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Yr. Chairman and Members of the Subcommittee: 

We are pleased to be here today to assist your Subcommittee 

in considering the adequacy of the administration's budget 

request fDr IRS for fiscal year 1986. Our testimony is based 

primarily on our overall experience gained from conducting 

audits of tax administration operations and activities. Over 

the past several years, we have reviewed and reported on most of 

19s' major programs and activities. 

The thrust of our testimony today, Mr. Chairman, is the 

same as it was when we testiEied before this Subcommittee 

regarding the fiscal 1982 budget request--that while 

administrative and legislative improvements would allow IRS to 

malce more efficient and effective use of its existing 

resources, IRS needs additional resources to more effectively 

administer our nation's tax system. 

IRS' workload continues to grow because of (1) the decline 

of voluntary compliance with the tax laws, (2) the rise in 

snccial compliance pzoblems, (3) the increase in the scoFe and 

complexity of the laws IT?.!? is charged with administering, (4) 

the increase in the number of returns filed, and (5) the 

increase in the number of requests for assistance from 

taxDa:rers. IRS' resources have not kept pace with these 

trends. In fact, the budget that the administration Fronosre:; 

f9r fiscal 'y'ebr 19836, i;l thn Esce of these needs, glans to cut 

17s staff by 1.4 perze2.t and funding by 533 million. In 

.3!1? i : j-133 I t:?e Keques z ~r9noses to fur?d a pocfion 17f the Jnn~2r-~~ 
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1985 civilian pay raise by eliminating 802 positions which 

Congress has authorized for Eiscal 1985. 

IMPORTRNCE OF TAX SYSTEM 

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. As shown in attachment I to my 

statement, our tax system provides about 90 percent of the 

revenues for financing the government‘s programs and 

activities. In 1954, the system provided about $667 billion in 

revenue from all sources, and IRS' budget was $3.3 billion. 

Thus, administering the tax system cost about 50 cents for each 

$100 of tax paid. 

To assure that the tax system provides maximum revenue at 

least cost, 12s must strive to obtain the highest possible 

degree of voluntary compliance with the tax laws. flowever, 

growing numbers of people in this countr;l are not complying 

voluntarily, 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 o'bligations. As 

attachment II shows, based on IRS projections, taxes owed but 

not paid from legal source income are equal to a significant 

portion of the federal budget, <deficit. For exa;l\ple, had 

taxpayers fully complied in 19Sl--the last year for which 

-Ietailed estimates are available--the yov ernment would 'have had 

#a sur'71~1s of S2.5 billion insta ad of a :-lefici% of S79 billion. 



--Tax on individual filers' unreported income ($52.2); 

--Tax on overstated individual personal deductions ($6.6 

billion); 

--Tax on overstated business expenses ($6.3 billion); 

--Tax reported on the return but not fully paid ($4.4 

billion); 

--Corporation tax gap ($6.2 billion); 

--Nonfilers net tax liability ($2.9 billion); 

--Withheld tax not paid by employers ($2.4 billion); and 

--Net math errors ($.5 billion). 

IRS' July 1983 report shows that not only is overall 

noncompliance a serious problem, but it has grown worse. IRS 

estimates that in 1976 the tax gap was about $39 billion. IRS 

has projected that compliance will continue to fall despite 

increased recent congressional efforts to adaress the problem. 

Attachment II shows the expected decline in taxpayer compliance 

through 1990. By then, IRS estimates that the legal source tax 

gap will reach $166 billion--double the 1981 level. 

SPECIAL COMPLIANCE PROBLEMS CONTINUE 
TO CAUSE ADKINISTRATIVE DIFFICULTY 

Along with the general decline in voluntary compliance 

among both individual and corporate taxpayers, several special 

compliance problems and iscues have emerged in recent years 
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which further jeopardize the tax system. These special problems 

require special handling. The resources devoted to these 

problem areas are being diverted from normal functions, thus 

reducing IRS’ ability to maintain a significant overall 

presence. These special problems include: (1) abusive tax 

she1 ters; (2) use of overseas tax havens; and (3) illegal tax 

protesters. While each of these problems is complex enough to 

merit its own study, I would like to briefly highlight them and 

discuss their impact on the fiscal 1986 budget request. 

One of the major compliance problems, both in terms of 

revenue involved and resources required, is the widespread use 

of abusive tax shelters. While tax shelters generally are 

transactions used by taxpayers to reduce their otherwise taxable 

income, abusive tax shelters have tax benefits not economic 

benefits, as their primary consideration. IRS defines abusive 

tax shelters as those shelters which utilize extreme, improper, 

or even illegal interpretations of the law or the facts to 

obtain tax benefits clearly disproportionate to the economic 

reality of the transactions. 

IRS is using staff from at least 5 different IRS 

functions --Examination, Criminal Investigation, Ret;lrns 

Processing, Appeals, and Tax Litigation--to deal with the 

abusi*le shelter cases. Examination spent about 10 percent of 

1:s resources in fiscal 1904 on abusive shelters. As of 

wcember 1993, over 370,Oc)O returns with tax shelter issues ~erz 

in _.,_ - ‘h a .+xamination process--more than twice the FY 1980 

i,7’.‘e!?tor:/ 0f about 174,000. 
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About 24,000 of the 62,000 pending Tax Court cases involve tax 

shelter issues. IRS estimated for 1981 that the Treasury had an 

annual revenue loss of about $3.6 billion attributable to 

abusive tax shelters. 

Noncompliance relating to international taxation issues 

particularly tax havens, is another difficult and growing 

problem. In our April 1983 testimony before the House 

Subcommittee on Commerce, Consumer, and Monetary Affairs of the 

Committee on Government Operations, we stated that tax havens 

are a problem with no easy solution. The banking and commercial 

secrecy laws of tax haven countries limit IRS' access to 

information needed to assure compliance with U.S. tax laws. 

Further, imposition of a low or zero tax rate on all or certain 

categories of income combined with no currency controls on 

non-residents creates a strong incentive for U.S. individuals 

and businesses to establish shell corporations in tax havens in 

order to evade U.S. taxes. 

IRS' efforts to detect and deter tax haven abuses are 

limited in most cases by the lack of available information. The 

normal types of taxpayer information such as wage and 

investment income statements (W-2s and 1099s), cancelled checks, 

and bank statements, are not generally available.. Thus, IRS 

must rely on other means to identify taxpayers .who are evading 

taxes through the use of tax havens. 

In this regard, IRS' Criminal Investigation Division has 

become involved in efEorts to detect those who are illegally 

7 



ilsing tax havens. Fowever, as we mentioned previously, the lack 

of available information makes such schemes difficult to 

uncover. As a result, such investigations are very labor 

intensive and costly. In 1984, about 7 to 10 percent of the 

Criminal Investigation Division’s ongoing cases directly 

involved tax havens or money laundering activities. But, 

according to IRS officials, tax havens issues are so broad that 

estimates of total involvement are difficult to develop. 

One special compliance problem with which IRS appears to 

have made progress since our last testimony before this 

Subcommittee is that of illegal tax protesters.’ IRS has taken 

action to address the tax protester problem through more 

effective use of its resources. From 1980 through 1983, illegal 

tax protester returns, such as those returns citing the Fifth 

Amendment to the Constitution as a justification for not 

completing the return, increased from 19,482 to 58,040--an 

increase oE 38,558 or 198 percent. In 1984, the number of these 

protester returns decreased to 53,760 or 7.4 percent from 1983. 

IRS officials believe this decrease .can be directly 

attributed to their enforcement efforts which have targeted both 

the leaders and promoters of major protest groups and schemes 

with significant numbers of participants. For example, 

ipproximately 1,000 individuals who purchased mail <order 

ministeries and illegally reported as contributions deductions 

t-hey .made to their own churches .will be requirpd tc pay mL1iior.s 

0” dollars in back taxes and penalties. These ;3sses :.lsuall;v 
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involve a "church" in the person's residence and the person's 

family is the "congregation." The person then deducts from 

income contributions made to pay personal living expenses. 

In addition to civil actions, IRS has also had a high 

success rate in obtaining criminal convictions against tax 

protesters. From fiscal 1982 to 1984, IRS obtained indictments 

against 585 protesters. During the same period, 515 protesters 

were convicted and 412 prison terms were imposed. IRS officials 

commented that the high percentage of those indicted who are 

convicted and the high percentage of those convicted who receive 

prison sentences has significantly reduced the number of persons 

willing to file protester returns. 

IRS has attacked the protester problem with staff from 

several functions. Criminal Investigation began 648 illegal tax 

protester investigations in 1984, an increase of over 50 percent 

since 1981. However, solving the tax protester problem will not 

necessarily decrease IRS compliance problems. IRS officials 

believe that many protesters are switching to other less obvious 

tax evasion schemes. For example, rather! than filing a protest 

return, some protesters are now using abusive tax shelters and 

foreign tax havens to reduce their taxes. Thus, tax protest 

activity may add to problems which are already straining IRS 

resources. 

SCCPE AND COKPLEXITY OF THE TAX 
LAW CONTINUES TO INCREASE 

Interrelated with the noncompliance problem is the scope 

ar.d complexity *of the tax laws which has added to IRS' 
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administrative burden. The complexity of the tax laws often 

makes.IRS’ audits of tax returns more difficult and produces 

numerous controversies between IRS and taxpayers. In addition, 

both IRS and taxpayers must spend considerable effort in 

adjusting to the continuing changes in the law. 

New tax laws create new work throughout IRS for which 

adequate additional resources may not be provided. For example, 

IRS estimated that administering the Deficit Reduction Act of 

1984 would require 1,060 staff years in 1985 and 1,624 in 1986. 

However, OMB allowed only 290 additional positions in 

examination for 1986 and no additional staff for 1985. As a 

result, if IRS is to effectively administer the new law, it will 

have to divert staff from other work. 

The increasing complexity of and frequent changes to the 

law are also impacting other areas. For example, two major 

legislative efforts --the Tax Equity and Fiscal Responsibility 

Act (TEFRA) and the Deficit Reduction Act of 1984--while 

providing some simplification, have also created new 

complexities. TEFRA added, amended, or repealed 245 separate 

sections of the Internal Revenue Code. Changes to the law, such 

as these, in many instances require changes to the information 

which IRS provides to explain the law to taxpayers and their 

representatives. For exam9?e, these two acts have resulted in 

over 250 regulations projects. In 1984, IRS and th e Treasury 

oni:; closed 135 projects cotal. Given this rate of closure, 

: ‘- 3 -.. . . rea*Jla+ions arising from these two measures alone will 
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require over two years of the IRS' total regulations 

production. 

The increasing impact of complexity can be seen in several 

other areas. Despite efforts to create a separate simple tax 

form, the 104OE2, and to make the 1040A useable by 

additional taxpayers by allowing a schedule to be attached to 

the form, more taxpayers are filing the longer form 1040 each 

year. Form 1040 now makes up 63 percent of the individual 

returns filed- an increase from 61 percent in 1982. 

These more complex returns being filed add to the 

difEiculty in determining the correct tax when a taxpayer is 

audited. Examination time has increased by 11 percent from 

1981 to 1954. IRS believes that part of the increase can be 

attributed to the increasing complexity of the returns being 

examined. 

In addition, more taxpayers whose returns are audited are 

(disputing the changes recommended by IRS examiners. IQS 

projects that taxpayers will appeal about 70,000 cases in 1986. 

In addition, the Tax Court expects to receive 65,600 new cases 

in 1986, a 50 percent increase over 1984. 

THE NUMBER OF RETURNS 
FILED HAS INTREASED 

As the federal agency responsible for administering the 

nation's tax system, IRS must cope with an increasing workload 

created by the year-to-year growth in the taxDa:ring population 
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as evidenced by the increasing number of tax returns filed. 

To cope with this workload, IRS has one of the largest 

workforces of all federal nondefense agencies. However, IRS' 

resources have not kept pace with the growth in its workload. 

For example, IRS expects 179 million tax returns to be 

filed in 1986-a 46 percent increase since 1976 when 123 million 

were filed. Of these returns, individual return filings will 

increase 2.5 percent from 83 million in 1976 to 104 million in 

1986. While improvements in productivity--including increased 

use of computer technology-- mean that increases in return 

filings do not necessarily require proportionate increases in 

IRS resources, it is still noteworthy that, between 1976 and 

1986, IRS' resources will have increased by less than 3 

percent. IRS has only grown from 84,300 to 86,500 staff years. 

IE the current request is approved by the Congress, total IRS 

resources will have dropped 1.3 percent between 1984 and 1986. 

IRS' latest effort to modernize its computer systems will 

produce some productivity gains. However, these new systems 

will not replace the need to audit face to face, put liens on 

houses, investigate cases, or process documents. 

INCPEASES IN NEED 
FOR TAXPAYER ASSISTANCE 

To meet their responsibility to pay their taxes, taxpayers 

rn,Jst be able to understand tax law requirements. However, 

taxpayers historically have had difficulty understanding IRS 
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forms and publications. For example, in our 1978 report on 

Further Simplification of Income Tax Forms and Instructions is 

Needed and Possible (GGD-78-74, July 5, 1978), we concluded that 

Form 1040 packages were written at a reading level beyond the 

comprehension of many taxpayers. As a result, IRS inititated 

actions to make forms and instructions easier to read and 

understand . By fiscal year 1983, IRS had simplified the 1040A, 

and introduced the 1040E2, which was half as many lines as the 

1040A. However, there are indications that IRS’ efforts have 

not completely alleviated the problem. 

Our report on the Need to Better Assess Consequences Before 

Reducing Taxpayer Assistance (GGD-84-13, April 5, 1984) 

indicated that a substantial number of taxpayers were still 

having difficulty understanding IRS’ written materials. The 

questionnaire we sent to taxpayers during our 1982 study 

contained a question relating to the clarity of IRS tax forms, 

instruct ions, and publications. And, the responses we received 

indicated that, even after IRS’ simplification eEEorts, a 

significant percentage of taxpayers continued to have difficulty 

in understanding IRS’ written documents. For example, 41 

percent of all taxpayers said they had difficulty understanding 

tax forms and instructions and 22 percent had difficulty 

understanding IRS publications. 

Because the Internal Revenue Code has evolved into an 

extremely complicated array of exemptions, exclusions, 

deductions, and credits, taxpayers often need assistance in 
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meeting their tax obligations. In addition to the publications 

IRS also answers tax law questions over the telephone, at 

walk-in offices and through correspondence. According to IRS 

statistics, during fiscal year 1984, taxpayers called IRS 42.2 

million times-- an increase of 22 percent since 1980. Total 

taxpayer assistance activity also increased 14 percent from 43 

million contacts to 50.1 million in 1984. 

IRS RESOURCES HAVE 
NOT KEPT PACE WITH 
GROWING WORKLOAD DEMANDS 

Attachment IV shows the staff resources and workload trends 

for major IRS components for selected fiscal years 1976, 1984, 

and 1986. To illustrate the increasing demands being placed on 

IRS resources, I would now like to discuss the fiscal year 1986 

request for several specific IRS programs and activities. 

Examination Activities 

The largest single program that the IRS has is its 

examination effort, for which the aaministration is requesting 

29,518 average positions for 1986--an increase of 1,468 since 

1984. IRS data shows that IRS' examination resources have 

failed to keep pace with the increase in tax return filings. As 

mentioned earlier, filings will increase 46 percent from 1576 to 

1986. However, for the same period examination staff will have 

increased by less than 5 percent. Thus the 46 .percent increase 

in filings, combined with the increasing complexity of 



the returns filed, will reduce examination coverage from 2.6 

percent in 1976 to an expected 1.2 percent in 1986. As recently 

as 1980, IRS examined more than 2 percent of returns filed. 

In addition to the positive impact examining returns has on 

overall compliance, devoting resources to the examination of 

returns has direct benefit to the revenue position of the 

government. For example, IRS actually assessed $10.2 billion in 

additional taxes, penalties, and interest in 1984. Furthermore, 

IRS projects that the examinations which will be conducted in 

1986 will eventually lead to assessments of $14.4 billion. 

Perhaps the best way to illustrate the benefit of 

increasing examination resources is to use an historical 

example. In a 1981 hearing before this Subcommittee, we 

suggested that IRS resources should be increased. Cue in great 

part to this Subcommittee’s efforts and support, a total of 

5,000 additional staff were added to IRS’ fiscal 1982, 1983 and 

1964 budgets of which 1,000 were assigned to the examination 

function. IRS’ examination model shows that the 1,000 staff 

added to the program recommended adjustments which will iead to 

about $1 billion through additional examinations they made in 

fiscal year 1984. 

The Grace Commission also suggested that additional 

rlscurces could assist in raising revenue. Its report estiiTiat+d 

that increasing the examination of returns could generate a net 

revenue (Jain ;f $2.7 billion ov?r 3 years. The ccmmiss ion 

,;ropcsed that 7,500 additional positions be addee to 

15 



examination at a rate of 2,500 per year. The administration has 

endorsed this recommendation and has proposed to implement it 

beginning in 1937. Using more current yield and cost data, IQS 

estimates that this initiative would generate $4.6 billion 

additional tax revenue between 1987 and 1989 at a cost of about 

$600 million. 

Collections Activities 

As with the examination function, IRS' collections 

resources have also not kept pace with growing delinquent 

account and delinquent return inventories. 1% is proposing in 

its fiscal 1986 request to cut resources devoted to collection 

by 901 average positions. 

According to IQS, tax revenue in active taxpayer delinquent 

accounts at the end of 1986 will be more than four times the 

1375 level-- increasing from $1.7 billion involving 614,000 

accounts to $7.5 billion involving 1.7 million accounts. 

Yowever , these figures understate the total collection problem 

becalise they refer only to the year-end inventories of active 

tax;?ayer delinquent accounts. On this basis, IQS reoorted $8.5 

billion in delinquent accounts at the end of fiscal year 

1984--but the actual amount of total accounts receivable 

outstanding was $30.1 billion. In addition to the $5.5 billion, 

tSle 530.1 billion included: ' 

--Accounts which were in the notice orocess (S8.8 billion); 

--Accounts classified as CLlrrently not COll~Ctii'>lo ($5.3 

billion); 



--Installments and deferred accounts ($0.9 billion); and 

--Other ($5.6 billion). 

using the broad measure of total accounts receivable shows 

that collection of taxes owed may be an increasing problem. 

Attachment V shows that for the last five years total accounts 

receivable have been growing at a faster rate than net revenues 

collected by IRS. Even in 1983, when tax liabilities decreased 

as a result of tax cuts, accounts receivable grew by 5 percent. 

Not only have accounts receivable been growing relative to total 

collections, but, as shown in attachment VI, they have also been 

growing in absolute terms. 

How much revenue is collected by the collections function 

relates to the size of the staff available to work the cases. 

To use the historical example I referred to previously, the 

ocher 4,000 staff added in the revenue initiative were assigned 

to the collections function. IRS reports that this added staff 

from fiscal years 1983 to 1985 collected $4.7 billion from 

delinquent accounts and $1.6 billion from securing additional 

delinquent returns from nonfilers. In spite of the revenue 

potential and the large delinquency inventories, IRS is 

continuing to reduce its collection staff. 

While IRS has made significant progress in automating its 

collections operation, IRS has not been able to.reduce its 

overall collections workload. In the fiscal 1986 budget 

racu@s t **_ - I most of the 802 positions to be eliminatoa ar2 clerical 

it3 . ff Recause IRS is pursuing a number of automation 
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initiatives to improve control over cases and reduce paperwork, 

it is likely that IRS will be able to successfully absorb these 

reductions. However, the administration has not correspondingly 

increased the number of revenue officers. In fact, the current 

budget calls for a reduction of 19 revenue officer positions. 

However, work assigned to revenue officers in the field has 

increased since March 1983. At the end of March 1985, revenue 

officers were handling 1.1 million accounts worth $7.4 billion 

and 324,000 delinquent returns investigations. Compared to the 

same period in 1983, the number of delinquent accounts has 

increased by 15 percent while the dollar amount. of these cases 

has increased 27 percent. Similiarly, the number of delinquent 

returns investigations has increased by approximately 32,000. 

Peturns Processing Activities 

Another area where resources are being reduced in the face 

of growing workload is in processing tax returns at the service 

centers, Since 1982, the number of staff in returns processing 

has dropped 5 percent from 24,015 to 22,846. From 1982 to 1986 

IRS has estimated productivity savings in Returns Processing of 

5,210 staff years, an average of 1,042 a year. This has more 

than offset the 3,379 total staff years required from 1982 to 

1986 for workload increases. In the 1986 request, however, the 

administration proposes to, reduce staff by an additional 425 

positions by using selective verification of tax data and by 

;?.odi.E:fing procedures used to process tax rtturns. 
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Criminal Investigation Activities 

Another area absorbing cutbacks while resource needs are 

growing is criminal investigation. IRS has planned to reduce 

its criminal investigation efforts in fiscal 1986 by 74 average 

positions (1.5 percent) primarily by reducing administrative 

support. IRS is also continuing its committments to task forces 

on organized crime and drug enforcement. In fiscal 1986 IRS 

estimates that this effort will require 262 average positions in 

this program (about 5.9 percent of the staff). IRS expects 

that, as a result of the lower staffing levels and increasing 

outside commitments, it will only be able to undertake about 

6,150 investigations in 1986, down from about 6,200 in 1984. 

Taxpayer Assistance Activities 

IRS also plans to make further reductions in its Taxpayer 

Assistance activities. The fiscal 1986 budget proposal for IRS 

requests a reduction of 156 staff years for taxpayer 

ass iatance. 

To absorb the currently planned cutbacks in Taxpayer 

Assistance for 1986, IRS plans to increase' the use of volunteers 

and hold the tele-tax system at current levels. As we discussed 

earlier, our April 1984 report questions whether there are ready 

substitutes for the person-to-person telephone assistance that 

1% now provides to help taxpayers answer tax l&w questions. 

Alternatives such as volunteers and commercial assisters may not 

fill Ehe gap. 
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We are also concerned that current levels of IRS' Taxpayer 

Assistance may be inadequate to meet the needs. In a recent 

survey we found, for example, that taxpayers could expect to 

reach a telephone assister on the first call 31 percent of the 

time in a two week period during the 1985 filing season of the 

We also determined that taxpayers could expect to contact an IRS 

telephone assister and get a tax law question correctly answered 

in five or fewer calls 52 percent of the time. The main reason 

for the low success rate was the inability to get through within 

5 calls. When we did reach them, IRS staff correctly answered 

the questions 86 percent of the time. 

Given the increasinq inquiries being generated by the 

various tax law changes, increasing taxpayer population, and 

other factors, the planned reduction in taxpayer assistance may 

further reduce a taxpayer's chance of getting a tax question 

successfully answered. 

ADMINISTRATIVE AND LEGISLATIVE 
IMPROVEMENTS COULD HELP, RUT 
ADDITIONAL RESOURCES ARE ALSO NEEDED 

Various administrative and legislative actions wouLd 

permit IRS to make more efficient and effective use of its 

existing resources. However, such actions alone would not be 

sufficient to counter the growth in workload brought on by 
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decreasing compliance, the increasing scope and complexity of 

the tax laws, and the increasing number of returns filed. 

Therefore, additional resources are needed if IQS is to maintain 

the integrity of the tax system and achieve maximum collection 

of federal revenues. 

Available Resources Can 
Be Used More Efficiently 

Our work has shown that IRS can improve the management of 

its compliance programs and other activities to permit more 

efficient use of existing resources. As we testified in 1982, 

IRS was at a serious disadvantage in deciding how to best 

structure its compliance activities to encourage people to 

comply with the tax laws. IRS lacked sufficient data to 

understand how its compliance programs, individually and 

collectively, affect compliance. Since that time IQS has 

w-dertaken a number of research efforts to help it to 'better 

understand taxpayer noncompliance and the impact of its programs 

on the problem. IQS research in this area is continuing. 

In the short run, IRS may want to reduce tax losses by 

giving greater emphasis to maximizing revenue in allocating 

resources among and within its compliance programs. To do that, 

TQS 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 
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allow measurements of yield "at the margin" for the examination 

program, but they do not provide marginal yield data for other 

compliance programs. 

Al though IRS' cost/yield data must be used with caution, we 

believe that small increases in 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 collections. Unfortunately, 

however, the shortfall in IRS' management information is such 

that no one knows where diminishing returns will.make further 

resource investment uneconomic at the margin. 

IQS plans to implement a new, more comprehensive management 

information system as part of its current efforts to modernize 

its computer systems. This system, which is now in operation in 

some areas and is scheduled to be operational nationwide in 

#January 1986, will supply much of the data needed to make these 

allocation decisions and to better support IRS resource 

requests . However, IRS believes that, given current resource 

constraints, nationwide operation of the comprehensive system 

may be delayed. 

3ne segment of the comprehensive inEormation system is now 

available to help the IX3 determine what is the effect of 

various levels of resources. Uready, IRS is able to use 

sr7erage \Iield data Erom its various compliance proqra.ns to ;nodel 

the effect of adding small numbers of staff to various 
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programs. This enables IRS to develop projections of potential 

revenue yield from increasing resources available to the various 

compliance programs. IRS can also estimate costs of adding 

staff, including staff in other functions such as Returns 

Processing. IRS used this system to model the effects of the 

proposed 7,500 staff year revenue initiative and to develop 

yield and cost data. 

This management information system is just one example of 

how administrative changes can improve IRS efficiency. In the 

course of our work we have identified a number of other changes 

which IRS can make to improve its operations. In addition to 

these administrative changes, legislative actions can also help 

in addressing significant problems. Let me just cite briefly 

one example where we are finding significant improvement in 

taxpayer compliance as a result of Congressional action. 

One of the most serious compliance problems is the 

continuing growth of unreported legal source income. According 

to IRS' most recent estimates, the tax gap stemming from this 

area has risen dramatically since 1973. According to IRS, in 

1951, $249 billion of legal source income for individuals was 

not reported. IRS estimates that as a result of this 

underreporting of legal source income over $52 billion of 

federal income taxes was not! oaid. 

Congress has taken steps to deal with broad segments of 

this ,arla. It has given IRS new tools to better detect 

unreporr=ld income. Now inuch oE this unreported income is 
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subject to an effective compliance tool--information reporting. 

Generally, only those areas subject to withholding have higher 

compliance rates than those subject to information reporting. 

One compliance problem area now subject to this requirement 

is restaurant tips. IRS estimates that for 1981, taxpayers 

failed to report and pay taxes on over $8.5 billion of tip 

income-- a compliance rate of less than 20 percent. This income 

accounted for about 41 percent of the $78.9 billion total wage 

reporting gap for filers in 1981. The Congress addressed the 

tip income noncompliance problem in TEFRA. The act imposes 

additional reporting requirements on the owners of certain food 

and beverage establishments. IRS estimates that voluntary 

reporting of tip income has doubled as a result of these 

changes. 

However , some income is not covered by information 

reporting. Information reporting is difficult to use as a 

method for increasing voluntary compliance from sole 

proprietorships, partnerships, and small business corporations. 

Another example is the unreported income involving cash related 

to informal arrangements --the core of the underground 

economy. These payments are not subject to information 

reporting. Yet, IRS found that taxpayers only report 20.7 

percent of this income voluntarily. Accordingly, these areas 

represent compliance problems that may require other solutions. 
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During our work at IRS, we have identified a number of 

other areas where legislative changes are needed. 4ttachment 

VII to my statement lists open legislative and administrative 

recommendations which we have made 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, 

includinq ootimal 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 tax revenue in amounts that far exceed the proqrams' 

cost. For example, in 1984 the average-yield-to-cost ratio was 

10.4 for examination of returns and 19.4 for taxpayer delinquent 

accounts, according to data compiled by IRS. Additional 

information on program yield for each dollar spent is given in 

attachment VTII. 

Yhile we -know that the oroblems with the nation's tax 

s.Jstein require attention, wh cannot state precisely to which 

progrsms additional resources should be allocated to optimize 

USC 9: all available resources. Ve do know, however, that 

additional resources in some ?roqrams will result in a large an\3 
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immediate flow of tax revenue to the Treasury. These resources 

are not only justified by the potential revenue gains, but, of 

equal or more importance, by the need to cope with IRS’ 

increasing workload due to decreasing voluntary compliance, 

increasing tax law complexity, and increasing taxpaying 

population. 

There are fundamental questions of fairness and of 

taxpayers’ perception which, we think, should also be kept in 

mind when considering IRS’ budget request. Is it fair that the 

vast majority of taxpayers 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 

complying with the tax laws jeopardizes the entire system. 

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, the Conqress should be mindful of IRS’ unique 

revenue collection role. IRS collects the majority of the 

revenues used to finance federal government programs and 

activities and produces abbut $100 in tax revenues for every 50 

cents it spends. Therefore, government-wide reductions aFpli%d 
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t0 IRS could result in reducing the revenues available to fund 

other government programs. 

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 them. Effective compliance 

should not be viewed as representing a special burden on the 

public; rather it is aimed at ensuring that all pay their fair 

share. 

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 

Frovided. The problem, however, is trying to identify the 

optimum application of any finite amount of such resources. It 

is important that any additional resources provided to 1R.S not 

be more than IRS can effectively recruit, train, and 

ass i.mi la te . Given the lack of available data for making optimum 

allocations, the best approach might be to ask IRS for its 

informed 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 Fersonnel gains of some staff-year increment, 500 for 

example, ranging up to perhaps a cotal increase of 5,000 people. 

2: 
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The Subcommittee could also consider asking IRS what would 

be the effect if, with regard to this fiscal 1986 budget 

request, the Congress were to: 

--Eliminate proposed cuts in collection, criminal 

investigation, and taxpayer service. 

--Provide supplemental funds for the January 1985 pay raise 

instead of funding most of the raise through an 802 staff 

year reduction. 

--Begin the three year, 7,500 staff year increase for 

examination in fiscal 1986 instead of fiscal 1987. 

That concludes my prepared statement. I would be pleased 

to answer any questions. 
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____ 
FEDERAL REVENUES 

FISCAL YEAR 1984 ACTUAL 

ESTATE AND GIFT TAXES CUSTOMS DUTIES AND 

$6.0 BILLION -\ - MISCELLANEOUS RECElPTS 
$26.3 BILLION 

EXClSE TAXES 
$37.$l&ON 

SOCIAL INSURANCE RECEIPTS 
$241.7 BILLION 

143% 

f--J SHADE0 PORTION INDICATES COLLECTIONS MADE BY IRS 

NOTE: THIS CHART SHOWS RECEIPTS ONLY. IT DOES NOT SHOW THAT PORTION OF THE BUDGET FINANCED THROUGH 
BORROWING. ALSO. A SMALL PORTION OF THE EXCISE TAX COLLECTIONS IS THE RESPONSIBILITY OF THE 
BUREAU OF ALCOHOL. TOEACCO AND FIREARMS, DEPARTMENT OF THE TREASURY. 



LEGAL SOURCE TAX GAP COMPARED 
TO BUDGET DEFICIT- 1980 TO 1990 
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ATTACHMENT 111 

ATTACEiMENT III 



IRS Rescwrces and Workload By Program 
Fiscal Years 1976, 1984, 1986 

EWnqrarn -___- 

Examination 
(note c) 

123,361 

614 
acmunts 

Ml iquent 
returns 

281 
returns 

R&urns corn 248 
07. i 3nLe returns 

Criminal in- 8.1 
vestigation invest. 

In Earma t ion 
ceturns 
(note 13,) 

462,000 
dot. rec. 

F~turns 
PL-ocess i ly 

123,101 

1976 1984 1986 Charqe 1976-86 
-arkload Staff years Wrkload StaEf years ‘Workload- Staff years Workload 

g 

(000) (note a) _ (000) _ (mte a) (000) (note a) 
Staff year z 

-- (percent) (percent) e 

28,164 129,258 28,050 136,788 29,518 + 10.9 + 4.8 Hc 

9,415 1,934 14,670 1,738 12,452 +183.1 + 32.3 

1,849 618 4,389 564 3,469 +100 -I- 87.6 

442 10 135 10 135 - 96.0 - 69.5 

4,090 6,194 4,474 6,150 4,413 - 24.1 + 7.9 

1,700 .692,000 3,651 1,046,OOO 4,972 +126.4 +192.5 

26,436 164,626 21,743 178,732 22,846 + 45.2 

84,264 87,635 86,489 

- 13.6 

+ 2.6 
+107.6 ‘TOtal T rz.‘; appropr iat ion $1,691,520 

(000) 
$3,325,630 $3,511,200 

(000) (000) 

a1976 stal!E years are not adjusted to reflect organizational shifts. 

"T~~E~xwation retiirns is a multiEunctiona1 prcqran and some of the staff years shown for 
that pcixJc&n are al.s.3 included in the staff years for the other programs list& above. 

‘XxaiI\inati.~~n w&load is prior calendar year filings. 
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ATTACHMENT V ATTACH&NT V 
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AT FISCAL YEAR END 

I- m NOTICE 
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ATTACHl4ENT VII ATTACHiYENT VII 

OPEN GAO RECOMMENDATIONS TO THE CONGRESS AND IRS 
TO IMPROVE COMPLIANCE A:i3,'0R IRS EFFICIENCY 

CcnXresslonal Recommendations 

1. 

2. 

2 2' 

4. 

5. 

6. 

/ . 

Impose mandatory withholding on agricultural 
employees. 

Adopt standards for determining whether an 
individual is an employee or self-employed. 

Revise educational expense deduction to clarify 
tax status of educational grants. 

Modify disclosure provisions of 1976 Tax.Reform Act. 

Modify summons provi sions of 1976 Tax Reform Act. 

Streamline legal review of criminal tax cases. 

Xake pension plan determinations by IRS mandatory 
fcr tax qualification. 

Recommen~Jasions to the Commissioner of 
Internal ?.e;renue (note a) 

2trezmiine legal review of criminal tax cases. 

712r ify the description of information that 
-orpcrstlons should report concerning the 
3 2il/GLYC hsse of stock. 

Develop procedures to determine taxpayer 
:'J.lln< compliance on pension payouts. 

IRS should focus on increasing tax revenue as an 
interim enforcement strategy. 

3etrer cost/tax revenue data are needed for 
ros3‘.;rce aliocations. 

Source 

B-137762 
3-26-75 

GGD-77-33 
11-21-77 

GGD-78-72 
10-31-73 

GGD-80-76 
6-17-30 

GGD-30-76 
6-17-80 

GGD-81-25 
4-29-81 

HRD-81-117 
9'30"31 



** . 

Source 

9. 

: 10. 

11. 

12. 

13. 

~ l.4. 

15. 

15. 

I 
.' 7 -, . 

IRS needs to determine whether benefits 
could be derived from expanding use of 
library audit tapes. 

Treasury needs to properly account for 
?Jet Yindfsll Profit Tax Revenues. 

GGD-84-l; 
4-L34 

GGD-84-15 
6-16-84 

IRS' Windfall Profit Tax Examination GGD-84-15 
Program can be improved. 6-13-34 

IRS needs to assure that Windfall Profit 
Tax has been assessed and paid on oil in 
multiple transactions. 

GGD-84-15 
6-13-34 

IRS needs to develop effective procedures 
for examining net income limitation claims 
and adjustments. 

GGD-84-15 
6-13-84 

IRS' reconcilation of Windfall Profit Tax 
returns may be needed. 

IRS' Criminal Investigation Division needs 
to begin information gathering projects 
pertaining to the Windfall Profit Tax 

CCD-34-15 
6-13-34 

GGD-:!4-15 
6-13-34 

Program. 

Z~ciaimed Tank bottom Oil presents 
revenue loss possibilities and tax 
J? I,- 2 s i ; n opportunities. 

ZX7S+Il~liiTlZ the time in -&ich withholding 
s2.j ustmeiits can be made could improve Windfall L 
?rofit 'Tax administration. 

I ,i/’ ,1\s of April 1985, IRS had many of these recommendations zt various 
s -, ,a 2 D s -d- (2 t' i implementation. 
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1976 

$4,500 
601 

7.49 

Criminal Investigations 
Plumber of invest. 8,797 
(‘US t 100 
cost per 11367 

i rives t . (note c) 

Amounts Receivable 
Yield 3,492 
COSt 179 
Ratio 1‘9.51 

1321 inquerq Investigations 
Yield 407 
cost 35 
Rdtio 11.63 

Returns Ccxq~liance 
Yield 133 
clx t 8 
fti t io 16.63 

I)ocumt’nt Ilatching ’ 
Yield !Y 
cost b’ - 
katio 

$4,100 
632 

6.49 

1978 

$5,000 
675 

7.41 

$4,900 $6,300 $6,700 S&,600 $10,000 
720 780 836 904 970 

6.81 8.08 8.01 9.51 10.31 

$10,700 $10,400 $10,600 
11020 1,125 11126 =i 
10.49 9.24 9.41 :: 

8,361 8,733 8,700 7,114 6,608 6,498 5,910 6,194 6,151 6,150 
105 121 130 154 151 169 178 204 214 209 

12558 13855 14942 21647 22851 26008 30118 32935 34791 33984 

3,069 3,315 4,900 6,000 5,584 7,060 9,553 8,928 9,232 9,512 
188 201 213 219 255 288 403 461 490 468 

16.32 16.49 23.00 27.40 21.90 24.51 23.70 19.37 18.84 20.32 

363 
36 

10.08 

435 
b/ 

839 1,309 1,403 1,863 1,856 2,190 2,584 3,049 
62 73 91 103 129 139 129 130 

13.53 17.93 15.42 18.09 14.39 15.76 20.03 23.45 

138 
10 

13.80 

125 
!?I 

21 18 14 11 
6 6 4 4 

3.50 3.00 3.50 2.75 

17 17 17 
4 5 5 

4.25 3.40 3.40 

w 
w - 

695 
84 

8.27 

10 
5 

2.00 

1,514 
107 

14.15 

1,562 2,226 1,994 
116 160 164 

13.47 13.91 12.16 

1979 1980 1981 1982 1983 1984 1985 1986 - - - - ~ 

aYield is measured in millions of dollars of net assessments except for the Criminal Investigations and the Accounts 
kxe iv&k Prw rams. ‘2’he Criminal Investigations Proqram is measured in total investigations; the Accounts 
Receivable Program in millions of dollars collected. 

bita n+t currently available. 

cCost pr ilwestigation is total dollar cmst. 
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T.\XPAYER COMPLIANCE 
CONTINUES TO DECLINE 

Despite the importance 0E our nation's tax system, it is 

facing severe strains. There is a trend toward contempt and 

abuse of the system which seriously undermines the basic concept 

of voluntary compliance on which the system is based. Extensive 

evidence is available to show that noncompliance among both 

corporate and individual taxpayers is a serious problem. 

IRS and others have conducted detailed surveys attempting 

to determine why people do not comply and the extent to which 

they fail to comply. For example, in a December 1984 study 

conducted for IRS by Yankelovich, Skelly and White, Inc. almost 

twenty oercent of the sampled population admitted to cheating on 

their federal income taxes. The study found that the personal 

3eEinitions of honesty and the belief that most Feople are 

noncompliant were the most significant reasons people did not 

CO!Iply. 

That survey helps to validate IRS' July 1983 report on 

i?coae tax compliance research. In this study the IRS developed 

estimates of the extent, composition, and growth of taxpayer 

noncompliance. It shows that for tax year 1951 individual and 

corporate taxoayers did not pay taxes totaling $51.5 billion on 

income from lc3(?1 sources, a nqncompliance rate of 19.3 

,p?rcen%. Attachment III shows that Ear 1981, the $31.5 billion 

incow tax gap consisted of: 
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