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I welcome t h e  o p p o r t u n i t y  t o  pa r t i c ipa t e  i n  t h i s  con- 

f e r e n c e  s e s s i o n  on  t h e  "underground economy*' and t o  t a l k  

a b o u t  what t h e  F e d e r a l  Government c a n  and s h o u l d  d o  a b o u t  

t h e  problem. My p r e s e n t a t i o n  is based  o n  what w e  i n  t h e  

G e n e r a l  Account ing  O f f i c e  h a v e  l e a r n e d  abou t  income t a x  

n o n f i l i n g  and u n d e r r e p o r t i n g  t h r o u g h  a u d i t s  o f ,  p r i m a r i l y ,  

t h e  I n t e r n a l  Revenue S e r v i c e  ( I R S ) .  

Anyone concernfkd a b o u t  m a i n t a i n i n g  t h e  i n t e g r i t y  o f  o u r  

v o l u n t a r y  t a x  a s s e s s m e n t  s y s t e m  h a s  t o  be c o n c e r n e d  o v e r  t h e  

f i n d i n g s  of v a r i o u s  researchers on  t h e  e x t e n t  t o  w h i c h  a n  

underground economy e x i s t s  i n  t h e  U n i t e d  S t a t e s .  F o r  example ,  

1 i f  p e o p l e  had p a i d  t h e  $ 2 6  b i l l i o n  t a x e s  on t h e  $135 b i l l i o n  
1 

income which I R S  estimated went  u n r e p o r t e d  i n  1976,1 /  - t h e  

Federal  Government ' s  f i s c a l  y e a r  1977 budge t  d e f i c i t  would h a v e  
\ 

been  r educed  from $ 4 5  b i l l i o n  t o  $ 1 9 , b i l l i o n ,  or by 58 p e r c e n t . 2  

I t  is u n f a i r  t o  t h e  v a s t  m a j o r i t y  of Americans who p a y  

t h e i r  proper amount of t a x e s  t h a t  so many o thers  do n o t .  

Therefore ,  it is i m p e r a t i v e  t h a t  t h e  Government r e s p o n d  t o  

t h i s  p o t e n t i a l  t h r e a t  t o  o u r  v o l u n t a r y  t a x  s y s t e m  by t a k i n g  

- 

a g g r e s s i v e ,  b u t  r e a s o n a b l e ,  a c t i o n .  C e r t a i n  a c t i o n s  c a n  and 

a r e  b e i n g  t a k e n  by I R S  t o  improve i t s  v a r i o u s  programs t o  de- 

t ec t  and deter noncompl iance .  O t h e r  a c t i o n s ,  however ,  require 

c o n g r e s s i o n a l  a t t e n t i o n . '  

FEDERAL PROGRAMS AND A C T I V I T I E S  FOR DETECTING 
AND DETERRING N O N F I L E R S  AND UNDERREPORTERS 

d 

-I_RS h a s  a broad r a n g e  of compl i ance  e n f o r c e m e n t  programs 
and a c t i v i t i e s  t o  de t ec t  u n r e p o r t e d  income. These  c o n s i s t  of 
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c o l l e c t i o n s ,  document ma tch ing ,  w i t h h o l d i n g ,  a u d i t s  or exam- 
-.. 

i n a t i o n s ,  and c r i m i n a l  i n v e s t i g a t i o n s .  '~ The e x t e n t  t o  which 
.-A 

IRS u s e s  e a c h  o f  t h e s e  a g a i n s t  n o n f i l e r s  and u n d e r r e p o r t e r s  

v a r i e s  and depends  on w h e t h e r  t h e i r  f a i l u r e  t o  f i l e  o r  r e p o r t  

a l l  t h e i r  income is d e t e c t a b l e  t h r o u g h  documen ta t ion  o r  a 

" p a p e r  t r a i l . "  

Our a u d i t  work i n  t h e  t a x  a d m i n i s t r a t i o n  area h a s  i n d i c a t e d  

t h a t  w h i l e  IRS had t h e  programs and a c t i v i t i e s  i n  p l a c e  t o  d e a l  

a d e q u a t e l y  d e a l  w i t h  t h e  u n r e p o r t e d  income problem,  it _J needed 

t o  improve t h e  e f f e c t i v e n e s s  o f  e a c h .  I t  a l so  needed t o  combine 

t h e  u s e  o f  t h e s e  programs and a c t i v i t i e s  by (1) d e v e l o p i n g  a n  

o v e r a l l  compl i ance  s t r a t e g y  which p r o p e r l y  matches a l l  forms  of 

noncompl iance  w i t h  t h e  b e s t  en fo rcemen t  t o o l  a v a i l a b l e  and ( 2 )  

r e a l l o c a t i n g  i ts  resources, a c c o r d i n g l y .  _ -  

I N D I V I D U A L  COMPLIANCE ENFORCEMENT - -  
PROGRAMS NEED IMPROVEMENT 

For  IRS t o  e f f e c t i v e l y  d e t e c t  and d e t e r  n o n f i l e r s  and 

u n d e r r e p o r t e r s ,  it needs  t o  make s p e c i f i c  changes  t o  its col- 

l e c t i o n s ,  document ma tch ing ,  w i t h h o l d i n g ,  a u d i t  and c r i m n a l  
.- . 

i n v e s t i g a t i o n  a c t i v i t i e s .  

Collect  i o n s  

Our a u d i t  o f  IRS' e f f o r t s  t o  d e t e c t  and d e t e r  n o n f i l e r s  

showed t h a t  it needed t o  u s e  i t s  c o l l e c t i o n  resources more 

e f f e c t i v e l y  i n  t h i s  area.  The Co l l ec t ion  D i v i s i o n  is t h e  key  

I R S  u n i t  r e s p o n s i b l e  f o r  e n s u r i n g  t h a t  t a x p a y e r s  f i l e  

t h e i r  r e t u r n s .  
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U n t i l  o u r  J u l y  1979 report ,  - 2/ IRS had n e i t h e r  a n  estimate 

of t h e  e x t e n t  o f  n o n f i l i n g  or i t s  impact o n  t h e  v o l u n t a r y  t a x  

a s s e s s m e n t  sys t em.  

t a x p a y e r s  who were r e q u i r e d  t o  f i l e  i n  1972 b u t  d i d  n o t ,  IRS was 

o n l y  a b l e  t o  c a t c h  6 0 0 , 0 0 0 ,  o r  1 2  p e r c e n t .  We f e l t  t h a t  IRS 

We e s t i m a t e d  t h a t  of t h e  5 m i l l i o n  i n d i v i d u a l  
; 

needs  t o  know t h e  s i z e  and c h a r a c t e r i s t i c s  o f  t h e  n o n f i l e r  

p o p u l a t i o n  so it c o u l d  d e t e r m i n e  where t o  c o n c e n t r a t e  i t s  re- 

sources. 

IRS was s e l e c t i n g  p o t e n t i a l  n o n f i l e r s  f o r  i n v e s t i g a t i o n  

p r i m a r i l y  on  t h e  b a s i s  of  w h e t h e r  a p e r s o n ' s  income, as shown 

by c e r t a i n  d a t a ,  i n d i c a t e d  a p r e d e t e r m i n e d  t a x  l i a b i l i t y  -- 
n o t  on  w h e t h e r  a p e r s o n  is t e c h n i c a l l y  r e q u i r e d  t o  f i l e .  A s  a 

a result, many people who were n o t  r e q u i r e d  t o  f i l e  were selected 

f o r  i n v e s t i g a t i o n ;  w h i l e  many who may h a v e  been  r e q u i r e d  t o  f i l e  

k 
were n o t  s e l e c t e d .  

c 

We d e v e l o p e d  a model t h a t  d e t e r m i n e s  w i t h  a h i g h  d e g r e e  o f  

c e r t a i n t y  whe the r  i n d i v i d u a l s  s e l e c t e d  f o r  i n v e s t i g a t i o n  were 

indeed  r e q u i r e d  o r  n o t  r e q u i r e d  t o  f i l e  r e t u r n s .  IRS a g r e e d  

t o  c r e a t e  a s i m i l a r  model f o r  n a t i o n w i d e  u s e  b e c a u s e  it an- 

t i c i p a t e d  a back log  of 700,000 n o n f i l e r  cases by t h e  end of 

1980. Thus ,  it needed t o  select  t h e  b e s t  cases on  which t o  

spend  i t s  l i m i t e d  resources. 

A l s o ,  s i n c e  I R S  s e l e c t e d  more people t h a n  i t  c o u l d  
-- 

t h r o u g h l y  i n v e s t i g a t e  w i t h  i ts  l i m i t e d  resources, i t s  i n -  

v e s t i g a t i v e  po l i c i e s  and procedures i n t e n t i o n a l l y  l i m i t e d  

t h e  e x t e n t  t o  which t h e y  are p u r s u e d .  - Moreover ,  t h e  p o l i c i e s  
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and  p r o c e d u r e s  d i d  n o t  e n s u r e  t h a t  n o n f i l e r s ,  o n c e  c a u g h t ,  

would f i l e  a l l  t h e i r  d e l i n q u e n t  t a x  r e t u r n s ,  o r  t h a t  t h e i r  

r e t u r n s  would b e  checked  t o  i d e n t i f y  u n r e p o r t e d  income. I R S '  

more t h o r o u g h  i n v e s t i g a t i o n ,  u n d e r t a k e n  a t  o u r  r e q u e s t ,  o f  389 

p r e v i o u s l y  u n s u c c e s s f u l l y  closed n o n f i l e r  cases showed t h a t  

i n v e s t i g a t i n g  s u c h  cases i n c r e a s e d  costs  b u t  t h a t  r e v e n u e s  

t o  t h e  Government ou twe ighed  cos ts  3 t o  1. 

I n  o u r  J u l y  1979 repor t ,  w e  made numerous recommendat ions  

t o  I R S  and  t h e  C o n g r e s s  t o  improve I R S '  e f f o r t s  t o  i d e n t i f y  

and p u r s u e  n o n f i l e r s .  IRS is implemen t ing  most of them b u t  

h a s  s t a t e d  t h a t  it is  l i m i t e d  by t h e  amount of resources it 

c a n  a l loca t e  t o  its n o n f i l e r  program v e r s u s  o t h e r  c o m p l i a n c e  

p rograms .  

Document Matching  
, 
[ P a y e r s  of wages ,  i n t e r e s t ,  d iv i -dends  and 1 6  o t h e r  t y p e s  

of payments  are r e q u i r e d  t o  report  s u c h  payments  t o  t h e  I R S .  

Us ing  i ts  c o m p u t e r s ,  I R S  c a n  t h e n  match t h e s e  payments  t o  

income reported by t a x p a y e r s  on  t h e i r  t a x  r e t u r n s .  

- 

_ _  
S i n c e  1 9 7 4 ,  IRS h a s  made c o n s i d e r a b l e  p r o g r e s s  toward  

a c h i e v i n g  a f u l l  document m a t c h i n g  program. F o r  t h a t  t a x  

y e a r ,  I R S  matched o n l y  abou t  35 p e r c e n t  of t h e  i n f o r m a t i o n  

r e t u r n s  r e c e i v e d  by I R S  and t h e  S o c i a l  S e c u r i t y  A d m i n i s t r a -  

t i o n .  F o r  1977,  I R S  matched a b o u t  50 p e r c e n t  of t h e  documents  

it r e c e i v e d .  F o r  1978 ,  it matched a b o u t  397 m i l l i o n ,  or a b o u t  

76 percent, of t h e  525 m i l l i o n  i n f o r m a t i o n  r e t u r n s  r e c e i v e d .  
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The i n c r e a s e  f o r  t a x  y e a r  1978 c a n  l a r g e l y  b e  a t t r i b u t e d  t o  

i m p l e m e n t a t i o n  of t h e  Combined Annual  Wage R e p o r t i n g  Program 

e s t a b l i s h e d  by P u b l i c  Law 94-202.; Under t h i s  program, t h e  

S o c i a l  S e c u r i t y  A d m i n i s t r a t i o n  r e c e i v e s  a l l  wage i n f o r m a t i o n  

r e t u r n s  and p r o v i d e s  t h e  i n f o r m a t i o n  t o  I R S  on  m a g n e t i c  tape.  

The document ma tch ing  program h a s  p roven  t o  be  one  o f  t h e  

m o s t  p o w e r f u l  too ls  f o r  d e t e c t i n g  on  a m a s s  s ca l e  t a x p a y e r s  

who u n d e r r e p o r t  a l l  o r  pa r t  o f  t h e i r  income. Accord ing  t o  IRS, 

t h e  document ma tch ing  program f o r  f i s c a l  y e a r  1979 is  e x p e c t e d  

t o  r e t u r n  a b o u t  $ 4  - $5  t o  t h e  T r e a s u r y  f o r  e a c h  d o l l a r  s p e n t .  

Whi le  e x a c t  f i g u r e s  are  d i f f i c u l t  t o  d e t e r m i n e ,  t h e  f i g u r e  f o r  

document ma tch ing  compares q u i t e  f a v o r a b l y  w i t h  t h o s e  f o r  o t h e r  

t o o l s :  f rom $ 4  - $ 2 3  f o r  t h e  v a r i o u s  c o l l e c t i o n  programs and 

$5 - $6  f o r  a u d i t s .  N o  f i g u r e s  are a v a i l a b l e  f o r  c r i m i n a l  i n -  

v e s t i g a t i o n s .  

I n  s p i t e  o f  t h e  p r o g r e s s  made by IRS, o p p o r t u n i t i e s ,  which 

I w i l l  now d i s c u s s ,  s t i l l  e x i s t  t o  s t r e n g t h e n  t h e  document 

ma tch ing  program. 

P a y e r s  d o  n o t  submi t  a l l  documents  

One of  t h e  c o n t i n u i n g  problems w i t h  t h e  document ma tch ing  

program is t h a t  p a y e r s  d o  n o t  s u b m i t  a l l  r e q u i r e d  i n f o r m a t i o n  

documents  and I R S  h a s  n o t  y e t  d e v e l o p e d  t h e  means t o  e n s u r e  

compl i ance  w i t h  s u b m i s s i o n  r e q u i r e m e n t s .  I R S  s t u d i e s  have  

c o n s i s t e n t l y  shown t h a t  p a y e r  noncompl iance  is a se r ious  pro- 

blem, p a r t i c u l a r l y  among p a y e r s  of  m i s c e l l a n e o u s  income, such  

as  nonemployee compensa t ion ,  r e n t s ,  and r o y a l t i e s  .> 

A’ 

/I 
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C u r r e n t l y ,  IRS' main  tools  f o r  d e t e c t i n g  p a y e r  noncom- 
-- 

p l i a n c e  a r e  t h e  "package  a u d i t "  and " f u l l  compl i ance  check . "  

The f o r m e r  is a p r o c e d u r e  whereby t a x p a y e r s  b e i n g  aud i t ed  f o r  

any  r e a s o n  are a l so  checked  f o r  compl i ance  w i t h  t h e  i n f o r m a t i o n  
; 

r e t u r n  r e q u i r e m e n t s .  The l a t t e r  i s  a p r o c e d u r e  whereby t a x p a y e r s  

b e i n g  pu r sued  by t h e  C o l l e c t i o n  D i v i s i o n  are  a l s o  checked  f o r  

g e n e r a l  compl i ance  w i t h  o t h e r  IRS r e q u i r e m e n t s ,  i n c l u d i n g  t h o s e  

f o r  i n f o r m a t i o n  r e p o r t i n g .  These  c h e c k s  a re  s e l e c t i v e  i n  -. 

n a t u r e ,  and l i t t l e  i n f o r m a t i o n  is a v a i l a b l e  on t h e i r  o v e r a l l  

e f f e c t i v e n e s s . -  
/' 

IRS h a s  r e c e n t l y  u n d e r t a k e n  a c t i o n s  which may make it 

p o s s i b l e  t o  d e t e c t  o n  a mass sca le  p a y e r  noncompl iance  i n  

t h e  f i l i n g  o f  w i t h h o l d i n g  (Form W-2) i n f o r m a t i o n  documents .  

Under t h e  Combined Annual Wage R e p o r t i n g  Program, IRS ma tches  

end-of -year  employer -provided  w i t h h o l d i n g  documents  a g a i n s t  

t h e  s u m  of  employee wages and p a y r o l l  t a x e s  p a i d  shown o n  t h e i r  

q u a r t e r l y  t a x  r e t u r n s ;  Al though t h e  program is  d i r e c t e d  to- 

wards  e n s u r i n g  t h a t  employe r s  pay  t h e  correct p a y r o l l  t a x e s ,  

it a l s o  makes i t  p o s s i b l e  f o r  I R S  t o  c a t c h  some p a y e r s  who 

f a i l  t o  s u b m i t  a l l  r e q u i r e d  W-2 documents .  IRS h a s  a l so  

begun a s t u d y  which is  i n t e n d e d  t o  d e t e r m i n e  t h e  p o t e n t i a l  

f o r  ma tch ing  form 1096s  ( t h e  t r a n s m i t t a l  documents  u sed  f o r  

s u b m i t t i n g  form 1 0 9 9 s )  a g a i n s t  I R S '  b u s i n e s s  t a x  r e t u r n  master 

f i l e  i n  o r d e r  t o  d e t e c t  noncomplying p a y e r s .  

To p r o v i d e  b e t t e r  a s s u r a n c e  t h a t  p a y e r s  f i l e  requi red  

documents ,  w e  c o n t i n u e  t o  s u p p o r t  a T r e a s u r y  Department  
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proposal t o  i n c r e a s e  t h e  c u r r e n t  p e n a l t y  o f  $ 1  pe r  r e t u r n  w i t h  

a maximum o f  $1,000 pe r  y e a r  t o  5 p e r c e n t  o f  t o t a l  u n r e p o r t e d  

payments .  

M i l l i o n s  of s u b m i t t e d  
documents  g o  unused 

Many documents  f i l e d  by p a y e r s  a re  n o t  used .  Fo r  example ,  - 
a b o u t  128  m i l l i o n  of  t h e  525 m i l l i o n  documents  r e c e i v e d  by I R S  

and Social  S e c u r i t y  f o r  t a x  y e a r  1978 were n o t  matched a g a i n s t  

t a x  r e t u r n s .  

IRS h a s  s u f f i c i e n t  computer  r e s o u r c e s  t o  p r o c e s s  a l l  t h e  

r e t u r n s  b u t  s a y s  it would need a d d i t i o n a l  s t a f f  and f u n d s  t o  

t r a n s c r i b e  t h e  p a p e r  r e t u r n s  and t o  work t h e  i n c r e a s e d  number 

o f  cases which would occur. F o r  example ,  I R S  e s t i m a t e d  i n  i t s  

f i s c a l  y e a r  1981 budge t  s u b m i s s i o n  t h a t  t o  i n c r e a s e  t h e  number 

o f  p a p e r  r e t u r n s  used  from t h e  c u r r e n t  l e v e l  t o  100 p e r c e n t  

w o u l d  requi re  a n  a d d i t i o n a l  $ 4 0  m i l l i o n .  While  t h i s  es t imate  
c 

assumes manual t r a n s c r i p t i o n  of  p a p e r  i n f o r m a t i o n  r e t u r n s ,  

a u t o m a t i o n  w o u l d  r e d u c e  cos t s  of  p r o c e s s i n g .  S o c i a l  S e c u r i t y  

u s e s  o p t i c a l  s c a n n i n g  equipment  t o  t r a n s c r i b e  a b o u t  6 0  p e r c e n t  

of t h e  paper W-2 r e t u r n s  it r e c e i v e s .  We b e l i e v e  I R S  s h o u l d  

e x p l o r e  t h e  p o s s i b i l i t y  o f  u s i n g  s imi l a r  au tomated  methods  

f o r '  lion-wage r e t u r n s .  IRS s h o u l d  a l so  i n c r e a s e  t h e  number 

and improve t h e  q u a l i t y  of r e t u r n s  f i l e d  on  m a g n e t i c  media ,  

as these do n o t  r e q u i r e  t r a n s c r i p t i o n .  

F i n a l l y ,  I R S  needs  t o  e n s u r e  t h a t  it is e f f e c t i v e l y  and 

e c o n o m i c a l l y  d e a l i n g  w i t h  t h e  problem t h a t  many i n f o r m a t i o n  
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documents  are s u b m i t t e d  w i t h o u t  a t a x p a y e r  i d e n t i f i c a t i o n  number 

o r  w i t h  a n  i n c o r r e c t  number. N o  d a t a  e x i s t s  t o  show i f  IRS' 
; 

e f f o r t s  t o  o b t a i n  t h e  correct number a r e  cost  b e n e f i c i a l .  

Even i f  t h e y  are ,  I R S  needs  t o  improve t h e  e f f e c t i v e n e s s  o f  

i t s  programs f o r  a c c o m p l i s h i n g  more accura te  p a y e r  r e p o r t i n g .  

I n  t h i s  r e g a r d ,  IRS g e n e r a l l y  d o e s  n o t  assess p e n a l t i e s  on  

p a y e r s  who s u b m i t  documents  l a c k i n g  t h e  t a x p a y e r ' s  i d e n t i f i -  

cat  i o n  number. 

More Income Could be S u b j e c t  
To Document Matchina  

Because  document ma tch ing  is a p o w e r f u l  t oo l  t o  i d e n t i f y  

and p u r s u e  noncompl iance  on a mass sca le ,  f i n d i n g  ways t o  

i n c l u d e  more income u n d e r  t h e  program s h o u l d  b e  a key  p a r t  o f  

t h e  a g e n c y ' s  e f f o r t s  t o  d e a l  w i t h  t h e  u n d e r r e p o r t i n g  and non- 

f i l i n g  problem. P o t e n t i a l l y ,  more fncome c o u l d  be s u b j e c t e d  

t o  i n f o r m a t i o n  r e p o r t i n g  and ma tch ing .  F o r  example ,  most 

i n t e r e s t  p a i d  i n  t a x  y e a r  1978 on m a r k e t a b l e  U . S .  p u b l i c  d e b t  
~. r 

o b l i g a t i o n s - - T r e a s u r y  b i l l s ,  n o t e s ,  and bonds- - i s  n o t  s u b j e c t  

t o  i n f o r m a t i o n  r e p o r t i n g .  E f f o r t s  a r e  underway t o  e s t a b l i s h  a 

"book e n t r y "  s y s t e m  on t h e s e  b e a r e r  s ecu r i t i e s  i n  which t h e  

p u r c h a s e r ' s  name and soc ia l  s e c u r i t y  number would be recorded 

t o  h e l p  i d e n t i f y  i n t e r e s t  r e c e i v e d .  I R S  h a s  been  working  

w i t h  t h e  f i n a n c i a l  community t o  d e v e l o p  some t y p e  o f  i n f o r m a t i o n  

r e p o r t i n g  f o r  t h i s  i n t e r e s t  and a l so  f o r  t h a t  which is p a i d  t o  

i n d i v i d u a l s  who h o l d  o t h e r  [nongovernment )  b e a r e r - t y p e  s e c u r i t i e s .  

8 



S o u r c e s  o t h e r  t h a n  t h e  i n f o r m a t i o n  documents  now used  

i n  t h e  ma tch ing  program c o u l d  a l so  be used  f o r  ma tch ing  

income p a i d  t o  t h e  t a x p a y e r ' s  r e t u r n .  F o r  example, IRS is  

r e s e a r c h i n g  t h e  f e a s i b i l i t y  o f  o b t a i n i n g  and ma tch ing  S t a t e  

t a x  r e f u n d  d a t a .  O t h e r  s u r r o g a t e  i n f o r m a t i o n  documents  may 

also be a v a i l a b l e .  F o r  example,  a 1040 r e t u r n  c o n t a i n i n g  

a n  a l imony  d e d u c t i o n  c o u l d  p o s s i b l y  be used  t o  d e t e r m i n e  

i f  t h e  r e c i p i e n t  r e p o r t e d  t h e  a l imony  a s  income. 

(>, Computer ized  O p e r a t i o n s  Could be 
-More E f f i c i e n t  and E f f e c t i v e -  

,//' 

A s  d e s c r i b e d  i n  ou r  O c t o b e r  1980 repor t  on  IRS' com- 

pu te r  c a p a b i l i t i e s  f o r  ma tch ing  i n f o r m a t i o n  r e t u r n s  t o  t a x  

r e t u r n s ,  - 3/ I R S  a l so  h a s  o p p o r t u n i t i e s  t o  improve t h e  c o m -  

p u t e r i z e d  p r o c e s s i n g  o f  i n f o r m a t i o n  r e t u r n s  and i t s  o v e r a l l  

computer p r o d u c t i v i t y .  Dur ing  1979 I R S  made a comprehens ive  

s t u d y  o f  t h e  i n f o r m a t i o n  r e t u r n s  prdgram and recommended a 

s t r e a m l i n e d  s y s t e m  d e s i g n  f o r  p r o c e s s i n g  r e t u r n s .  Accord ing  

t o  t h e  s t u d y ,  f i l e  s i z e  and p r o c e s s i n g  t i m e  c o u l d  be r e d u c e d  

by a b o u t  one -ha l f  t h r o u g h o u t  t h e  i n f o r m a t i o n  r e t u r n s  p r o c e s s i n g  

sys t em.  A l s o ,  w e  found t h a t  b e t t e r  ma tch ing  between j o b  re- 

q u i r e m e n t s  and computer r e s o u r c e s  c o u l d  s u b s t a n t i a l l y  improve 

com-puter p r o d u c t i v i t y  a t  t h e  N a t i o n a l  Computer C e n t e r .  A 

c o n c e r t e d  e f f o r t  is t h u s  needed o n  t h e  p a r t  o f  I R S  t o  r e d e s i g n  

t h e  i n f o r m a t i o n  r e t u r n s  p r o c e s s i n g  s y s t e m  and improve computer  

p r o d u c t i v i t y .  I t  i s - a l s o  needed t o  p r e v e n t  r o l l - o v e r  of  o l d ,  

i n e f f i c i e n t  p r o c e d u r e s  t o  t h e  new computer equipment  I R S  is 
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p l a n n i n g  t o  acquire .  IRS is c u r r e n t l y  t a k i n g  a c t i o n  t o  improve 

i t s  compute r i zed  o p e r a t i o n s .  

R e l a t e d  t o  IRS' c o m p u t e r i z e d  o p e r a t i o n s  is  i ts  need f o r  

a management i n f o r m a t i o n  s y s t e m  f o r  proper program p l a n n i n g  

and e v a l u a t i o n .  To p l a n  and manage t h e  ma tch ing  program, it 

n e e d s  i n f o r m a t i o n  on t h e  (1) amount and r e l a t i v e  i m p o r t a n c e  of  

u n r e p o r t e d  income t h a t  t h e  program c a n  b e  e x p e c t e d  t o  r e a c h  

and ( 2 )  e x t e n t  t o  which t h e  program c o v e r s  t h e  t o t a l  u n r e p o r t e d  

income problem. 

IRS a l s o  n e e d s  i n f o r m a t i o n  t o  assess t h e  e f f e c t i v e n e s s  of  

t h e  program i n t e r n a l l y .  F o r  example ,  a b o u t  one-ha l f  o f  t h e  

p o t e n t i a l  u n d e r r e p o r t e r s  i d e n t i f i e d  by IRS a re  n o t  p u r s u e d .  . 

Some are  n o t  even  i d e n t i f i e d  as cases b e c a u s e  o f  v a r i o u s  

money o r  s t a t u s  d r o p  c r i t e r i a  a p p l i e d  by t h e  computer and by 

IRS s t a f f .  IRS l a c k s  i n f o r m a t i o n  on-how many s u c h  d r o p s  o c c u r  

and on t h e  r e l a t i v e  s i g n i f i c a n c e  o f  e a c h  d r o p  c r i t e r i a .  Con- 

s e q u e n t l y ,  I R S  d o e s  n o t  know how many u n d e r r e p o r t e r s  o r  how 

much u n r e p o r t e d  income t h e  ma tch ing  program a c t u a l l y  d e t e c t s .  

Many cases a re  a l so  dropped  b e c a u s e  t h e y  are i n v a l i d ,  t h u s  

w a s t i n g  s t a f f  resources expended on  them up  t o  t h a t  p o i n t .  The 

t a x p a y e r  may h a v e  recorded t h e  income on t h e  wrong l i n e  o f  t h e  

r e t u r n  or made o f f s e t t i n g  errors ,  o r  IRS cou ld  have  made a 

m i s t a k e  i n  t h e  p r o c e s s .  I R S  c o u l d  r e f i n e  i t s  process t o  

i d e n t i f y  s u c h  cases ea r l i e r .  

I R S  is t a k i n g  v a r i o u s  steps t o  meet i t s  need f o r  man- 

agement i n f o r m a t i o n  i n  t h e  document ma tch ing  area.  
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Income Tax W i t h h o l d i n g  

B e s i d e s  document ma tch ing ,  w i t h h o l d i n g  a t  s o u r c e  is t h e  

b e s t  way i n  t h e  l o n g  r u n  t o  a s s u r e  t h e  c o n t i n u e d  i n t e g r i t y  

of a v o l u n t a r y  t a x  a s s e s s m e n t  sys t em.  T h e r e  are t h r e e  major 

q u e s t i o n s  i n v o l v i n g  t h e  u s e  o f  w i t h h o l d i n g :  (1) how much 

u n d e r r e p o r t i n g  do e x i s t i n g  w i t h h o l d i n g  p r o v i s i o n s  p r e v e n t ?  

( 2 )  s h o u l d  a d d i t i o n a l  t y p e s  o f  income b e  s u b j e c t  t o  t a x  

w i t h h o l d i n g ?  and ( 3 )  how much document ma tch ing  is  needed 

f o r  t h o s e  incomes s u b j e c t  t o  w i t h h o l d i n g ?  

A s  IRS' August 1979 repor t  o n  u n r e p o r t e d  income c o n f i r m e d ,  

', v o l u n t a r y  r e p o r t i n g  is v e r y  h i g h  when incomes are  s u b j e c t e d  
-- 

t o  w i t h h o l d i n g .  I t  is lower when incomes a r e  s u b j e c t  t o  

i n f o r m a t i o n  document r e p o r t i n g ,  and e v e n  lower when incomes 

are s u b j e c t  t o  n e i t h e r  w i t h h o l d i n g  n o r  i n f o r m a t i o n  document 

r e p o r t i n g  . L 

IRS and t h e  T r e a s u r y  Department  want more income t y p e s  

s u b j e c t  t o  w i t h h o l d i n g  because of t h e  income u n d e r r e p o r t i n g  

problem.. L a s t  y e a r , w i t h  o u r  O f f i c e ' s  s u p p o r t ,  t h e y  p r o p o s e d ,  

t h a t  Congres s  a u t h o r i z e  w i t h h o l d i n g  a t  source 1 0  p e r c e n t  

o f  t h e  payments  made t o  i n d e p e n d e n t  c o n t r a c t o r s .  An I R S  

s t u d y  h a d  i n d i c a t e d  t h e r e  is w i d e s p r e a d  noncompl iance  by 

i n d e p e n d e n t  cont rac tors .4 /  - 

T r e a s u r y  and IRS have  a l so  a d v o c a t e d  a w i t h h o l d i n g  

s y s t e m  fo r  i n t e r e s t  and d i v i d e n d s .  However, t h e  C o n g r e s s  

h a s  c o n t i n u a l l y  r e j e c t e d  p r o p o s a l s  f o r  s u c h  a s y s t e m  on  t h e  

b a s i s  t h a t  I R S  s h o u l d  make f u l l  u s e  o f  document ma tch ing  

--. 
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b e f o r e  s u b j e c t i n g  t h e  p u b l i c  t o  t h e  bu rden  o f  more wi th -  

h o l d i n g .  S i n c e  IRS is now making g r e a t e r  u s e  o f  document 

ma tch ing  and  h a s  b e t t e r  i n f o r m a t i o n  o n  t h e  n a t u r e  and e x t e n t  

o f  t h e  underground economy, it s h o u l d  be  i n  a b e t t e r  p o s i t i o n  

t o  d e t e r m i n e  t h e  costs and  b e n e f i t s  o f  s u b j e c t i n g  more income 

t y p e s  t o  t a x  w i t h h o l d i n g .  

A u d i t s  

\ I R S  c o n s i d e r s  t h e  t a x p a y e r  a u d i t  or e x a m i n a t i o n  t o  be  i t s  
-- 

most s i g n i f i c a n t  en fo rcemen t  e f f o r t .  B e c a u s e  a u d i t s  are d i r e c t e d  

a t  p e r s o n s  who f i l e  r e t u r n s ,  t h e y  c a n  be  e x p e c t e d  t o  impact much 

more on  u n d e r r e p o r t e r s  t h a n  n o n f i l e r s .  However, IRS a u d i t s  h a v e  

n o t  been  a s  e f f e c t i v e  as  t h e y  migh t  be i n  d e t e c t i n g  u n d e r r e p o r t e r s  

b e c a u s e  

--IRS h a s  had  i n a d e q u a t e  d a t a  o n  t h e  amount o f  

u n d e r r e p o r t e d  income d e t e c t e d -  by i t s  a u d i t s .  

--IRS' process f o r  s e l e c t i n g  r e t u r n s  f o r  

a u d i t  h a s  been' more d e d u c t  i o n - o r i e n t e d  

t h a n  income-o r i en ted .  

- - I R S '  a n n u a l  e x a m i n a t i o n  p l a n  does n o t  allow 

enough t ime f o r  e x a m i n e r s  t o  d o  t h e  t y p e  

o f  a u d i t  work n e c e s s a r y  t o  i d e n t i f y  u n r e p o r t e d  
- income. , 
d 

IRS is engaged i n  s t r e n g t h e n i n g  i t s  e f f o r t s  t o  d i s c o v e r  

and t a x  u n r e p o r t e d  income t h r o u g h  a u d i t ,  making 

changes .  I t  h a s  implemented a new s y s t e m  which 

i ts  a u d i t o r s  t o  assoc ia te  i n f o r m a t i o n  documents  

t w o  i m p r o t a n t  

w i l l  allow 

w i t h  t a x  
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r e t u r n s  a t  t h e  t i m e  r e t u r n s  are  s e l e c t e d  f o r  a u d i t .  I t  h a s  

a l so  implemented a program t o  s t r e n g t h e n  t h e  w i t h h o l d i n g  

s y s t e m  by examining  and v e r i f y i n g  q u e s t i o n a b l e  w i t h h o l d i n g  

exempt ion  c e r t i f i c a t e s  (W-4 f o r m s ) .  

C r i m i n a l  I n v e s t i g a t i o n s  

I R S '  C r i m i n a l  I n v e s t i g a t i o n  D i v i s i o n  p l a y s  a v i t a l  role 
.- 

i n  d e t e c t i n g  u n d e r r e p o r t e r s  and n o n f i l e r s ,  p a r t i c u l a r l y  t h o s e  

who d e r i v e  t h e i r  income f rom i l l e g a l  s o u r c e s .  The complex 

and d e v i o u s  n a t u r e  o f  schemes i n v o l v i n g  i l l e g a l  a c t i v i t i e s  
__ .. 

l i m i t s  IRS' a b i l i t y  t o  d e t e c t  and d e t e r  t h e  t a x  e v a s i o n  which 

g o e s  hand- in-g love  w i t h  t h o s e  a c t i v i t i e s .  R o u t i n e  a u d i t s  and 

c o l l e c t i o n  a c t i o n s  h a v e  l i t t l e  chance  o f  d e t e c t i n g  s u c h  schemes ,  

which o f t e n  i n v o l v e  no "paper t r a i l . "  However, I R S  h a s  spec ia l  

a g e n t s  a s s i g n e d  t o  t h e  C r i m i n a l  I n v e s t i g a t i o n  D i v i s i o n  w h o  

a re  s p e c i f i c a l l y  t r a i n e d  and au thor i -zed  t o  d e a l  w i t h  t h o s e  

schemes.  

P r o p e r l y  d i r e c t e d ,  spec ia l  a g e n t s  s h o u l d  b e  a b l e  t o  

make a s u b s t a n t i a l  impact on  t h e  problem of u n r e p o r t e d  income 

a r i s i n g  from i l l e g a l  a c t i v i t i e s .  However, as w e  s t a t e d  i n  

o u r  November 1979 r e p o r t  on I R S '  deve lopment  and s e l e c t i o n  

o f  c r i m i n a l  t a x  cases, - 5/ I R S  h a s  n o t  been  as e f f e c t i v e  a s  

it c o u l d  be i n  d e a l i n g  w i t h  t h e  t a x  f r a u d  problem,  l e t  a l o n e  

d e t e c t i n g  n o n f i l e r s  and u n d e r r e p o r t e r s  who d e r i v e  t h e i r  income 

f rom i l l e g a l  a c t i v i t i e s .  T h i s  was d u e  p r i m a r i l y  t o  t h e  l a c k  

o f  a w e l l - d e f i n e d  N a t i o n a l  s t r a t e g y  f o r  d e a l i n g  w i t h  t a x  f r a u d  

and t h e  l a c k  of adequate N a t i o n a l  d i r e c t i o n .  
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A l a c k  o f  e f f e c t i v e  N a t i o n a l  d i r e c t i o n  and c o n t r o l  h a s  

been  p a r t i c u l a r l y  d i s t r e s s i n g  f rom t h e  s t a n d p o i n t  o f  i l l e g a l  

a c t i v i t i e s ,  because t h e  C r i m i n a l  I n v e s t i g a t i o n  D i v i s i o n  d o e s  

h a v e  one  key  i n v e s t i g a t i v e  t e c h n i q u e - - i n f o r m a t i o n  ga ther ing- -which  

e n a b l e s  s p e c i a l  a g e n t s  t o  g e t  a t  p o c k e t s  o f  noncompl iance  t h a t  

migh t  o t h e r w i s e  g o  untouched  and t o  d e t e c t  complex and d e v i o u s  

t a x  e v a s i o n  schemes.  However, i ts  v a l u e  and impac t  h a v e  been  

l i m i t e d  b e c a u s e  I R S  had made l i t t l e  e f f o r t  t o  c o o r d i n a t e  t h e  

i n f o r m a t i o n  g a t h e r i n g  a c t i v i t i e s  of i ts  t h e  58 d i s t r i c t  o f f i c e s .  

I n  r e c e n t  y e a r s ,  I R S  h a s  r e c o g n i z e d  t h e  inadequacy  o f  

t h e  g u i d a n c e  it p r o v i d e s  s p e c i a l  a g e n t s  a t  t h e  d i s t r i c t  l e v e l  

and has  i n i t i a t e d  a c t i o n s  t o  correct t h e  problem.  These  i n c l u d e  

p l a n s  f o r  a l l o c a t i n g  more resources t o  p o c k e t s  of noncompl iance  

i n  t h e  l e g a l  sec tor  of t h e  underground economy and t o  major 

n a r c o t i c s  cases i n  t h e  i l l e g a l  sectog. More r e c e n t l y ,  I R S  

e s t a b l i s h e d  a t a s k  f o r c e  t o  examine resource a l l o c a t i o n  i n  t h e  

c r i m i n a l  i n v e s t i g a t i o n  area and e s t a b l i s h  a n  a p p r o p r i a t e  s t r a t e g y  

f o r  t h a t  area.  However, any  d e c i s i o n s  s h o u l d  be made i n  t h e  

c o n t e x t  o f  a n  o v e r a l l  compl i ance  e n f o r c e m e n t  s t r a t e g y .  

THE FEDERAL GOVERNMENT NEEDS AN 
OVERALL TAX COMPLIANCE ENFORCEMENT 
STRATEGY 

Al though IRS h a s  a r a n g e  o f  e n f o r c e m e n t  programs and 

a c t i v i t i e s  t o  combat t h e  underground economy, t h e y  m u s t  be 

combined i n  a s t r a t e g y  which s e e k s  t o  maximize v o l u n t a r y  

cornpi iance among a l l  t a x p a y e r  g r o u p s .  H i s t o r i c a l l y ,  I R S  

a l l oca t ed  t h e  g r e a t e s t  s h a r e  of i t s  compl i ance  resources t o  
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i t s  a u d i t  o r  e x a m i n a t i o n  program b e c a u s e  it b e l i e v e s  examin ing  

r e t u r n s  s t i m u l a t e s  v o l u n t a r y  c o m p l i a n c e  more t h a n  i n v e s t i g a t i n g  

t a x p a y e r s ,  ma tch ing  documents ,  c l o s i n g  d e l i n q u e n t  a c c o u n t s ,  o r  

c o n d u c t i n g  o t h e r  c o m p l i a n c e - r e l a t e d  a c t i v i t i e s .  F r o m  f i s c a l  

y e a r  1974 t o  1979,  IRS a l l o c a t e d  a n  a v e r a g e  o f  62 .4  p e r c e n t  of 

i ts  compl i ance  r e s o u r c e s  t o  e x a m i n a t i o n s  e v e n  though  t h e  p e r c e n t a g e  

of r e t u r n s  a u d i t e d  d u r i n g  t h i s  p e r i o d  dropped f r o m  2.4 t o  2.2 

p e r c e n t .  

I n  i ts  f i n a n c i a l  p l a n  f o r  f i s c a l  y e a r  1979,  IRS a l l o c a t e d  

a b o u t  $713 m i l l i o n ,  o r  6 1  p e r c e n t ,  o f  t h e  t o t a l  $1 .2  b i l l i o n  

i n  c o m p l i a n c e  r e s o u r c e s  t o  t h e  e x a m i n a t i o n  program. O f  t h e  

r e m a i n d e r l  IRS a l l o c a t e d  $275 m i l l i o n  ( 2 4  p e r c e n t )  t o  col- 

l e c t i o n s ,  $128 m i l l i o n  (11 p e r c e n t )  t o  c r i m i n a l  i n v e s t i g a t i o n s ,  

and $51  m i l l i o n  ( 4  p e r c e n t )  t o  document m a t c h i n g .  IRS a l l o c a t e d  

t h e  o t h e r  $ 1  b i l l i o n  of t h e  $2 .2  b i L l i o n  a p p r o p r i a t i o n  t o  

a c t i v i t i e s  n o t  d i r e c t l y  r e l a t e d  t o  c o m p l i a n c e ,  s u c h  as r e t u r n s  

p r o c e s s i n g  and t a x p a y e r  s e r v i c e .  

A l l o c a t i n g  r e s o u r c e s  t h i s  way may n o t  a s s u r e  c o v e r a g e  of 

i d e n t i f i e d  noncompl iance  t a r g e t  a reas  i n  p r o p o r t i o n  t o  t h e i r  

impor t ance .  F o r  example ,  a g r e a t e r  p o s i t i v e  e f f e c t  on  v o l u n t a r y  

c o m p l i a n c e  migh t  b e  a c h i e v e d  by p u t t i n g  a d d i t i o n a l  c o m p l i a n c e  

resources i n t o  t h e  document m a t c h i n g  program as opposed  t o  t h e  

e x a m i n a t i o n ,  c o l l e c t i o n ,  o r  c r i m i n a l  i n v e s t i g a t i o n  p rograms .  Bu t ,  

u n l e s s  I R S  looks a t  a l l  f o u r  p rograms  w i t h i n  t h e  c o n t e x t  o f  how 

t h e y  a s  a whole  f o s t e r  i n c r e a s e d  c o m p l i a n c e  among t a r g e t e d  g r o u p s ,  

I R S  c a n n o t  e f f e c t i v e l y  make s u c h  a d e c i s i o n .  
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I n  t h e  s h o r t  t e r m ,  t h e  l e v e l  o f  IRS' a u d i t  a c t i v i t y  s h o u l d  

n o t  d e c l i n e .  T h e r e  c a n  be no  a d e q u a t e  a s s u r a n c e  t h a t  t h e  i n t e g r i t y  

of o u r  v o l u n t a r y  t a x  a s s e s s m e n t  s y s t e m  is b e i n g  m a i n t a i n e d  i f  I R S  

a u d i t s  f e w e r  r e t u r n s  w h i l e  t h e  number o f  t a x p a y e r s  i n c r e a s e s .  

The Congres s  t o o k  p o s i t i v e  a c t i o n  i n  t h i s  r e g a r d  by d i r e c t i n g  

IRS t o  m a i n t a i n  q u a l i t y  a u d i t  c o v e r a g e  o f  2 . 2 4  p e r c e n t  i n  f i s c a l  

y e a r  1 9 8 0  and by a l l o w i n g  a p p r o x i m a t e l y  750 a d d i t i o n a l  p o s i t i o n s  

f o r  t h i s  p u r p o s e .  S i m i l a r  c o n g r e s s i o n a l  a c t i o n  i s  l i k e l y  i n  f i s c a l  

y e a r  1 9 8 1  so t h a t  IRS' c o v e r a g e  d o e s  n o t  d r o p  below 2 . 2 4  p e r c e n t  

l e v e l .  

I n  t h e  l o n g  t e r m ,  I R S  n e e d s  t o  d e v e l o p  a comprehens ive  

s t r a t e g y  t o  assure  t h e  m o s t  e f f e c t i v e  use o f  i t s  compl i ance  

r e s o u r c e s .  I n  t h i s  r e g a r d ,  it h a s  t o  assess t h e  e x t e n t  t o  which 

i t s  v a r i o u s  compl i ance  programs a re  i m p a c t i n g  on  i d e n t i f i e d  areas  

of  noncompl iance .  Then,  it h a s  t o  a-ssure t h a t  i ts p l a n n i n g  p r o c e s s  

a d e q u a t e l y  d i r e c t s  t h e  v a r i o u s  programs and r e s o u r c e s  toward  o v e r a l l  

(i 

compl i ance  g o a l s  and - i s s u e s .  

Deve lop ing  a d e q u a t e  i n f o r m a t i o n  on  t h e  e x t e n t  and make- 

u p  of n o n f i l i n g  and u n d e r r e p o r t i n g  is  e s s e n t i a l  t o  d e v e l o p i n g  

a N a t i o n a l  s t r a t e g y  f o r  c o m b a t t i n g  noncompl iance .  I R S '  August  

1979 r e p o r t  o n  u n r e p o r t e d  income was a n  i m p o r t a n t  f i r s t  s t e p .  

However, IRS s h o u l d  p e r i o d i c a l l y  u p d a t e  i ts  est imates  o f  t h e  e x t e n t  

t o  which a n  underground economy e x i s t s  and r e f i n e  i ts  d a t a  so  

t h a t  t r e n d s  c a n  be d e v e l o p e d ,  p o c k e t s  o f  noncompl iance  i s o l a t e d ,  

and resource a l l o c a t i o n  d e c i s i o n s  made. A l s o ,  more r e s e a r c h  n e e d s  

t o  b e  done  t o  d e t e r m i n e  e x a c t l y  who t h e  u n d e r r e p o r t e r s  and n o n f i l e r s  
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are ,  what  t y p e  o f  income t h e y  are r e c e i v i n g ,  and  why p e o p l e  

e i t h e r  d o  n o t  pay  o r  u n d e r r e p o r t  t h e i r  income f o r  t a x  p u r p o s e s .  

GOVERNMENT POLICY CONSIDERATIONS ; 

Whi le  IRS c a n  improve t h e  e f f i c i e n c y  and e f f e c t i v e n e s s  

o f  i t s  e f f o r t s  t o  d e a l  w i t h  t h e  underground economy, it is  

impeded by t h e  complex i n e q u i t a b l e  t a x  l a w s  and l a c k  o f  re- 

s o u r c e s .  T h e r e f o r e ,  t h e  F e d e r a l  Government s h o u l d  c o n s i d e r  

appropr ia te  p o l i c y  c h a n g e s .  
..k 

Although w e  h a v e  n o t  s e e n  a n y  empirical d a t a  t o  s u p p o r t  

t h i s  a s s u m p t i o n ,  it seems t h a t  some people are  r e l u c t a n t  t o  

report  a l l  or p a r t  of t h e i r  income b e c a u s e  t h e y  p e r c e i v e  t h a t  

o u r  c u r r e n t  l a w s  a re  u n f a i r  and a re  d e s i g n e d  t o  b e n e f i t  w e a l t h y  

t a x p a y e r s  more s o  t h a n  t h e  a v e r a g e  t a x p a y e r .  Reform o f  t h e  

t a x  laws and s i m p l i f i c a t i o n  o f  t h e  I n t e r n a l  Revenue Code s h o u l d  

h e l p  r e d u c e  s u c h  t a x p a y e r s '  a n t i p a t h y .  

I n  t h i s  r e g a r d ,  it is i n t e r e s t i n g  t o  n o t e  t h a t  i n  p a s s i n g  

t h e  Revenue A c t  o f  1978,  t h e  Congres s  p r o v i d e d  a much l a r g e r  

p e r c e n t a g e  o f  t a x  c u t s ,  i n  r e l a t i o n  t o  t h o s e  c u t s  p roposed  by 

t h e  E x e c u t i v e  Branch ,  f o r  t h e  u p p e r  income c lasses  t h a n  f o r  

t h e  lower and m i d d l e  c l a s ses .  S p e c i f i c a l l y ,  t h e  A c t  p r o v i d e d  

a b o u t  803  p e r c e n t  o f  t h e  amount o f  t a x  c u t s  proposed by t h e  

E x e c u t i v e  Branch f o r  p e r s o n s  i n  t h e  $50,000-$100,000 income 

r a n g e ;  b u t  o n l y  a b o u t  50  p e r c e n t  of t h e  amount of  c u t s  pro-  

posed f o r  t h o s e  e a r n i n g  less t h a n  $15 ,000.  I h i g h l i g h t  t h e s e  

s t a t i s t i c s  b e c a u s e  t h e y  migh t  h e l p  e x p l a i n  why many p e o p l e  

a re  b e g i n n i n g  t o  p e r c e i v e  t h a t  t h e  way t h e y  c a n  beat t h e  
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s y s t e m  is  n o t  t o  t a k e  a d v a n t a g e  of t h e  l a w  as it e x i s t s ,  b u t  

r a t h e r  t o  n o t  r epor t  a l l  o f  t h e  income t h e y  e a r n e d .  

The Government may a l so  want;  t o  reassess  (1) i ts  p o l i c y  

f o r  d e t e r m i n i n g  IRS' f u n d i n g  l e v e l s  and ( 2 )  t h e  adequacy  o f  

IRS resources t o  d e a l  w i t h  t h e  noncompl iance  by t h e  under-  

ground economy problem.  I n  t h i s  r e g a r d ,  d e s p i t e  t h e  f a c t  t h a t  

IRS is  a r e v e n u e  g e n e r a t i n g  agency ,  it h a s  g e n e r a l l y  been  

t rea ted  l i k e  o t h e r  a g e n c i e s  d u r i n g  t h i s  p e r i o d  o f  r e d u c e d  

F e d e r a l  s p e n d i n g .  I t  h a s  n o t  r e c e i v e d  any  s i g n i f i c a n t  

i n c r e a s e s  i n  i t s  compl i ance  r e s o u r c e s  and some aspects  of t h o s e  

resources h a v e  been  c u t .  F o r  example, be tween 1975  and 1979,  

s t a f f  y e a r s  d e v o t e d  t o  c o l l e c t i n g  d e l i n q u e n t  t a x e s  were c u t  

by n e a r l y  1 0  p e r c e n t .  

R e c e n t l y ,  however ,  t h e  C o n g r e s s i o n a l  A p p r o p r i a t i o n s  

C o m m i t t e e s  and o t h e r  committees h a v e  expressed c o n c e r n s  

o v e r  " e r o d i n g  compl i ance"  and made some e f f o r t s  t o  b o o s t  

IRS' b u d g e t .  F o r  example, a House  Government O p e r a t i o n s  

Subcommit tee  r a i s e d  c o n c e r n s  o v e r  document ma tch ing  b u d g e t  

c u t s  i n  l i g h t  of  I R S '  p o s i t i o n  t h a t  a n  a n n u a l  i n c r e a s e  of 

$100 m i l l i o n  i n  document m a t c h i n g  f u n d s  c o u l d  p roduce  $500 

m i l l i o n  a y e a r  i n  t a x  c o l l e c t i o n s .  The S e n a t e  and House  

A p p r o p r i a t i o n s  C o m m i t t e e s  r e c e n t l y  recommended l a r g e  i n c r e a s e s  

i n  IRS' a u d i t ,  c o l l e c t i o n ,  and c r i m i n a l  i n v e s t i g a t i o n  b u d g e t s .  

T h i s  t r e n d  may c o n t i n u e  i n  l i g h t  o f  t h e  f o r t h c o m i n g  Adminis- 

t r a t i o n ' s  i n t e n t i o n  o f  b a l a n c i n g  t h e  F e d e r a l  b u d g e t .  F o r  
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i n  a d d i t i o n  t o  e l i m i n a t i n g  waste and  f r a u d ,  what b e t t e r  way 

t o  b a l a n c e  t h e  b u d g e t  e x i s t s  t h a n  t o  col lect  o u t s t a n d i n g  income 

t a x e s ?  

To sum up t h e  s i t u a t i o n ,  t h e r e  are no e a s y  s o l u t i o n s  t o  

t h e  underground economy problem. I n d e e d ,  w e  h a v e  t o  be v e r y  

conce rned  a b o u t  o v e r r a c t i n g  t o  it and d e v e l o p i n g  d r a c o n i a n  

measures which a r e  c o n t r a r y  t o  t h e  bas i c  precepts  of o u r  s o c i e t y .  

B u t  t h e  e v i d e n c e  s u g g e s t s  t h a t  u n l e s s  t h e  Federal  Government 

t akes  e f f e c t i v e  a c t i o n  t o  b e t t e r  e n f o r c e  o u r  N a t i o n ' s  t a x  

l a w s ,  t h e  v o l u n t a r y  t a x  a s s e s s m e n t  s y s t e m  c o u l d  be s u b j e c t e d  

t o  i n c r e a s i n g  s t r a i n .  T o  a v o i d  t h i s ,  t h e  E x e c u t i v e  Branch and 

Congres s  c a n  bo th  do t h e i r  pa r t .  
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