Commissioner of
Internal Revenue

This year I'm pleased to report that a number
of organizational changes have been impie-
mented and appear 1o be accomplistung the
Intended goals. The changes were undertak-
en last year to implement recommendations
made in a study conducted by senior IRS ca-
reer executives.

The change most directly affecting taxpayers
was the moditication of our admirustrative ap-
peals procedure by consoidating the former
two fevels of appeal into a single appeal
structure at the regional lavel. This system is
now {ully in effect and is resulting in the more
expeditious handling of controversies at less
expense to both taxpayers and the iRS. We
continue to hold appeals conferences at all
locations where district conterences were
formerty heid with the resuit that taxpayers
have conveniently available 10 them a region-

& appeais officer with full settlement authority.

We beileve the change in settiement proce- .
dures ot docketed Tax Court cases is work-
ing etfectively to utilize vur resources better
and to provide a more orderty procedure for
handling the increasing volume of docketed
cases.

The streamiining of our smallest districts has
been accomplished smoothly. We are realiz-
ing savings at no loss of servica to taxpayers.

Separating tunctions involving sarvice 1o the
public from those involving compliance has
increased our emphasis on taxpayer service
as well as permitted better integration of our
collection activities wilh retated comptiance
functions.

Notwithstanding our increased emphasis on
taxpayer problems, it seems clear that some
of these wiil continue to “'slip througts the
Cracks.” If this occurs in even a very smail
percentage of the huge number of matters
we handle the number of such cases wiil be
large. To address this problem we instituted
our problem resolution program (PRP) on

an experimental basis in 1977 to prowide a
separate function to handie persistent tax-
payer problems — those not satisfactorily re-
solved through normal channels. PRP is now
fully operational in ail of our 58 districts and
10 service centers with problem resoiution
officers who have tha ability and know-how
to cut through red tape quickly on behalf of
taxpayers. About 72,000 taxpayer problems
were successfully resotved through this pro-

cedure in 1978 and a number of systems
changes identified by this program have
been made to improve IRS etficiancy and re-
sponsiveness. )

A sample followup with taxpayers whose
problems were handled through PRP found g
high degree of satisfaction, but  will not be
satistied as long as some taxpayer com-
plamnts and problems persist. Therefore, as
the year ended we were planning to set up
an ombudsman-iike position in my immediate
offica 10 have broad authority over PRP and
10 serve as an advocate lor taxpayers. ’

Our forms and instructions are a matter of
continuing concern. The challienga of pre-
senting and explaining a complex law in an
understandable way is tormidable and we de-
vote substantial eflort 10 this problem. in ad-
dition 0 our normal work in this area we have
formed a high-level task force to consider
longer-range possibilities. We have engaged
a private firm to review ail the individual tax
return forms, scheduies and instructions and
1o make recommendations for redesign and
rewriting. This eflort should be completed in
the fall ot 1980 when we will start evaluating
and testing any recommended aitematives.

While it is important that we constantly look
for ways of simplitying the burden ot report-
ing, trequent changes should be avoided.
There is great vailue 1 taxpayers’ famsfiarity
with our forms. i'm, therefore, pieased that
thy 1979 furms follow the 1978 lorms except
for a few changes required by new legislation.

There is no doubt that better 1axpayer assis-
tance, more sensitive rasponsiveness {0 tax-
payer complaints and problems and simpler
tax forms and instructions are of great impor-
tanca in achigving a high level of voi
compiiancas with our tax laws. But our en-
forcement effonts also are crucial. Any signifi-
cant noncompliance is a matler of deep con-
cem to the IRS, Congress and the taxpaying
public. Beyond the tax revenues iost when in-
coma is not reported is the basic question ot
faimess to taxpayers who yoluntapty obey
the laws.

Since the mid-Sixties the IRS has requiarty
measured compliance on filled returns
through its taxpayer compliance measure-
ment program (TCMP). As an adjunct to our
audit program, TCMP Is an effective 100! to
Mmeasure the unreported income detectible by
normal audit procedures and 10 deveiop the
computer formulae used to identity retums
for audit. 1t does not, however, measura the
unreported income of those who faii o file re-
turns nor certain types of income not readity
detectible by normal audit procedures, such
as income from illegal sources.

In 1978 1 appointed a study group to prepare
estimates of unreported income. The group’s
repont, “Estimates of income Unreported on
Individual Income Tax Returns,” was re~
leased in August 1979. This report, using
data for tha 1976 lax year, marks our first af-
fort 10 measure unreported individual income.

The report estimates that individuals failed to
report $75 billion to $100 billion in income
from legal activities, with a resuiting revenue
loss of $13 billion to $17 billion. Unreported
income from certain iliegai sources — narcot-
ics, iflegal gambiing and prostitution — was
estimated to ba between $25 billion and $35
bilion, and cost the government approximate-
ly $6 billion to $9 billion n tost tax revenues.

To put thesa figures in context. in the same
tax year individuals yoluntarily reported near-
ty $1.1 trillion in income and paid a total of
$142 billion n income taxes
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The report lends considerable weight to con-
clusions drawn from past TCMP studies that
reporting is highest whean incomes
are 1ect to tax withholding. incomes sub-
fect to information reporting show a lower
compliance level but still much higher than
incomes subjec! to neither withhoiding nor
information reparting.
In fairmess to the millions of taxpayers who
Yoluntarily file, report all thew income and pay
the (ax due, we must strengthen current
compliance etforts and, where calied for,
plan inngvative actions to find and tax unre-
ported income.

A Treasury legisiative proposal, currently un-
der consideration by Congress, 1o withhold
taxes from certain independent contractors
would be a major step in dealing with one ar-
8a of low complianca.

Qur program to match information docu-
ments filed by payers of wages, dividends, in-
terest and cartain other payments wilh in-
come tax returns has become an increasingty
important tool to identify cases of underre-
porting of income and nanfiling of returns.
The number of documents matched has

been increasing substantiaily and with the full
implementation of the combined annual wage
reporting system will reach 400 million or
about 80 percent of the iotal filed.

Qur document matching activity has been
separate from our examnation program and
has not affected the selection of returns for
audit or their actual audit. However, in the
next filing season, a printout of the informa-
lion documents processed will ba associated
with returns seiected for the examination pro-
gram so that the information wiili be available
to tax return classifiers and to return examin-
ers. Since thesa documents will aiso be used
during TCMP audits, {he accuracy ot the re-
suits of that program shouid a‘so be improved.

In last year's report { noted our increasing
concarn about the use of abusive tax shaitars
- those which take positions beyond a rea-

. Sonabie interpretation of the law — and our
increased audit effort in this area. As a resuit
of that etfort we have. at various stages of the
aexamination and appeals process, about
200,000 tax returns involving about $4.5 bil-
lion of questionable deductions. This pro-
gram requires a substantial commutment of
rasources but it is a commitment we wiil con-
tinue (0 make, and even increasa if neces-
sary. The great abuse we are finding in this
area, if allowed to continue unchecked, couid
result in a serious decline in taxpayers’ per-
ception of the lairmess and evenhandedness
of our administration of the tax system and
consequently in {heir yoluntary complianca.
Many abusiva tax sheiters depend for their
successtul marketing on the participation of
professional tax advisors. We intend to con-
tinue an exploration, begun this year, into the
ethical and legat standards that shouid Qo-
vern such participation.

Tax administration today calls for us 10 in-
crease our abilitics to serve the majonty of
laxpayers who comply with the law. A crucial
aspect of this service is to enforce the iaw
vigorousty against the few who attempt to
Subvert it. We beiieve this year's repor re-
flects that commitment.
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