chairman, we would like to provide the Subcommittee
with more specific comments on the bill at a later date.

This concludes my prepared statement. I would be pleased

to answer any questions.
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7/11/79

8/3/79

8/15/79

11/6/79

1/24/80

2/11/80

9/5/80

10/16/80

10/20/80

4/29/81

5/12/81

7/8/81

7/23/81

11/5/81

APPENDIX I

Reports

GGD-79~69: Who's Not Filing Income Tax Returns?
IRS Needs Better Ways To Find Them And Collect
Their Taxes

GGD-79-43: IRS Can Improve Its Process For Deciding
Which Corporate Returns To Audit-

GGD-79-59: IRS' Audits Of -Individual Taxpayers And
Its Audit Quality Control System Need To Be Better

GGD~-80-9: Improved Planning For Developing And
Selecting IRS Criminal Tax Cases Can Strengthen
Enforcement of Federal Tax Laws

GGD-80-33: IRS Computer Assisted Audit Program

GGD~80~34: 1IRS Efforts To Detect And Pursue Corpo-
rate Nonfilers .

GGD-80-98: IRS Needs To Reconsider Its Examination
Strategy For Certain Partners

GGD~-81=-20: New Formula Needed To Calculate Interest
Rate On Unpaid Taxes

FGMSD~84-~4: IRS Can Expand And Improve Computer
Processing Of Information Returns

GGD-81-25: Streamlining Legal Review Of Criminal
Tax Cases Would Strengthen Enforcement Of Federal
Tax Laws ~

GGD-81-66: Observations Concerning the Internal
Revenue Service's Management of Criminal Tax Cases

GGD-81-83: Illegal Tax Protesters Threaten Tax
System

GGD-81-80: Bank Secrecy Act Reporting Requirements
Have Not Yet Met Expectations, Suggesting Need for
Amendment

GGD~82-4: What IRS Can Do To Collect More Delin-
quent Taxes )
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7/16/79

7/17/79

9/6/79

10/11/79

11/15/79

11/29/79

12/13/79

9/18/80

1o/1/80

10/1/80

5/11/81

6/10/81

APPENDIX I

Congressional Testimonies

Before the House Ways and Means Subcommittee on
OverSLght on IRS' efforts to identify and pursue
income tax nonfilers and underreporters

Before the House Ways and Means Subcommittee on
Select Revenue Measures on compliance problems of
independent contractors

Before the House Government Operations Subcommittee
on Commerce, Consumer, and Monetary Affairs on the
subterranean’ economy

Before the House Ways and Means Subcommittee on
Oversight on the efforts of IRS' Criminal Division
to detect and deter underreporters

Before the Joint Economic Committee on the under=-
ground economy

Before the House Banking, Finance, and Urban Affairs
Subcommittee on General Oversight and Renegotiation
on the uUse of currency and foreign account reports
to detect narcotics traffickers

Before the Senate Governmental Affairs Permanent
Subcommittee on Investigations on IRS' Efforts to
Combat Narcotic’ Traffickers

Before the House Ways and Means Subcommittee on
Oversight on the subject of compliance by Federal
Agencies with the requirements to file 1099 in-
formation returns

Before the House Government Operations Subcommittee
on Commerce, Consumer, and Monetary Affairs on IRS'
document matching program

Before the House Banking Finance, and Urban Affairs
Subcommittee on General Oversight and Renegotiation
on Implementation of the Bank Secrecy Act's Report-
ing Requirements

Before the House Ways and Means Subcommittee on
Oversight on the adequacy of IRS compliance re-
sources for fiscal yvear 1982

Before the House Government Opeﬁétions Subcommittee
on Commerce, Consumer, and Monetary Affairs on IRS'
efforts against illegal tax protesters
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7/23/81 Before the House Banking Finance, and Urban‘Affairs
Subcommittee on General Oversight and Renegotiation
on the Bank Secrecy Act

3/17/82 Before the House Government Operations Subcommittee
on Commerce, Consumer and Monetary Affairs on the
adequacy of IRS' resources
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(1)

(2)
(3)
(4)

(5)
(6)

Current Reviews

Review of problems IRS encounters in auditing tax shelter
schemes

Review of the quality of IRS' corporate tax return audits
Review of IRS' resource management activities

Review of IRS' use of publicity to promote voluntary com-
pliance with the tax laws

Survey of IRS' rewards for information program

Survey of IRS' unreported income program
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AND MONETARY AFFAIRS OF THE
HOUSE COMMITTEE ON GOVERNMENT OPERATIONS

ON THE ADEQUACY OF IRS' RESOURCES

Mr. Chairman and Members of the Subcommittee:

We are pleased to be here today to assist your Subcommittee
in considering the adeyuacy of IRS' resources, pafiicularly its
regsources for fiscal year 1983. Our testimony is based primar-
ily on our overall experience gained from conducting audits of
tax administration operations and activities. Over the past sev-
eral years, we have reviewed and reported on most of IRS' major
programs and activities. We will soon issue a comprehensive re-
port on how IRS allocates resources among its various compliance
programs.

The thrust of our testimony today, Mr. Cgairman, is that IRS
needs additional resources to effectively administer our Nation's

tax system and collect the revenues required to defend and operate



our country. Of course, we continue to believe that administra-
tive and legislative actions can be taken which would allow IRS
to make more efficient and effective use of its existing ré—
sources. However, these actions alone will not be sufficient.
IRS' workload continues to grow because of (1) the decline of
voluntary compliance with the tax laws, (2) the increase in the
scope and complexity of the laws IRS is charged with enforcing,
and (3) the increase in the number of returns filed. IRS' re-
sources have not kept pace with these trends. It is imperative
that IRS have sufficient resources to maintain the integrity of
our tax system and collect the revenues necessary for financing
essential Government activities.

IMPORTANCE OF
TAX COLLECTION ACTIVITIES

The Federal Government's financial well-being depends, in
large measure, on whether people are willing and able to support
our Nation's tax system. The system, which is based on voluntary
compliance, is generally regarded as the most efficient, effec-
tive, and fair approach for carrying out the unpopular function
of collecting the revenue necessary for national defense and
other essential Government activities. As shown in attachment I
to my statement, our tax system provides over 90 percent of the
revenues for financing the Government's programs and activities.
In 1981, the system provided about SQQO billion in revenue from
all sources, and IRS' budget was $2.5 billion.{ Thus, the average

cost to collect $100 was just 41 cents.
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To assure that the tax system providés maximum revenue at
least cost, IRS must strive to achieve the highest possible de-
gree of voluntary compliance with thevtax laws. But, growing
numbers of people in this country are unwilling to comply voluh—
tarily, and even a slight decrease in compliance levels translates
into billions of dollars of foregone tax revenue annually. This
is very significant in view of the huge deficits the Federal
Government incurs to meet its obligations.

TAXPAYER COMPLIANCE
HAS DECLINED

Despite the importance of our Nation's tax systéﬁ, it is
not in as good health as it should be. There is a trend toward
contempt and abuse of the system which seriously undermines the
basic concept of voluntary compliance on which the system depends.
Extensive evidence is available to show that noncompliance among
both corporate and individual taxpayers is a serious problem and
is getting worse. o

One source of evidence is IRS' September 1979 report on in-
come not reported by individuals for tax purposes. This study,
coupled with other IRS data, shows that for tak year 1976 indivi-
dual taxpayers failed to pay taxes totaling up to $27.6 billion.
This shortfall resulted from four types of noncompliance:

~-=-Failing to report all income on which tax is due ($20.0

billion).
--Nonfiling of returns by persons with té% iiability ($2.5

billion).



--Failing to pay tax reported on retﬁrns filed ($1.5 bil-

lion).

--0Qverclaiming of deductions, exemptions, and credits ($3.6

billion). |
Had individual taxpayers alone fully complied with the tax laws
in 1976, the additional taxes generated would have reduced the
fiscal year 1977 Federal budget deficit by 58 percent.

IRS is updating and expanding its 1976 figures and will
release new'estimates soon. However, some preliminary estimates,
not yet finalized and publicized by IRS, indicate that the total
tax revenue losses may have tripled since 1976.

Another source of evidence is IRS' Taxpayer Compliance
Measurement Program (TCMP), which periodically estimates volun-
tary compliance levels among individual taxpayers and some cor-
porations who file returns. These studies provide the best
available measure of noncompliance involving the qzerstating of
offsets to income (exemptions, deductions, and crédits). How-
ever, IRS has made other studies which indicate that TCMP detects
less than one-half of the estimated unreported income. As shown
in attachment II to my statement, unreported income, which is
commonly associated with the subterranean or underground econ-
omy, is the largest form of noncompliance--accounting for almost
three-fourths of the estimated foregone tax revenue in 1976.

Even though TCMP surveys do notfmeasure Fctal taxpayer non-
compliance, the results of those surveys can provide some insight
into voluntary compliance trends since 1965. These studies show
that in the 11 years from 1965 to 1976, compliance rates, in terms
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of dollars of tax liabilities accuraﬁely feported, dropped by 2
percent, from 94.3 percent to 92.3 percent. Had the compliance
rate remained at the 1965 level of 94.3 percent, tax assesgments
in 1976 would have been $9 billion higher.

Compliance among certain taxpayer classes has seriously de-
teriorated since 1965. Compliance among four of the seven classes
IRS measures was below 90 percent in 1976; whereas just one class
was below 90 percent in 1965. For example, compliance among in-
dividual taxpayers who own small businesses with under $10,000
income dropped from 79.2 percent in 1965 to 43.2 percent in 1976.
That means that these taxpayers as a class paid only 43 percent
of the taxes they owed in 1976.

The noncompliance problem is not restricted to individual
taxpayers. For example, according to TCMP results, compliance
among small corporations, those with assets of up to $§1 million,
dropped about 10 percentage points, from 83.1 to 73.3, between
1969 and 1978. Tax revenue losses for the three é;rporate classes
IRS measured through TCMP in both 1969 and 1978 more than doubled,
from $600 million to $1.3 billion between those years. Compli-
ance among those three classes of corporate taxpayers was 88.0,
90.7, and 63.0 percent in 1978. For all the corporate taxpayers
measured through TCMP in 1978, including some not measured in
1969, the estimated tax loss was $2.3 billion for 1978. As with
individual taxpayers, the major form of the corporate noncompli-
ance was unreported income, comprising about éwo-thirds of the

noncompliance among corporate taxpayers.
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Along with the general decline in voiuntary-compliance among
both individual and corporate taxpayers, several special compli-
ance problems and issues have emerged in recent years which fur-
ther jeopardize the tax system. These include: (1) abusive tak
shelters; (2) tax protesters; and (3) use of overseas tax havens.
While each of these problems is complex enough to merit its own
testimony, I will just highlight them.

--IRS considers the proliferation of abusive tax shelters

to be a major tax compliance problem. IRS reports that
some 248,000 tax returns involving abusive tax shelters
were under examination at the end of fiscal year 1981, at
least 50,000 more than 1 year earlier. IRS estimates that
abusive tax shelters cost the Government approximately $3.6
billion annually in lost revenue.

--Illegal tax protesters are those who advocate and/or par-
ticipate in certain schemes that result in tax evasion.
IRS estimates that the number of protesterkreturns filed
in 1981 totaled about 27,300~-a 283 percent increase from
7,100 in 1978.

-~-Use of overseas tax havens has grown rapidly in the past
several years. Because of inherent limitations on U.S.
information gathering and enforcement activities in for-
eign countries, tax havens are an exceedingly difficult

compliance problem.



INCREASING SCOPE AND
COMPLEXITY OF TAX LAWS

Interrelated with the noncompliance problem is the scdpe and
complexity of the tax laws which has added to_IRS' administrative
burden. The tax laws often complicate ;RS' audits of tax returns
and produce numerous controversies between IRS and taxpayers.
Resolving these controversies has become a troublesome and expen-
sive matter for both the Government and the taxpayer.

Recently enacted legislation has created even greater dif-
ficulties in interpreting and enforcing the tax laws.‘ For exam-
ple, while the Economic Recovery Tax Act of 1981 may ﬁave simpli-
fied tax administration in some areas, it complicated the tax
system in others. Those areas, to mention a few, relate to index-
ing tax rates for inflation, various savings incentives such as
IRAs, and the marriage tax penalty. The Economic Recovery Tax Act
alone amended, added, or repealed over 200 sections of the Inter-
nal Revenue Code. .

Changes due to the Economic Recovery Tax Act and other leg-
islation in recent years created the need for new regulations.
Available figures show regqulations awaiting promulgation increased
from 140 in January 1967 to 378 in January 1982, a 170 percent
increase. Major tax legislation has caused sizable increases
in the backlog; for example, the Economic Recovery Tax Act alone
is responsible for 90 new regulations which are scheduled for
completion by 1984. The priority assigned to:these new projects

impacts on the existing backlog by causing further delays in

already pending projects.



Legislative changes have also created'the need for new and
revised tax forms, schedules and instructions. Between 1977 and
1981 such changes resulted in 46 new tax forms and 1,093 revi-
sions to existing forms, 429 of which related to the Economic
Recovery Tax Act. -

In addition, because of the increasing complexity of the
laws, taxpayers are more frequently objecting to IRS' audit de-
terminations and taking advantage of their rights to appeal
faster than IRS and the courts can hear the cases. As a result,
the IRS Appeals Division backlog increased 2 percent from Septem-
ber 30, 1980, to September 30, 1981, when more than 27,000 cases
were awaiting appeals actions. The rate of backlog growth in
the courts is much greater, especially in the U.S. Tax Court
where the number of cases pending trial increased from 34,000
to 45,400, or 33 percent, between September 1980 and September

1981.

Furthermore, Mr. Chairman, we note as perhapskanother indi-
cator of the increasing scope and complexity of the tax laws that,
for the first time ever, the Commerce Clearing House published
the tax code in two volumes this year rather than one.

IRS' COMPLIANCE RESOURCES HAVE

NOT KEPT PACE WITH GROWING
WORKLOAD DEMANDS

As the Federal agency responsible for administering the Na-
tion's tax system, IRS must cope with an increasing workload
i
created by the year-to-year growth in the taxpaying popula-

tion as evidenced by the increasing number of tax returns filed.
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Of course, IRS must also respond to additidnal workload created
by deteriorating compliance and by new tax legislation. IRS has
one of the largest workforces of all Féderal nondefense agencies
and is requesting $2.9 billion to support 88,700 staff years for
fiscal year 1983. 1In the past several years, however, its re-
sources have not kept pace with the growth in its workload.

IRS expects 144 million tax returns to.be filed in 1983,
including 98 million Form 1040s and Form 1040As. In contrast,
only 123 million were filed in 1976, including 83 million Form
1040s and Form 1040As. This is an overall growth of 17 percent.
While increases in return filings do not necessarily require pro-
portionate increases in IRS resources, it is still noteworthy
that, between 1976 and 1983, the number of returns filed will in-
crease by 17 percent. IRS' resources, however, will increase by
only 5 percent, from 84,300 to 88,700 staff years—-about a third
the rate of the workload increase.

Attachment III to my statement shows the resources and work-
load trends for major IRS components for fiscal years 1976 through
1983. To illustrate the increasing demands being placed on IRS
regources, I would now like to discuss several specific IRS pro-
grams and activities.

IRS' examination resources have failed to keep pace with
the increase in tax return filings, and the tax revenue short-
fall is increasing. As mentioned eariier, fil%ngs will increase
17 percent from 1976 to 1983. However, examination resources
received from 1976 to datg and requested for 1983 will have
increased by only 2 percent. This 17 percent increase in filings,

9



combined with the increasing complexity ofvthe returns filed,
will reduce coverage from 2.6 percent in 1976 to an expecteq
1.67 percent in 1983.

Based on TCMP data, IRS projected that a total of $19.8 bil-
lion in additional taxes were not assessed in 1980. However, at
the 1980 coverage level of 2.12 percent of 1979 filings, IRS'
examinations resulted in a recommended $2.8 billion in addi-
tional taxes for individual tax returns--a shortfall of $17 bil-
lion. IRS recently made preliminary estimates that this tax
shortfall is growing at an annual compound rate of 13.5 percent.
At this rate, the cumulative shortfall could be as much as
$135 billion for the 5 years 1981-85.

IRS' collections resources have also failed to keep pace
with growing delinquent account inventories. According to IRS,
tax revenue tied up in delinquent accounts will almost triple
between 1976 and 1982--increasing from $1.7 billion’involving
614,000 accounts in 1976 to an estimated $4.8 billion involving
1.5 million accounts. However, these figures understate the to-
tal collection problem because they refer only to the year-end
inventories of active accounts receivable. On this basis, IRS
would have reported $4.7 billion not collected at the end of fis-
cal year 198l--but the actual amount outstanding was $20.5 bil-
lion. In addition to the $4.7 billion, the $20.5 billion
included: B ;

--Accounts which were in notice process ($8.8 billion).

-~Accounts classified ésvcurrently not collectible

($3.9 billion).
10



--Installment and deferred accounts ($.8 billion).

-~Accounts set aside for furtherrinvestigation or

adjustment ($2.3 billion).

Despite large increases in delinquent accounts, IRS resources
devoted to the collection of such accounts was about the same in
1980~--about 9,400 staff years--as it was in 1976. However, IRS is
requesting an increase to about 10,800 staff years for 1982 and to
about 13,700 staff years for 1983. With those higher staffing
levels, IRS expects the ratio of active accounts to staff years to
be improved.

The fact that IRS is required to administer new and often
extremely complex tax laws has also impacted on its resources.

The Crude 0il Windfall Profit Tax Act of 1980 is one example.
This act is expected to raise more than $227 billion in net ad-
ditional revenue by 1990. As I stated before this Subcommittee
on April 13, 1981, the act is very complex and present compli-
ance levels are unknown. IRS had to undertake this major new
responsibility with no increase in resources to date. One result
will be an estimated $150 million in foregone revenue that would
have been generated annually by the examiners who were diverted
from regular examinations to Windfall Profit Tax examinations.
ADMINISTRATIVE AND LEGISLATIVE IMPROVEMENTS

COULD HELP CLOSE THE GAP BUT ADDITIONAL
RESOURCES ARE ALSO NEEDED

Various administrative and legislative aqtions would per-
mit IRS to make more efficient and effective use of its existing

resources. However, such actions alone would not be sufficient
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to counter the growth in workload brought on by decreasing
compliance, the increasing scope and complexity of the tax laws,
and the increasing number of returns filed. Therefore, addi-
tional resources are needed if IRS is to maintain the integrity
of the tax system and achieve maximum collection of Federal
revenues.

Available Resources Can

Be Used More Efficiently

OQur work has shown that IRS can improve the management of
its compliance programs and other activities to permit more ef-
ficient use of existing resources. We have noted, fdf example,
that IRS is at a serious disadvantage in deciding how to best
structure its compliance activities to better cause people to
comply with the tax laws. IRS lacks sufficient data to under-
stand how its compliance programs,'individually and collectively,
affect compliance. Even so, IRS has allocated more than half
(about 54 percent in 1980) of its compliance~related resources
to the examination program on the assumption that this program
can achieve a 90-percent compliance level for all taxpayer groups.

Our work has shown that the examination c&verage IRS has been
able to provide has been inadequate to establish and maintain com-
pliance levels at 90 percent or higher for some taxpayer groups.
In fact, the compliance levels for all taxpayer groups that IRS
measures have steadily declined since 1965. Furthermore, in al-
locating compliance resources to and within tHé éxamination pro-
gram, IRS has purposefully foregone optimizing tax revenue. IRS

has also favored the examination program over some other programs
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that are designed specifically to detect unreported income--the
major compliance problem.

In a report soon to be released to the Congress, we are rec-—
ommending several steps that IRS should take to better understand
the compliance problem and to improve its resource allocations.
Over the long run, IRS must do further research to obtain data
on how and why its compliance programs influence the willingness
of people to properly assess and pay their income taxes. Such
data are essential to optimally allocate available resources in
a way that best stimulates voluntary compliance.

In the short run, IRS should give greater emphasis to re-
ducing foregone tax revenue in allocating resources among and
within its compliance programs. To do that, IRS needs accurate
data on the cost and revenue yield of its compliance programs.
Generally, it has data showing only "average" dollar yields.

IRS' management information systems do allow measurements of
yvield "at the margin" for the examination program: but they do
not provide marginal yield data for other compliance programs.

Although IRS' cost/yield data must be used with caution,
we can state with some confidence that additional resources in
various programs would provide average revenue yields that
significantly exceed average cost. This is particularly true
for accounts receivable, where additional resources would have
a sizable immediate impact on revenue collectjons. Unfortunately,
however, the shortfall in IRS' management information is such
that neither IRS nor we can estimate accurately how much rev-

enue will be secured through an increase in resources or which

13



programs provide the best dollar return fér each additional
investment. No one knows where diminishing returns will make
further resource investment uneconomic at the margin.

In addition to administrative changes, legislative actioné
are needed in selected areas. Attachment IV to my statement lists
legislative and administration recommendations still open which
would contribute to improved compliance and/or IRS efficiency.

MORE RESOURCES ARE NEEDED

Even though IRS can use its resources more efficiently and
effectively, the magnitude of the compliance problem .and the
increase in both the number and complexity of return filings pose
demands for IRS so great that program efficiencies, including
optimal resource allocations among programs, will go only so far
in protecting the tax system. In our view, an increase in IRS'
resources is warranted. Such an increase, within reason, would
not increase the Federal budget deficit. This is because IRS'
compliance programs, on the average, generate taxhrevenue in
amounts that far exceed the programs' cost. For example, the
average-yield-to-cost ratio was 8:1 for examination of returns
and 21:1 for working delinquent accounts in 1981, according to R
data compiled by IRS. Additional information on program cost/
vield ratios is given in attachment V to my statement.

In the fiscal year 1982 budget request, the Administration
originally proposed a staff level ofw88,000 fqr IRS. Concerned
that this resource level might not be adequaté, the House Ways

and Means Oversight Subcommittee held hearings in May 1981.
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During those hearings, we stated that IRS'resources were insuf-
ficient to meet the demands of a growing workload and the prob—
lem of deteriorating compliance.

As we suggested during those hearings, IRS provided, at the
Subcommittee's request, estimates showing that substantial tax re-
venue gains could be achieved through relatively small increases
in IRS' budget. After analyzing the data provided by IRS, the
Oversight Subcommittee wrote the House Appropriations Subcommit-
tee requesting that IRS' appropriation be increased by 1,500 ad-
ditional staff years and $38 million. IRS estimated that with
those additional resources, it could generate additional revenue
totaling $275 million, a 7:1 yield ratio, and could answer 1 mil-
lion additional taxpayer inquiries. The House Appropriations
Subcommittee approved the suggested increase. The Senate Appro-
priations Subcommittee reduced the amount but still approved a
resource level higher than the Administration had_gequested.
However, because of subsequent Administration activities and
the Congress' decision to let IRS operate under a continuing
resolution, the actual resources made available to IRS
totalled less than 85,000 positions.

If the Administration's request for supplemental appropria-
tions is approved without change, IRS will realize about 85,400
average positions and about $2.6 billion in fiscal 1982.
According to IRS estimates, these reauced res?urce levels will
result in the lowest examination coverage ever, 1.58 percent; a

huge accounts receivable inventory of 1.5 million accounts
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totalling $4.8 billion; and, the greatest fax Court backlog ever,
over 45,000 unresolved cases. ‘

I would now like to specifically discuss the adequacy of
IRS' fiscal year 1983 budget request. The request shows a staff
level of 88,700 and $2.9 billion in planned expenditures. This
represents an increase of about 3,300 average positions and
$328 million above the estimated fiscal year 1982 levels--a 4
percent increase in staff years. However, it is also 50 staff
years less than the lowest level initially approved by the House
and Senate Appropriation Subcommittees for fiscal year 1982.

The fiscal year 1983 budget does reflect a shift in re-~
sources to a seriously underfunded program. IRS proposes to
increase resources for delinquent accounts by 3,000 average po-
sitions over the fiscal year 1982 level. However, increases
scheduled for examination are less than 1,000 positions, raising
expected examination coverage by only .09 percent to 1.67 per-
cent. And, with only modest increases in resource; for some
other programs, IRS will still be unakle to keep pace.

The Administration proposes to substantially cut back on
IRS' taxpayer assistance activities. Already, IRS has eliminated
direct return preparation assistance at walk-in offices and, in
total, it expects to provide assistance to 41.4 million taxpay-
ers in fiscal year 1982, 3.4 million fewer than the 44.8 million
served in fiscal year 1981, 1In fiscai.year 19§3,‘IRS expects to
be able to provide assistance to only 19.4 million taxpayers as
its taxpayer assistance staff year allocation declines from about
4,100 to 2,400.

16
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Neither we nor IRS know who will.be affected'by the cut-
backs or how the affected persons will react. We have initiated
a major review of IRS' taxpayer assistance activities to obtain
information on, among other things, the population groups IRS
serves. Until we have completed our work, it is unlikely that
the Congress will know which specific taxpayer groups will be
most affected by proposed cutbacks. Once these groups have been
identified, it may well be possible to better predict the actual
effects of the proposed cutbacks.

Also, varying resource levels create a highly disruptive
effect on the Service's operations. IRS was authorized about
87,500 staff years in fiscal 1980; 86,200 in 1981; and, 85,400 in
1982. The request for 1983 is 88,700. This racheting of staff-
ing levels makes it extremely difficult to develop well-founded
plans for acquiring, training, and focusing human resources on
the multifaceted task of administering the tax system. A larger
and more consistent level of resources to keep pacé with growing
demands on the tax system appears in order.

While we know that the compliance problems with the Nation's
tax system require attention, we cannot state precisely to which
programs additional resources could be allocated to optimize use
of all available resources. We do know, however, that additional
resources in some programs will resulg in a lagge-and immediate
flow of tax revenue to the Treasury. These resources are not

only justified by the potential revenue gains, but--of equal or
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more importance--by the need to cope with IRS' increasing work-
load due to decreasing voluntary compliance, increasing tax law
complexity, and increasing taxpaying population.

There are fundamental questions of fairness and of taxpay—
ers' perception which, we think, should also be kept in mind
when considering IRS' budget request. Is it fair that the vast
majority of taxpayers, despite these difficult economic times,
manage to pay their proper share, while

~-~the returns of many taxpayers with high potential

for tax change go unaudited,

-=-tax evasion goes uninvestigated, and

--unpaid taxes are written off?

Taxpayers' perceptions that others can get away with not comply-
ing jeopardizes the entire system. For example, one reason for

the growth of the tax protester movement seems to be the appar-

ent success of some protesters who manage to delay.or completely
avoid paying taxes.

In closing, let me set forth some considerations that the
Congress should keep in mind in deliberating on the desirablility
of providing IRS with more resources.

First, IRS' unigue role should be recognized, and the agency
should be treated separately on any initiatives aimed at paring
the size of the Federal work force. #The rest of Government can
essentially be lumped together and characterizéd‘as the "expendi-
ture side." With some minor exceptions, IRS étands alone on the

“revenue side." Actions to cut the cost of Government and scale
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back the pervasive Federal presence should not be indiscriminately
applied to this agency and its special mission.

Second,.it is important to keep in mind that IRS' various
compliance activities do no more than require .citizens to pay
those taxes that were properly due in the first place, and that
in fact were so paid by most of their number. Effective compli-
ance should not be viewed as representing a special burden to
the public at large; rather it is aimed at ensuring that all
share their fair burden.

Finally, with respect to the question at hand, namely how
many additional resources should IRS be provided with, let me
offer the following. There is no doubt that IRS can return in
added revenue some multiple of the additional funds it is pro-
ided. The problem, however, is trying to identify the optimum
application of any finite amount of such resources. Given the
lack of available data for making optimum allocations, the best
approach might be to ask IRS to come forward agaié with its in-
formed judgment on how various incremental funding increases
would be applied. For example, as before, Congress could task
IRS with calculating the operational, revenue, and cost impacts
of personnel gains of some staff-year increment, 500 for example,
ranging up to perhaps a total increase of 5,000 people.

Let me caution, however, that the resources provided must
be adequate for the agency to meet its basic management informa-

tion needs, such as (1) the need for research to better under-

stand how its activities affect voluntary compliance and

19




(2) the need to develop a management information system that
will provide the marginal cost/vield data necessary for devel-

oping a more scientific approach to making resource determin-

ations and allocations.

That concludes my prepared statement. I would be pleased

to answer any questions.
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| - ATTACHMENT I
ATTACHMENT I FEDERAL REVENUES

Fiseal Year 1981 A

Estate And Customs Duties
Gift Taxes and

$6.8 Billion Misceilansous Recsipts
(1.1 percant) $21.8 Billion

Excise Taxes
$40.2 Billion
{6.8 percant)

‘ (3.7 percent)

. Caorporation

- Income Taxes .

. $81.1 Billion
- {10.2 percent)

Individual
Income
Taxes
$285.7 Billion
{47.7 percant)

Social
insurance
Recsipts e
$182.7 Biilion -

{30.5 percent) -

D Shaded portion indicates coliections made by IRS.

Note: This chart snows receipts only. !t does not show that portion of the budget financad through borrowing,
Also, a small portion of the excise tax collections is the responsibiiity
of the Bureau of Alcohol, Tobacco and Firearms, Department of the
Treasury



CATTACHMENT II

1

E xcludes undarreported income from nonfilers.

sob sty L

ESTIMATED INDIVIDUAL INCOME TAX OWED U.S. IN 1976 .

TotaL $167.9 BILLION

Tax
Paid-Compiiance

$140.3 Billiom (83.46%)

{ \
YNPAID TAX

{ \ o
NONCOMPLIANCE~THE TAX GAP $27.6 BILLION £16.47%)

/ o
[ \

%

Overciaiming Deductions, --
Exemptions, and Credits
$3.6 Billion (13.1%)

o

iz
e
Yy

Nonfiling $2.5
Biilion (9.0%)

Failing to_Pay Tax Reported on Return
$1.5 Billion {5.6%)

2 gatimate inciudes only major criminal activity.
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ATTACHMENT IV

ATTACHMENT IV

OPEN GAO RECOMMENDATIONS TO THE CONGRESS AND IRS

TO IMPROVE COMPLIANCE AND/OR IRS EFFICIENCY

Congressional Recommendations

1.

2.

1ll.

12.

Impose mandatory withholding on agricultural
employees.

Repeal occupational taxes on the alcohol in-
dustry.

Adopt standards for determining whether an
individual is an employee or self-employed.
Revise educational expense deduction to
clarify tax status of educational grants.

Consider ways of imposing a late filing
charge on taxpayers due refunds who file
late.

Revise the personal casualty and theft
loss deduction.

Modify disclosure provisions of 1976 Tax
Reform Act.

Modify summons provisions of 1976 Tax
Reform Act.

Streamline legal review of criminal tax
cases.

Amend the Bank Secrecy Act of 1970 to require

reauthorization of reporting requirements.

Provide that IRS can require certain infor-
mation from U.S. subsidiaries of foreign
parent corporations.

Make pension plan determinations by IRS
mandatory for tax qualification.

Source

B-137762
3-26-75

B-137762
1-16-76

GGD-77-88
11-21-77

GGD-78-72
10-31-78

-+ GGD=79-69

7-11-79
GGD-80-10
12-5-79

GGD-80~-76
6-17-80

GGD-80-76
6-17-80

GGD-81-25
4-29-81

GGD-81-80
7-23-81

GGD-8l1-81
9~-30-81

HRD-81-117
9-30-81



ATTACHMENT IV

Recommendations to the Commissioner

of Internal Revenue (note a)

1.

2.

10.

11.

12.

130

14,

Improve programs to collect taxes withheld
by employers.

Improve utilization of currency transaction
reports.

Develop and use an ADP Cost Accounting System
in IRS. ,

Develop more selective system for detecting
and investigating nonfilers.

Establish a system to check delinquent re-
turns for unreported income.

Improve the corporate audit selection system.
Increase use of computer audit techniques in
all compliance programs.

Strengthen efforts to detect and pursue cor-
porate nonfilers.

Simplify estimated tax forms and instructions.
Improve the selection system for traditional
partnership returns.

Expand and improve the computer processing of
information returns.

Monitor districts' efforts to get newspapers
to publish lists of individuals entitled to
undelivered refund checks.

Streamline legal review of criminal tax cases.
Establish working group in each district to

handle protester and other special compliance
cases. .

ATTACHMENT 1V

Source

GGD-78-14
2-21-78

GGD~79-24
4-6-79

GGD-79-48
6-18-79

GGD=-79-69
7-11-79

GGD-79-69
7-11-79

.-GGD-79-43

8-3-79

GGD-80-33
1-24-80

GGD-80-34
2-11-80

GGD-80-89
7-16-80

GGD-80-98
9-5-80

FGMSD-81-4
10-20~-80

@GD-81-71
4-10-81
GGD-81-25
4-29-81

GGD~-81-83
7-8-81

a/As of March 1982, IRS had many of these recommendations at

various stages of implementation.



ATTACHMENT 1V

15. Prepare substitute tax returns with infor-
mation from other sources.

16. Establish criteria on time allowed protesters
before issuing a summons.

17. Develop a more comprehensive management in-
formation system pertaining to illegal tax
protester efforts.

18. Develop and coordinate with Justice a plan
for dealing with illegal tax protesters.

19. Seek approval of the Joint Committee on
Taxation to disclose taxpayer return in-
formation for certain tax protester cases.

20, Consider ways to get a better measure of
noncompliance with the requirements of
section 482.

21 . Reassess IRS'

ments.

22. Establish a procedure for communicating in-
formation among audit teams doing similar

work

23. Clarify the description of information that
corporations should report concerning the
sale/purchase of stock.

24. Develop procedures to determine taxpayer
filing compliance on pension payouts..

25. Discontinue program of granting installment-
agreements-by-mail without determining abil-
ity to pay.

26. Develop a system for evaluating the effec-
tiveness of the installment agreement pro-

gram

criteria for requesting econ-
omists' participation in section 482 adjust-

ATTACHMENT IV

Source

GGD-81-83
7-8=-81

GGD-81-83
7-8-81

GGD-81-83
7-8-81
GGD-81-83
7-8-81
GGD-81-83
7-8-81

GGD-81-81
9-30-81

GGD-81-81
9-30-81

GGD-81-81
9-30-81

GGD-81-81
9-30-81

HRD-81-117
9-30-81
GGD-82-4
11-5-81

GGD-82-4
11-5-81



S ATTACHMENT Y ATTACHMEAT V

YIELD/AVERAGE COST ESTIMATES

FOR SELECTED IRS PROGRAMS

FISCAL YEARS 1976 TUROUGH 1983 (uote a)

Fiscal vear

1976 1977 1978 1979 1940 1981 1982 1983
Examination
Yield $4,447 $4,084 $4,994 $4,863 56,317 $6,688 $8,475 $9.576
Cost $ 601 § 632 $ 875 $ 720 $ 780 § 836 $ 852 § 935
Yield/cost 7.4 6.5 7.4 6.8 8.1 8.0 8.4 10.2
ratlio ’
Criminal
inveatigations
Yield 8,797 8,361 8,733 8,700 7,114 6,608 6,543 5,659
Coste : 3 100 § 105 3§ 121 3 130 3§ 154 $§ 150 $ . 141 s 171
Cost per $11,367 §$12,558 513,855 $14,942 $21,647 $22,851 $2L.550 $30,217
invest. .- : ’

Accounts receivable

Yield $3,492 $3,069 $3,315 54,900 $6,000 $5.584 §6,379 $7,792

Cost $ 179 s l88 § 201 $§ 213 $ 219 $ 255 $§ 295 § 399

Yield/coet 19.5 16.3 16.5 23.0 27.4 21.0 21.6 19.5
ratioc

Delinquency
investigations -

Yield $407 $363 $435 5839 1,309 $1,403 $1,568 51,856

Cost $ 335 $ 36 (b) § 62 $ 73 $ 21 $§ 102 § 119

Yield/cost 11.6 10.1 (b) 13.5 17.9 15.4 15.4 ‘15.86
ratio _

Returns compliance

| Yield $133 $138 $125 $21 $iu 514 $6 $54

| Cost $ 8 $ 10 () $ 6 S 6 s 4 $2 SL1

| Yield/cost 16.6 13.8 (b) 3.5 3.0 3.5 3.0 4.9
ratio

Document matching

Yield $130 (L) $219 §227 $311 $459 $§511 $725
| Cost $ 24 $39 $ 52 $ 57 $ 63 5 37 $ 74 3 87
Yield/cost 5.4 (b) 4.2 4.0 4.9 5.3 5.9 8.3

ratio

| Math error

|

| vield $662 $716  $1,068 §$1,270  $1,242  §$1,687 (o) (2)

| Cost (b) (b) (b) (o) (b) (o) (p) (5)

‘ Yield/Cost (b) (v) (5) (p)- (o) ) (p) (9)
ratio e

)

i

a/Yield is measured in wmillions of dollars of net agsessments except for the Criminal
Investigations and the accounts Receivable Programs. The Criminal Investigations
Proyram is measured in total investigations; the Accounts Receivable Progyraa
in millions of dollars collected.

o/Uata not readily available.






